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Introduction

THE TROUBLED COMPANY CONTINUUM

Companies can have four stages in their life cycle: the start-up or develop-
ment phase, the growth phase, the maturity or stabilization phase, and in
many cases, the disruption or decline phase.

Start-up or development-stage companies ave early stage companies
seeking financing for product development and market testing. In many
cases commercialization of the companies’ ;roducts or services is not fully
established. During this early stage of dcvelopment, proof of concept is the
goal. Once companies live through ilie siart-up stage, they move on to the
growth stage, where they have gained momentum in sales and market ac-
ceptance. During this stage, coriipanies hire experienced management, and
some form of permanent finaricing has been obtained. Mature companies
have an established custor:er base, vendor network, business processes, and
products or services. Matuie companies often expand to new regions or at-
tempt to grow in 2-horizontal or vertical manner both organically and
through mergers an.d acquisitions. During this period, private companies of-
ten deal with weaith and ownership transfer issues.

If all companies followed the process just described and the economy
maintained a stable growth rate, business would be less complicated, and
there would be no need for this book. However, there is usually a disruption
or period of decline either at some stage of a company’s development, or as
part of a general economic cycle that affects companies in the same industry
or region. Business professionals and economists agree that it is highly un-
likely for any company (or the economy) to maintain an upward trend in-
definitely. This truth is playing out in the current downturn of the global
economy.

Not all problems are similar or have the same level of severity; troubled
companies move along a continuum. The continuum goes from a short-term
liquidity crunch to the realization that the existing business model is simply
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Earnings Decline

Management Denial

Company Health <uum— sy Balance-Sheet Strain
EXHIBIT 1.1 Business-Decline Curve

no longer viable. When this happens companies are faced with the challenge
of restructuring or being liquidated.

The business-decline curve (shown in Extitii 1.1) is a graphical rep-
resentation of challenges faced by troubled Ccompanies along the contin-
uum. When faced with financial or operational stress, even experienced
managers often assume that the impairment is temporary and that per-
formance will return to the norm. Liering this denial phase, management
is more likely to focus on tracking performance for signs of expected
recovery than to investigate:ana correct the root cause of the decline.
This reaction is akin to treating the symptom of a disease without ad-
dressing the cause. The e wasted during the denial phase often allows
the root cause to manifest itself in the form of balance-sheet strain.
Continued losses. or zven reduced margins in the case of a high-growth
company, can guickiy result in increased leverage and working-capital
shortages. As tire financial strain increases, management becomes more
reactionary than proactive and typically lacks the time and resources
necessary to resolve the root causes that brought on the decline. Un-
fortunately, the further down the curve management allows a company
to travel, the less control management has over the outcome. Ultimately,
as the situation evolves, control may be taken from the company and
placed in the hands of other stakeholders or proceed in a judicial setting
such as a bankruptcy.

The most controllable variable on the business decline curve is the time
spent in the management denial phase. Excessive time spent in the denial
phase makes the remainder of the trip down the curve almost inevitable.

Typically, troubled companies have roots in either operational stress or
financial stress and most of the time some combination of both.
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OPERATIONAL AND FINANCIAL DISSTRESS

Operational stress may occur for a number of reasons, including competition
from other companies, competition from replacement products and services,
the departure of key employees or management, rapid changes in raw mate-
rial quality or availability, changes in cost structure that cannot be passed on
to consumers, or a change in the demand for the company’s products or ser-
vices. Whatever the reason for the operational stress, the financial outcomes
are typically declining revenues or market share, increasing operating
expenses, decreasing operating margins, and liquidity constraints. If the trou-
bled company is unable to address the business issues causing the operational
stress and react to reduce expenses, increase revenues, raise capital to meet
short-term requirements, or some combination, then the business will soon
inevitably experience financial stress and possibly insolvency.

Financial stress is likely to occur when the companry’s =xisting leverage
is excessive, and the company finds it hard or impossibie'to make scheduled
debt or principal payments. This is often the case w!i=i1 a company has been
subject to a leveraged buyout transaction or otieiieveraged transaction. Fi-
nancial stress is also evident in companies wiicse capitalization ultimately
does not support its operations going forward. One common example of
this type of capitalization is a company. that has financed long-term assets,
such as plant and equipment, thiough short-term financing, such as
accounts payable and short-term lives of credit. When this happens, the
business will starve for working capital because all the working capital
sources are being consumed to sustain the long-term assets.

The expression, ‘“‘gsad company with a bad balance sheet,” is often
used to describe a company that has a strong operational base but is in fi-
nancial stress. If the troubled company is unable to refinance its existing
debt or to divest noiicore assets to cover its interest expense, then the com-
pany may face insolvency.

Operational and financial stresses are not mutually exclusive, meaning
that a company with a strong financial position may be struggling opera-
tionally, and a company with strong operating activity may be struggling
financially.

2

THE TROUBLED GOMPANY RESPONSE

Prebankruptcy Options for the Troubled Company

Troubled companies do not immediately file for bankruptcy. Instead, once
the operational or financial distress is recognized, the troubled company can
take corrective steps.
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Sometimes, instead of promptly analyzing and addressing opera-
tional problems, management is unwilling or unable to face the prob-
lems and make the hard choices necessary to tackle the problems. As a
result, creditors concerned about the company’s future will often re-
quire, as a condition to any forbearance agreement or loan amendment,
that the company retain an outside consultant. Many companies can
and have accomplished a successful operational turnaround outside of
bankruptcy.

Financial distress can sometimes be relieved by one or more techniques,
such as:

Sale of part of the company

Strategic acquisitions by the company

New equity investments in the company

Tender offer for debt

Recapitalization of the business

Interim forbearance by lenders

Exchange offers, either debt for debt, deb: foi equity, or debt for debt
and equity

Valuations are often needed by a_ttoubled company before bankruptcy
as part of the efforts of the company-ana its creditors to solve operational or
financial distress. For instance, if operational distress has caused a company
to miss financial ratio covenanic contained in its loan agreements, as part of
an amendment or forbearasce, lenders may obtain or require the company
to provide a valuation ofafs business. Similarly, efforts to sell the company
or portions of the cempany’s business will be preceded by a valuation of
same as part of the due diligence process.

In some cases; qeleveraging transactions can be achieved only through a
Chapter 11 bankruptcy case.

Bankruptcy and Similar Remedies for the
Troubled Company

When the troubled company cannot correct its operational or financial dis-
tress it may have no choice but to (1) surrender its assets to its secured credi-
tors (or be subject to foreclosure by the secured creditors) and/or (2) cease
operations, liquidate its remaining assets, and satisfy its debts to the extent
possible. Where foreclosure or liquidation is the only option, many compa-
nies will choose to file a Chapter 7 bankruptcy case and allow the liquida-
tion to be handled by a court-appointed trustee pursuant to the applicable
provisions of the Bankruptcy Code.
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In cases in which a company’s financial distress can be addressed
through the reorganization provisions of the Bankruptcy Code, the troubled
company may file a Chapter 11 case. The goal of a Chapter 11 case is the
confirmation of a plan of reorganization, which results in the business that
filed Chapter 11 continuing to operate postbankruptcy and being success-
fully reorganized. The fundamentals of a Chapter 7 and Chapter 11 bank-
ruptcy are discussed in Chapter 6, Overview of U.S. Bankruptcy.

VALUATION IN REORGANIZATION
OR BANKRUPTGY

Regardless of whether a troubled company can successfully reorganize prior
to bankruptcy, or in bankruptcy, or is ultimately liquidateq, there is signifi-
cant need for business valuations at different points during the continuum.

Valuations prior to bankruptcy will be required-oninany occasions for
different users. Equity investors considering an investment in a troubled
company may require a valuation to determisie tite impact on value that
their investment could make on the company and assist them in developing
yield expectations on their potential investnient. Lenders may require a val-
uation to assess their loan-to-value position. For example, during the work-
out process, a lender will make decisicons based on the value of the business
versus the amount of debt outstanding. Management contemplating the di-
vestiture of a portion of the business will require a valuation to assess the
viability of the potential divestiture and the impact it would have on the
company’s financial situation. Entities or individuals acquiring troubled
companies prior to bankruptcy also require a valuation to assist them in
their decision-making " process. Finally, any prebankruptcy global re-
organization will vequire a valuation.

At many times during the bankruptcy process, valuations of the debtor’s
business (or specific assets owned by the debtor) are necessary. For example,
valuations are needed in connection with a motion to lift the automatic
stay (discussed at Chapter 7), to obtain adequate protection (discussed at
Chapter 7), to seek or oppose confirmation of a plan of reorganization (dis-
cussed at Chapter 7), to prosecute or defend actions to recover preferential
transfers (discussed at Chapter 8), or to recover fraudulent transfers (dis-
cussed at Chapter 8).

Often, the valuation question is, What is the value now? When answer-
ing that question, the expert delivers his or her opinion of current value (the
valuation date) at a court hearing (the opinion date), and the court decides
the current value of the business or asset. In this situation, the valuation
date and the opinion date are the same.
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In other situations, the valuation question is, What was the value then?
When answering that question, the valuation date is a specific date in
the past, but the expert gives his or her opinion now, at a court hearing or
the date of his or her report. Then, the valuation date and the opinion date
are different.

GONCLUSION

The valuation discipline is equally important in the troubled company space
as in any other phase of a business’s life cycle. Business valuations for trou-
bled companies or companies in the bankruptcy process present a unique set
of challenges for professionals involved with them. This book will delve
into these challenges and the business valuation environm<nt in the context
of troubled companies, both before and during bankruricy.



