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ith headlines bombarding us

daily about large companies

facing unexpectedly difficul

circumstances, private equity
investors are beset by more than routine wor-
ries about their portfolic companies. Given
the small staffs of most such firms and the clear
need to attend to their healthy investments,
equity investors may find it desirable to call on
specialized assistance when such worries
develop. But it can be difficult to know when
to call for help, whom to call, and what o
expect when help arrives.

In miy experience the biggest threat to a
successful turnaround is that companies and
their owners call us in too late—when nearly
all other options have been exhausted. Pre-
cious time and money have been spent and
there are ofien few resources left o marshal a
true turnaround effore.

So how can you tell when its time to
get help? Trust your gut resction. Private
equity iovestors are smart guyvs—they knoma
when they have more than routine problems.
And when those worries first crop up, it's time
te make the call.

Somenmes, the fear of spending money
when a company seems least able vo afford it
keeps people from raking that fitst step in get-
ting advice, But the cost of having someone
come in to do an objective assessment of the
situadon can be very cheap insurance. [fa con-
cerned investor or investor group spends
$150,000 to have a third party analyze the

company, two broad cutcomes are likely. Either
the independent firm sees no life-threatening
problem, or they do. In the first case, such an
objective assessment can help you fine-tune
the company and improve the guality of your
information about your portfolio invesument,
In the second case, where there #5 something
sipnificantly wrong, the company can often
be saved from disaster through early interven-
tion—for a bargain price. Either way vou win,

When we get the call early, turnaround
i3 possible. When the company waits unil it
tries everything else, the mrnaround manager
15 often reduced to two unpleasant options:
sell ae a distressed price or liquidate. Meither
is good for the private equity fem.

WARNING SIGNS OF A
COMPANY IN TROUBLE

If you're alert to the warning signs of a
company in trouble, vou’ll know when o
make the call. Here are some tangible warn-
ing signs [ look for: .

= Cash flow problems that pue the company
at risk of technical defanlt with its lenders

+ Sales are flat or declining

» Customners and/or employees are defect-
ing at higher than usual rates

* Dhscrepancies berween what the privace
equiry company thinks the company
should be doing and what the company
actually is dodng
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Those are clear signs that an objective ssesment of
the situacion would be valuable. You need to knowr if the
problem is a hiccup or some systemic issue that needs to
be addressed.

But the rzal problems, in my experience, are the
intangibles. The biggest 1ssues we face 10 troubled com-
panies are not a result of nasty lenders or radical shifes in
market dynamics. The root problems are wsually inter-
nal—a management that is paralyzed because it’s used to
dealing with growth and now there is none, This paral-
vais ofien comes hand in hand with inadequate finaneial
systems just when the precision of the information being
collected and reported is most crincal. Thats trouble,

Juat plain “wishful thinking” also keeps otherwise
sIart company managers and imvestors from making that
call and getting outside advice in time. They hope they're
merely dealing with a brief period of trouble. If they wait
it out, they think, condidons wall return to normal.

Another obstacle is the difficulty that smart, capa-
ble people have in admitring that the company they picked
as a winner might be anything less than glorious, and that
fixing the problems themselves may not be the highest
and best use of their skills,

To be blune, ego can sometimes ger in the way
Major company executives didn't get to the top without
a certain amount of confidence and ego strength, While
that's important, it can also keep them from seeing that
there might be certain things someone more removed
from the company might handle more effectively:

WHICH FIRM IS RIGHT FOR YOU?

Oince vou're ready 1o zero in on a turnaround firm,
you'll ind that the restructuring industry 15 a relanvely
small group of highly experienced plavers. However, the
picrure is cloudy at the moment because so many people
without real experience and expertise are hanging up a
shingle and declaring themselves to be “turnaround
experts.”

Look for a firm with depth of experience in work-
ing with troubled companies. You need someone who is
known and trusted in the restructuring commumnity.

The restructuring industry has three groups of play-
ers: the big accounting firms, boutique investment banks,
and independent turnaround management firms. For the
most part, accountng firms do Gnancial analyses. Bou-
tique investment banks or Wall Street investment banks
if they have nothing better to do, focus on capital struc-
ture and mergers and acquisitions advisery work, Both
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those groups typically work in a fairly passive analytical
process from outside the company:

Independent turnaround management firms have
an advantage over the other two, Not only do they have
experienced professionals whe can provide the same anal-
ysis and transacrion assistance, but even more important,
they have people with experiénce running companies.
So their team can not only analyze the sicuation, they are
then willing and able to dive in and implement solutions
inside the company, stepping into management roles, if
necessary, which accounting and banking firms typically
are not equipped o da,

It's also crincal to lock for a wrack record. Look for
borh a firm and individuals within the firm with whom
you'll be working who have experience helping compa-
nies move through difficult chapters in their histories and
come out the other side successfully:

In my experience, industry expertise can be valo-
able, but there s rypically a great deal of indusery exper-
tise within the moubled company. The skills that are in
short supply are the skills that relate to mobilizing char
expertise, clarifying the direction of the company, and
leading all the people in the company, at every level,
through difficult times. In & nutshell, the essential ingre-
dient is leadership. Leadership and the abilicy to build or
rebuild trust in strained circumstances.

This may sound ebvious, but vou need to check the
reputation of each company. Consult law firms and lenders
and others who've guided portfolio companies chrough
trouble. Listen to the answers—and sometimes to what
15 not gaid as well. When you are comfortable that vou have
built a st of good possibilities, arrange interviews.

HOW TO GET THE MOST OUT OF
THAT INITIAL INTERVIEW

In order for the roubled company to get the most
out of the interview and choose the right firm, the com-
pany and/or its owners should be ready to give the
turnaround firm a description of the proxamate cause of
the phone call—that is, whae they sense is wrong that
caused them to make the call in the first place. Often its
not what is really wrong with the company, but it a start-
ing place.

The private equity investors should have some sense
of what they would consider to be a successful ourcome,
seasoned with recognition that should the portfolio com-
pany make the actual engagement, the turnaround firm
will need to behave as 2 fiduciary for the enterprise. As
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the turnaround manager gets into the situation, actual
definitians of success may change, but it is useful for all
concerned to have some concrete vision of what out-
come is desirable.

And here’s what the company should expect from
the turnaround firm:

= The turnaround firm should bring o the interview
the people who would actually lead the engage-
ment—complete with their bios and references.

« The firm should be able to satisfy you that they have
the technical expertise and range of resources (from
ACCOUNTING to OPerang management to ransac-
ticns advisory services and other specialized services)
that are required o solve vour specific problems.

» They should show you a sample outline of how their
firmn has structured similar engagements in the past
and what range of fees have been incorred. (My
firm typically prepares a detailed project plan, once
engaged. We think it's important in managing costs,
expectations, and accountabilicy.)

» Most important, you should take a careful look at
how vou feel about the individual from the firm
who will lead your compary through its challenges.
You need to feel comfortable that he/she can col-
laborate with you and your existing management,
employees, vendors, lenders, and, we can't forger,
the customers.

Good chemisery is critical. You have to feel confi-
dent that this person can lead effectively in cither a behind-
the-scenes consulting role or from the front lines as 4
designated officer, if that need arises.

I 2 lot of our engapements we are supporting cxist-
ing managers in executing our proposals—achieved with
their input—on redirecting their company. But in some
of our engagements, it is necessary to replace a portion
of top managerment. We need to be prepared to do tha—
and bring all the stakeholders together—to urn things
around.

WHAT THE TURNAROUND FIEM
SHOULD DO FOR YOU

The first thing vou should expect the turnaround
firm to do when they walk in the door 35 the same thing
Bob Woodward and Carl Bernstein did to get to the bot-
tom of the Watergare investigarion: “Follow the money™
Tn mmy firm, first we look at the cash situation. We track
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down who in the company is contralling the cash flow—
and we explore how fast its coming in, and going ous,
to see the severity of the crisis and determine how much
time we have to fix it

Cash flow analysis is almost always a & fundamental
need of our clients. It's amarzing how many companies
haven't got a clue as to what's happening with their cash
or how critical it is to manage cash flow intelligenty. Most
managements have rypically delegated cash management
to a fairly low level within the company.

We develop short-term cash plans—typically 2
rolling 16-week cash flow forecast—and we implement
comprehensive cash and financial controls. We also do a
quick analysis of the company’s profit centers, products,
and how well it wses i0s assets.

At the same time, we meet with company manage-
ment, operating personnel, and slespeaple o geta qual-
itative pietare as well. We want to find out what's going
on in the competitive environment, in the production
process, in sales, in customer and employee retention.

Then we prepare a detailed work plan and a time-
and-resporsibility schedule. We get very specific here: we
List all the immediate tasks needed to be done, who's sup-
posed to do them, and the deadlines for completion.

Using all this information, we then prepare 3 com-
prehensive analysis of the company’s situation and its future
prospects. We call this the “Glass Assessment.” Often, we
gee what those closest to the situation have massed. We pre-
sent what we see as the current and likely near-term per-
formance of the company, an analysis of its serengths and
weaknesses, its posiion within its industry, the condition
of the industry irself, and 4 range of alternarive strategics.

Our aim is to get everyone o agree on what the
problem is and how te fix it. Unless everyone understands
the nature and the extent of the challenges they face, ands
agree upon the time available and the actions required 1o
address them, revitalizing the company will remain an
clusive goal,

Ohnce we get everyone on board a5 to how to fix the
problems, we work with campany owners and manage-
ment to decide who can best implement the plan—who
can take the ball and run with it. The choice gencrally
depends on whether management has the stomach, dme,
and experience to do it, or whether they need to have their
skills supplemented by someone else who steers ships in
storms for a living.

What many CEOs or company owners don't take
into account is that despite the extraordinary skills chat led
them to the top spot, leading a company in crisis can be
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a very different propesition. A good turnaround firm has
executives with “war-zone” experience (o mix my
metaphors) who can step in as CEO or CFO and can
help faciliate a successfil outcome, fast.

Just as it takes an outsider, at crisis points, to come
in and develop a truly objective assessment of the com-
pany’s problems and come up with a plan of action, it
may take an outsider to execute the plan. After my firm
does our assessment of the company, we then come up
with a plan for stahiliration—we want to get to a posi-
tive cash flow as quickly a pessible.

THE BENEFITS YOUR COMPANY REAFS

Many companies ask us how they can justify haring
us when they are already strapped for cash and having
trouble paying creditors. To me, that’s hike asking how
somebody who has lost his job because of illness can afford
to go to the emergency room when he has a heart atcack.
The company may have no other choice if it wants ta
survive, We like to think of ourselves as intensive care
specialists.

Burt even if it turns out that the patient wasn't on
the critical list, the truth is all of us could probably be a
lot healthier than we are. And sometimes it takes the
advice of an objective professional to make us take those
necessary steps. Fortunately, making a company health-
ier translates directly into enhanced profitability and value.

Let me tell vou the real reason we earn our fees: we
do the nasty scuff that most CEOs can't do or don't want
to do, 5o they can keep on doing what they do best. In
one private company 1 worked with recently, two co-
CEOs who had built the company up over 40 years knew
they needed to change, but they wanted someone else o
play “the heavy"; to identify and implement the needed
changes. We were the bad cop and they got to continue
playing the good cop. Best of all from their perspectve,
once the turnaround was complete and the company redi-
rected, we went away, leaving them to their revived futures.

Frequently we can relieve an already-strained man-
agement team from the distractions involved in the restruc-
turing process. A tremendous amount of time gets soaked
up dealing with vendors, lenders, customers, eredivors,
and investors. You can imagine that sometimes these
exchanges get quite heared, This allows management to
focus on the core operation of the business,
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HOW TO AVOID EVER NEEDING
A TURNAROUND FIRM

If companies paid more attention to a few simple
business practices, they might never need the services of
a turnaround firm. Here are the most common mistakes
I see companies making that sooner or later get them into
trouble,

Failure to envision the possibility of failure, Maost
managers don't want to bring up any thoughts of failure,
or zero growth or anything negative. They'rs too busy
hoping tomorrow will be just like yesterday. Just leok at
the headlines of the Wall Street Journal ind you'll see the
consequences of this kind of wishful thinking. You have
to game-plan for worst-case scenarios. At least one highly
successful investment bank regularly does a business plan
assuming every kind of catastrophe in ity markets.

Misguided measurement systems. This 1 so com-
mon 3 problem that even healthy companies suffer from
it Often companies don't really know what the variables
are that drive their business—and their profits—so they
have set up systems that measure the wrong things. They
are not accurately assessing how their company is really
doing financially. How can they possibly communicate
the full picrure to stakeholders in the company when they
haven't made the proper analysis in the first place?

Fear of discussing anything but good news publicly.
It takes courage to report bad news and admit change is
needed. 1 see thit problem at all levels. From the bottom
to the top, people are afraid to point out the problems,
the weaknesses. Who wants to be the one to say the
emperor has no clothes? When my team meets with the
employess of roubled companies, you'd be amazed at
how often they tell us we're the first people who have
ever asked to hear what is wrong with the company. And
believe me, they know.

Bur it often takes an outsider to ask the rough ques-
tion—and be able to listen to the answers. The best
rurnaround firms are the ultmare outsiders who ask, lis-
ten,, and then do something cohstructive with that infor-
mation. And then leave, looking for another new challenge.

Tor avder reprints of this article please contact Ajani Malik ar
amaliki@ijournalscom or 212-224-3205,
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