Market turbulence challenges Canadian companies
Part 1 of 2: Know the warning signs of distress
It’s a frightening time to be in business in Canada. Market turbulence, which has been garnering daily headlines, is expected to intensify across all sectors. From automotive and forestry to fishery and gas services, the business landscape is evolving rapidly, and no company can afford to ignore the changes and their potential impact.
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The headlines are stark. General Motors, responding to a sharp downturn in demand for full-size pickup trucks, is closing four plants across North America, including one in Oshawa. The 2,600 Canadian autoworkers who will lose their jobs next year join the 344,000 manufacturing employees whose jobs have vanished since 2002. The trend seems to be deepening, as evidenced by a 0.5 per cent drop in factory shipments in March.
The U.S. real estate market, decimated by the sub-prime mortgage crisis, is influencing the Canadian market as well. In the last quarter, inflation-adjusted average resale prices for Canadian homes declined for the first time in seven years. The bad news extends across all sectors. Between runaway energy prices, eroding consumer confidence and a deteriorating employment situation, GDP growth in the Canadian economy will drop by nearly half in 2008, from 2.7 per cent to 1.4 per cent, as turmoil in the U.S. spills over the border.
Of course, businesses and the markets in which they exist operate within a range of cycles. While periodic downturns are expected, the current cycle is notable by the convergence of many factors, including the high Canadian dollar, compromised consumer confidence, an uncertain regulatory environment, capital market volatility, fast-rising input and commodity prices and growing foreign competition.
Companies that actively invest in reassessing their priorities, improving their operational processes, revisiting their near- and long-term strategies and consistently monitoring and adjusting performance stand a better chance of emerging from the current market cycle with a competitive advantage.
Implications of volatility for business
It’s easy to run a company when times are good. Positive market conditions result in lower risk of failure, more rapid recovery from sub-par decisions, an abundance of resources, predictable cost structures and a general sense of contentment among stakeholders. This facilitates both top- and bottom-line performance, often resulting in consistent quarters and years of positive growth and profitability.
When clouds begin to gather on the horizon, however, leaders face increased risk of things not going according to plan, and more onerous consequences in the event of failure, rising costs and anxiety within the company and the market at large. Organizational performance can be threatened, unnerving stakeholders and driving financial performance down.
The impact on businesses can be far reaching:
· Banks face growing exposure due to weakening loan   portfolios and rising default rates. 

· Private equity funds may find themselves surprised by   unanticipated losses in portfolio companies. 

· Debtor companies are at a greater risk of defaulting due to increased difficulty in servicing loans. 

This “perfect storm” of factors places a range of financial challenges on Canadian companies, including reduced sales (especially exports), squeezed profits and margins, limited access to capital and covenant pressures.
Challenges extend across sectors
In the oil and gas sector, for example, producers and services firms are grappling with massive increases in energy and commodity costs. Significant labour shortages and a tightening regulatory environment have pushed many companies in this space to the ropes.
Agriculture is similarly under siege. Canada’s livestock and cattle producers, greenhouses and fisheries are wrestling with spiraling input costs and unpredictable border controls that restrict exports. The strong Canadian dollar has priced many Canadian producers right out of the market just as the federal government shifts its focus away from agriculture toward other market sectors.
The forestry sector is also suffering, in large part due to its failure to prepare for a rising dollar. Years of depreciated Canadian currency allowed many producers to become complacent. As a result of this natural money market advantage, many players failed to invest in R&D, plant upgrades or economies of scale rationalizations needed to effectively compete in global markets. The dollar took flight just as international competitors arrived on the scene. China has emerged as a leading low-cost manufacturer. Similarly, South America is known as an inexpensive source of eucalyptus fibre, Nordic Europe is home to a range of very efficient plants and Finland has established a strong reputation for technological leadership in the forestry industry.
The timing couldn’t be worse for Canada, as the volatile currency exposes forestry industry weaknesses just as global market competition heats up. It gets worse in pulp and paper, where Canadian mill capacity ranks among the lowest in the world, while the average age of Canadian plants is older than the global norm. Canada also lags in lumber, where yields and rotations are significantly below international averages because of climate and tree species. The situation isn’t helped by Canada’s relatively high cost structure and inefficient, outdated transportation infrastructure.
It’s a situation that challenges even private equity firms. They face a bleak new reality as formerly available sources of funding dry up and market growth screeches to a halt. It’s getting harder for private equity investors to find, borrow, make and hold onto funding, which cascades down into reduced levels of investment across a wide range of markets.
The importance of rapid response
Despite their reputation as sudden events, crises typically percolate for quite some time before igniting. Forward-thinking organizations recognize that even subtle symptoms can, if left unchecked, evolve into full-blown disasters over time.
Because it can take a significant period of time for business emergencies to take root, it is important to view these events as preventable. Businesses that put processes in place to actively watch for and respond to symptoms of underperformance stand a better chance of avoiding crises altogether. If setbacks prove unavoidable, well-prepared companies are better equipped to stop their progress before they worsen.
Crises occur when organizations, for a broad array of reasons, fail to pay attention to a range of early warning signs. Unfortunately, as the gap between forecast performance and actual performance grows, resolution efforts become more difficult and expensive, resulting in a narrower set of options available to leadership. Companies thrust into periods of crisis often suffer from a worsening form of tunnel vision as organizational performance declines. This limits their capabilities to respond, minimizes their options and makes an already unfortunate situation worse.
Stages of distress
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As the accompanying chart shows, there are three stages of distress that companies generally pass through as performance declines. By understanding the warning signs that signal each stage, companies can better position themselves to enhance flagging performance before it spirals out of control.
Stage 1: Not meeting expectations
In this initial stage of distress, companies generally see performance lagging as compared to forecasts. Early warning signs include:
· Eroding market share due to inadequate response to market conditions. 

· Softening top- and bottom-line performance. 

· Cost growth trends above industry average. 

· Slowdown in acquisition of new business. 

Stage 2: Underperformance
As performance continues to degrade, the symptoms become more frequent and pronounced, including:
· Increased concern from lenders, bankers and investors. 

· Reduced customer satisfaction and increased levels of customer discounts. 

· Rapid increases in cost structure. 

· Pressure on cash flows. 

· Instability from sudden reversals in top- and bottom-line performance. 

Stage 3: Crisis
During this final stage, evidence is stark, severe and often irreversible. Resolutions to crises may often be drastic or otherwise unpalatable to business leaders, investors and other stakeholders. Key crisis symptoms include the following:
· Breach of bank covenants. 

· Inability to meet debt obligations — insolvency. 

· High management and board turnover (voluntary and   involuntary). 

· Missed financial reporting deadlines. 

· Difficulty finding new investment dollars. 

Preventing the downward spiral
Because crises tend to unfold over time, and because evidence of the organization’s declining performance is usually obvious to those with the foresight to monitor it, companies must evolve their perceptions of crisis. Early intervention can often prevent the worst case scenario from becoming reality.
Like any good insurance plan, advance monitoring of organizational performance to ensure actual performance remains consistent with forecasts is critical to avoiding the death spiral of distress into crisis. A relatively small upfront investment can help prevent an expensive, often irreversible course of action later on.
To place this thinking in context, businesses must view distress as a continuum where early intervention represents the company’s best opportunity for mitigating risk and maximizing future recovery.
Despite the challenges posed by a rapidly shifting global marketplace, forward-thinking organizations have numerous options to enhance their performance and shore up operations long before their businesses become imperiled. To learn more about the opportunities inherent in today’s challenging environment, and strategies for bolstering your own organizational performance, stay tuned for the second installment of this article, in next month’s issue of CMA Management. 
 

