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Preface

It is said that despite its many glaring (and occasionally fatal) inaccuracies, The Hitchhiker’s Guide to the Galaxy itself has outsold the Encyclopedia Galactica because it is slightly cheaper, and because it has the words ‘DON’T PANIC’ in large, friendly letters on the cover.1

Telling a friend that I was writing this book, he responded that it is easy to avoid financial distress and insolvency: all you need to do is make a profit. Well, that’s perfectly true, as far as it goes, but many successful business people have tiptoed past the open door of insolvency at some time during their careers. My friend provides an illustration: a successful businessman who has headed large organisations, he has latterly become involved in a family company with great prospects, innovative ideas and impressive products. Yet it has been caught out by a massive reorganisation of its public sector customers, which is likely to stymie new business for an entire year, hitting cash flow hard. Of course they are not sitting still. They are developing new products and income streams to fill the gap and the family shareholders are putting in new money to tide it over. I am convinced that eventually it will be a huge success.

But this example illustrates the fact that good companies as well as weak ones suffer ‘character-forming’ setbacks. And there are solutions for both types, whether it be raising temporary funding or wholesale reorganisation.

This book provides guidance and ideas for the directors, employees, shareholders and creditors of companies that are in financial difficulties. It takes a practical, business-driven approach: this is not a legal textbook and should not be taken as giving legal advice. The law is complicated, changes rapidly and is very dependent upon the precise facts of each case. Readers whose companies face financial difficulties should take professional advice to guide them through the details of the legal minefield.

But approach these business problems with a commercial mind. Find business solutions and get professional advice to make them work. Of course many accountants, turnaround specialists and insolvency practitioners do adopt this commercial attitude, looking to save businesses and not just to sell off their dismembered body-parts. In fact, many businesses that are in difficulty can be extricated in one form or another, so do not give up hope too soon: acting quickly will make survival and eventual prosperity more likely.

And if insolvency cannot be avoided, the outcome may be difficult, but is never—unlike the plot of the book quoted above—the literal end of the world and is seldom as bad as you think it will be. So:

DON’T PANIC

Keep calm and we will work through some options.

Although the English legal background is used in this book, most of the business issues discussed are universal and would, broadly, apply anywhere.


Introduction

What is insolvency?

Insolvency occurs when a ‘legal or natural person’ cannot pay their debts when they fall due. A natural person is a literal person—you or I—while a legal person is a company, charity or association. This book is about companies, and not personal bankruptcy. A government, though, cannot become bankrupt. It can default on its obligations to pay its debts, just like a company, but it fails the second test of insolvency, which is what happens afterwards. The consequences of insolvency are set out in the laws of the country and, in the United Kingdom, require a company to stop incurring any further liabilities that they cannot meet: that includes not taking on more debt and, generally, ceasing to trade. So while a bankrupt individual or a defaulting country continue to exist even though their ability to borrow again is impaired, an insolvent company will often cease to exist (at least in the form it had before) and its assets will be sold or distributed.

These seem simple ideas but the phrase ‘when they fall due’ hints at something more complex. For example, is a company insolvent if its directors know it can pay a debt but just not until a week after the actual due date? What if the gap is a month or three months? Or suppose the company owns a very valuable asset which can be sold and will realise more than enough money to cover the debt, but the sale probably could not be achieved for some time?

There are large numbers of company insolvencies in the UK. There were 16,000 at the low point in 2004 and they peaked at 26,000 in 2009 before falling back to 23,000 in 2010. They were up again by 4% in the second quarter of 2011. This last peak is substantially below the previous one of 1992, both as a total number and as a percentage of active companies. Nonetheless, these cold numbers represent a great deal of anguish for a lot of people.

Many people are affected by insolvency. Creditors are not paid and may suffer their own financial difficulties as a result; shareholders lose their investments; directors and employees lose their jobs, their hopes, their careers. Insolvency is not painless. We read in the newspapers about companies that fail and then re-emerge, trading under a different name but with the same directors and shareholders. We may imagine they have escaped scot free, and there are, indeed, people who exploit and abuse the system and do just that. Only recently I read in the newspaper of a building company that has been the subject of numerous customer complaints which it has customarily ignored. If these complaints are heading towards court proceedings, the directors simply close the company and start a new one.

Cases like this represent a tiny minority of business failures, however: in the main, those who own a business that has failed have also suffered serious consequences. Nonetheless, insolvency is not the end of the world—it is possible to salvage something from the wreckage and to rebuild careers.

This book starts with the importance of recognising you have a problem and what you can do, once you encounter financial difficulty, to avoid insolvency itself. All is not lost, and there are alternatives that may save a business from falling over the precipice. So what do you do as one of the many actors in this drama, as a director, an employee or as a creditor?

I spent some time as a senior executive in large companies before co-founding a retail and Internet business and serving as its finance director and company secretary. This business went through many ups and downs before (in order to escape an onerous lease), we put it into administration and then bought it out again, minus the shop that was threatening to bring down the entire edifice. Therefore, from a financial background, I have personal experience of dealing with creditors and debtors, managing the detail of cash flows and, in the end, of dealing with an insolvency process. So what follows is not just based on my research but on direct experience of negotiating with banks and suppliers, of employing lawyers and trying to persuade insolvency practitioners. I too have suffered the stresses that are described in this book. Nonetheless, although common threads connect all insolvencies, every situation is unique—different people behave differently and this book draws from much wider possibilities than just my own experiences.


Chapter 1
Knowing you have a problem 

First of all, it’s crucial to recognise that you have a problem. There are four indicators that reveal a company is in choppy financial waters:

1. you are finding it hard to pay your bills on time;

2. you produce forecasts that show a cash flow problem in the future;

3. you have a weak balance sheet, probably with a negative value;

4. you know there is a risk of your financiers withdrawing support.

The first of these demonstrates an immediate problem and is instantly recognisable. It comes in two flavours: ‘legal action’ and ‘not yet’.

Legal action

The ‘legal action’ test is a pretty clear indicator where one or more creditors has:

• obtained a county court judgement against you;

• issued a statutory demand (for more than £750) that remains unpaid after 21 days;

• started proceedings to wind up your company.

There were more than 200,000 county court judgements obtained in 2006, which demonstrates that suppliers are quite ready to use this mechanism to force customers to pay their bills. Since levels of company liquidations in that year were 18,000 across the UK, it is clear that a judgement does not necessarily mean that a company will fail. If the judgement is not paid within 30 days, however, the creditor can go back to the court and seek a winding-up petition against the company — so the county court judgement tends to concentrate minds on paying the outstanding debt.

A statutory demand is a formal document issued by a creditor, demanding payment. It involves no immediate cost to the creditor, who can easily download an example from the Internet. It constitutes an enhanced threat — it strongly implies the issue of a winding-up petition if the debt is not paid immediately [see page 176] and creates a legal presumption of insolvency.

These legal steps will often follow equally obvious warning signs: you’ll no doubt have received final demands for payment, have been refused further supply, or had your account referred to a debt collection agency. The threatening letters are just one step before the strict legal test and it’s important to take action at this stage, while there is still time.

‘Not yet’

The early signs that I have called ‘not yet’ are really where you need to review the situation of the business and take remedial action. You have not yet received notice of legal proceedings but you are well on the way there. You find yourself stretching some suppliers’ credit terms in order to pay others — and these suppliers may include your landlord or HMRC. You may just delay sending out the cheque for a few days, perhaps making sure it is posted just before a weekend to give you a few more days before it clears. But isn’t this normal, doesn’t everyone do it? The answer is a matter of scale and duration: if creditors are substantially stretched and it happens every month, it is decidedly not normal. There are three things you can do to assess whether there is a problem:

1. List all your delayed payments and add up the total.

2. Make an estimate of the average delay.

3. Check what your minimum bank balance was during these few days of delay.

The results will give you a good idea of whether you have a problem and how big it is. Let’s say you delayed paying £50,000 for a week after the month-end; and suppose you have a bank overdraft facility of £50,000 which was used to the extent of £45,000 during the first few days of the month. That is good, isn’t it? You had £5,000 of your bank facility unused. No, it is not good because you used most of the bank facility but did not pay £50,000. That means you are short of the £50,000 you did not pay, less the £5,000 of unused facility — leaving a hole of £45,000 full of debts you could not pay when they fell due.

Maybe you have become so used to delaying payments that it has come to seem normal. It isn’t. Most businesses have some variation in their cash flow, either as a result of seasonality or paying rent quarterly. Make sure you do this exercise around the rent quarter day so that you see the worst case.

If this exercise shows that there is a continuing cash shortage, there is one more step to take. Ask yourself:

• Is the problem getting worse?

• Are creditors getting annoyed about the persistent delays?

If the problem is getting worse, you can’t just struggle on: a crisis point will come eventually. So it’s ok if it’s not getting worse? Well… maybe… but, you can pay a week late, every month, for years and then find the suppliers suddenly say ‘no more!’. Believe me, I have been there. If you are close to the edge and one supplier who you have been paying, say, £5,000 a month (but a week late) for years suddenly gets awkward or changes their credit controller and the new person says ‘no more’, where does the extra £5,000 you need come from?

The second point on the list of indicators that show you may have a problem is the forecast. This tells you there will be a future problem that may be days, weeks or months away but it represents a hole that needs some action to close. Just because it is possible to think of many ways of addressing the issue does not remove the problem. Which of these actions will you take and when? In particular, adjusting your forecast assumptions to close the hole, is not (necessarily) a solution. It is too easy. If your first set of assumptions was arrived at with care and consideration but produced a result that you, or someone else, did not like, then adjusting those assumptions threatens to replace a realistic view with wishful thinking — which is dangerous in business.

What about having a balance sheet that shows a deficit — this means your liabilities are bigger than your assets? This is a probable sign that you won’t be able to pay your debts at some time in the future but that may not be absolutely certain. You probably need advice. The company may be kept alive by a loan from a director or shareholder. As long as this is not withdrawn, the company is not insolvent, regardless of the balance sheet deficit. Or it may be that the value of some assets in the balance sheet are understated, or there is a reasonable likelihood that a new project will rectify the deficit. Give yourself a moment to think about the opposite problem — suppose the balance sheet looks ok but you know there are some assets there that are not really worth the stated value. This may be stocks that you know you will never sell, or debtors who are never going to pay, or a machine that is actually redundant and worth nothing, or a property that will never find a buyer, or an intangible asset (this may be goodwill arising from an acquisition or be the value of a brand name or a patent etc.). Adjust these values to something you think more realistic: how does the balance sheet look now? If an intangible asset in your balance sheet is what stands between solvency and insolvency, get advice from an accountant.

The fourth indicator of a serious problem — fear of withdrawal of banking facilities — is really just a special case of a forecast assumption that we discussed above, but is so important that it deserves a separate category. Normally any executive of a business that has bank borrowings will, as a matter of course, assume the bank will continue to lend, but what if they don’t? It is most likely to prove a problem when the business has or expects cash difficulties or where the balance sheet looks weak. Any of these may prompt a lender to decide the risk is too great and to withdraw facilities. Most companies, from the biggest to the smallest, from the successful to the struggling, will cease to trade if their bankers withdraw facilities. Of course big, successful companies will usually find other bankers or alternative sources of finance in time to prevent insolvency. Smaller companies may find this harder. Of course you can’t spend your life worrying about what the bank may or may not do at some point in time. You should reserve your worrying to periods when you know there is a credit crisis affecting banks or if you know that your trading or balance sheet will concern the bank manager.

Should company directors worry about economic conditions or a banking crisis that they can’t do anything about? Sure, if this will affect the wellbeing of their business. Credit crises come pretty regularly — maybe every ten or twenty years, certainly once in a working lifetime. It is not as though they are a once-in-a-thousand-year phenomenon. And there are things the individual can do about the potential problem even if not about the economy.

The letter from your accountant

There is another indicator of trouble that I have not included in my list, which is the letter from your external accountant (or, equally, a memo from an internal accountant) that tells you there is a problem. I haven’t included it because they, in turn, will have relied upon one of the four indicators I have listed. Nonetheless, this deserves a mention.

The letter from your accountant may follow work on an audit; they may be warning you that they will not be able to give a ‘clean’ audit opinion or the fact may simply come out of the blue. Any letter of this kind that does not follow a discussion, either in person or over the telephone, is likely to result from someone wanting to ‘cover themselves’ if things go wrong. They have assessed that the balance of business risk has got worse and could have repercussions for them, so they want something in writing to show they performed their duty and gave due warning.

This is a moment for calm. It may just represent an insurance policy for the writer but it does put the directors in a difficult position. The letter must be read carefully, its implications discussed with the writer and its content must be communicated to the board. The board must discuss the matter and its discussions must be minuted so that, in the event of later liquidation, there is a record that the warning was taken seriously and appropriate action taken. This is a defence against an accusation of wrongful trading. The actions of the directors will depend upon whether the letter warns that the company is insolvent or just that there is a risk it is heading that way. Accepting the message is only one option — the board can decide that it is patently wrong, or it can seek advice from another accountant or from an insolvency practitioner. If the board concludes that it is reasonable to believe that the business can continue as a going concern, their hand is not necessarily forced by the letter. But if that conclusion is unreasonable, they do risk legal action for wrongful trading if they continue trading and the business subsequently goes into liquidation.

The audit opinion

An external audit of the financial accounts is no longer required for smaller companies2 but many still have one, to reassure outside investors, or the bank or even suppliers. Auditors supply a statement for inclusion with the accounts that, amongst other things, gives an opinion that the business is a ‘going concern’. Such an opinion can sometimes be qualified. In an extreme case it could say that the going concern status is not appropriate but that rarely happens because the directors would have to call in administrators before issuing such accounts. Other qualifications may refer to fundamental uncertainty, perhaps arising from inadequate records or to some significant degree of uncertainty or risk. A common comment in the audit opinion of a private company relates to continuing financial support from the bank or from a key investor.

A qualification to the going concern opinion may have no effect if it just draws attention, say, to a company’s reliance on an investor continuing their loan. However, a new qualification that indicates some doubt over the going concern status can be a bombshell similar to the accountant’s letter discussed above. It would require the directors to think very carefully about prospects for the business and about getting advice. It would also have a big effect on bank lenders and suppliers (or credit insurers) when they read it. Unless the directors believe they can put forward a persuasive case to convince these parties to continue supporting the business, some radical action would be needed.

Common causes of financial distress

So what causes these problems? While there are many detailed possibilities, we can usually group them into just three categories:

• Overtrading

• Long-term weakness

• Sudden shock to the system.

Overtrading

Even profitable and successful companies with a big future may find themselves short of cash as a result of their success. This is called overtrading. It results from the simple idea that a growing business needs to invest in working capital to support that growth. This may be in the form of extra stocks, work in progress or debtors that all grow as sales grow but usually do so before enough profit rolls in to finance them. If your sales are growing and you are making profits but are increasingly short of cash, you are probably overtrading. In this situation you only have two choices:

1. cut back your growth so you can live within your resources;

2. raise extra capital or borrowings to finance your growth.

Actually, there is a third action that is an alternative to limiting your rate of growth. You can raise your prices, perhaps only on these ‘extra sales’ that you struggle to finance. If you are able to do that, the extra profit will either fund growth or will make the business look more attractive to a bank so that it may be willing to lend more.

No, you say, we can delay a payment here and there and we will get through. Maybe you will but recognise that what you are doing is borrowing more — you are forcing your suppliers to lend you money by delaying your payments to them. And if you are continuing to grow beyond your capacity to generate profits to fund the working capital you need, your problems are likely to get worse.

Long-term weakness

If your business is making losses or only small profits year after year, life will be getting harder. You are probably finding it increasingly hard to find the money to increase wages and the directors’ incomes may be eroded year after year. This too is a warning signal. Something really has to be done because the business is getting weaker and weaker. Eventually it will just expire or else a shock will come along that it would once have been able to manage but now can’t.

Sudden shock to the system

The best run businesses can suffer sudden shocks. These may have been anticipated risks, such as where you knew you were trading with a price-sensitive customer who might shift the business overseas to a low-wage economy; or they might have been unanticipated — a fire, flood or strike affecting a key customer or supplier. The first task is to recognise that this is a problem. Many directors respond to these ‘one-offs’ by saying that the underlying business is sound and this is just a blip that they will get over. That may all be true, but in order to get to the long-term you have to survive the short-term. If you refuse to recognise that there really is a problem and don’t do something about it, the business may fail.

Disaster recovery

All businesses should prepare for one-off threats by having contingency plans. A small business may have this only in the managing director’s head but larger, more complex businesses should have more rigorously prepared plans. It is often said, for example, that a major computer failure is a huge risk factor for a business — many fail in the aftermath — but this is one of the easiest things to prepare for before it happens. There may still be a financial consequence but it need not bring down the company. The same goes for the head office burning down or flooding in the area or a hundred other risks. You don’t necessarily need to plan for every individual potential disaster but one head-office relocation plan will address a dozen potential causes. You just need to list what needs to be done, and by whom, who the key contacts or resources are, and what their phone numbers/email addresses are. Oh, and don’t keep the list only on a computer at head office, which you won’t be able to access if a disaster does present itself.

Do the following simple things:

• Think about what sort of disasters could strike.

• Sketch out a disaster recovery plan.

Every disaster is different, so no common model will fit every one. But the process for thinking it through is common. We are interested only in significant problems relating to the business, and these fall into categories, such as;

• Loss of information – for example, computers and accounting information.

• Loss of communication – either internally or externally, physically or online.

• Loss of facilities – manufacturing, head office or storage.

• Loss of key people.

• Loss of logistics – this is the inability to move supplies, people or finished goods.

• Loss of supply or customers.

Solutions to the most likely problems should be sketched out so people would know what to do, but the key issue is to do something in advance for those things that cannot be dealt with after the event. For example:

• Back up computer records, particularly accounts and customer/supplier details off-site, so they can be accessed from anywhere.

• Check your insurance policies, including keyman insurance: are they adequate and do they address the critical risks?

• Keep back-up machines or spare parts on hand where this is not prohibitively expensive.

• If you rely on one critical individual, make sure you have others trained to cover at least part of his or her role.

• Identify an alternative for key functions and contacts, including suppliers, customers, markets, bankers, distribution routes and so on.

Legal disputes

Businesses may get embroiled in legal disputes that can become a threat to the entire viability of the enterprise. If dealing with a big landlord, for example, this can be a huge problem. The landlord can afford to retain expensive lawyers and to draw out the duration of the dispute. This has the effect of increasing your costs, since your lawyers will have to respond to theirs and each letter or phone call costs money. It increases your risk since, if you lose, you become liable for the other side’s costs. It increases your problem because delaying a final settlement, in itself, may increase the original loss suffered.


We had a large retail unit on the first floor of an upmarket and successful shopping centre. Unfortunately the landlords sold the scheme and, after six months, the new landlord changed the environment in ways that moved it downmarket, taking out beds with trees and flowers and putting in temporary stalls in the mall. They also took out a lift at our end of the centre. The immediate result was a 25% decline in sales, which cut our profits from the unit by 50%. We protested and threatened legal action but, in view of the financial loss we had already incurred, the costs of funding an accountant’s report and expert’s report and legal costs were prohibitive. We had a meeting, with lawyers present, and agreed on a follow-up. When the follow-up meeting took place, however, we found the other side behaving as if the first meeting had never happened. With repeated inconclusive meetings our own legal fees would bankrupt us before we reached a settlement. The second critical factor was that the moment we actually issued proceedings we would be liable for their legal costs if we lost. Although our barrister thought our chance of success was 70%, we would have been bankrupted if we lost — so we settled for a fraction of what we thought was right.



Dealing with legal disputes

• Join a trade association that provides legal advice and insurance.

• Check your property and business insurance to see whether you are covered for legal and other professional fees (such as surveyors or valuers).

• Investigate legal dispute finance. This is only available for cases where the finance company believes there is at least a 70% probability of success. It is also usually only available for cases where the sum in dispute is at least £0.5m. The company will fund the legal process in return for a share of the settlement. It will usually be necessary to use their lawyers and they may require the right to settle on terms they may determine.

• Write letters, send emails and make telephone calls that convince the other side that you will be a major drain on their management time and that you won’t go away.

• Look at alternative dispute resolution processes such as arbitration that may be much cheaper than litigation.

What to do

Short-term problems

So we have discussed the four signs that indicate a business may have a solvency problem. We will deal later with the detail of options to pursue. But one more question — is the issue short-term or seasonal, or is it fundamental? If there is a cash problem every year but it just lasts a month, the actions that should be taken may be very different from those addressing a problem that persists month after month and which seems to be getting worse. The seasonal problem, or the one that arises from difficulty financing one piece of business and which will then go away, should probably be addressed by short-term expedients such as getting an extra short-term bank loan or coming to an arrangement with suppliers to cover this short period.


As a retail bookseller we increased our stocks dramatically at Christmas — the main selling season. We might easily have 50% more stock in the shops. However, that would have put enormous pressure on our cash flow, so it was common practice in the trade to get longer credit on this extra stock. Instead of getting 30 or 60 days credit we would get 90 days. This is one reason why the end of March is a common time for retail businesses that are in trouble to call in administrators: the suppliers need paying for Christmas stock at just the time when quarterly rents are due.



Long-term problems

If the problem is fundamental, new strategies are needed and they’ll probably be associated with one or more of the following measures:

• raising more capital;

• negotiating larger borrowing facilities;

• restructuring.

You need to think through the underlying causes of the problem and come up with a new strategy before rushing out to apply a bandage to the wound. The sequence of events has to be LOOK—AIM—FIRE and not in any other order. FIRE—AIM—LOOK really doesn’t work very well.

Getting advice

If you recognise you may have a financial problem, you will need to get advice. It may feel a little early to be discussing outside advice before you have read the rest of the book (and particularly before the next chapter), but it is useful to have the options in mind as soon as possible.

Many company directors have skills, expertise and experience that lead them to believe they will not gain anything from an outsider. That may be true but remember the old joke that a barrister who represents himself in court has a fool for a client. Having independent, dispassionate advice from someone with a fresh perspective can be immensely helpful, even if they don’t know as much about your business as you do. The emotional baggage carried by people who are closely involved in a business can be a hindrance in recognising something that is obvious to an outsider. For example, how many retailers think their shops are at the leading edge of fashion, their staff and the environment welcoming, when an unconnected individual (and the customers who don’t visit) will immediately take a different view?

Who do you go to and what sort of advice do you need?

When the wheels come off, most boards of directors will turn to a business adviser, company rescue adviser or their accountant in the first instance. Sometimes one adviser, such as your auditors, may recommend talking to a company rescue specialist. Often the choice is made as a result of personal contacts: just like engaging a plumber or a decorator, you want a personal recommendation from someone you trust, or you will use someone you have used before. That is perfectly natural, but don’t choose someone just because you know them in another context. Of course you need to talk to someone you trust, but you also need to talk to someone who will give sound advice in this particular set of circumstances; so think first about what advice you need.

The first step is probably getting help in analysing the problem and considering the options. How big is the problem? Is it getting worse? How reliable is the management information? This sort of question requires financial expertise and so the advice sought will probably need to be from someone with an accounting background who can get to grips with the scope of the problem. You will need someone who has some experience of companies in financial distress, even if that is only because they have been through it themselves. This is because they need some awareness of what you are going through, what may happen (such as bailiffs calling), and what range of options is available.

However, the next stage is analysing the causes of the problem and, through that understanding, trying to explore what actions to take. This is a more strategic approach and may need different skills. On the other hand, many business advisers, company rescue specialists and accountants will believe they have these skills too. Check this by discussing options and looking for an open mind and an innovative approach. If the approach offered by a prospective adviser just seems to be a tick-box procession towards insolvency, they may not be the right advisers for this stage.

Often the board of directors will, in reality, be aware of the causes of their problems, and of what they need to do, but have difficulty dealing with their differences of opinion. For example, they may know that they are getting slow or inadequate information from their finance director, or they may recognise the sales director is simply not achieving the sales required, but be unwilling to replace them. The inappropriate or under-performing individual may be a close relative or a friend. In other cases such people may even be performing well but changed circumstances mean the business does not need them or cannot afford them. Tough decisions have to be made.


Justin Cooke faced a stark choice when the dotcom bubble burst. Having spent the previous few years chasing growth rather than profit, the web design entrepreneur had two options: kill off his business or pare it back and try to weather the storm.

He chose the latter even though it meant sacking 75% of his 60 staff, including an old friend who was best man at his wedding. ‘I looked at the task ahead of me and decided that I could do it,’ Cooke said. ‘Even though it would be hard, it would be worth it.’

Fortune Cookie, based in Clerkenwell, on the fringe of the City of London, now turns over £8m and employs 100 people.3



In such cases it may be necessary to have an adviser whose skill is to work with people and build confidence whilst steering them towards dealing with the hard choices. In other cases, when the board genuinely has no idea what to do, the requirement may be for a strategist who can put forward a wide range of ideas and suggest options.

It may be at the end of this stage of examining your position and considering alternative options that the adviser will suggest talking to an insolvency practitioner. This is simply an accountant or lawyer who is authorised by their professional body to act as an administrator, supervisor etc. in insolvency proceedings. Sometimes the original adviser will also be qualified to act and so there is no need to take anyone else on. Turning to an insolvency practitioner does not necessarily mean that the decision has been taken to seek an insolvency solution, but an adviser with this background will be able to provide guidance around the complex legal issues that may equally limit or extend your choices.

There may be an additional need for legal advice because the law in these areas can be complex and relies heavily in the UK on case law that is constantly evolving.

Disagreement among directors

What if the directors of a business disagree? Perhaps some believe the business is insolvent and should stop trading whilst others believe it will recover. There may be a major piece of business in the offing that, if secured, will rescue the company. Some directors think it is just about to be awarded whilst others think that waiting and hoping is too great a risk. The risk is that if a business is not solvent and has no reasonable chance of recovery, continuing to trade may constitute wrongful trading which can open up the individual directors to criminal charges (of fraudulent trading) and to being personally liable for losses incurred.

These disputes fall into different types. The directors may disagree:

• over whether the business is insolvent or whether it will recover in the normal course of trading;

• over what practical business steps to take to save it. This is a dispute about strategy.

In the first case, the board should seek expert advice and, if they will not, the individual concerned should take personal advice from an insolvency practitioner or from a lawyer who is familiar with insolvency law. Resignation may be an option but may not save the individual from potential liability.

A dissenting director should ensure that meetings are minuted, including a record of their disagreement. If that does not provide enough detail, the dissenting director should also write to fellow directors, perhaps via a memo, recording both the disagreement and the reasons behind it.

The second case is a common management dispute and is discussed below.

A digression about accounts

This is not a book about finance or accounting but it needs a brief digression in to some critical ideas about accounting for the non-financial reader.

Today, double-entry book-keeping is used to manage not just businesses but also charities and government bodies. In fact, it is an immensely powerful technique for managing the financial transactions of any organisation. It works on just a small number of basic principles.

The balance sheet

The balance sheet is a balance of assets and liabilities. Its principle is that the value of any assets that are owned by the entity must be balanced by someone owning — or having a claim on — them. So:

• fixed assets, stocks, debtors etc. are all assets on one side of the balance sheet;

• shareholders’ funds, loans, creditors etc. are liabilities on the other side; and

• the two sides must add up to the same amount.

Note a really important point: loans and creditors are a liability of the business. Monies are owed to these people and organisations. That means that they have a claim on the assets of the business to the value of what they are owed. For a company in difficulties, this can result in their total claims being worth as much as, or more than, the total assets of the business. If that is the case then, in order for the two sides of the balance sheet to have the same total, the share due to the owners of the business, or shareholders, must be zero or must have a negative value. For a partnership or sole trader, that would mean that they owe money to the business — which they can be asked to pay in — but a limited liability company is set up so that the shareholders can’t lose any more money than that which was paid in for their shares. They cannot be pursued by creditors to make good any shortfall and so that shortfall is a loss to the creditors. The value due to shareholders is called ‘shareholders’ funds’ or ‘net worth’. A zero or negative net worth is an indicator that the business may be insolvent.

The balance sheet is a snapshot of a business at a given point in time. We are all familiar with annual balance sheets relating to an arbitrary financial year-end established for the business when it was first set up. But you can draw up a balance sheet at any point in time and most accounting systems have a balance sheet included in the monthly accounts that is used to manage the business.

The balance sheet deals with what can be measured and what is known. It also deals with the past and not the future, so even though a business is just about to win an order that will bring in profits that will repair the shortfall referred to above, nothing of that can be included in the balance sheet.

Double entry

Leading on from the idea of the balance sheet is the idea of double entry. Double entry means that any change in an asset or liability that is recorded on one side of the accounts has to be matched by an entry of the same size on the other side of the accounts, so that an increase in assets automatically means there is an increase in liabilities of exactly the same value — or a decrease in a different asset. Without this rule, the balance sheet would not balance. Remember here that the value due to shareholders is actually termed a ‘liability’ because it describes value that is due from the business to someone outside the business — the shareholders.

This leads to the slightly counter-intuitive idea that profit, which is the excess of sales revenues over costs, goes on the ‘liabilities’ side of the balance sheet. This is because the profit is due to the shareholders. Another way of looking at it, for a simple cash sale, is that the cash coming in from the sale is an increase in the assets of the business; it is matched, in part, by a decrease in another asset, stock which is on the same side of the balance sheet. The remaining part of the balance is profit from the sale, which shows up on the other side of the balance sheet. For example;



	ASSETS

	LIABILITIES




	Increased cash

	10

	Increased profit

	2




	Decreased stock

	8

	 

	 





Matching

Which brings us to the third idea, which is that the accounts match transactions to the period in which they occur. So if the business sells something in period 1, its stocks show a matching reduction in that period and the profit is recorded in that period even though the cash is not paid by the customer until period 2. In the meantime, the amount due is shown as a debtor to the business.

Failure of financial reporting systems

One of the common features of financial distress is that financial control is weak. The directors and managers of a business frequently don’t have full, up-to-date and accurate information: they are flying blind. Why is this? One reason is that poor accounting systems themselves lead to problems. If, as a decision maker, you are unaware that there is a problem, then you are likely to invest money that should be conserved, and you won’t realise your stock levels are too high, or that your debtors are not paying on time or that creditors are pressing.

Of course, some of these issues should be obvious without accounting information. Walking around the business premises should reveal when stock levels are too high. However, there may always be reasons why such things are not noticed but the financial numbers should give early warning.

Another reason is that as difficulties mount so the individuals who are meant to be measuring and reporting divert their energies to other matters. They get involved in too many ‘fire-fighting’ issues and argue that the urgent drives out the important. They also become stressed and perform less well (see next chapter).

The third possibility is that the financial function simply fails. Individuals perform inadequately and either do not produce accurate, timely and meaningful information or fail to analyse it to show an emerging problem.

There is also a final cause that is often overlooked. It is your fault. What I mean is that the non-financial directors put pressure on the finance staff. In some cases this is just the chief executive insisting ‘The profit margin must be better than that’, which pushes the accountant to make the optimistic assumptions that will show the desired result on paper. Perhaps the chief executive does not want the bank, or the head office, or investors, or credit reference agencies to know that trading is poor. Maybe they want to resolve issues on their own. So pressure is brought to make optimistic assumptions or even to hide things.


I was appointed as acting finance director for a large engineering subsidiary of the company I worked for, after the previous finance director was removed for dishonesty. The business made enormous machine tools, and I soon noticed that large sums of development expenditure had been applied to a particular development project. A few enquiries rapidly revealed that what had been happening was that, in order to improve reported results, the finance director — probably in collusion with the previous managing director — had been moving all sorts of spending to the account of this machine. Presumably he hoped that business would pick up and it could be reallocated at some time, or maybe he hoped the machine would actually be sold. Since the machine in question would probably never be sold he was actually parking business losses in a holding account and hoping for the best.

The lesson of this story is not just to keep an eye out for dishonesty but, more importantly, to be aware of the dangers of putting pressure on the finance function to produce results that the business itself can’t achieve.



Critical financial indicators

There are many financial measures that can be used to give warning of problems or can help to analyse causes and solutions. These may be ratios or absolute numbers and it is usually their trend that is important. Look at these trends over months and years. What is important will vary by industry but some things are universal.

Key financial indicators should include:

• Sales levels compared with budget.

• Order book.

• Stock levels (divided into raw materials, work-in-progress and finished goods).

• Stocks as a percentage of sales.

• Aged stocks.

• Debtors (also compared as a percentage of sales).

• Aged debtors.

• Creditors (as a percentage of purchases).

• Aged creditors.

• Labour costs as a percentage of sales.

• Gross and net profit (as a percentage of sales).

Cash generation is important: a business that seems profitable but never seems to produce any cash may be one you don’t want to be involved with. However, simple measures can oversimplify: Amazon, for example, took eight years before it reached profitability, requiring huge amounts of continuing investment. Eventually, of course, it became highly profitable.

Frequently used ratios include:

• Current ratio — current assets divided by current liabilities.

• Acid test — current assets (less stocks) divided by current liabilities.

These two indicate how liquid the business is — how easily and quickly it can produce cash. But financial analysis is not necessarily straightforward. A business that has lots of slow-moving stock may have an apparently good current ratio. Another that is squeezing its creditors will have more cash and therefore a better acid test ratio, but this will not be a sign of good financial health. Any ratios therefore need to be read in conjunction with others — so poor stockturn or bad average stock age will reveal that the good current ratio is misleading. The extending trend of creditor days will indicate that a sound acid test is likewise misleading.




End of sample
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