Businesses in Distress:
Turnaround Financing
for Distressed Companies

John M. Collard

This is Part 2 of a two part series on Businesses in Distress. In Part 1,
the author discussed the ominous signs of business distress and steps
corporate management must take to avoid a business failure. This
part discusses financing sources available to companies that recog-
nize their problems and are resolving them. It also discusses how a
turnaround specialist can assist management in restoring a com-
pany's financial health. This article is excerpted and adapted with
permission from the Turnaround Management Association's 1993
Directory of Members and Services, written by John M. Collard.

Part2of2

he owner or manager of a distressed business typically believes

that raising more money will solve the company's financial

problems. However, management must recognize that a short-

age of capital is often only a symptom,; it usually is not the pri-
mary problem. Although additional dollars are necessary to implement
needed changes, a successful turnaround must first resolve the problems
that produced the cash crisis.

FINANCING STRATEGIES

Financing is an integral part of a reorganization plan. An effective
financing plan will stabilize the company's cash position and provide the
needed capital to enable the business to again be profitable. Financing
also will restructure the balance sheet to support the company in the fu-
ture.

Financing strategies differ depending on the liquidity and viability
of the distressed business. The initial task is to maximize liquidity and
provide enough time to evaluate the lousiness' viability. In addition, man-
agement must cut costs and try to renegotiate existing financing arrange-
ments to terms the company can live with during the turnaround.

A financing plan can include a Recapitalization, which involves
changing the relationships among financial stakeholders through debt
and equity conversions, exchange offers, stock rights offerings, and add-
ing new financial stakeholders. Obviously, the more severe the financial
crisis, the more difficult it is to work out an arrangement with trade
creditors, lenders, and equity holders. It also makes it harder to attract
new stakeholders.

TURNAROUND FINANCING

Turnaround financing specialists provide a number of financial re-
sources and expertise on which to draw. They can work with all of a dis-
tressed firm's stakeholders, including lenders, equity investors, and pur-
chasers of securities and claims.

Asset based lenders historically have been the primary source of fi-
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nancing for distressed businesses. Lenders often make these loans at pre-
mium rates while at the same time requiring an enhanced security posi-
tion. In recent years, large commercial and investment banks have formed
debtor in possession lending departments to deal with the increasing
number of Chapter 11 bankruptcies. Debtor in possession loans are made
after a company files for bankruptcy protection. To encourage such high
risk loans, bankruptcy law grants such lenders a super priority status for
repayment. However, this trend is slowing as lenders move to eliminate
such problem loans.

Because lenders require having a super priority status before making
such loans. distressed companies sometimes file for bankruptcy just to get
access to financing. Many lenders prefer the control over the borrower
that bankruptcy provides. Without the court protection and supervision
bankruptcy provides, lenders would likely require excessively restrictive
covenants and additional fees. These restrictions and fees could hamper
management from making the changes needed to speed the struggling
firm's return to profitability. Therefore, a turnaround financing plan is
only effective if viewed in the long term and if it ultimately helps the
struggling company recover.

EQUITY INVESTORS

When unable to find a suitable lender, management of a troubled
company should consider seeking investors willing to infuse equity capital
into the business—known as turnaround equity investors. The advantage
of equity funding is that funds are provided without interest cost and thus
enhance cash flow.

As might be expected, however, raising equity funding is an expen-
sive alternative. Equity investors typically require controlling interest in
the company. Many equity investors specialize in particular industries,
while others focus on companies of a certain size. All equity investors have
both minimum and maximum amounts they are willing to invest. They
also expect to take over a significant management role in the borrower's
business.



FINANCIAL vs STRATEGIC ASSISTANCE

Since investors bring different capabilities to the table, management must deter-
mine whether financial or strategic assistance best meets the company's needs.

Financial investors often have turnaround management and bankruptcy
experience and are able to assist management of a distressed firm through the
complexities of reorganization. Investments are typically made at less than
full value of the business's assets. Most financial investors are involved only at
the board of directors level. However, some occasionally fill top management
positions if necessary to protect their investment.

Some financial equity investors have funds committed and immediately
available. Most, however, act as financial intermediaries who receive an eq-
uity position in the company as their compensation on completion of the in-
vestment. Such an investor acts as a liaison between the troubled company
and its financing sources.

While intermediaries can access a wide variety of financing sources,
management of a distressed firm should be alert to possible conflicts of inter-
est. You should structure the engagement so that the turnaround specialist is
paid only by you. This eliminates potential conflict of-interests that could
arise when the specialist receives a "finder's fee" from a lender. If the interme-
diary stands to receive additional fees from potential lenders, management
should be aware it. Such fees could prejudice the intermediary to recommend
one financing source over another.

Some strategic equity investors focus on specific industries or geo-
graphic regions and generally provide specialized expertise along with their
investment. These investors often acquire distressed companies to consolidate
with other owned companies in the same business. Such investors also typi-
cally take over operating control of the acquired firm. For many distressed
firms, whose financial condition continues to deteriorate, selling and giving
up management control may be the only solution.

Whatever the source, a cash infusion from investors will give a distressed
company more leverage in negotiating with creditors and lenders. Lenders
look at the equity infusion as "extra protection" for their loans, thus making
them more willing to modify loan agreements. Meanwhile, trade creditors
may extend more favorable credit terms if they believe that an investor's cash
infusion will increase their chances of eventually being paid in full.

Similarly, local governments may be more willing to provide tax conces-
sions and financing if they believe such concessions will result in jobs saved,
more taxes paid, and a business continuing to contribute to the local economy
over a long run. Of equal importance, employees may more willingly consent
to concessions if they believe that the company's survival is at stake, that their
jobs are in jeopardy; and that they will play an integral role in the recovery.

SECURITIES AND CLAIMS TRADING

Growing numbers of investors search for opportunities to purchase securities
and claims at significant discounts from financial stakeholders who prefer
immediate liquidity rather than the uncertainty of recouping their investment
over the long term. Such investors purchase the bankruptcy claims of the
debtor's creditors. These creditors, often trade suppliers, did not enter the
bankruptcy proceeding voluntarily and need the cash proceeds from their
sales to the debtor. The original creditors typically are not equipped to han-
dle the legal hardships of the bankruptcy process. In contrast, new investors
believe that their investments will yield considerable returns upon the success-
ful reorganization or liquidation of the distressed business.

Investing in bankrupt firms, also known as "trading claims," is one of
the most significant bankruptcy legislative issues today. A growing number of
bankruptcy judges and professionals are concerned that investors who are not
creditors of a distressed company may inordinately influence bankruptcy pro-

© Strategic Management Partners, Inc.\w 410-263-9100 Page 2
ceedings as a result of their investment. The problem is that most such inves-
tors have never provided, and are unlikely ever to supply, goods or credit to
the bankrupt company. Instead, they view bankrupt companies solely as an
investment opportunity. Consequently, these creditor investors are not as
concerned about successfully reorganizing a company's operations, which is
the fundamental policy consideration behind Chapter 11. Instead, these inves-
tors simply want to maximize the value of their investment. Having large
numbers of such investors can undermine the spirit of Chapter 11 and corpo-
rate renewal.

Purchasers of securities and claims of financially troubled companies do
not infuse capital directly into the business. Instead. they take over debt owed
to a creditor. Nevertheless, such investors can have a tremendous impact on a
firm's turnaround effort. As debt holders. such investors have a higher prior-
ity for repayment than do equity holders if the business was to be liquidated.
Also as debt holders, such investors can participate in creditor's committees of
firms operating under Chapter 11 protection. Membership in such a commit-
tee enables the investor to influence the firm's reorganization efforts.

SEEKING PROFESSIONAL
TURNAROUND ASSISTANCE

Perhaps the most difficult problem with financial distress is that it involves
managing No processes: the business and the trouble. Managing the abnor-
malities of business distress is not only time consuming, but requires a special
set of skills. Compounding the problem is the fact that the owner or manage-
ment of the troubled business often have never faced this kind of situation
before. At the same time, they are reluctant to change. This is where the turn-
around specialist comes into play. Like most business consultants, the turn-
around specialist offers a new set of eyes, skills, and understanding of troubled
situations to independently evaluate the company's circumstances.

A fundamental question a troubled business must answer early on is
what type of turnaround specialist it needs. Turnaround specialists fall into
two categories: interim managers and consultants.

Interim managers replace the CEO, take the decision making reins of a
troubled business, and, hopefully, guide it through its troubled waters to
safety; In contrast, turnaround consultants advise existing management,
sometimes working with the same management that led the company into
trouble. Many times the consultant's role is to try to force managers to make
decisions. Management's unwillingness to make decisions in the first place is
what often leads many companies into distress.

Many troubled businesses lean toward a consultant initially because they
are unwilling to turn over operations to a newcomer. Consultants advise,
they don’t make decisions. However, being willing to accept an interim out-
side general manager may be exactly the strong medicine necessary to nurse a
business back to health.

Another issue to consider is whether to hire a generalist or an expert in a
particular business segment. Most managers of troubled businesses believe
their problem to be unique, requiring an industry expert rather than an ex-
perienced general manager. Realistically, however, what the company needs
will depend on a number of factors, including degree of financial hardship, its
industry, and problems underlying the financial difficulties.

Keep in mind, however, that industry knowledge is not the same as
turnaround management knowledge. Despite his initial unfamiliarity
with the technical aspects of the company, a turnaround specialist often
can bring a company back drawing primarily on turnaround talents.

Some turnaround specialists concentrate on varying stages of a busi-
ness' decline. Some practitioners work with clients in or on the edge of
bankruptcy, while others concentrate only on those who are fortunate
enough to seek help early on, before the crisis is out of control



The turnaround management industry has been growing through
the years partly owing to the changes in the bankruptcy laws. Pioneers
executed a flurry of successful turnarounds in the late 1980s demonstrat-
ing that the profession provides a viable means of restoring troubled busi-
nesses to financial health and preserving value.

Because of the success of early turnaround consultants, the number
of practitioners has increased along with the number of related support
services. For example, banks now have special workout departments and
some have separate operations for lending to Chapter 11 companies.
Many investment firms stand prepared to purchase distressed companies.
Meanwhile, consulting and accounting firms now train turnaround spe-
cialists. At the same time, law firms are changing the names of the
"bankruptcy" departments to "reorganization" departments.

SELECTING A TURNAROUND SPECIALIST

Despite the pressure that management of a distressed firm faces, it needs
to be careful and deliberate when selecting a turnaround specialist. Fol-
lowing are some suggestions to help you make the best selection:

= Becautious and deliberate. Retaining a turnaround specialist is like
having a heart transplant, few would undergo the operation without
concern. But just as a heart transplant is necessary to save the pa-
tient's life, a corporate turnaround consultant often is what is
needed to keep a business alive. Like doctors, turnaround specialists
use their years of experience to hone the skills that enable them to
successfully restore corporations to health.

= Do your homework before interviewing a turnaround specialist.
You should obtain resumes and check references before an interview.
You also should interview several candidates before deciding. Weigh
what the turnaround specialist offers against what is realistically
achievable. You also should contact your attorney, CPA, banker,
and other financial advisors for their opinions and advice. You might
also ask if the consultant has earned the certified turnaround profes-
sional designation from the Turnaround Management Association.

= When interviewing your turnaround specialist. answer his questions.
Help him find the answers, and above all, listen. Owners and man-
agement must work as partners with the turnaround specialist. You
should adopt an attitude of wanting to learn all you can so chat you
be ready to run the business more effectively after the turnaround
specialist completes his engagement.

= Ask about the turnaround team and its work schedule. Meet in ad-
vance with the entire team, especially those who will work on com-
pany premises. Have a clear understanding of what the turnaround
specialist will handle himself and what he will delegate to others.

= Assess the chemistry among management, employees, and the turn-
around team. Maintaining a good chemistry among management, em-
ployees, and the turnaround team is critical to your company's recovery
Look at character and personality of the turnaround manager, rather
than his firm's reputation. A firm's reputation won’t turn your company
around, but a talented and charismatic turnaround manager might.

= Learn about the turnaround specialist s relationship with your
lender, other potential lenders, trade creditors, and alternate suppli-
ers. Make sure the specialist is credible. One resource every turn-
around specialist should bring to an engagement is access to credit.
However, you should not expect a new lender to be more lenient. In
contrast, because of the increased risk of lending to a troubled firm, a
new lender likely will impose stricter covenants and additional restric-
tions. The lender also will charge significantly higher fees and monitor
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the loan much more closely. Therefore, if credibility can be re estab-
lished, your "old" bank may be the company's best source of new money.

= Obtain a written proposal. The proposal should report the turn-

around specialist's initial findings, quantifiable results that you and
your staff expect, and the level of company staff the support the spe-
cialist expects. The proposal also should include a timetable for com-
pleting various phases of the turnaround and who will be assigned to
the engagement. It also should report how much time the turn-
around specialist expects to commit to the engagement and whether
the turnaround specialist will participate in implementing the plan.

In addition, the proposal should indicate the point at which the
specialist will withdraw from the engagement, a complete fee structure
and payment timetable, and manner in which the specialist will assist in
whatever management changes are necessary. Finally, insist on a written
engagement agreement before the specialist begins work.

= Ask for periodic reports from the specialist. These reports should be
concise and timely. Requiring such reports forces the turnaround spe-
cialist to organize his thoughts and review what has happened during
the reporting period. Preparing such reports should not add signifi-
cantly to the time required for the specialist to complete his assignment.

= Involve your staff in evaluating the turnaround specialist's perform-
ance. Share those evaluations with the turnaround specialist.

= Demand and expect confidentiality from, and accessibility to, the
turnaround specialist. Though the turnaround specialist must be
brutally honest with his client, he must also present his client in the
best light possible to those outside the business. And, given precari-
ous circumstances, the company management must have free access to
the turnaround specialist.

= Do not be fooled by unemployed financing managers claiming to be
turnaround specialists. Be cautious if yours will be one of the spe-
cialist's first assignments. You may find that your specialist is merely
networking to find a new job. Having a certified turnaround profes-
sional CTP designation will tell you that your specialist indeed has
the skills to make a difference in your company.

HOW THE TURNAROUND
SPECIALIST OPERATES

The turnaround specialist must work with management to answer ques-
tions that management has probably never asked itself, including:
o  What is the purpose of this business?
Should it be saved? If so, why? and,
e Are those reasons valid?

The turnaround specialist must gather. evaluate, and analyze infor-
mation quickly so the distressed business can openly and honestly address
those initial questions. That process focuses on the following issues:

o Isthe business viable?

o Istherea core business that can be saved and be the source for the
emerging business?

o Is there sufficient source of cash to fuel the company through recovery?

e Iscurrent management capable of leading the company?

The turnaround specialist should discuss these questions with his
client. If the answer to any of the above questions is "No," the company
needs to reexamine the parameters of the engagement. Should the firm
still engage a turnaround specialist? What kind of plan does the firm need
to otherwise minimize losses and maximize the value of the business for
the benefit of the client?



A turnaround specialist first focuses on cash flow since a cash shortage
usually is what forces a troubled business to seek help. The specialist's first
goal is to stabilize the cash flow. Commonly, the specialist quickly analyzes
the company's sales and profit centers and its asset utilization. In many cases,
these statistics indicate that the business may have "lost its focus."

To remedy the cash shortage, turnaround specialists generally ana-
lyze which assets the company can convert to generate a quick cash infu-
sion and which operations the firm can terminate to reduce the cash out-
flow. These are difficult decisions since they involve downsizing the com-
pany and eliminating some jobs. At the same time, however, it preserves
the good parts of the company and saves many more Jobs.

Troubled businesses often lose credibility with lenders, trade suppliers,
employees, customers, shareholders, and even the local community. Retaining
a turnaround specialist often is the first sign that the company is moving to-
ward a recovery and that it is rebuilding damaged relationships. The special-
ist usually serves as a liaison with outside constituencies. His role is to calm
troubled waters and to present bad news as a preamble to a plan for recovery.

Given management's strained credibility, the turnaround specialist helps
develop a viable business plan and advocates approval and adoption by stockhold-
ers, creditors, and lenders. The specialist often must negotiate with lenders and
trade suppliers in the midst of a troubled firm's financial crisis. How successful the
specialist is will depend on his integrity, credibility, and track record.

The specialist often serves as the director of communication for the trou-
bled company, dealing both with outsiders and with the employees. His job is
to objectively determine what is in the best interests of the business, regardless
of any other agendas that may have taken root. He must take into account the
objectives of his assignment as he approaches difficult decisions.

The effective turnaround specialist also is a teacher. To be successful, he
must install in the troubled company a capable management team that focuses
on goals that will ensure future success. If management is "in over its head,"
the specialist must delicately communicate that message, identifying the ap-
propriate role for existing managers. He also must facilitate a transition to
new management whose skills better match the needs of the troubled firm.

Some turnaround specialists bring added value because they know about
de nova financing sources. Other specialists have special relationships with
vital industry suppliers. Thus, they can ensure a flow of essential product from
suppliers that otherwise would not be available to the troubled firm.

RESISTANCE TO TURNAROUND
SPECIALISTS

Given how difficult and how personal the questions are that a troubled business
must face, tension often surrounds the relationships among the specialist and
company owners, management, and employees. A major problem is that busi-
nesses in trouble often postpone action because the owners do not want to face
the uncomfortable transition to new and more effective business practices.

Despite statistics indicating otherwise, owners and management usually
believe that their business decline is unique. They attribute the problem to un-
controllable external factors and believe they can do nothing to change things.

Meanwhile, a number of misconceptions and myths make businesses
leery about hiring a turnaround specialist, including the following:

= The turnaround specialists is a heartless cut throat, Many believe that
because of drastic cost cutting efforts, the specialist has no concern for
the welfare of employees, long time suppliers, and bankers. You need to
remember, however, that the job of the turnaround specialist is to make
hard decisions that ownership has been unwilling to make. The special-
ist is obligated to tell creditors and bankers the truth—be it good or
bad. He must rely on his credibility as a "straight shooter" to work with
creditors and lenders to nurse the troubled firm back to health.
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= The turnaround specialist does not understand our company s culture.
This is a legitimate observation, but it does not follow that the specialist
is not capable of bringing order out of chaos and adding value to the
client. One of the most appealing aspects of a specialist is that he brings a
fresh set of eyes to a situation. He also comes with in depth experience
and special skills needed to manage through the turnaround process.

= The turnaround specialist does not know our business or our industry.
The skill that the turnaround specialist brings to the table is manage-
ment ability; the ability to marshal resources and maximize value from
those diverse resources. If a business requires special expertise, the spe-
cialist should help finding the right expertise.

= Employees will not cooperate with a turnaround specialist. Remember
that management, employees, and specialist must work as a team for a
turnaround to succeed. Power struggles and infighting ultimately will
damage a company's chance for survival, putting all parties in jeopardy.

= The turnaround specialist has a hidden agenda. Some believe a spe-
cialist wants to drive down the business’ value and then purchase it at a
discount. Others think he is using the company as a springboard for
other opportunities and that he is not interested in the firm's long term
welfare. Still others believe the specialist wants to maximize the value to
ownership without regard for other company stakeholders. You should
resolve all these concerns before the engagement and address each poten-
tial conflict area in the engagement agreement.

= The turnaround specialist is not accountable for his recommendations.
The reality, however, is that the specialist wants the best possible outcome
for his client, especially since he needs to rely on referrals from current
projects to acquire future business. A specialist's credibility and soundness
of his recommendations are the basis on which lenders and trade suppliers
will ultimately decide whether to support the turnaround effort.

= The turnaround specialist will use his access to inside information to
steal company trade secrets. If the company has proprietary property,
it should legally protect it with trademarks or patents. In addition, an
engagement agreement should describe what is considered proprietary
content. The agreement should require that the specialist leave behind
all sensitive materials upon completing the engagement. The agreement
also should include non compete and non disclosure requirements.

CONCLUSION

Do not expect miracles overnight.

A turnaround can take years of hard work to achieve. The turnaround spe-
cialist can only be a catalyst for change. Owners and managers still must make
difficult decisions to enable the turnaround process to occur.

Ultimately, a success or failure of a turnaround rests on the shoulders of
a business' most valuable assets: owners, management, employees, creditors,
lenders, and turnaround specialist. All must be fully dedicated to turning
around the company. Outsiders will watch performance, credibility, and com-
mitment of a company's management, employees, and turnaround specialist
before giving the cooperation necessary to make the turnaround possible.

John M. Collard is Chairman, and a Director of the Turnaround Management
Association. He is President of Strategic Management Partners, an Annapolis,
Maryland based transition and turnaround management firm
that specializes in valuation enhancement, corporate renewal,
strategic repositioning, defense conversion, and transition to
new market segments. You can reach him at (410) 263-9100.
This article is adapted with permission from the Turnaround
Management Association’s 1993 Directory of Members and
Services, written by John M. Collard.




