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LEGAL * TAX - ACCOUNTING

A Clean Balance Sheet Can Help a
Company 1n More Ways Than One

Companies can help their cause with more than just investor relations

hen publicly-traded companies
try to achieve break-through
and

their stock price, they generally focus first on

performance increase
improving operations or public relations. An
area often overlooked is financial reporting.
Managers too often ignore the importance of
having a strong balance sheet. Without having
a clean balance sheet, however, achieving the

aforementioned goals often is futile.

A balance sheet tells a lot about the health-

of a company, especially its liquidity and
solvency, two areas that investors are keen on.,
Carrying more debt on the balance sheet will
require the company to use more working
capital and revenue to pay off that debt. Using
cash to service debt siphons away money
that can be used to re-invest in the overall
growth of the company. In some cases, high
debt levels will force companies to issue more
shares to raise money for working capital.
Issuing shares is dilutive to the company and
drives the stock price lower.

A company with high debt is like a person
with a lot of credit cards. People with high
credit card debt will need to use a higher
proportion of their personal earnings to

pay off that debt. Hence, individuals or
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families with a lot of credit card debt often
see their living standards decline.

The same idea applies to a publicly-traded
company. What is even more concerning
about a company carrying excessive debt
(compared to revenue or cash reserves on
their balance sheet) is that the company
attracts the wrong kind of people to its stock.

Most Wall Street analysts gauge the suc-
cess of a company based on its ability to
generate high earnings per share (EPS) and
return on equity (ROE).

Interest expenses associated with debt can
hurt earnings per share. Additionally, one of the
quickest ways to gauge whether a company is an
asset creator, cash consumer, or debt accumula-
tor is to look at the return on equity.

Wall Street typically does not place a high
value on stocks of companies with significant
debt on the balance sheet, a low ROE, and a low
EPS. ‘Traders and investors calculate the likeli-
hood that the price of such stocks will go down
instead of up. In many cases, the negative out-
look attracts short sellers to a company’s stock.
Even when a company cannot post positive
earnings, short sellers in a company’s stock will
not be frightened by the risk of having to cover
their short selling positions. Ultimately, this
drives micro-cap stocks down to penny stocks,

What then is the answer? Companies need
to rid their balance sheet of unnecessary
debt. If the perfect situation of zero debt on
the balance sheet is unrealistic, a company
should try at least to have more cash or rev-
enue compared to debt on the balance sheet.

How do companies clean up their balance
sheet? They do so by restructuring the exist-

ing debt.

There are several ways to restructure debt:

1. If cash is not an issue, the company can
negotiate with note holders to retire the debt
with cash. In some cases, the company can
convince note holders to accept a settlement
at a discount.

2. If a company is cash-strapped, it can
give stock to note holders in exchange for
their debt.

3. Contingent on its asset base, a company
can swap convertible debt into bank debt to
reduce the overall debt on the balance sheet.
The company uses no cash, and the notes
have more intrinsic value backed by the
assets of the company.

4. The company can negotiate with note
holders to extend maturity dates of the prin-
cipal and/or interest payments.

A company with a clean balance sheet
can put itself in a better position to create
opportunities for the future. This helps a
company in more ways than one, especially
if it can post positive earnings per share and

return on equity. m
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