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Part A

1.
What is Turnaround?

Too many financially stressed business end up in formal insolvency administrations, ie liquidation, receivership or, in the case of their proprietors, bankruptcy.  These formal processes can often threaten much of the value
 of the business as many of its contracts have termination provisions, customers and staff desert and goodwill becomes impaired.  

Is there another choice?  

Today I want to explore whether the greater use of timely consultancy advice may be more effective to save businesses. To see how this may be done and what may limit its effectiveness.

“Turnaround” has become a ‘buzz word’ for dealing with financially stressed businesses.  The word “turnaround” has been defined as:

“Move so to face a new direction” or  “Adopt new opinions or policy”

What do we take the term “turnaround” to mean in today’s context?  Is it a 180 or a 360 degree turn in results?  Is it a spike upwards in the profitability scale? Is it about saving jobs, shareholders retaining value or about a community keeping its town alive?  Perhaps we could see the term having an expectation to see a business experiencing financial stress cured and to be rid of impending financial danger.  

The word “turnaround” could be cynically stated as a “trust me, sign here and you can be saved” mantra!  Oddly though, this can be true if sufficient time is allowed along with having the right core business and support from stakeholders.  However, we need to stay realistic about when and where a turnaround can and cannot work.

The Turnaround Management Association (“TMA”) speaks of turnaround in the context of involving two necessary actions i.e. a combination of crisis management and instituting corporate renewal. 

In my consideration, a successful turnaround should involve three elements:

i) A financially stressed business should become profitable;
ii) The business continues to remain profitable in the long term; and
iii) Most, if not all, stakeholders are better off for the process.  
Today I wish to discuss the turnaround process in three Parts and through which comment on the feasibility, probability and desirability of success.

· PART A 
· What do we mean by a turnaround?

· Who are the Stakeholders in this process?

· What options are available to attempt this?

· PaRT B
· Understanding the need for stakeholder support

· Knowing when to act early - warning signs (visible and invisible)

· Utilising appropriate strategies

· Why the CPA can improve the odds.

· PART C
· Future developments

· Is attempting a turnaround, on the balance, desirable?

There must be a reality check in all of this.  If a scenario sounds impossible, looks impossible, well no doubt it will be impossible!  A business so far gone, has really only one future—the sale of its bits and pieces to a third party in liquidation with most of the original stakeholders carrying the losses.  

This paper is designed to have a practical look at what else can be done, and what you can do as CPAs to raise the odds in your clients favour.  

2.
Who are the Stakeholders in this process?

Throughout this paper I will make reference to the stakeholders affected by a business suffering financial stress.  The support of stakeholders is paramount to any turnaround being successfully achieved.  

It is useful to understand who the stakeholders of any financially stressed business are and it is surprising how broad the catchment is.  I see the following groups as being affected, each to a different degree and each having its own sphere of influence on the success of the turnaround process.

· Company/business itself – the future of the business depends on the turnaround otherwise it will come to an end.

· Shareholders – a class heavily affected, particularly where they have contributed substantial working capital to the business.

· Unsecured creditors – generally the second most affected party.  Their own solvency may be impaired should this business fail and their debts not be paid on time.

· Employees – their on-going employment, the effect on their own livelihood and the employee entitlements are all affected by the value retained in the business.

· Directors – are responsible for the operations of the business.  The Corporations Act holds them personally responsible should they trade insolvently and they have fiduciary duties both to the company and to its members.

· Lessors – both value in the leased assets and the return to lessors will be impaired should the business fail.

· Secured creditors (sub-classes – fully or partially) – the value in the security held will be impaired should the business fail.

· Contracted parties – contracts may come to an end if an insolvency triggers automatic termination provisions in the contract, resulting in a loss of value in both the business and those suppliers relying on that business.

· Creditors holding guarantees – those rights may come alive should insolvency affect the business.

· Australia Taxation Office – often an unsecured creditor in many administrations.  It is often owed money for PAYG tax and GST.

· The community and public at large.

3.
Options to Attempt Turnaround

There are quite a number of formal and informal options that are available to a stressed business. However many of these options may lead to unsatisfactory outcomes for most stakeholders. This is why I want to explore if more can be done with the turnaround process.

In a “going concern” business, much value is locked up in the contracts, staff, client base and goodwill that a business may have. However, if the business is found to be trading insolvently, then there is only one legal choice,
 which is to make a formal appointment, e.g. a liquidator or voluntary administrator. Regretfully, this needs to be made despite the consequential damage likely to follow.

In the table below, I set out the general options to either deal with an insolvency or start a turnaround process: 

	Desired Outcome
	Formal Arrangements
	Informal Arrangements

	Turnaround/renewal
	· Voluntary Administration

· Deed of Company Arrangement

· Part X

· Receivers & Managers
	· Workouts

· Informal agreements with creditors 

· Consultancy Advice to Management

· Taking Part in Management


Formal Arrangements and Turnaround
The formal appointments named above do have a number of advantages.  These include:

· a swift passing of control from poor management to an objective insolvency practitioner;

· new sources of working capital may become available for trading either from secured creditor funding or from not having to meet unsecured suppliers; and

· the business can then be redefined and regrown for sale. (see Appendix A) 

However, the core fundamentals of a good business still need to be there for it to survive this process intact. Generally though, this process does quickly sort stakeholders into those who lose a lot and those who lose less! Shareholders and suppliers generally bear the brunt. Invariably the business that emerges from this process often results from an asset sale to new owners, leaving many original stakeholders, such as shareholders and suppliers, far worse off. 

I will briefly look at what can be positively achieved using some of these formal tools
 listed under the renewal turnaround section. Their success, in my view, rests heavily on the factors referred to in Part B of this paper.  

a.
Voluntary Administrations and Deeds of Company Arrangements

The objective of placing a company into voluntary administration is to provide a maximised chance for the company continuing to trade.  It creates a moratorium against creditors’ claims and allows the company a fresh financial start
 provided creditors agree to the proposal forming a Deed of Company Arrangement. The Deed must first be vetted by the administrator.  

The voluntary administration process is also available to companies that are beyond saving, if the appointment of a voluntary administrator will ensure a better return to creditors
.

However, for a voluntary administration process to be engaged (assuming there is a business worth saving), the company technically has to be insolvent or likely to be (see s436A).  Logically that means there are insufficient assets to recoup all the stakeholders’ commitments.  A second drawback  of this frequently used tool is that, notwithstanding the strong sentiment expressed in s435A
, too many businesses that were never viable use this route.  It can then become just a fast-track but very expensive
 route to liquidation.  Currently, voluntary administrations are the most common insolvency appointment in Australia.

Fundamentally this process, while often useful,
 realistically will struggle to supply an outcome that enhances the position of all stakeholders.

b.
Receiverships

A receiver and manager can be appointed to a company, partnership or to an individual.  The aim of the receiver and manager is to protect the assets of the business on behalf of the secured lender. Their role is not to act for other stakeholders such as unsecured creditors.  

The appointment of a receiver and manager may aid a business in a turnaround by bringing the business back to reasonable debt levels or to sell the business as a going concern.  The secured lender can also be a source of much needed working capital which allows the changes needed to be properly funded.

The business that is sold often is stripped of the interests of its former stakeholders. 

c.
Part X Arrangements

Part X arrangements are available to individuals, partnerships and joint debtors.  This is aimed at individuals under Part X of the Bankruptcy Act; a debtor can submit a proposal to creditors in order to avoid bankruptcy.  The agreement, once accepted, is binding on all unsecured creditors and releases the debtor from debts that could be provable under the Bankruptcy Act.

Once again while the business owner can look to restart, many creditors and other stakeholders are not better off from the process.

Many of the formal approaches above can still lead to terminal outcomes for the business with most stakeholders losing in the process.  This is why it is important to explore what else can be done by other methods.

Informal Arrangements and Turnaround

I want to cover two aspects today. Firstly, in brief detail, the use of Workouts. Secondly, in much more detail, whether consultancy can be effective. Later in the paper many of the steps suggested could be relevant to both types of informal arrangements.

Workouts involve meeting with creditors on an informal basis.  A program is arranged that allows the company continued supply of essential products, while renegotiating the payment of past debts over an extended period of time.  By renegotiating the payment of debts, the business receives breathing time in order to trade on and restructure as necessary, to enable a return to a positive cash position.  However, while workout plans often enable the company to buy time, they do not address any fundamental problems with the business that may exist.  The renegotiated debt position of the company often involves a deferral of interest payments or a large balloon payment due at some point in the future, which the business is unlikely to be able to meet.  For this reason, workouts often have the effect of delaying formal insolvency rather than avoiding it.

a.
Workouts and Informal Agreements with Creditors

Informal arrangements are most effective when there are a small number of creditors who operate within the same industry.  Creditors must stand to benefit from the arrangement in order to obtain co-operation.  

The advantages of these options for both the business and stakeholders, include:

· they are very flexible;

· there are perceived lower costs involved;

· they can be put in place quickly;

· there is no need to advertise the business’ situation to the world; and

· creditors know from the outset what return they will receive.

Disadvantages of these options are that:

· it does not stop creditors, such as the Australian Tax Office or Finance Companies, from commencing legal action against the business;

· in the event the arrangement fails and a liquidator or trustee in bankruptcy is appointed, any payments to creditors are considered preferential payments and can be clawed back;

· creditors with insurance often cannot claim against these policies unless the business is placed into a formal insolvency arrangement; 

· contingent creditors are not normally bound by these arrangements; and

· at the outset, the business is generally close to insolvency so the professional undertaking the workout would be seeking suitable indemnities to safeguard their interests. Therefore, this may only be suitable if assisting on behalf of a financial institution.

At the end of the day, there is a lot to be said for such an informal process provided the business is at some distance from insolvent trading.

b.
Consultancy Advice to Management - Taking Part in Management

The remaining category is that of advisory work either in terms of giving consultancy advice to the business or actually getting involved in its management.  I want to focus on this category for the rest of this paper as it offers a potentially better outcome for more stakeholders in a more cost efficient method than alternative formal  options.

The fundamentals of this approach is twofold.  Firstly, an external consultant provides either advice to the management of the business on what steps it should take to deal with its problems; secondly, the consultant may take a role in the management of that business itself, perhaps as a CFO or even CEO.

An advantage of this approach is that, if instituted early enough, the drivers of value in a business (such as market goodwill, committed staff, commercial contracts and commercial terms with suppliers and financiers) can be preserved and hopefully built upon.

A disadvantage of this approach is that the advisor may be regarded as a “defacto” or “shadow director”.  This is a major limitation (which will be discussed later) but, simply put, Section 9 of the Corporations Act defines a director of a company to include a person who acts in a position of a director or if the existing directors are accustomed to acting in accordance with that persons instructions or wishes.  You will know that Section 588G of the Corporations Act makes it an offence for a director of a company to incur debts while that company is insolvent or likely to be.

Subsequently, this creates a large risk facing the professional advisor who wishes to institute real change at the business, or face being caught by the insolvent trading provisions and being personally liable for those losses.  This acts as a huge disincentive for highly trained professionals to become so involved.

This is ironic since early intervention by experienced professionals is probably the best opportunity to assist an ailing business as will be seen shortly. A business has a much better chance of securing support from the various stakeholders to the process, so they have confidence it can work.

Part B

4.
Stakeholder Support

To allow a business to turnaround, the co-operation and marshalling of the many stakeholders to that business is required. As seen earlier, a business can have many stakeholders all with their own stake in its future and success.

Just identifying the stakeholders is illuminating. They can be the directors, creditors, customers, ATO, employees, families, creditors holding ROT, creditors holding bank’s security interest, charges and the advisors. Many are touched by the insolvency of a business and it is important to know who they are and how they are affected.

All stakeholders have an interest in seeing the business survive.  So why don’t they just support the business?  Surely it would be in their interest to see a business continue?  Perhaps it is because:

· Of a loss of confidence in the management, stakeholders no longer consider that the directors/owners are capable of returning the business to profitability, or to see it being to pay its way;

· they don’t want to see good money follow bad;

· they don’t want to risk further losses, or cannot afford to;

· there are creditors who hold credit insurance, who actually need a formal insolvency appointment for them to collect, rather than sit it out;

· the staff have given up on the owners, they are now judging the business by their feet and leaving or simply being non-cooperative, lethargic;

· there is no working capital left to meet the needs of the business and to make the structural changes necessary;

· the financial state is such that the business has defaulted on its covenants with its bankers, triggering the appointment of receivers, etc;

· the ATO is fed up with not being paid.  Though there is flexibility there for repayment schemes, the ATO needs to have confidence that this will actually happen; and

· of the sort of data that this business produce.   Is there timely accounting information?  Does the business know where it is going?  Does it know how it is going in relation its competitors?

So you can see there are a lot of reasons why stakeholders may not want to support a business that is visibly drowning and why they may not have confidence in the current management to turn the business around.  From my experience, if anything will kill the prospects of going forward, it is that lack of confidence in the current management, i.e. the feeling that they don’t have what it takes to make the difference.

Again, this can create a role for the experienced, ethical and objective professional to be quickly called in to consult, to analyse and to deal with the problems.  Confidence is a huge factor in the process and the stakeholders need to have confidence in that professional to make the changes to make the difference.

This process is meaningless though if the consultancy is left too late.  That is why it is appropriate to briefly look at what signs indicate when remedial financial action is urgently required.

5.
Knowing When to Act - Early Warning Signs 

Early action gives an advisor the best opportunity to assist in a turnaround. To get involved someone has to be alert to the fact the business is struggling.

This section covers some of the business stress signals so that you, as the client’s accountant, can alert the client to act. Of course the old adage of “taking the horse to water but you can’t make it drink” applies here.  If the client is not willing to do something about the signs then, eventually, external parties will force actions mostly to the business’s detriment.  

But let’s step back a moment and consider why people actually get into this position.   From my experience clients, especially in small business, become so focussed on their day-to-day issues that they quietly and gradually lose sight of the gathering clouds of financial insecurity.  

It is easy to see why.  No one enjoys looking at letters with windows in them.  It is much more fun to fix a piece of machinery, or structure a deal  than to pay bills, deal with upset creditors, prepare cash flow forecasts and BAS returns  etc. Time passes, trading terms get stretched, supplier calls are not returned and the ATO is not paid.  You know the rest…!

Due to this “blinker” attitude, early recognition by a business professional advisor is so important; the problems cannot be mitigated while their existence remains hidden or ignored.

Warning signs are usefully categorised into two categories.  They can be  either:

· Visible, or

· Invisible

Visible signs are those that external stakeholders to the business should easily recognise, whereas invisible signs are those that, prima facie, only stakeholders within the business (e.g. the staff or management) are aware of.  

This distinction is important because many of the best warning signs lie within.  Regretfully, evidence of trouble only usually surfaces after a liquidator has gone in and investigated what went wrong.  

The following briefly notes some key visible signs and discusses some practical ways to access some important yet invisible signs. (Appendix C contains a more detailed summary)

Visible Signs

· Interaction with Creditors – how well is this occurring, are they on stop credit, staying within terms?  Are staff avoiding returning creditor’s calls?

· Cultural Insights – does the owner’s personality type stifle good corporate governance?  Any lifestyle issues here?

· Environment Change – does the business anticipate and adapt to market forces?

· Big Projects – is the business taking on bigger risks, needing more credit and becoming more dependent upon one successful outcome?

· Health and Family Stability – instability with these clearly will affect the performance of any of the key managers/owners.

· Other factors

· Are there indications that the company has a bad industrial relations record such as strikes and a high staff turnover rate compared to the industry average?   

· Gambling. Does the proprietor have a reputation? This is not usually a sign of “rolling in the money”!

· Sponsorships.  Has there been a severe cutback when you are reviewing those annual returns?

Invisible Signs

· The people in the Business – look for signs of morale, problems in attitude, appearance or turnover in staff or high sick leave.

· Accounting Data – be on the look out for creative accounting to artificially improve the financial performance and balance sheet.  Is the data generated timely, meaningful and accurate? Do they have reporting expected of a business of this magnitude and complexity?

· Financial Controls – is there effective corporate governance?  Do they have sufficient working capital?  Is there a high breakeven point?

· Other Factors

· Lack of insurance cover.

· Failure to submit group tax and other statutory taxes.  Historically, the Australian Taxation Office has not been an aggressive collector of tax in normal commercial terms.  This would allow the proprietor to skimp on paying the Commissioner and use those funds to pay more pressing creditors.  Building accruals of these remittances is a clear sign of financial pressure.

· Failing to spend adequate funding on maintenance and replacing ageing machinery and plant is an indication that a business is struggling.

· No business plan.  This business cannot back its performance.  The ‘gut feeling’ is not a good barometer for long term success.

· High staff sick leave/absenteeism.

· High level of goods returned – an indication of poor workmanship and potentially morale.

Given we have heeded the warning to act and a decision has been made to chose the consultant, what can now be done?  

6.
Strategies

Overview

This section deals with what can be done to the business to bring about corporate renewal and longevity.  To make a strategy work you, need to understand whether the fundamentals for that strategy are there.  These include, time to act, know what fundamentally caused the crisis, interpret whether there is a sound core business, and whether through taking decisive action, the business survives the changes to become viable.  

Note though there are impediments for the professional advisor, particularly if they want to get closely involved with the management of the business.  I will cover these points below.

· Are the fundamentals there?

To make the difference, some  fundamentals need to be in place, many of which are inter-related.  These include:

· a willingness of the owners to be open and wanting to change;

· the creditors being prepared to assist going forward by offering or retaining/varying commercial trading terms;

· the staff being willing to stay on board (or can be induced to do so);

· a decent timeframe available to the consultant  to work in;

· sufficient working capital being available (or can be quickly made available);

· the possibility to make structural changes to the business;

· whether or not there lies a potentially sound business;

· careful planning; and

· good communication from the start with all the stakeholders, including using the media
.

· Room and Time to Move

At the outset, one needs manoeuvring room to transform a business and sufficient time in which to undertake this.  Have you ever watched a big ship turn around?  It cannot do it immediately, it is physically impossible and business is the same.  

One cannot expect a voluntary administrator to be appointed to a business on a Friday afternoon because wages are due on Monday and give them an empty bank account, the debtors fully factored and expect this business to be open and trading on Monday as before.  Miracles can happen but the vital element missing was the lead time planning.  

Planning needs to cover both short term and medium term phases to enable the business to get past any crisis point so it can restructure itself properly. Many of these changes take time to settle in. Staff  need to come on board, sales campaigns need to have time to work and the stakeholders need time to accepts the changes and  be fully supportive. These are not matters done over a weekend!

· What Caused the Crisis? 

The fundamental part of any strategy is to ascertain what caused the crisis in the first place.  Is it a crisis because of:

· its people?

· the processes they use?

· their negative relationships with specific stakeholders, e.g. banks, key suppliers, etc?

· the poor quality of information produced?

· an external factor that the business cannot control, such as legislative change, a natural disaster, customer failure, etc?

· under-performance of the company?

· over-expansion?

· an unsuccessful new project?

· management denial or inappropriate action?

· bad management?

A number of authors have concluded that bad management is the primary cause of failure.

· Is the Company/Business Fundamentally Viable? 

The next step is to consider the company’s viability, especially after the planned changes are done.  Unless so, why resuscitate?  Why would an external stakeholder wish to invest in the business if it still cannot sustain long term feasibility and profitability?

To understand if the business can be viable, it is useful to understand whether the business has:  

· a sound or potentially sound core business(s);

· adequate bridge financing available to cover any short term needs; and

· adequate organisational resources to allow what needs to be done, to be done.

We need to keep each of these at the forefront of our minds when looking at a business and ascertain whether it can make it going forward.  

If business viability cannot be achieved, then it is best to quickly choose a more formal method to achieve a better return for creditors, especially keeping in mind the s588G duty to prevent insolvent trading. 
· Ways to ensure a Turnaround is viable? 

It is a twofold task in that to achieve viability,  we also need to achieve change that gives stakeholders, as a whole, confidence in the process and outcome.  This is a broad area and needs to be tailored to the business and its requirements.  Some common things we need to address in this process are:

a. reviewing the suitability of the senior staff;

b. setting a business plan;

c. what data systems are in place;

d. cash flow;

e. product lines and contracts;

f. the market for the business or its parts;

g. funding for the future;

h. staff on side?

i. ensuring any good news is communicated to stakeholders.

a.
Reviewing the suitability of the senior staff

i) Having the skills or personal qualities for change, to ride out the storm, to inspire stakeholder confidence, and can be trusted.

ii) Consider making changes to those of the old management team whose lack of skills damaged the value in the business in the first place.

iii) Can we afford the retrenchments?  If not, then we need to consider a formal appointment.

iv) Looking after the morale of those staff who stay behind. If these “survivors” are not on side, remain suspicious or still have no confidence in the management, then it’s difficult to make real progress.

v) Do we have too many family members occupying key roles?  Do they do their jobs properly?  Do they have the confidence of the rank and file staff?  Can they be trusted to follow the advice or directions given by the consultant?

b.
Setting a business plan

i) It should be done in two parts.  First the need to set up short term plans to get over the crisis. Secondly, plan for the future but with realistic assumptions as to sources of sales, its growth and timing, and the level of expenditure.

ii) The need to base forecasts objectively given past results, seasonal factors, state of the market and competence of management.

iii) Is the whole operation aware of its part in the plan and know the effect of any changes or shortfalls on its cash flow?

iv) Do the existing staff feel part of the plan?

v) Are benchmarks reached or exceeded?  Are they realistic from the start and properly reviewed and communicated?

c.
Data systems

i) Ensure the reliability and timeliness of the accounting data.

ii) Can the system be adapted to give reliable and timely data on how the business is tracking?

iii) Build cash flow forecasts as the business will again falter if it cannot fund itself. You need to carefully track this aspect.

iv) Need to set performance measures to track the success or otherwise, of the business plan.

d.
Cash Flow (or Cash is King!)

i) While a misused phrase, without adequate cash flow, any short term survival measures will have no chance to work.  The business needs to pay staff, financiers, suppliers and lessors. Capex work may be necessary for growth and funding found to do this.

ii) Look to see how cash can be quickly generated either from asset sales, expense cutting, focusing on high margin product sales, renegotiating supply and sale terms, and obtaining credit funding from stakeholders.

iii) Tracking every decision that you make in terms of what is the effect on the business cash flow.
 Decisions in one part of the business may impair working capital needs e.g. through increasing stock purchasing to lift inventories.

iv) Making a senior officer responsible for understanding and tracking the cash flow effects.

e.
Product lines and contracts

i) Apply the simple 80/20 rule to what the business does.  Can we identify those areas that generate the most cash from the least number of contracts.  Conversely, cut out those areas that often grab most of the expense but generate little net return.

ii) Are the products still relevant in the market place?  Is there time to undertake brief research?  What are the levels of sales and returns?

iii) Are there onerous (unprofitable) contracts to leave behind? If so, then consider, on balance, whether a formal insolvency appointment may now be more appropriate. Otherwise to collapse those contracts could launch breach of contract claims. 

f.
The market for the business or its parts

i) Need to ascertain if there is a market for the business or parts of it. If so then that will guide the strategy on how to move forward with the business.

ii) Often in a formal insolvency appointment (e.g. a receiver and manager appointment), the focus is on the sale to a third party.

iii) May be appropriate to incur short term trading losses to maintain the business intact for sale.

g.
Funding the future

i) Funding needs to be found to allow the business to survive in the short term and to allow for growth in the medium to long term.

ii) Short term funding is from existing credit providers, owners, suppliers granting additional time to pay, sale of assets, accelerating debtor payments by collection methods or factoring and cutting costs.

iii) Medium term funding is by replacing more expensive debt funding by more viable alternatives e.g. owner equity, venture capital, moving from factoring to better terms of collection, bill facilities rather than overdraft.

h.
Staff on side

i) Do we have the buy-in of the staff (especially post redundancies) for the changes that are about to be made, or are being made?  Has their input been sought on changes about to be made to the parts of the business?  

ii) Staff are an excellent advertisement for a successful business if they are happy, morale is high, productivity is high and leave of absence is low.  From experience, this is not easy to achieve as generally they have been hurt by the process.  This is another reason why change at the top is very important for staff support going forward.

iii) If the staff are not on side then productivity will be impaired and the ability of the company to be effectively resuscitated prejudiced.

i.
Ensuring good news is communicated to stakeholders

i) Broadcast the effectiveness of these changes to the various stakeholders so they are confident there is a future to share in.

ii) Consider use of  the media to achieve this, but media can take up a lot of management time as well as the risk of the media  focussing on any potential negatives.

iii) Do this by the performance measures that track the results of the changes. The numbers need to be credible and accurate and timely and shared by those parties affected.  Examples are mostly profit results, production targets exceeded, new contracts entered into.

Impediments to Change

There are a number of issues that can limit the effectiveness of the advisor in action. An advisor needs to be wary of what can prevent the process working and importantly, what may happen to him/her should the turnaround not succeed. 

These issues include:

· being regarded as a defacto or shadow director and potentially liable for insolvent trading;

· the Corporate culture may inhibit the change process to occur;

· there are unprofitable legal contracts which cannot be varied;

· ensuring corporate restructures of the group entities do not  impair employee entitlements.

Taking these in turn:

· Defacto/Shadow Director Trap

For changes to occur and for external stakeholders to be comfortable that these changes are working, then management must be actually making changes occur. 

It was noted earlier that a formal appointment may trigger defaults in contracts potentially leading to their loss, resulting in the impairment to the future cash flow of the business.  So it makes sense to use an advisor to guide the business before these defaults occur.  But by its nature, the financially stressed business is at risk of becoming insolvent and collapsing, so the legislation looks to make those responsible accountable. 

In an informal appointment scenario, the advisor’s role is limited to giving advice.  To go further means they could be regarded as a shadow director because they are actively managing the business and acting in the capacity of a director (see s9 of the Corporations Act definition of a director in Appendix B).

Because often the turnaround professional often comes in too late, the scope for change may be limited so he/she needs to take care that the scope of the role is to advise only. However management may not heed that advice rendering the whole process useless as stakeholders will have no ongoing confidence.

· Insolvent Trading – 588G

A second impediment logically follows from the shadow director issue above.  The risk is very high that an advisor, getting involved in the business affairs, will be regarded as advising or taking part in the management of the affairs of the company when it is incurring a debt.  If insolvent at the time, then that advisor can be caught by Section 588G of the Corporations Act, which covers the directors duty to prevent insolvent trading and imposes a personal liability for such losses (see Appendix B).  

We all understand and appreciate the importance of such a provision and its desirability to stop a ‘maverick’ board from incurring further credit in the vain hope of saving the business.  However, a major disadvantage of this is that it does scare away trained professionals who would potentially come in to advise a board and orchestrate major changes.  There are no insurance products that I am aware of that will remove this risk.

Were the legislation to be changed to allow advisors to safely step in (say under court sanction) without fear of being a defacto/shadow director, it is arguable that many more businesses could benefit and so would the wider community’s interest.

· Corporate Culture

If dealing with a company that has a corporate culture missing good corporate governance, this can make it very difficult for any resuscitation of the business to occur.

What needs to be imposed properly from the start is an understanding of what is needed, transparency of the process, reportability throughout the organisation and that responsibility is taken for tasks delegated to them.  This will flow through into better reliability of data and that the turnaround professional can actually have some confidence in that the advice he/she is instituting into the corporation, is being carried out.

· Contracts

One factor why a business may be losing money is that it has entered into unprofitable contracts.  The other parties to the contract may not be willing to enter into any contractual change. If this cannot occur, then a more formal approach may now be required to deal with disclaiming that contract.  

(Again, it is so important to see how relevant it is to gain the support of all stakeholders and particularly those who are parties to any key contracts.  The other side to the contract may need to understand clearly that there is no option other than everyone losing if the contract cannot be amended.  Sometimes this cannot be achieved and it does represent a major impediment to the  turnaround of a business. 

· Restructuring away employee entitlements

The Corporations Act was amended to ensure that any agreements or transactions designed to avoid paying employee entitlements would, upon liquidation, be an offence. If so the liquidator could recover from those persons who are responsible for the liability equivalent to those entitlements so lost (see s596AB).

This is a commendable section and I am pleased to see it there.  Where an advisor needs to be careful is that should he/she be following a tax driven scheme to restructure the business entities by moving around assets within a group, that does not inadvertently contravene such a section.  Clearly, the safest course is to institute redundancies but as noted earlier having the funding to do so is a major limitation to this course of action. 

7.
The CPA’s Role

Finally, the role of yourselves, the CPA, in all of  this.

As I noted at the beginning, you often have a trusted advisors role. Not being affected by the blinkers the client may wear, you have an excellent opportunity to pick up any warning signs of financial stress and to then timely discuss the implications with your client.  Acting on an early warning creates manoeuvring room to germinate a successful turnaround, and is a vital part of what is needed to help an ailing business.  

However, in my view, the Corporations Act does not encourage the CPA to jump in and get too close to help your clients to deal with a failing business. As mentioned, the s9 definition of a “shadow director” only has an exception for the arms length advisor (see Appendix B).  Therefore you need to be careful of being classed as a defacto director and strictly limit yourself to giving advice.

This advice must be heeded by the business and also needs to be accepted by the other stakeholders.  Your role in helping influence those stakeholders will be invaluable, but we must always come back to the old analogy “you can take a horse to water but you can’t make it drink”.  

If the business owner does not want to heed your advice then you really have to seriously question that person as your client as well, if they go on to fail, they will surely owe you money as well.

8.
Case Studies Where Turnarounds Worked

PwC has been involved in varying ways in a number of turnaround situations, ranging from small businesses, to international conglomerates, to government departments.  Following are a few examples of how a turnaround strategy has saved an ailing business.

Example 1:  A Private Biotech company

The Review

The company engaged PricewaterhouseCoopers (“PwC”) as turnaround business advisors, as they were suffering from a serious cash drain.  Upon entry and after the initial investigation, PwC highlighted the following characteristics:

· Cash deficient and asset rich (Intellectual Property);

· virtually no turnover;

· large current outstanding commitments;

· significant monthly cash requirements;

· overly focused on one product;

· poor management team;

· lack of normal management processes and structure;

· complicated ownership structure;

· research focussed;

· marketing by reputation only; and

· non-existent future planning

We commenced a primary review in order to form an opinion as to the short term viability of the company and then went on to establish a long-term plan.  The review  focussed on:

· Cash availability and cash flow analysis;

· asset evaluation an liquidity potential;

· liability review; and

· examination of all contracts with customers, suppliers and employees.

Our short term plan revolved around the following points:

· Establishing a team structure:  

· Identifying who could be trusted, and bringing in people with relevant skills;

· establishing daily and weekly plans; and

· co-ordinating weekly meetings to establish roles targets and timing and to monitor progress as a team.

· Financial controls:
· Weekly and monthly cash flows;

· no further liabilities to be incurred; and

· formulating a deal with the large current creditor.

· Cash:

· Increase borrowings against property;

· selling market rights for certain IP assets; and

· selling all available stock and old equipment

· People:

· Beginning to evaluate people on staff.

· Beginning analysis of future options:

· Understanding market and business opportunities .

With this plan in mind, PwC implemented some short term measures designed to improve the company’s cash position and to buy some ‘financial time’.  These measures included:

· Selling licences to Intellectual property;

· re mortgaging land and extended facility;

· renegotiating the supplier account with the large debtor and deferring the payment;

· eliminating the CEO and others;

· re-negotiating all supplier payments based on timing; and

· gaining control of the business - shareholders, people, systems, practices, cash.
With the short term cash flow pressures abated, we focused efforts to implementing a long term plan, which focussed on the following objectives:

· Undertaking a strategic examination to fully understand potential of the business;

· exploring Market opportunities and examine the potential fit with major assets;

· developing a strategic plan with the implementers of the plan–Market,  Sales, Operations, Financial, HR people, Risks, Capex, Funding;

· establishing an implementation plan to tailor the business to the opportunity;

· putting in place funding to achieve the plan; and

· understanding how to exit or how to meet shareholder aspirations.

We implemented a sales exit strategy, focusing on a sale to an external party or backing into a listed entity.  We worked with the company to produce an information memorandum, and implement a Road Show through Australia and the Asia Pacific region.  We received submissions from interested parties, and commenced negotiations.  After evaluating all the options, the most valuable option to the stakeholders was to back the company into a listed entity.

Outcomes

After a successful implementation of our short term and long term plans, the company returned to profitability, with an improved management focus on profit and turnover.  The business established a new business and market focus, including sales planning to target customers and marketing initiatives. Asset utilisation was dramatically improved through a full plant review and restructure. The company’s issues with ownership and funding were resolved.  Lastly, the company was listed on the ASX, which enabled us to realise a high price for the company’s assets for its shareholders, while retaining control.

Example 2:  A Marketing, Sales and Distribution Company

The company was a listed public company, involved in the Marketing, sale and distribution of video movies.  It had an annual turnover of $20m, but was incurring losses.  All cash was being absorbed by losses and the purchase of distribution licences.  No further sources of funding were available to meet short term losses, and the distribution licences were potentially valueless in the event of an insolvency administration .

PwC was initially engaged to provide advice in relation to their current position.  An initial review highlighted the need for short term management solutions, and some strategy direction.  We assisted the company to put a strategy together, which involved the implementation of new business, and the introduction of an equity partner.  To manage the current cash flow crisis, we advised the company to appoint an Administrator with a view to executing a Deed of Company Arrangement.  Up to and following the execution of the Deed, we provided ongoing monitoring and advice in relation to their strategy position and management.

Outcome

The introduction of funds from the new investor enabled the company to execute the Deed, providing a fresh start to the company in relation to its cash flow position.  The profitability of the company was significantly improved through the introduction of new business, and their cash flows were greatly enhanced.  The company was then re-listed onto the ASX.

9.
Future Developments

As noted earlier, there remain some serious limitations in the present legal environment for dealing with stressed businesses.  These include:

· The loss of value in a business (perceived or real) following a formal appointment.

· The crystallisation of any additional liabilities that may follow such an appointment.

· A lack of funding to assist in restructures.

· Personal liability upon the external consultants who may manage the business in a view to achieving turnaround, due to the definition of defacto directors.

· The time periods given in some formal administrations, such as voluntary administrations, is often insufficient to deal with the complexities of the businesses at hand.

There are a number of developments that potentially could have a major effect on how well a professional advisor can assist the recovery of a business.  The first of these is adopting some of the Chapter 11 arrangements that are found in the USA.  Another is a suggestion of a “Turnaround Panel” to drive turnarounds.  A comment on these proposals follows:

Chapter 11 Proposals for Australia

Chapter 11 arrangements operating in the USA offer companies in financial distress a period of protection from creditors in order to restructure and turnaround the business.  There is talk of it being available in Australia for large insolvencies on the basis that the current voluntary administration provisions are currently impractical for large corporate groups.  This is because of the limited time a practitioner has to understand the company group, its issues and to adopt a plan for creditors to consider as a part of the deed of company arrangements.  

There are a number of advantages of Chapter 11 arrangements over traditional insolvency appointments.  These include:

· Management stays in control of the company;

· insolvency is not necessary;

· contracts cannot be terminated by creditors due to insolvency as the company has not been placed into an official insolvency administration.

· the ability to continue raising finance, and

· role for experienced consultant to guide this process away from “shadow director” issues.

Disadvantages of Chapter 11 arrangements include:

· The process can be exploited by directors and management;

· court supervision makes it expensive and inflexible; and

· the undermining position of unsecured creditors (i.e. it is a management driven process).

A Chapter 11 allows management to remain in office and run the business as the “debtor in possession”.  Due to this, the Chapter 11 arrangement is viewed as being a restructuring tool and can lessen the stigma of an insolvency appointment.  In Australia, the appointment of a voluntary administrator can often create the view that a company collapse is imminent.

Chapter 11 arrangements are available to insolvent and solvent companies.  The filing must only be made in good faith.  This allows companies that have identified they are in financial distress, or may have financial difficulties in the future, to file for a Chapter 11 arrangement at an early stage.  By filing in the early stages of financial distress, the business has more chance of surviving.

Support for the Australian Chapter 11 has not been overwhelming and it would be interesting to see where this goes.  Recommendations from the Government review are expected to be released early next year.

Turnaround Panel

A proposal was put forward to the Joint Committee on Corporations and Financial Services by the BTA for the establishment of a Turnaround Panel.  

Their proposal was that a panel, not that dissimilar to the takeovers panel, be set up in each State.  The panel would consist of  those with experience in running corporations, and those who have experience in turning around businesses. 

In the submission,
 the panel would hear submissions from companies wishing to undergo a reconstruction and the panel would adjudicate on whether the process would be available.  A moratorium could be granted for up to six months from actions by unsecured creditors to enable the company to undergo its turnaround.  The panel would decide the appropriate terms and conditions for the moratorium, including whether new senior management should be instituted.

It is not proposed that the panel would have any power to affect the position of secured creditors.  However, an application to the panel would not constitute a default under the legislation proposed.

Whether this proposal would be successful or not would depend upon adequate resourcing of each of the panels to ensure adequate experience there.  It would also be duplicating the court system somewhat. 

Another issue is that It is foreseeable to see such a panel working that amendments would have to be made to the insolvent trading provisions, otherwise it would be difficult for new executives to be wanting to take part in the turnaround process.  This is an innovative proposal and in its early days.

Other Issues

Insolvent Trading

As noted earlier there are major disincentives for a professional to do more than advise, should a business be at risk of failing.  Serious consideration needs to be given as to whether an exception should be given in 588G for a genuine advisor who has been bought in as an external consultant to the company to not only advise, but to undertake the rehabilitation. 

The provision is there to ensure that corporations do not incur credit when they have no funds to pay it. It is now time to consider  that an exception be raised, in limited circumstances and under say Court supervision, for a genuine professional to achieve a turnaround.

Redundancy Scheme while Business is Trading

As noted earlier, it is one of the great ironies that companies that need to make redundancies cannot afford to because of the high cost of employee entitlements payable on redundancy, that have been negotiated in awards, etc.  There is the statutory GEERS, which is the General Employee Entitlements Redundancy Scheme, which provides funding for those employees once a business is terminated. 

How useful would it be if that sort of funding was made available while the business was alive, to allow it to survive and the rest of the staff to maintain their employment?

It is worthy of consideration to adopt a similar scheme to that in the UK, of having a statutory fund available to fund redundancies, which has to be repaid should the company survive.  

Part C

10.
Is Attempting a Turnaround, on the Balance, Desirable?

Too often the word “Turnaround” is thrown around in some sort of religious mantra assuming that once engaged it will make a difference.  Too often it does, but not necessarily in the way we want!

In a utopian world, we should always attempt to save an ailing business. But this commendable notion is not desirable where all that is being done is to band-aid the business so it lurks like an iceberg ready to sink more corporate shipping.  This just means the community will bear greater stakeholder losses.

Our present system does encourage company directors to act early due to the insolvent trading provisions.  Practically, the business blinkers are on and  the warning signs may not be heeded. It is ironic that this legislative environment creates a massive disincentive for professional advisors to get in and try and make a difference, especially if the problems are left too long.

To see a stressed business routinely profitable again takes a lot of components and, initially, an early start at modifying its operations and staff.  

The two primary roles of the turnaround professional is in dealing with the problems of a distressed company and were summarised by the TMA as:

1 To assist the current position of a business by determining:

a. what the company is doing;

b. flush out its problems; and 

c. formally plan to turn it around and return it to profitability.

2 Win the confidence and loyalty of shareholders, employees, vendors, customers and financial institutions, i.e. the stakeholders.

Certainly businesses can emerge from the brink of insolvency but generally with new shareholders, new directors, poorer creditors and changed staff. It is a difficult process yet rewarding, if all the components can come together to improve the lot of all stakeholders.

Appendix A

Details of Formal Appointments

a)
Voluntary Administrations and Deeds of Company Arrangements

Advantages of voluntary administrations for the company and stakeholders include:

· Directors relinquishing control of the company which will appeal to creditors who have lost faith in the directors;

· change of control can occur quickly;

· the company is protected from creditors while the administrator prepares a proposal to creditors to govern the future of the business;

· the company’s goodwill may be preserved by continuing to trade;

· winding up cannot occur in an administration without the leave of the court;

· not a lengthy process;

· a proposal to creditors, if accepted, is binding on all creditors of the company;

· avoids the sigma associated with a company in liquidation; and

· creditors have a greater chance of  receiving a dividend earlier.

The disadvantages of voluntary administrations include:

· Directors may appoint a voluntary administrator in order to avoid a full investigation into the companies affairs that will occur in a liquidation
;

· difficult to predict the outcome of a turnaround scheme within the one month period a VA has to develop a proposal to creditors;

· even successful VA’s still result in creditors and shareholders losing substantial amounts of money;

· often no working capital available to allow business to ? and restructure.

The following statistics show the number of formal appointments during the second quarter of 2003.
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b)
Receiverships

Appointment under a debenture charge usually occurs in the following situations:

· a default occurs on interest or principle payments;

· an application for the winding up of the company is filed;

· a meeting is convened to consider a resolution for winding up;

· the company attempts to create a charge to rank equally or prior to the current charge; and

· a company is in breach of covenants set out in the debenture.

Advantages:

· Appointment occurs quickly;

· The receiver and manager has flexibility in carrying out appointment;

· The assets of the company are secured;

· It creates a moratorium against creditors’ claims prior to appointment;

· The receiver and manager can continue to trade the business on using funding provided by the secured lender; and

· Goodwill can be preserved while the company continues to trade.

· The business can be sold as a going concern preserving the business and its staff.

Disadvantages:

· Realising assets in order to bring the company within debt covenants or to pay out the debenture holder may lead to liquidation.

· Stakeholder  value can be lost, especially that of the management and shareholders.  The process is aimed to preserve the security of the secured lender and not at protecting any other stakeholders.

c.
Part X Arrangements

The advantages of Part X arrangements for the debtor and stakeholders are:

· The debtor is able to select the trustee of the Part X arrangement;

· It avoids the stigma of bankruptcy;

· The property acquired after the arrangement may not be affected;

· It avoids the limitations placed on discharged bankrupts;

· The examination of debtors affairs is limited;

· It avoids the dissolution of a partnership;

· The debtors assets are independently controlled;

· It avoids the cost of court proceedings; and

· It offers flexibility.

Disadvantages of Part X arrangements include:

· Cost of implementing the arrangement
.

There are three alternative options for a debtor submitting a proposal to creditors.  These are a Deed of Assignment, Composition or a Deed of Arrangement (see detail in Appendix A).

c.
Deed of Assignment

Under a Deed of Assignment, a debtor appoints a Trustee and agrees to assign all of their divisible property for the benefit of the creditors.  The trustee has the power to enquire into and overturn certain voidable dispositions.

The main characteristic of a deed of assignment is that the trustee has no claim to property of the debtor acquired after the execution of the deed.  This allows the debtor a fresh start.  

However, this form of arrangement is most suitable for debtors who do not wish to carry on the business in place prior to the deed or if future income is not sufficient to make further payments to creditors.  As assets and property is included in the arrangement, it is likely the business will come to an end if it is based on the shills of the debtor.

d.
Composition

A composition is an arrangement or a proposal whereby creditors agree to accept full payment of the debts due to them in instalments, or a partial payment of the debt owing as full and final settlement.  The partial payment can be made in the form of instalments, money or property.  

There is no deed as all terms of the composition are agreed by a special resolution of creditors.  The terms are effective from the passing of the resolution.  Upon the acceptance of the composition, all creditors are bound by the terms passed. 

Normally, the payments to creditors are made through instalments of income.  The debtors divisible property is generally not part of the proposed composition.  This allows a debtor to carry on a business if the business relies on assets of the debtor.

e.
Deed of Arrangement

A deed of arrangement is a deed providing for the arrangement of the affairs of the debtor to provide for the payment of debts to creditors.  This arrangement provides great flexibility as there are no specific requirements as to the terms of arrangement in the Bankruptcy Act.

Normally, an assignment of property is made as well as a provision for payments from future income of the debtor.  Property acquired after the execution of the deed can be assigned to creditors
.

The main advantage of a deed of arrangement for the debtor is they can continue operating a business.  However, they do not necessarily receive an immediate release from debts that may be provable under bankruptcy
.

Appendix B

Legislation

Section 9 Corporation Act
Director of a company or other body means:

a)
a person who:



i)
is appointed to the position of director; or




ii)
is appointed to the position of an alternate directors and is acting in the capacity; regardless of the came that is given to their position; and


b)
unless the contrary intention appears, a person who is not validly appointed as a director if:



i)
they act in the position of a director; or



ii)
the directors of the company or body are accustomed to act in accordance with the person's instructions or wishes.

Subparagraph (b)(ii) does not apply merely because the directors act on advice given by the person in the proper performance of functions attaching to the person's professional capacity, or the person's business relationship with the directors or the company or body.

Section 435A sets out the objects of voluntary administration and these are:
The object of this Part is to provide for the business, property and affairs of an insolvent company to be administered in a way that:


a)
maximises the chance of the company, or as much as possible of its business continuing in existence; or


b)
if it is not possible for the company or its business to continue in existence – results in a better return for the company’s creditors and members than would result from an immediate winding up of the company.

Section 588G – Director’s duty to prevent insolvent trading by company

(a) a person is a director of a company at the time when the company incurs a debt and

(b) the company is insolvent at that time, or becomes insolvent by incurring that debt or by incurring at that time debts including that debt; and

(c) at that time, there are reasonable grounds for suspecting that the company insolvent, or would so become insolvent, as the case may be; and

(d) that the time is at or after the commencement of this Act.

Section 596AA – Object and coverage of part
596AA(1) Object

The object of this Part is to protect the entitlements of a company’s employees from agreements and transactions that are entered into with the intention of defeating the recovery of those entitlements.
Section 596AB – Entering into agreements or transactions to avoid employee entitlements
596AB(1) [Person not to enter agreement]  A person must not enter into a relevant agreement or a transaction with the intention of, or with intentions that include the intention of:

a. Preventing the recovery of the entitlements of employees of a company; or

b. Significantly reducing the amount of the entitlements of employees of a company that can be recovered.

569AB(2) [Company not party or court approval]  Subsection (1) applies even if:

a. the company is not a party to the agreement or transaction; or

b. the agreement or transaction is approved by a court.

Appendix C

Warning Signs

Visible Signs

Interaction with Creditors

A lot can be gleaned on how a company is performing from its interactions with its creditors.  The following useful signs can be observed: 

· Difficulties with setting up credit facilities with creditors.  For example, there are delays in its preparation and return of credit applications, or the business has problems with the wording.  The company may attempt to water down agreements or return them after the first supplies are due to leave;

· the reaction to any changes in the credit supply agreement. Delays, non-compliance or arguments may be indicative of an underlying problem;

· disputes over attempts to retain or expand retention of title agreements;

· problems in providing Trade references; and

· unexplained hiccups in the payment of accounts, such as - 

· bouncing cheques;

· balances remaining on accounts after payments have been made;

· erratic purchasing whereby the purchases are being spread between a number of suppliers; and

· drift-in payments whereby the business is paying creditors later each month.

Cultural Insights

This heading deals with the external projection of the business culture.  Often it centres around the owner but also deals with the sort of image the company is projecting through its level of service and phone manner.  The following points could be useful in ascertaining whether the business is losing ground:

· What is the personality type of the owner?  Argenti 
is critical of autocratic rule which effectively renders top executives (or the board) ineffective due to the dominant leadership style.  Some traits of these managers are indicative of the fact that they are either dominating the company or bleeding the company dry by their lifestyle.  Look closely at the owner who:

· Wears many hats in the business, such as the chief salesman, the chief financial controller and the chief negotiator;

· spends long hours in the business, longer than what is healthy;

· leads an extravagant lifestyle e.g. the quarter of a million dollar Mercedes; and

· is aggressive in dealings; and

· are the standards of service and the phone manner deteriorating?  Do you get an anxious reaction to your calls?  These are external signs of poor morale.

Environmental Change

It is useful to gain an understanding of the environment in which the business operates. Clearly one needs to be vigilant if the business is operating in a dynamic and turbulent market, for example, computer technology or is affected by government policy.  Product demand and market share could be fluctuating on a monthly basis.  Further, keeping abreast of regulatory changes and understanding how these may impact upon your clients is essential. 

Big Projects

As Argenti highlights, “there seems to be wide agreement, then, that one of the almost tediously repetitive mistakes that lead to failure is the big project where costs and times are underestimated or revenues overestimated.  These errors always seem to be enormous…- the miscalculations are monumental” 
.  It is true that when a business engages in a big project, its borrowings and its debt levels increase dramatically, yet its cash inflow and profits do not necessarily follow the same pattern.  The following should be noted:

· Look for dramatic (and often urgent) increases in credit needs by the business for the new project; and

· watch for evidence of erratic purchasing from numerous suppliers.

Health and Family Stability

Just looking at your client’s appearance  or tuning into industry scuttlebutt are useful indicators that things are not well with the proprietor, their health or their family life.  While many of these issues remain submerged, from time to time you may hear or see something, particularly where the company has no succession plan in place for the proprietor. 

Invisible Signs

The People in the Business

People hold a business together. The following indicate signs of strain:

· A lack of succession planning by the proprietor;

· poor staff morale;

· high staff turnover, particularly of senior accounting and business executives; and

· management override where the senior executive overrides the controls that the company has nominally in place.

Inability to Adapt

The company’s inability to adapt to changes in its environment may not be well known outside the company.  Failure to adapt to either is indicative of the internal controls not working.

Accounting Data

Ironically the most relevant information that could be available to a CPA remains invisible because they do not have access to accurate and current accounting figures (provided the company actually produces them in the first place!)  Below are listed some important signs:

· Creative accounting – this is where the accounts are doctored to defer costs and bring forward revenue thereby artificially restating the company’s balance sheet.  Creative accounting is mainly designed for outside review rather than internal results.  Creative accounting is often employed when the business is struggling and has to comply with certain ratio covenants in security documents;  

· ratios – a number of ratios are quite useful in analysing how the company is performing.  Some of the major ratios would include:

· Liquidity Ratios:  Current Ratio = Current Assets ( Current Liabilities; Quick Ratio = Liquid Current  Assets ( Current Liabilities

· Profitability Ratios: Profit Margin = Operating Profit after Income Tax ( Net Sales 

· Financial Stability Ratios: Debt Ratio = Total Liabilities ( Total Assets; Equity Ratio = Total Shareholders’ Equity ( Total Assets
However, ratios depend upon the quality and timeliness of the financial information on which they are based;  

· regularity of account preparation.  A business that is failing will not place emphasis on the timely preparation of accounts.  In particular a deficiency will exist in the preparation of the following:

· Cash flow projections;

· budgets;

· periodic financial statements; and

· aged accounts receivable and accounts payable.

· Another signal is when an entity produces some of this material, but does not spend time on its analysis owing to a lack of skill in the organisation to analyse and utilise these tools.

Financial Controls

A lack of financial controls in an entity should send a glowing warning light to anyone that the company is in trouble.  This is a key aspect that auditors look for, and an absence of financial controls will increase the vigilance of their review.  Look for:

· An effective board of directors supervising the chief executive(s).  A lack of such supervision, particularly where there is an executive override of other management decisions, provides futile grounds for fraud and unchecked losses;

· the start up capitalisation.  Shareholders are more likely to support an entity if their shirts are riding on it than when it is simply a $2.00 company that can be left to drift.  Further, having a proper capitalisation at the start means that the entity is more likely to have sufficient working capital to absorb the ups and downs in the economic cycle.  Having thin capitalisation means that it is a vulnerable to what would otherwise be fairly normal cyclical market behaviours e.g. profit margin cuts and new competitors entering the market;

· a history of losses;  

· the company’s break even point (“BEP”) for its market. Is it high?  The problem with a high BEP is that normal fluctuations spell losses, and it is then a question of how long the company can absorb these;

· the company providing excessive credit and the existence of a large percentage of bad debts. If the company is often appearing as the plaintiff in recovery actions, this indicates a difficulty in recovering debts; and

· the gearing of the company.  Often a company will fund expansion by borrowing. It is therefore depending on high rates of return being recovered from the more recent acquisitions.

The Big Project – An Internal View

The major trap of “the big project” is that it requires enormous resources of the entity which could be diverted to more profitable uses and it depends upon one customer paying the company on time every time.  If there is a hiccup in the recovery of its investment from a big project then the company is vulnerable to any other changes and impact in the market.  

Another problem with the big project is the tendering process behind it.  Often it is indicative of companies failing fortunes that they win the tender based on cost or marginal profit.  It does not require much to go wrong for the tender to be a major loss making exercise.

Health and Family Stability

Where the entity is dominated by one individual their health and ongoing mental stability remains incredibly important.  Often these proprietors have a silent partner as their spouse.  Should divorce occur this would then remove a large proportion of working capital from the entity leaving it more vulnerable to market fluctuations.  It goes without saying that should a major health scare occur to the proprietor then the entity itself could be jeopardised.

Source:  ASIC Monthly Insolvency Statistics
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� See submission by Business Turnaround Association Inc (“BTA”) in response to the Parliamentary Joint Committee on Corporations & Financial Services enquiry into Australia’s Insolvency Laws


� The Oxford Dictionary of Current English, Second Edition


� S.588G makes it an offence to do otherwise.


� Also Part IX’s but as aimed at consumer market, outside the scope of this paper.


� I will not cover those appointments where the end of the business is the only outcome, such as liquidation, bankruptcy, etc.


� Winterton Constructions Pty Ltd v M A Coleman Joinery Co Pty Ltd (1996) 14 ACLC 1168


� Dallinger v Halcha Holdings Pty Ltd (1996) 18 ACSR 835, 842


  Corporations Act 2001 (Cth) section 435A


� See Appendix B


� (due to the statutory need for investigation, reporting and meetings all within a strict and tight timetable.)


� See Appendix A for Appointment Statistics


� See Appendix A for advantages and disadvantages


� It is one of the great ironies of my work, that a business that needs to make redundancies cannot afford to do so because they don’t have the money to make the retrenchments.  In the UK there is a fund operated by the UK Department of Trade and Industry that actually assists the business to restructure by providing limited funds for retrenchment pay.  That may be a better spend that  General Employee Entitlement & Redundancy Scheme (GEERS) for the terminal part of the business, because at least having money early would allow the business a chance to change for the better?


� The media can take up a lot of time but it is the best and cheapest way to communicate with stakeholders.  So it should be considered as a medium of change.


� See Argenti, J., Corporate Collapse, MrGraw-Hill 1976 (page 123), Submission on Australian Insolvency Laws by Business Turnaround Association Inc.


� Turnaround Management Association paper 2003


� As noted earlier GEERS will only apply if the company is in a formal appointment and staff are retrenched.  It is a great irony that many companies that need to make retrenchments cannot afford to do so.  Perhaps a scheme similar to the UK where the company can apply to the DTI for funding to meet redundancy only.  It must be repaid though if the company survives.


� See article 1May, 2003 – Turnaround Management Association “ Circular Organisation Focuses on Cash, Not Personalities”


� See Turnaround Management Association “Finding Competitive Advantages in Corporate Governance” August 14 2003 article


� See Clause 3.1


� For example, JA Pty Ltd v Jonco Holdings Pty Ltd (2000) 33 ACSR 691


� The Harmer Report paragraph 429


� Re Leask (1986) 66 ALR 487


� Bankruptcy Act 1966 (Cth) section 234(1)


� Edwards in his text “The Australian Credit Management Manual” on pages 141-142


� Argenti, J., Corporate Collapse, McGraw-Hill 1976 (pp. 120–126)


� IBID, page 134
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