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IDENTIFYING POTENTIALLY TROUBLED COMPANIES

 “ONE YEAR BEFORE”

Over the past 35 years, my colleagues and I have walked into hundreds of underperforming, troubled or severely distressed companies. Many can and have been saved, some cannot be saved. Usually, at our initial meeting with the customer, we spend several hours speaking about the current situation. However, the bulk of that time is probing for the narrative which addresses the following question: What were the issues, mistakes and occurrences that led to the condition of your companies? As months go by in any engagement, you drill down further and further and more patterns emerge as to “what happened”. As the years go on, these same patterns keep emerging.


About 10 years ago, a visionary, thoughtful banker (there are many) from a large Detroit bank requested of us that we put together a presentation for his banks loan groups, that sets forth in our experience the most important signs and patterns of issues that we have seen which created the trouble. He told us that if our lenders can look at their customers (mostly healthy) and benchmark what you have seen against what we may be able to probe for, then we may be able to spot signs of impending trouble.


Since the 2008 financial crisis we have learned much more about trouble that may be lurking – one year before. Our modest paper – Identifying Troubled Companies “One Year Before” - is the result of this long process.  
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1.  TYPES OF MANAGEMENT

“THERE ARE 3 TYPES OF MANAGEMENT WHICH LEAD TO TROUBLED COMPANIES”

a. Honest mismanagement, management not up to the task of managing a growing company or in a changing industry

b. Managers who stretch the rules for a short-term advantage to cover-up temporary problems or get out of a temporary “jam”

c. Managers who knowingly and willingly commit fraud

2.  MANAGEMENT TECHNIQUES

"ARE THEY OPERATING IN THE DARK AGES"

· Does management use modern management techniques and best practices?

· Or does management resist change and cling to outmoded methods?
· Does management use terms from the 60’s and 70’s like “the greatness of our product will market itself”, or “the market will want our superior product”, or “just produce it at a profit and the expenses will be covered”, or “accounting and systems are secondary to my sales efforts?”

· Is there micromanagement where everything goes through one person?

· Is there a "need to know culture" with non-disclosure of key information?

· Are modern methods used to improve productivity, efficiency and profitability, such as:

· Lean Manufacturing

· Process Mapping

· Six Sigma and 5 S

· Activity Based Costing

· Performance Driven Organization

· Information Technology

· Supply Chain Management

· Cross-functional Teams
· Strategy and Marketing

· Are computer systems updated and tied into real time inventory and accounting systems

3.  JOB / PRODUCT COSTING

“IT STARTS HERE - USUALLY THE CORE OF THE PROBLEM”

“DO YOU KNOW THE TRUE PRODUCT COSTS?”

WHAT COST ACCOUNTING METHOD IS USED?

· Cost of goods sold and inventories should at least be calculated in accordance with GAAP
· Are the methods used being applied on a consistent basis?
· Are the typical cost accounting variances being generated and investigated by part, or at least product line?
· Is there a proper allocation between manufacturing burden costs and selling, general and administrative (S, G & A) expenses?  Consistent allocations and cost pools?
· Are Activity Based Costing (ABC) concepts and techniques applied?  They should
· Are similar methods and techniques used in the quoting and bidding process?  They should
PROPER APPLICATION OF ASSIGNABLE COST COMPONENTS

· Use of ABC concepts and techniques employed?
· Labor:
· Does time charged to jobs / processes balance to payroll records and the general ledger?
· Is all labor on a job charged? Identifiable and assignable indirect time should be charged to the job
· Are the hourly rates accurate and current?  When was this last updated in the standards and quoting / bidding?
· Are overtime rates charged to individual jobs and processes?
· Materials:
· Is material drawn from raw material stock and purchased directly for jobs / production runs properly charged to those jobs / production runs?
· Are surcharges being passed on to the customer?
· Are perishable tools, inserts, and other MRO costs that are identifiable charged to the jobs?  They should be under ABC
· Outside Processing:
· Is outside processing being fully and properly charged to jobs / production runs
OVERHEAD ABSORPTION METHODS

· Is overhead absorption done by work center or the old plant wide method?

· What are the overhead absorption methods?  Do the methods used make sense?

· Direct labor hours?

· Direct labor dollars?

· Machine Hours?

· Other measurable activity in the work center
COST RATES

· How often are overhead rates and production standards calculated and updated?
· When were those rates and standards last calculated?
· Are rates and standards updated with cross-functional teams?  They should be
· Does the information used to calculate these rates and standards come from company financial statements?
· If not, are the schedules from which this information was derived consistent with company financial statements, ledger system and underlying records?
REPORTING

· Are detail activity reports for job / production costs created and reviewed?
· How often?
· Is the latest report available for review?
· Cross-functional reviews?
· Are profitability reports for job / production runs created and reviewed?
· How often?
· Is the latest report available for review?
· Cross-functional reviews?
· Do the job / production run costs and profitability reports relate to the financial statements?  They should
· Are activity reports and profitability reports used to reflect on the quoting and bidding process?

TRENDS TO WATCH

· Delayed and / or incomplete job cost / production run reporting
· Surcharges not being passed on to the customer
· Job profit margins
· Overall decrease in job profit percentages
· Decreased profit percentages for repeat jobs / production runs
· Number of job / production run profit percentages that fall below gross margin targets (to cover selling and administrative expenses)
· Increase number of loss jobs / production runs
· Customers with a greater than average number of loss or low margin jobs.
· Parts with a greater than average number of loss or low margin production runs
· Increasing labor, material, surcharges, outside process and / or overhead costs with no price increases
· Increasing sales at the cost of gross margins
· Higher than normal and / or increasing material waste
· Higher than normal and / or increasing quantity of parts being returned and / or reworked
· Is there a buildup in raw material inventory or a year-end inventory write down due to shrinkage (would indicate jobs / production runs are not being charged off properly)?
· Inconsistent overhead cost pool development including manufacturing vs. S, G & A overhead classifications
4.  INDUSTRY PRICING

“MONITOR THE SPECIFICS OF THE CONTRACTS, KNOW THE INDUSTRY, KNOW THE COMPETITORS”
· Are competitors pricing lower and making money?

· Changes in industry lowering profit margins

· What are the overall industry standards and local standards?

· Large customers driving industry prices down
· Is the company really making money on these contracts; does the quoted price reflect real time costing of all activities?

· Large customers pitting competitors against each other to lower bids

· Large customers forcing low-balling to win contracts

· Large customers forcing price cuts with their suppliers

· National or regional competitors low-balling to eliminate local competition

· Competition with more profitable cost structures and lower overhead burden

· Entry of low priced foreign competition
· Many pre agreed to “no charge” items in contracts?

5.  PRODUCT AND CUSTOMER LINES

“CONTINUED LOSSES IN ONE SECTOR MAY GO UNDETECTED”

· Is the company locked into low margin market segments?

· Is the company locked into low margin product lines?

· Systems should be in place to monitor margin and cash flow trends for major product groups and/or customers - ABC concepts

· Management should weigh margin and cash flow in evaluating trends

· Need adequate record keeping at a detail level in ledger or sub-ledgers to breakout the company into identified product and customer lines - ABC concepts

· Can product and/or customer balance sheets and income statements be developed and monitored?

· Inventory levels for major product group should be monitored  Increases/Decreases should be explained

· Is inventory-carrying cost excessive related to margins for major product lines?

· Are consigned inventories at customer locations monitored?  Are physicals taken periodically?  Do margins for these inventories cover the carrying cost?

· Order costs (shipping, handling, and billing) for major product group and/or customers should be compared to the margin generated (An excessive number of small orders can bury a company) - ABC concepts 

6.  UNPLANNED GROWTH

THE “SOLUTION “TO THE PROBLEM IS USUALLY THE PROBLEM

· Asking the bank for loan increases without performing cash flow projections

· Most entrepreneurs believe they can sell their way out of any problem

· Rapid increase in sales relative to capitalization and/or operational capacity

· Acquiring new, large customer contracts without proper planning and capitalization

· Expansion into unrelated and/or untested businesses, locations and markets

· Using existing operations and current credit sources to fund growth (internal and acquisition) expansion

· Growing without skilled management

· Growing with old systems and methods
· Management team primarily sales oriented

· Credit line increases to fund growth, but margins stagnate

7.  PREMIUM COSTS

“ALWAYS HIDDEN BUT SYMPTOMS OF A VIRUS IN THE REST OF THE SYSTEM”

· Significant weekend work

· Expanded shifts and/or hours per shift

· Substantial Overtime Growth

· Freight being expedited (E.L. Hollingsworth, Tri-State, Thompson Express, Emery Worldwide, Grand Aire, Ace, BAX, Freight Consolidators)

· Processing shifted to alternative suppliers at higher price or temporary outsourcing

· Excessive costs for supply or delivery associated with inadequate production planning and management

· Costs associated with extraordinary errors and waste
· Financial statements where overtime pay, freight and premium costs not broken out

8.  ACCOUNTING TRICKS

“CONFORMS FINANCIAL STATEMENTS TO THE LOAN AGREEMENTS BUT NOT ALWAYS TO THE REAL WORLD”

· Capitalizing expenses on balance sheet improperly to minimize expenses on the income statement

· Amortization of non-capital expenses

· Manager and acquisition costs

· New product development

· Marketing costs

· Officer fees

· Professional fees

· R & D

· Growth and non-movement in tooling costs

· Extraordinary fixed asset growth with no real capital projects and business growth

· Lack of financial statements

· No balance sheet, just an income statement

· No equity statement

· No financials

· Untimely financials

· Outside CPA doing the financials

· Deferring losses or expenses in accounts such as:

· Other receivables

· Prepaid expenses

· Deposits

· Fixed asset additions

· Other assets and intangibles

· Accrued expenses - debt balances

· Deferred assets

· Accounts payable accruals - debit balances

· Inventory accruals - debit balances

· Changing accounting methods and estimates for interim statements

· Depreciation and amortization

· Using LIFO inventory methods to boost margins with prices below market prices

· Switching from FIFO to LIFO and visa versa

· Normalization of expenses

· Different methods and criteria for percentage of completion

· Non recording transactions

· Goods receiving cutoff log

· Legal bills

· Other professional bills

· Not core overheads

· Cell phones and beepers

· Auto leases

· Travel and entertainment costs

· Exchange/barter agreements

· Burying lending arrangements in inter-company accounts

· Failing to write-off worthless assets

· Inaccurate transactions

· Boosting profits by writing off debt

· Boosting profits by selling undervalued assets

· Burying losses under non-continuing operations

· Recording revenue too soon

· Recording false revenues

· One-time and/or year-end sale transactions

· Including future price inflation in booking installment sale transactions

9.  WORKING CAPITAL MANAGEMENT

“LOOK AT WORKING CAPITAL AREAS, NOT JUST ACCRUED PROFITS”

· Manipulation of accounts receivable aging

· Lack of credit and collections programs and people

· Manipulation of accounts payable aging

· Manipulation of inventory levels, obsolescence and write-offs

· Lack of inventory management, systems or controls
· Growth of credit line without increases in margins

· No detailed cash flow projections with working capital ratio analysis

· Short term cash injections becoming more frequent
10.  SPECIFIC INDUSTRIES

“ALL INDUSTRIES ARE NOT CREATED EQUAL”

· All industries have credit and collection policies which are different and may create different working capital needs

· Some industries have lien laws where creditors can lien jobs

· Several industries have complicated billings and receivables collections

· Construction

· Medical

· Tooling

· Forest Products

· Construction and tooling billings are complicated by job completion, retainage, liens, and bonded claims

· Medical receivables are complicated by third party and Medicare/Medicaid payment structures

· Forest products have barter and exchange agreements
· Many industries have “pay when paid” policies

11.  SEPARATE COMPANIES

“MONITOR THE ENTITIES UNDER CONTROL OF THE COMPANY AND OWNERSHIP THE LOAN IS ORIGINATED WITH
– DEMAND A GLOBAL CASH FLOW”
· “Cut out” companies used to defer expenses

· Defer payroll

· Hide Taxes

· Hide Liabilities

· To pay officer salaries
· Due to other entities that a bank or investor may not be aware of, the overall debt obligations of the ownership group may be significantly overleveraged and spread over many “separate” companies
· Off-book borrowing through separate entity
· Many additional corporate entities

· Debtor owned by shell company

· Undisclosed financial transactions

· Information not reported on financial statements and footnotes
· Money being transferred to cover losses in other entities

12.  COMPENSATION PROGRAMS

“WHAT MAY LOOK POSITIVE ONE YEAR BECOMES A NIGHTMARE A YEAR LATER-CREEPING SOCIALISM”

· Lack of performance incentives in sales compensation programs
· Owners true compensation spread over many areas – not detailed in financial statements, for example: salary, dividends, medical reimbursements, personal loan repayment, family member not on payroll, director fees

· Sales personnel on fixed salaries with substantial perks and benefits

· Excessive high salaries and benefits for administrative positions

· Excessive perks and benefits

· Substantial unproductive family and friends on the payroll

· Increasing dividends or withdrawals compared to earnings

· Large increases in owner/management compensation
· Increase in loans to officers or related parties/entities
· Compensation levels not benchmarked against industry standards
13.  USE OF SHORT TERM FUNDS

“DEBT IS DEBT AND MANY TIMES USED TO COVER JOB LOSSES”

· Using short-term funds to finance cash deficits or to cover losses

· Using short-term debt to finance capital or market expansion

· Unplanned capital expenditures from working capital

· Owners conducting off-balance sheet loans, sales of assets or withdrawals of retirement plans to cover losses or cash deficits

· Hidden owner investments into cash receipts, sales or accounts payable
· Using lines of credit for fixed capital expenditures
· Rapid expansions of bank or investor credit lines

· Short term outside injections occurring often from other ownership related companies
14.  NATURE OF DEBT

“SOME DEBT IS MORE DANGEROUS THAN OTHERS; MONITOR TOTAL AMOUNT OF DEBT”

· Using debt to cover losses

· Unpaid or late paying of taxes

· Deterioration of critical supplier relationships

· Dependence on one or two suppliers

· Loss of major suppliers

· Contractors – Perfected liens by trade creditors

· Increased debt with alternative lenders instead of primary secured lender

· Growth in subordinated debt

· Off balance sheet loans and notes

· Ownership extension of credit to company

· Substituting notes for open accounts payables

· Extending personal guarantees to trade vendors

· C.O.D. payments to trade vendors

· High penalties on union pension delinquencies

· Unions can lien jobs or contact suppliers to redirect payments

15.  LOSS OF KEY PERSONNEL

“KEY SYMPTOMS OF DISLOCATION THAT THE BANK OR INVESTORS IS USUALLY NOT TOLD”

· Loss of key personnel due to departure, retirement or death

· Succession of ownership or management with inexperienced people, family

· Loss of top sales people

· Lost of top technical people

· Excessive staff turnover 

· Stealing of key people by competition
· Accounts being taken away by defecting employees

· Top sales people or billers not protected by compensation structure
· Other people in the company not familiar with other accounts and owners – customer relationships residing with one person
16.  MOVING THE BUSINESS

“THIS ALWAYS, ALWAYS, ALWAYS COSTS MORE THAN INDICATED

SOLUTION: DON’T DO IT  

IF DONE: MONITOR CLOSELY”

· Why is this needed?  Justify expense?

· Actual costs double or triple above projected costs
· New, hidden capital expenditures are always required

· Reason for move due to landlord or creditor problems?

· What hidden and contingency costs are associated with old

and/or new locations
· Should not be done to:

· “Increase Sales”
· “Increase Efficiency”
· “Break a Union”
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