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For the countless businesses strugyling to reshape their strateyies
to cope with reduced demund und the puucity of cupitdl, it is
criticul o focus on the keys to surviving, und indeed prospering,
in toduy’s economy. It is uppaurent that the key characteristic of
the survivors is prouctive munugement. While unforeseen events
out of the business owners’ control inevitubly occur, it is the way
that they react to, and plun for, business changes that form the
cornherstone of business survival,

Sometimes financidl problems urise becuuse the entrepreneuridl
owher is busy focusing onh sules und building the business,
cuusing him to miss the warhing signs. Finunciul instability
cun dJlso result if munugement is not getting yood finuncial
informuation, reflective of business performunce, or is yettinyg
the informution but hot puying close enouyh attention. Getting
credible informution and taking the time to understand it und
whdat it meuns to the business is something thut is too often tuken
for grunted.

The Warning Signs

The owners of “survivor compunies” face their chuallenyes early
aund eurnestly. Doing so provides more options und mukes the
process less puinful. Alternatively, those business owners who
adopt u “heud in the sund” approuch, fdiling to recoynize the
urgency of finuncial distress or their responsibility in auddressing it,
offen end up ih the unemployment line.

Astute business ownhers ure on the lookout for the followiny
wdarhing signs of finuncial duress. Others may wuit foo long und
fuce potentidlly dire conseyuences:

e A call from the bank alerting management that the financial
ratios or loan covenants pursuant to its credit agreement are
out of compliance. Astute owners are infimately aware of the
stutus of uccounts puyuble und uccounts receivuble, und
how they dre frendiny, so likely would huve preempted such
u cull to munuye their bunker’s expectutions.
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Recent Awards

FDOS ANGELES BUSINESS JOURNAL
est Plaees‘toWor

2009

For the 2nd consecutive year, RHD was hamed onhe of

the “Best Places to Work” by the Los Ahyeles Business
Journal. This awurd identifies, recoyghizes und honors
the best pluaces of employment in Los Ahgeles.

RHD congyrutulutes the followiny clients for beiny
numed finalists for the Ernst & Youny Entrepreneur of
the Yeur 2009 Awaurd: eBridge, Bank of Santa Clarita,
Revolution Prep aund SMARSH Inc.

Recent Bankruptcy-Related
Engagements Completed
by RHD Attorneys

o Represented reul estute developer in connection
with a workout on a defaulted loan.

e Represented Sun Trust Bunk in connhection with
obtaining relief from stay to foreclose on redl
estute.

e Represented u surf weuar retdiler in workout
discussions with retdil lundlords and bunk lender.

e Represented Red Bluff Ford in connection with the
liquidution of u Ford dedulership.

e Represented mulfiple location body shop business
in connection with reorgunization und reduction
of locutions.



e The filing of a lawsuit or a writ of attachment from a creditor
or vendor. A writ of attuchment is un upplicution to the
court to freeze ussets pending the outcome of a ftridl; it
cun significantly hamper operutions of u business.

e Significant or sudden turnover of management staff.
The munagers typicully are the closest to the day-to-
duay activities. If they experience stress or perceive that
the business is hot performing well, they may leave for
greener pustures.

e The set-off or freezing by the bank of the business’s bank
account due to a loan delinquency. If the business hus
gotten to the point where the bunk uccount hus been
frozen, this is u sure sign thut munugement hus wuited
too long und, unfortunately, will have limited options.
The option of moving away from the existing bunk
lender to u more flexible usset bused lender or uccounts
receivuble finunce lender may nhot be possible ot
this point.

Hiring of a Consultant

When the business is in trouble, one of the first uctions owners
of “survivor businesses” tuke is to hire u gyood turnuround
cohsultunt. Too often, a business owner is reticent to hire
u consultunt becuuse he thinks that he khows the business
best und is most uble to direct it at its most critical hour.
While that may be true, most business owners never have
munhuyed u compuny in financial distress.

The turnaround consulfunt brings fo the fuble dn
understunding of the issues that heed to be uddressed.
While expertise in a particular business line is helpful, it is the
consultunt’s understunding of the mechunics of finunciul
distress, how it affects the bulance sheet of the compuny
and its creditors, und, more importantly, how to address
these effects thut ure pivotal.

One of the first things a furnaround consultant will do s
ussess inventory to determine whether it is overstuted on
the books. This huppens to be u common problem with
financidlly distressed companies, anhd one that munagement
is not uccustomed to reviewiny. A consultunt will dlso
have considerably greater experience in understandinyg
how to dpprouch u bunk whose loun muy be in default,
the creditors who mauy be clamoring for puyment, und
the employees who likely are nervous ubout losing their
jobs, dllowing munuyement to continue to focus on the
business itself.
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Another important contribution of u yudlified turnaround
cohsultunt is the credibility that he cun bring to the
business’s creditors, who may huave lost confidence in the
compuny’s management feam. As an objective third party,
the turnuround consultunt may be dble to get vendors to
continue to supply product on credit or muy even neyotiute
additiondl finuncing from the compuny’s bunk. Typicually, a
bank willmove u defuulted loun from the regular loun officer
to u “speciul ussets” officer who is uccustomed to working
with turnaround consultants, and indeed in some cuses will
recommend u turhuround consultant o the business owner.

An experienced turhuround consultunt will also be valudable
if the business ultimutely hus to file bunkruptcy, since he hus
expertise in the bunkruptcy court process. He cun anficipate
the procedurdl issues that arise in a bunkruptcy, “talk the
languuge” with uttorneys und creditors, und help prepure
the muny necessury finuncial documents needed for und
during u bunkruptcy filing.

The Importance of Candor

When d business becomes finunciully distressed, the
owher often redcts by keeping yuiet about it, withholdinyg
information from the compuny’s bank, creditors, and
even the employees. However, the informution inevitubly
does come out. Lenders typicully lose confidence in their
borrowers if they learn ubout untoward business events from
third parties rather than directly from the source. The wuy one
commuhicutes informution to creditors is crucial. If vendors
und creditors have been culling without returned culls, their
natural fendency is to think the worst. Getting back to them
with d response is important. This is where u turnaround
cohsultunt cun be particularly helpful, lending credibility
und u level of confidence simply by beiny involved. The
consultunt will usudlly establish contact und rupport with
suppliers, creditors and lenders, essentiul relutionships
in a furhuround.

It is ulso importunt to determine with which employees und/
or munugyers the informution heeds fo be shared. Beiny
cundid and up-front in u tactical way helps engender
support from employees us opposed to dllowiny them to
dwell on the feur of the unknown. Enlisting employees’
“buy-in” to the turharound process is essentiul. Letting
employees know that professionul help hus been enguged
und that the turhdaround proyram is underwuay may prevent
employee uttrition und production full-off.



Typicully when ownership is forthright in dedling with its
lender regyurding financiul problems of its business, the bunk
will work with the business to keep it operuting if the baunk
believes the owner is beinyg struightforward and that the
business hus the dbility to succeed. A bank is more likely
to yive uccommodutions to the business in a turnuround,
whether to help the owner reorgunize, sell the business, or
even find u new lender, provided that the borrower hus
been forthcominyg in the inifial disclosure of the issues und
the bunk is kept informed us the turnuround proceeds.

Directors and Officers Liability

The slide of u compuny from u solvent business to the “zone
of insolvency” hus un importunt effect on the duties of the
directors. The duty of loyulty requires directors und officers
to perform their dutfies in good fuith and in u manner thut
they reusonubly believe to be in the best interests of the
compuny. The duty of loyulty yenerdlly mundutes thut the
best interests of the corporation und its shareholders take
jprecedence over uny inferests possessed by u director,
officer, or controlling shareholder und not shared by the
stockholders generdlly. The duty of cdre reyuires directors
und officers tfo uct with the cure un ordinurily prudent
person in u like position would exercise under similar
circumstances. A director or officer who fdils to exercise
uppropriute diligence muy violute the duty of cure, even
if such officer or director did not redlize uny personul guin
from the transaction dat issue. However, directors (as well us
officers) ure yenerdlly protected by the “business judgment”
rule from liability arising from negligent ucts (us opposed to
intentionul or grossly hegligent misconduct).

The “Zone of Insolvency”

In generdl, directors und officers do nhot owe u fiduciary
duty to creditors. However, if the company’s finunciul
condition deteriorutes to the point of insolvency or the
“zonhe of insolvency,” a director’s fiduciury duties expund
to include the protection of corporate creditors. Courts
have not cleurly defined when g compuny is in the “zone
of insolvency.” One typicully dgpplied meusure, is that u
compuny is insolvent when its liubilities exceed its ussets.
A court may however ulso find du business is in the zone of
insolvency if the questioned action by the directors would or
reusonubly could render the corporation insolvent in fact, or
that there is the risk thut creditors will ot be puid us u result
of the directors’ action.

Implications of the Duty to Creditors

Outside insolvency or the “zone of insolvency,” directors und
officers owe u fiducidary duty to shareholders. Alternatively,
directors of un insolvent corporation have u fiduciury duty
to creditors. It is uncleur whether the duty to creditors
supplunts the directors” duty to shareholders. The duty hus
been described us the duty to protect the contractuul und
friority rights of creditors. For example, such a liubility may
urise if the directors cuuse the business to incur unnecessury
debt for the benefit of shareholder distributions, or otherwise
divert ussets from leyitimute business uses. Dividends
uwdrded und puid whenh u compuny is insolvent cun be
cluimed back under various theories.

In Summary

Watch the finunciul metrics of the business so you
do not find yourself on the eve of finauncial disuster without
beiny uwure of the direction the business is heuding.

Do not wuait until the last minute before
running out of cush or being shut out of the business premises.
Statistically, companies that are proactive in addressing their
financiual problems have the greutest likelihood of surviving.

It is of crificul importance when the
business is in finuncial distress that its owners are honest and
forthcominyg with the people who need to know ubout the
situation aund those who cun help. This includes lenders,
vendors, shureholders, some or dll of the employees, und
the teum of people hired to help.

Mdake sure you ask your attorney and tfurnaround
adyvisor for all avdiluble alternatives.

Too often, business owners cunnot uccept that their
compuny is in finuncidl distress und expect — unreusonubly
- that, by continuing what they have done in the pust,
they will resolve the situation. Be open to udvice from the
professionuls, including chunyging the way things “dlways”
have been done.

Brian, Manhaging Parther of Rutter Hobbs & Davidoff, has
specidlized ih corporate reorgunization, restructuring and
bunkruptcy law for more thun two decudes. He dlso hus
u substantial practice advising compuhnies onh the various
uspects of their growth, finuncing, contractuadl relationships
und operdtions, often ds oufside gyenherul counsel to his
clients (bdavidoff@rutterhobbs.com).
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