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n the nineteen-nineties, with U.S. corporations in the midst of what the Times called

“the downsizing of America,” a new term appeared: the “seven-per-cent rule.” It was a simple formula: when a company announces
major layoffs, its stock price jumps seven per cent. No one worried too much about whether the rule was accurate—it was a catchy
way of expressing a basic assumption about corporate layoffs: downsizing is an easy way to make Wall Street happy. So when,
recently, two companies with lagging stock prices—Circuit City and Citigroup—announced major job cuts, one might have expected
their stock to soar. Instead, Circuit City saw its stock price tumble four per cent the day after it announced it was getting rid of
thirty-four hundred of its most experienced sales associates, and Citigroup’s stock barely budged when it said it would be cutting
seventeen thousand jobs.

This may have surprised the executives who had planned the cutbacks, but it shouldn’t have. Over the past decade, many
academics have looked at how layoffs affect stock prices, and they’ve found that the seven-per-cent rule is bunk. Instead of rising
sharply, the stock of companies that trim their workforces is likely to fall. A recent meta-study that surveyed research from several
countries, covering thousands of layoff announcements, concluded that, on average, markets had “a significantly negative” reaction to
job cuts. Individual companies, of course, sometimes see stock prices jump after layoff news, but there’s no evidence that downsizing
is a guaranteed hit with investors.

This isn’t to say that Wall Street has gone soft—it still cares about profits, not people. But investors seem to understand that
fewer people doesn’t always mean more profits. Downsizing may make companies temporarily more productive, but the gains
quickly erode, in part because of the predictably negative effect on morale. And numerous studies suggest that, despite the lower
payroll costs, layoffs do not make firms more profitable; Wayne Cascio, a management professor at the University of Colorado at
Denver, looked at more than three hundred firms that downsized in the nineteen-eighties and found that three years after the layoffs
the companies’ returns on assets, costs, and profit margins had not improved. It’s possible that these companies would have done
even worse had they not downsized, but for the average company the effect of layoffs on the bottom line appears to be negligible.

If the track record of layoffs in improving corporate performance and shareholder returns is so mediocre, why do executives still
find them tempting? One reason is that executives’ view of downsizing is shaped by what’s sometimes called the vividness heuristic:
the tendency to give undue weight to particularly vivid or newsworthy examples. In discussions of downsizing, you don’t often hear
about all the companies that cut payrolls and then continued to struggle. Instead, it’s the stories of companies that have reaped
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dramatic benefits from downsizing—like G.E. and Procter & Gamble—that become templates for how the process works. Executive
overconfidence exacerbates this problem: a C.E.O. is far more likely to see himself as capable of pulling off what Jack Welch did at
G.E. than to recognize the probability that layoffs will make only a trivial difference.

The increasingly short-term nature of C.E.O.s’ jobs, along with the pressure on them to deliver results quickly, doesn’t help
matters. The average C.E.O.’s tenure today is just six years, long enough to see the benefits of downsizing (like a lower payroll) but
not long enough to suffer costs that may appear in the long term. And the lack of job security means executives have to worry more
about what shareholders and analysts are saying. While the market as a whole may be skeptical about downsizing, many powerful
people on the Street aren’t. Before Citigroup announced its layoffs, for instance, it had to contend with a chorus of critics—including
its biggest shareholder—insisting that the company was a bloated giant that needed to get its costs under control. Even if the job cuts
didn’t move the stock price, they were at least a sign to those critics that the company was listening.

On top of all this, a C.E.O. is likely to look to layoffs as a solution because that’s what almost everyone else does, too. The word
“downsizing” wasn’t even invented until the mid-seventies. The waves of layoffs that began at the end of that decade and peaked
after the recession of 1990-91 were largely a response to crisis on the part of manufacturing companies swamped by foreign
competitors and stuck with excess capacity. More recently, however, downsizing has become less a response to disaster than a default
business strategy, part of an inexorable drive to cut costs. That’s why Circuit City can proclaim, “Our associates are our greatest
assets,” and then lay off veteran salespeople because they earn fifty-one cents an hour too much.

There’s nothing wrong with costcutting, and in any dynamic economy layoffs will be necessary. The problem is that too many
companies today define workers solely in terms of how much they cost, rather than how much value they create. This is
understandable: after downsizing, it’s easier to measure a lower wage bill than it is to see the business the company isn’t getting
because it has too few salesmen, or the new products it isn’t inventing because its R. & D. staff is too small. These lost opportunities
may be hard to measure, but over time they can have a huge impact on corporate performance. Judging from its reaction to layoff
announcements, the stock market understands this. It’s time executives did, too. ♦
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