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Introduction



1. Purpose of the financial assessment process
The purpose of the financial assessment process is to:
1. determine whether a contractor has the financial capacity to take on a contract for the provision of services without becoming insolvent or experiencing financial distress before the services have been delivered.
2. where there are risks to a contractor’s financial capacity, highlight what these risks are and whether there are ways to mitigate these risks. 
A financial assessment must be undertaken prior to a contract being awarded.
The financial capacity assessment will not provide absolute assurance of a contractor’s financial capacity. The assessment is only part of the overall risk management process and it does not, on its own, reflect the contractor’s ability to deliver the project. 
The financial assessment process does not address the operational or technical capability of the contractor to undertake the work. You should consider the contractor’s operational and technical capacity to undertake the contract as part of a broader risk assessment process.

2. Financial Assessment Reports
The Financial Assessment Report (FAR) addresses core questions to be considered when determining a contractor’s financial capacity. These core questions address a range of commercial criteria and fall under three broad categories:
· understanding the contractor’s ownership and structure
· understanding the contractor’s business
· understanding the contractor’s financial capacity.
Addressing the core questions will assist you to understand and interpret the recommendations presented in the FAR and allow you to form a view on the key risks and mitigating strategies.
There are three types of Financial Assessment Reports being Basic, Medium and Comprehensive. The determination as to which report is applied is based on both the size of the contractor being assessed and the size of the contract being tendered. It is up to you to determine what type of assessment is suitable for your requirements. 
Irrespective of which type of report is utilised, the core questions used to determine financial capacity will be consistently applied to all contractors.

3. Overview
This guide has been prepared to assist you with understanding and interpreting the information presented in the Financial Assessment Reports.
This guide contains a worked example with sample responses and commentary to help you to interpret the findings of the Financial Assessment Report and understand the key risks and their impact on the contractor’s ability to deliver the work without becoming insolvent or experiencing financial distress.
The worked example reflects a Medium assessment. Some of the analysis included in the worked example will not be applicable to a Basic assessment. Additionally, there may be some more detailed forecast analysis included in the Comprehensive assessment which is not captured in this worked example, however, the core questions will be the same as those presented in this guide.










Worked Example
and
 Guidance
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	1

	In order to be considered eligible for a contract, at a minimum the contractor must meet the following criteria:
1. Net tangible assets (total assets less total liabilities less intangibles) must be greater than 5% of contract value
2. Working capital (current assets less current liabilities) must be greater than 10% of contract value
3. Current ratio (ratio of current assets to current liabilities) must be greater than 1.

	2

	This section summarises the key profitability and cash flow risks identified as part of the financial capacity assessments and any known mitigants to address these key risks. 

	3

	This section summarises other factors and considerations and may also include possible mitigants and recommended actions to be undertaken by the project manager to limit exposure to the key risks which have been identified as part of the financial capacity assessment.
In the example the financial assessor identified a number of overdue amounts owing from customers and a large loan owing from a related party. The project manager should discuss with the contractor to understand their ability to recover overdue amounts from customers and should ensure there is an agreement in place (by requesting and sighting documentary evidence) for the related party to repay amounts owing to the contractor to mitigate the risk of any cash shortfall during the period of the contract.
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	1

	The party providing the services must be the same legal entity who enters into the contract for the work. If not, both the contracting entity and service providing entity will require financial assessment since failure of either entity could result in non-performance of the contract.

	2

	Reliance on other entities through business relationships or loans could increase the risk of business failure of the contracting entity. If an entity relied upon fails, this could result in a ‘domino’ effect and ultimate failure of the contractor.
In the example the contractor has been rated a high risk due to there being a significant loan owing from a related party (an entity within the contractor’s corporate group) which has increased over the last three years and for which there has been no interest received and there is no set repayment term. This loan needs to be recovered from the related party in order for the contractor to be able to repay its loan to the bank due in 18 months.

	3

	Director disqualifications or adverse press relating to the directors of the company could be indicative of improper management practices or a history of having managed businesses which have had financial difficulty. Disregard for rules and regulations will likely increase the risk of business failure.
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	1

	Proven technical expertise in completing work of a similar nature or of a similar size to the contract being tendered is preferred. Risk will be increased where the contractor has little or no track record of completing similar projects. 

	2

	A key man risk may exist where substantially all sales are generated by a single person, one person manages substantially all projects or one person possesses expertise or ‘know how’ critical to the contract which is not shared by others in the business.
The key man risk may be mitigated by a succession or contingency plan put in place by the contractor to mitigate the loss in the event of ‘key man’ departure.

	3

	Contractors may have disproportionate exposure to different parts of the economy which are experiencing varying degrees of growth or decline such as residential development, commercial construction, resources related infrastructure and public sector construction.
Risk may be increased where the majority of a contractor’s business is reliant on a declining market with no plans to diversify.
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	1

	Reliance on a small number of projects or customers who contribute a high proportion of a contractor’s revenue presents two main risks:
1. Termination of a single project or loss of a single customer may have a significant negative impact on a contractor’s revenue and profitability.
2. Any delay in a single project or failure of a customer to pay a large receivable could have a significant negative impact on a contractor’s cash flow. This risk will be further increased if key customers are known to be experiencing financial difficulty.
In the example the contractor has been rated a high risk as 83% of revenue in the last financial year relates to a single customer (Customer 1). Further, the review identified delays in the payment of amounts owing to the contractor by Customer 1 which has impacted the contractor’s ability to pay its suppliers on time.

	2

	Risk will be increased where:
· the contractor makes use of specialist suppliers or unique materials which are critical to the completion of a contract
· there is a lack of contingency planning to mitigate any breaks in critical supply
· there is an indication that a critical supplier is in financial difficulty.
In the example the contractor was rated a low risk as it has a reasonably broad supplier base and is not reliant on any one supplier or material.
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	1

	A history of outstanding claims against the contractor may indicate underperformance, dissatisfied customers or poor contract management on previous jobs.

	2

	Indicators of higher risk may include (but are not limited to) revised construction regulations requiring more onerous testing or safety processes which will increase costs or banning of a key material or construction technique used by the contractor.
Positive regulatory changes may include (but are not limited to) a release of land for development or lifting of other use restrictions resulting in increased opportunities for the contractor.

	3

	Significant reliance on the success of a new service or entry into a new market to meet forecast revenue and profitability targets will increase risk. Consideration needs to be given to the assumed win rate for new projects for which the contractor has no proven track record. Further, there is also the risk of project failure or cost overruns if the contractor wins work in an area where it has no experience.
Where the contractor’s existing markets are in decline, new services or entry into new markets may mitigate the risk of reliance on these deteriorating markets.
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	1

	Negative trends such as declining revenue or declining profit margins are indicators of higher contractor risk.
In the example the contractor was rated a medium risk as while revenue was increasing, the gross margin had declined as a result of tendering at lower margins and increased costs. 

	2

	Negative cash flows and declining cash reserves may indicate deterioration in performance caused by:
· trading losses
· poor management of receivables, tightening terms from suppliers or a build up of inventory.
In the example the contractor was rated a medium risk due to delays in collecting amounts owing from customers (increasing debtor days) and subsequent difficulties in being able to pay amounts owing to suppliers (increasing creditor days).
Having undrawn facilities (i.e. available headroom), the ability to borrow additional funding from the bank or access additional funding from shareholders may be a mitigant to any short term cash flow risks which have been identified. 

	3

	A contractor’s forward pipeline will include all secured work on hand and identified opportunities. Indicators of higher risk may include:
· a low value of current work in hand relative to historical and or forecast revenue levels indicates limited secured work going forwards
· a low value of identified opportunities (pipeline) in relation to annual revenue (after applying the historical win rate on tenders)
· a number of pipeline opportunities comprising projects of a size or nature substantially different to the contractors proven capabilities
· significant value attributed to projects with no apparent back up or basis.
In the example the contractor was rated a medium risk as while 69% of forecast revenue is currently secured, greater than 50% of secured work relates to a single project indicating significant reliance. While the contractor needs to win an additional c.$11m worth of work to meet its forecast revenue target, it was noted that Management had assumed a more conservative win rate on tenders relative to what had been achieved historically.
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	1

	Negative indicators will include a history of breaching loan terms and loans expiring in a short period (i.e. less than 6 months) with insufficient cash to repay and no alternative source of funding having been arranged.
Bank covenants reflect the conditions imposed by banks when they lend large sums of money. A breach of a covenant may result in the bank demanding immediate repayment of the loan or imposing higher rates of interest.
In the example the contractor was rated a medium risk due to having a large bank loan which is due to expire in 18 months. 

	2

	Excessive levels of bank loans and borrowings or a poor credit history with the existing lender may limit the contractor’s ability to obtain additional bank loans should they be required to support the operations of the business.
This may be mitigated through shareholders having the capacity and willingness to put additional money into the business to support ongoing operations should it be required.
In the example the contractor was rated a medium risk due to having a significant level of bank borrowings. The contractor has a loan of $8m with a profit of $0.2m in FY12. A broad benchmark is that greater than four years equivalent profit to repay a loan is approaching higher risk category.
Should the contractor need further money from the bank to support the operations of the business the contractor would likely need to justify its ability to repay the current bank loan of $8.0m. 
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	1

	Where the contractor is assuming a significant growth in contract volumes, significant improvement in margins compared to those achieved historically or aggressive reductions in operating costs with limited or no plans in place on how the cost reductions are to be achieved, the risk of achieving the forecast will be greatly increased.
In the example the contractor was rated a low risk as the forecast was substantially supported by secured work in hand with the business needing to achieve a lower success rate than what had historically been achieved in order to win new projects.
Where a contractor’s secured work in hand is limited this may lead to a drop off in work if new projects cannot be won or new projects are delayed. This will increase risk where the contractor is required to carry labour through periods of downtime.  

	2

	Forecast cash short falls with no or questionable sources of funding assumed to fill the gap (such as an increase in borrowings over and above what is currently available from the bank, or amounts from shareholders  without evidence those shareholders are able or willing to provide those funds) will significantly increase the risk of business failure.

	3

	Sensitivity analysis is undertaken to determine the extent to which a major change in the contractor’s business will impact its profitability and cash flow position. Examples of such include the loss of a major project or customer, and increase in labour rates or cost of materials or a change in the terms with a major supplier or customer. 
In the example the contractor was rated a medium risk as the business needs to achieve similar revenue to the previous year in order to continue to be profitable. Termination of a major project or failure to win sufficient levels of new work will result in the contractor being loss making unless significant cost reduction can be achieved to compensate for the lower revenue.
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	1

	This table details the current contract under tender including contract value, start date and duration.
The contract value is compared to the Last Twelve Months (LTM) revenue to measure the size of the contract relative to the size of the business. The LTM figure is used in the Financial Assessment Report to avoid comparing to out of date financial information (such as where the assessment is carried a number of months after the financial year end).

	2

	The level of financial assessment required is based on both the size of contractor (by revenue) and the size of the contract. 
The example reflects the requirement for a “medium” assessment to be undertaken as the contract value is greater than $10.0m and the contractor’s annual revenue is less than $300.0m.

	3

	The Department’s prescribed criteria specifies that in order to be eligible for a contract the contractor must meet the following minimum assessment criteria:
1. Net tangible assets (total assets less total liabilities and intangibles) must be greater than 5% of contract value
2. Working capital (current assets less current liabilities) must be greater than 10% of contract value
3. Current ratio (ratio of current assets to current liabilities) must be greater than 1
Note, it is not the intention of the criteria to be exclusive. The assessment criteria must be considered together with the key questions presented in the executive summary. 
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	1

	This chart details the ownership and corporate structure of the contractor’s business. Understanding a contractor’s ownership and other related businesses gives insight to:
· Potential risks where financial distress of a related business could impact the contract
· Potential financial resources which may be accessed by the contractor from its owners or related businesses. 
Where a contractor is commercially reliant on or exposed to a related business or party consideration should be given to undertaking a financial capacity assessment on the related entity or the wider group.
In the example Company ABC has extended a loan of $9.4m to Company DEF to fund the start up of DEF’s business. Consideration should be given to the financial capacity of DEF to repay the loan in whole or part should Company ABC need access to additional funds during the period of the contract.

	2

	This section details a brief history of the contractor including any changes in ownership, key performance highlights and recently completed projects.
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	Consideration should be given to the whether the Director’s or Management’s experience sufficiently demonstrates the capability to undertake the proposed contract?
Note: the Financial Assessment Report does not address the operational or technical capability of the contractor to undertake the work. The operational or technical capacity of the contractor should be understood as part of a broader risk management process.
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The statement of Profit & Loss (P&L) summarises the performance of the contractor’s business, with the P&L ratios used to evaluate the profitability of the contractor over time. Comparing ratios on a yearly basis allows performance trends to be identified. Key indicators of performance include: 
	1

	Revenue is the dollar value of sales a contractor generates. Increasing revenue is a positive performance indicator.

	2

	Gross margin (GM) and GM % – gross margin ($) (revenue less direct costs such as materials and subcontractor costs) and gross margin % (gross margin ($) divided by revenue ($)) indicates how profitably a business sells its goods and services.
A contractor’s gross margin and gross margin % will decline when either its revenues fall and costs are not reduced or if costs increase and increases in revenue are not achieved. Declining gross margin and gross margin % usually indicates a contractor is needing to bid for projects at lower prices to be competitive or has been experiencing cost overruns on projects.

	3

	Overheads reflect the general and administrative costs of the business. Overheads as a % of revenue is a measure of overheads in relation to the size of the business (represented by revenue). An increasing ratio could indicate lower profitability potentially leading to increased risk.

	5
4

	Earnings before interest, tax, depreciation & amortisation (EBITDA) and EBITDA Margin % – EBITDA measures a contractor’s profitability after overhead costs and reflects the earnings used to pay interest. A declining EBITDA and/or EBITDA margin indicates deteriorating performance.

	
	Net profit after tax (NPAT) is the contractor’s net earnings after all expenses and taxes have been deducted. This is the bottom line measure of the contractor’s performance. In the example, the contractor’s NPAT has declined for two consecutive years, indicating worsening performance and potentially higher risk. 

	6

	The forecast is determined by the contractor’s management and represents their best estimate of the next financial year’s performance. Achievement of the forecast will be subject to a number of factors outside management’s control and therefore will be an estimate only.
Consideration should be given to any unusually large increases ($ or margin %) relative to historical levels or the broader trends in a contractor’s market.
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Customer concentration aims to identify incidences of over-reliance on individual customers. Over-reliance on a single customer exposes the contractor to a higher degree of risk in the event that the customer becomes insolvent or ends the business relationship. 
	2
1

	The table outlines customers or projects which the contractor is currently engaged on. A small number of customers may indicate significant reliance and therefore increased risk. 

	
	Revenue is the amount of revenue earned from a customer in the period.

	3

	Percentage of total illustrates the degree of revenue concentration by customer and is calculated as the revenue earned from a customer in the review year as a percentage of total revenue
In the example a significant percentage of total revenue was earned from a single customer (83%), indicating significant reliance. A delay in the collection of amounts owing from this customer will negatively affect cash flow and in turn Company ABC’s ability to pay supplier invoices as they fall due.
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Work on hand outlines the number and value of secured projects the contractor is currently undertaking. A higher value of total secured work on hand (as a proportion of forecast or typical annual revenue) improves future earnings certainty and is a positive indicator provided there is sufficient cash flow to support it. 7
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2
4
3

	2
1

	Total value represents management’s best estimate of the total dollar value of each secured project. 

	
	Percentage completed represents the proportion of the project completed to date (by costs).

	3

	Revenue to go represents the estimated remaining revenue to be earned on secured work on hand. A small value of revenue to go may indicate increased risk as the contractor will be more reliant on being able to win work in its identified pipeline. 
In the example, one project accounts for a significant proportion of revenue to go which may indicate a high degree of reliance on this project and potentially increased risk were this project be delayed or terminated and no other significant projects can be won.

	4

	Completion date is Management’s estimate of when the project should be completed. A large proportion of projects ending on a similar date may indicate that a shortage of work will occur at this date unless identified pipeline opportunities are able to be converted into wins.


The pipeline summarises the potential project opportunities identified by the contractor’s management. A small pipeline net value in proportion to forecast annual revenue may indicate a shortfall in future work and potentially higher risk.
	5

	Bids submitted is the number of identified opportunities for which the contractor has submitted tenders.

	6

	Identified opportunities represents the total number of potential opportunities that the contractor’s Management has identified. The contractor may or may not have submitted tenders for all of these opportunities.

	8
7

	Net value is the probability weighted value of opportunities as estimated by Management.

	
	Effective win rate (EWR) is the implied estimation of project tenders and opportunities that will be won as a percentage of all opportunities identified. This measure should be assessed with reference to the historic win rate, which is the percentage win rate the contractor has historically achieved.
In the example, the estimated EWR is less than the historic win rate with Management taking a conservative position due to tough market conditions rendering wins more difficult to achieve than in the past. An EWR higher than the historic win rate will be more challenging for the contractor to achieve and will increase contractor risk.
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The Statement of Financial Position provides a point in time snapshot of a contractor’s assets, liabilities and equity (assets less liabilities) at a given point in time. Key balance sheet accounts include:
	2
1

	Cash & cash equivalents – funds that are available to the contractor immediately. A high cash balance represents a ‘buffer’ for the contractor, and is a positive financial indicator if increasing over time.  

	
	Receivables – amounts currently owed to the contractor by its customers. Receivables will typically increase in line with an increase in revenue, however, an increase in receivables where revenue is flat or declining may indicate higher risk. Refer debtor days commentary below.

	4
3

	Creditors & accruals – amounts currently owed by the contractor to its suppliers. Creditors will typically increase in line with an increase in expenses (direct costs and overheads), however, an increase in creditors where expenses are flat or decreasing may indicate higher risk. Refer creditor days commentary below.

	
	Long term debt – amounts typically borrowed from the bank repayable in a period not less than 12 months. Any long term or bank debt presented within current liabilities reflects amounts to be repaid within a 12 month period which may be an indicator of higher risk.

	5

	

	
	Net assets (Equity) – reflects the value of total assets less total liabilities. Decreasing net assets is a negative financial indicator, and represents a decline in the net value of the contractor. 

	6

	In this example, the contractor has a large outstanding receivable from a related party. It will be important to understand the capacity of this related party to repay the amounts owed to the contractor. Should the related party not have the financial capacity to repay this receivable this presents a key risk to the contractor’s ability to pay its debts as they fall due.





Financial position ratios are used to assess the financial health of a contractor over time. Comparing ratios on a yearly basis allows trends in financial condition to be identified. Key ratios include:
	7

	Debtor days – reflects the average time it takes to receive payment on an invoice from a customer. In the example, this measure is increasing and indicates it is taking longer for the contractor to collect cash from customers which in turn impacts the contractor’s ability to pay its suppliers on time.

	8

	Creditor days – reflects the average time taken by the contractor to pay an invoice from its suppliers. Increasing creditor days is often a sign a contractor is having cash flow issues. 

	9

	The current ratio is a measure of the extent to which the contractor is able to meet its short term obligations such as supplier payments and payroll. A high current ratio is a positive financial indicator, whereas a low current ratio may indicate a shortage of funds. The DFS assessment criteria specifies a minimum current ratio of 1.0.

	11
10

	Net debt to equity indicates what proportions of debt and equity the contractor is using to fund its assets. An increasing ratio represents greater levels of debt which carries a higher degree of risk with regard to ongoing interest payments and ultimate repayment of the debt when it falls due.

	
	Total debt to EBITDA indicates the level of debt relative to the earnings of the business. A broad benchmark is greater than four indicates higher risk.
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The Cash Flow statement summarises the flow of cash in and out of the contractor’s business. Key cash flow items include: 
	2
1

	Net profit after tax (NPAT), as outlined in the P&L section, is the contractor’s net earnings after all expenses and taxes have been deducted. Increasing NPAT is a positive performance indicator.

	
	Working capital movement principally reflects the net year on year change in accounts receivable, inventory and accounts payable balances. A negative number typically reflects an increase in accounts receivable greater than the increase in accounts payable. 

	3

	Cash flows from operating activities is the net cash flow that the contractor generates from its core activities and should be a positive figure (a cash inflow). A decline in this measure indicates deteriorating operating performance and increased risk. In the example the net operating cash flow is negative (a cash outflow) due to Company ABC not collecting payments from its major customers within trading terms. 

	4

	Dividends paid is a cash flow out of the contractor’s business to its shareholders. A consistent dividend outflow may be a favourable indicator of a contractor’s ability to generate cash from operations. However, year on year increases in dividends as a proportion of earnings may increase risk.
As a general rule the amount of dividends paid should not exceed the profit. Typically, companies will pay 50-75% of profit as a dividend.

	5

	Net cash flow (NCF) is the remaining cash from a contractor’s operations after it pays its obligations and dividends to shareholders for the period. Increasing net cash flow enhances the contractor’s ability to pay off debt or invest in future projects and is therefore a positive indicator.

	6

	Closing cash is the total amount of cash the contractor has on hand after all cash inflows and outflows during the period. In the example closing cash has deteriorated due to low cash collections from customers. In turn, the ending cash balance is significantly lower than in prior periods, potentially indicating increased risk.


[image: ]3
2
1

Working capital management investigates a contractor’s efficiency in collecting cash from customers (with reference to trading terms) and in turn in satisfying its obligations to suppliers. Key items include: 
	1

	Debtors ageing aims to identify any potential customer payment issues by comparing the ageing of outstanding customer invoices with trading terms. Debtor amounts that are outside of trading terms will negatively affect a contractors cash flow and increase bad debt risk (the risk that the invoice will not be paid). These amounts outside trading terms may also be an indication of dissatisfied customers.
In the example, 22% of receivables are outside trading terms indicating the contractor is facing collectability issues. 
Additionally, a large proportion of receivables relate to one customer. This indicates reliance on that customer’s ability and/or willingness to pay its invoices when they fall due and therefore increases contractor risk.

	2

	Creditors ageing aims to identify any payments due to creditors (suppliers) outside of trading terms (a situation referred to as ‘creditor stretch’). Overdue amounts outside of trading terms may indicate the contractor was not able to pay these invoices when they fall due, which in turn may damage the ongoing relationship with that supplier.  

	3

	As outlined in the Balance Sheet section, debtor days reflects the average time it takes to receive payment on an invoice from a customer and creditor days reflects the average time taken by the contractor to pay an invoice to its suppliers.
In this example both of these measures are increasing, indicating that it is taking longer for the contractor to collect cash from its customers which in turn is impacting its ability to pay its suppliers on time. Both the debtor and creditor days were outside of average trading terms (45 and 30 days respectively) in FY11 and FY12 indicating higher contractor risk.
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This section aims to identify the funding facilities and total funds currently available (headroom) to the contractor and any scope for additional or alternative funding should it be required.
	2
1

	Facility limit is the maximum amount which can be drawn from a facility or account.

	
	Available balance is the total funds available to the contractor for immediate use (facility limit less amount drawn).

	3

	Remaining term is the time period left on the loan. Some facilities, such as many overdrafts and corporate credit cards, will be provided on a rolling basis.
In the example, a significant loan is expiring within a short time frame, representing increased risk if the contractor does not have the funds to satisfy its loan obligations or has not arranged for the loan to be refinanced.

	4

	Refinancing required in contract period - indicates if a loan or facility requires repayment or refinancing (due to expiration or other reasons) within the time period that the contract would be carried out.
This could increase risk where the contractor is unable to negotiate a new loan. The status of the contractor’s relationship with its financier and the financier’s willingness to provide additional finance should be considered when assessing this risk.

	5

	Covenants - outlines the terms of any covenants within loan or facility agreements and whether the contractor is currently (and forecast to be) in compliance with those covenant terms.
Bank covenants reflect the conditions imposed by banks when they lend large sums of money. A breach of a covenant may result in the bank demanding immediate repayment of the loan or imposing penalty interest rates.
Any past, current or forecast covenant breach may negatively affect a contractor’s position when refinancing existing loans or seeking alternative funding arrangements and therefore will increase risk.
Typically, small businesses are unlikely to have large loans and will often not be subjected to covenants.
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	The charts presented reflect a graphical presentation of the contractor’s historical revenue and profitability (left) and detailed movements in profit and loss statement line items over the last twelve months (right).
In the example while the contractor’s revenue decreased slightly between FY10 and FY11 before growing significantly in FY12, profitability has been declining significantly over the past three years as a result of increased competition leading to lower project margins.
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Further Considerations
and
Frequently Asked Questions



1. Overview and potential actions to mitigate risk

This section of the guide details frequently asked questions, further considerations and potential actions that may be taken to mitigate risks which have been identified in the Financial Assessment Report (FAR). 
Where a number of risks have been identified, the use of a bank guarantee or retentions will provide access to funds that may be utilised in the event the contractor cannot fulfil their obligations and the work needs to be transitioned to a new contractor for completion.
Further commitment may be sought from the owners to support the financial capacity of the business. The commitment should guarantee the owners have the capacity and willingness to invest additional funds into the business should it be required during the course of the contract.
Where risks have been identified it is recommended you undertake ongoing monitoring of key risk indicators (such as cash and working capital balances, ongoing performance against contract programme, relationships with key customers and suppliers) over the life of the contract to identify any negative trends or performance issues which suggest the contractor will no longer be unable to meet their obligations under the contract.

2. Frequently Asked Questions

Understanding the contractor’s ownership and structure
The tender has been submitted by an unincorporated joint venture which does not meet the definition of a legal entity. Is the joint venture eligible to be awarded the contract?
You may still be able to award the contract to the joint venturers, however, a separate financial assessment must be carried out on each of the parties to the joint venture and you must be satisfied that the joint venture parties have the financial capacity to meet their obligations to the joint venture.

Company A has submitted a tender for the contract, however, the work will be principally carried out by a related entity within Company A’s corporate group (i.e. all employees of the group are employed by the related entity, Company B). Is Company A still eligible to be awarded the job?
Company A may still be eligible to be awarded the job, however, a separate financial capacity assessment must be carried out on the related entity which will be undertaking the work.

While the contractor is currently profitable and meets the prescribed assessment criteria, the financial assessment report highlighted a number of large loans owed by related parties. Do these loans prevent me from awarding the contract? How can this risk be managed? 
No, these loans will not necessarily prevent you from awarding the contract, however, it will be important to understand the extent to which the contractor is reliant on repayment of these loans owing from related parties during the period of the contract.
Where the contractor is reliant on the repayment of these loans you should consider requesting a financial capacity assessment to be undertaken on the related party in order to understand the capacity of that entity to repay amounts owing to the contractor should the need arise during the period of the contract. 

The FAR noted a Director of the contractor was previously a Director of a failed business. Is the contractor still eligible to be awarded the job?
You should review the ASIC report by the administrator regarding the conduct of the Directors of the failed business to identify any instance of Director misconduct (Report at ASIC under s422, s438D, s533 of the Corporations Act 2001).

The FAR noted the contractor had only minimal experience in completing work of the size (or nature) of the contract being tendered. Does this lack of proven experience prevent me from awarding the tender to the contractor and how can this risk be managed?
While not preventing you from being able to award the tender to the contractor, consideration should be given to the contractor’s operational and technical capability to undertake the work. While not covered in the financial capacity assessment, the operational and technical capability of the contractor must be considered as part of a broader risk management approach.
Consider the risk of the contractor overtrading should you award them the contract. The contractor may not have the facilities available to support the working capital of the business should large amounts of cash be needed to fund bank guarantees or be held by you as retentions in relation to the contract.

The FAR identified the Managing Director as being critical to the contractor’s ability to complete the contract. How can this key man risk be addressed and managed?
Ensure the contractor has a second in charge capable of stepping in should the key man be unavailable for limited periods. Any longer-term absence of the key man may lead to broader financial or performance issues for the contractor.


Understanding the contractor’s business
The FAR noted that the contractor was in a highly competitive market and had experienced a decline in margins as a result of competitive tendering. What is the risk here and how can it be addressed?
You should consider the tender price submitted by the contractor relative to other tenders submitted (i.e. is it higher, lower, or on par). A tender price significantly lower than other submitted tenders may indicate low margins and may increase the risk of the contract becoming loss making for the contractor if they encounter any problems in delivering the work.

The FAR noted the contractor has significant reliance on a single customer to meet its forecast for the next 12 months. How can this risk be managed?
You should discuss with the contractor the status of its relationship with the customer and the current status of work being performed. For additional comfort you should carry out periodic monitoring of the ongoing relationship with the customer and level of work being undertaken to identify whether there is any decline in the level of work which could lead to a point where financial difficulty arises. 



The FAR noted the contractor will be reliant on a particular subcontractor to complete the work. How can this risk be addressed?
You should discuss with the contractor the status of its relationship with the subcontractor. Further, consider whether the service provided by the subcontractor is unique and not easily substituted. 
Where this is the case and where the work of the subcontractor will comprise a substantial or critical part of the overall contract being awarded, consider the need to undertake a financial assessment on the subcontractor to ensure they have the financial capacity to complete the work required by the contractor.

The FAR noted a number of claims against the contractor on work completed within the last 18 months. Does this history of claims prevent me from awarding the contract to the contractor?
While not preventing you from being able to award the tender to the contractor, you should consider the nature of the claims and whether they indicate a history or underperformance or poor management on previous work. 
The financial capacity assessment does not consider the operational or technical capability of the contractor to undertake the work. This capability should be taken into consideration before awarding the contract.


Understanding the contractor’s financial capacity
The FAR identified the contractor’s revenue has been steadily declining each year, however, they are still profitable. What is the risk here and how can it be addressed?
Declining revenues may indicate a declining market and/or increased competition which is making it more difficult for the contractor to win work. Where the contractor is in a declining market consideration should be given to whether the contractor has any plan to expand into new markets or new services. 
It is recommended you understand the point at which the contractor would become unprofitable should the decline in revenue continue at the same rate and whether that would result in the contractor requiring additional funding during the period of the contract.

The FAR identified a large number of overdue receivables which if not received may have a significant impact on the contractor’s cash flow. How can this risk be managed and what additional protection can be taken?
You should discuss with the contractor the status of its relationship with its customers. Consider discussing with the contractor’s key overdue customers the reasons for late payment (i.e. is the customer dissatisfied with the work performed by the contractor, disputing an amount owed to the contractor, or experiencing cash flow difficulties?).
Where the risk is significant (but you choose still award the work to the contractor) it is recommended you carry out periodic monitoring of the contractor’s receivables to understand whether overdue amounts identified in the FAR are subsequently collected or identify any cash shortfall which results from amounts not being received from customers.

The contractor has only a small amount of secured work on hand and will be reliant on winning significant levels of new work. The FAR noted the contractor has assumed a higher win rate on tenders than what had been achieved historically. How can this risk be addressed and managed?
Consider the sensitivities presented in the FAR to understand the level of revenue required for the contractor to break even.  While the Basic and Medium financial assessments do not specifically include a detailed assessment of forecast cash flows, you may request this work to be undertaken to understand the capacity of the business to fund a period of losses should the required level of revenue to break even not be met.

The FAR identified a large bank loan that is due to expire within the contract period. How can this risk be addressed and managed?
You should engage with the contractor’s financier to understand their current relationship, the status of any negotiations and the likelihood that the loan will be refinanced. 
You may wish to seek confirmation from the owners that they have both the capacity and willingness to contribute more money to the business (either as a loan or as equity) should the contractor be unable to refinance with the bank. 

21
image7.emf
Executive Summary

3

Understanding the contractor’s ownership and structure

Analysis 

Area

Questions / Issues to be Considered Rating Comments & Mitigating Actions

Entity identity

Isthecontractoralegalentity?Isthe“trading”entityand

corporateentityyouaredealingwiththesame?

Company ABC is the contracting entity and trading entity. Company ABC was

establishedinJanuary2011totenderforallnewprojectsthereafter.

CompanyABC’s100%shareholder,XYZTrustwaspreviouslythecontractingentity,the

activitiesofwhicharenowbeingwounddown.

TheDFSassessmentcriteriahasbeenappliedtotheCompanyABCbalancesheetonly

sincethisisthecontractingentityandtendersforallcontractsgoingforward.

Wider 

corporate tree

Dootherentitieswithinthecorporategroupaddpotential

risktothecontractingparty?

Thefollowinginter-companyloansandrelationshipsexist:

• CompanyABCtookonabankloanof$8.0minFY10toprovidestart-upfundingto

Company DEF, a property developer. Company ABC’s directors own 66% of

CompanyDEF.

• CompanyABChaslentadditionalfundstoDEFoverthepastthreeyearstosupport

theoperationsofDEFduetoitbeinglossmakinginitsinitialyears.DEF’saccounts

showitrecordedaprofitof$0.6mforFY12.

• CompanyABCiscurrentlyowed$9.4mfromDEF.Noneoftheoriginalloanhas

beenamortised,andtodateDEFhasnotpaidanyinteresttoCompanyABCforthe

useoffunds.

• ManagementwereunabletoprovideconfirmationonwhentheloantoDEFwould

berecovered.CompanyABCwillberequiredtorepaythebankloanof$8.0mwithin

thenext18months.

Major 

shareholders/ 

partners / 

directors

Areownersand/ordirectorsofgoodreputation?Dothey

addpotentialadditionalfinancialrisk?

ThefollowingsearcheshavebeencompletedontheDirectorsandkeymanagement

identifiedonpage14:

• ASICsearch-toidentifydirectorssubjecttodisqualificationsorinstancesholding

directorshipsofcompanieswhichenteredinsolvencyproceedings.

• ITSAsearch-toidentifybankrupteddirectors/managers

• Generalmediasearch(Google)-forundesirablemediacoverage

• Creditchecks-Toidentifycredithistoryandchargesagainsttheentity

• PPSRsearch-Toidentifyallpartieswithchargesovertheentity

Noadverseresultsorindicatorsofadditionalfinancialriskswereidentified.

RiskDefinitions:LowRisk MediumRisk HighRisk
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Understanding the contractor’s ownership and structure

Analysis 

Area

Questions / Issues to be Considered Rating Comments & Mitigating Actions

Executive 

management

Arekeymanagementcapableofdeliveringthecontract?

Considertenure,experienceinindustry,experienceasa

manager.

CompanyABChasanexperiencedSeniorManagementteam,mostofwhomhave20+

yearscommercialconstructionexperience.

FredSmithhasbeenManagingDirectorofCompanyABCsince1999andhasover20

years ofcommercial construction experience. Whilst Company ABC has completed

projects up to $18m, many ofthe management team are experienced in delivering

projectsupto$50minvalue.

CompanyABChaswonawardsforvariousprojecttypesandcontractsizesincluding

CommercialProjects(2010)andPublicBuildings(2012).

Key man risk

Would the absence ofa keyowneror manager in the

business put at risk their capacity to complete the

contract?

Managementconsiderthebusinesstobeinsulatedfrom‘keymanrisk’duetoabroad

seniormanagementteam.

Seniormanagementcomprises6keypersons,ofwhichnoneareinvolvedinindividual

projectmanagement.

Core 

offerings and 

markets

Arethemarketsinwhichthebusinessoperatesgrowing

orattractivemarketswithgood“economics”orarethey

indecline?

CompanyABCisaconstructioncontractorspecialisingincommercialconstructioninthe

GreaterSydneyregion.Completedcontractsrangebetween$2m-$18m.

Thecommercialconstructionmarketcontinuestosufferintensecompetitionowingtolow

numbersoftenderopportunitieswhencomparedtopreGFC.

Company ABC advises it avoided “over gearing” for government stimulus related

projectsgiventhetemporarynatureofthestimulus.

RiskDefinitions:LowRisk MediumRisk HighRisk
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Understanding the contractor’s business

Analysis 

Area

Questions / Issues to be Considered Rating Comments & Mitigating Actions

Key 

customers

Doesthebusinesshavesignificantrelianceonasmall

numberofcustomersoristheirrevenuemorespread?

Are the major customers a potential financial risk

themselves?

83% of revenue in FY12was earned from one customer, Customer 1.Whilewe

identifiedsomedelayinpaymentfromCustomer1wedidnotencounteranyevidenceto

suggestthatCustomer1isinfinancialdistress.Thesignificantrelianceplacedupon

Customer 1 by Company ABC and the ability to recover outstanding receivables

representsakeyrisk.

Asat11September2012,6projectswereinhand,andtheCompanyhadapipelineof

11opportunities,forwhich4bidshavebeensubmitted.

Key suppliers 

and supply 

chain

Isthebusinesshighlyreliantonakeysupplierwhich,if

disrupted, could damage the business’ capacity to

deliveritscontractobligations? Isithighlyreliantona

commodityorinputandcouldamaterialpricevariation

impactitsfinancialstability?

CompanyABCmaintainspreferredsupplierlistshoweverManagementassertthatwork

istypicallyspreadevenlybetweenthemandthatnooverrelianceexistsonanyone

supplierorsubcontractor.

Giventhegeneralnatureoftheprojects,suppliesusedaretypicallygenericandcanbe

sourcedfromanumberofsuppliers.

No exposure or over reliance on commodities or imported inputs were noted by

Management.

RiskDefinitions:LowRisk MediumRisk HighRisk
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Understanding the contractor’s business

Analysis 

Area

Questions / Issues to be Considered Rating Comments & Mitigating Actions

Claims and 

associated 

contingencies

Is there a history of significant claims on projects

completed?

Arethereanyoutstandingclaimsagainstthecontractor

(e.g.damagesfordelays,failuretoperform)orclaimsby

thecontractor(e.g.forvariations)

Hasthevalueofanyclaimspendingbeenagreed?

Management confirmed that claims against Company ABC are typically rare given the 

strength and longevity of relationships with key customers.

At the time of the review, Management confirmed that no claims are currently 

outstanding against Company ABC. 

Regulatory 

environment

Couldachangeinregulatoryenvironmentsignificantly

impactthebusiness’capacitytocontinuetooperatein

keymarkets?

Whilst regulatory changes could impact the business,  no imminent regulatory changes 

have been identified that could adversely or positively impact the business.

New markets 

and products

Isthebusinessenteringnewmarketsorlaunchingnew

services? Ifsuccessfulornot,couldthisimpacttheir

capacitytodelivertoexistingcustomers?

Company ABC itself is not entering new markets, however, the shareholders expanded 

into property development through a related entity, Company DEF.

RiskDefinitions:LowRisk MediumRisk HighRisk
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Understanding the contractor’s financial capacity

Analysis Area Questions / Issues to be Considered Rating Comments & Mitigating Actions

Basic profitability

Whatisthetrajectoryofthebusinessperformance?

Is revenue growth being translated to improved

profit?Isdecliningrevenueabletobemitigatedby

reducedcost?

• Company ABC has faceddeclining profitability over the last three years despite

revenuegrowthof18.2%onayear-on-yearbasisbetweenFY10($21.4m)andFY12

(FY12:$29.9m).

• GrossMargin%deterioratedfrom30.0%inFY11to18.4%inFY12dueto:

– CompanyABCsubmittingtendersatlowermargins(comparedtopreviousyears)

inresponsetoincreasingcompetitionintheindustry

– Increasingmarginalcostofsales,attributabletohigherlabourrates.

Liquidity measures

Is revenue growth being translated to improved

operatingcashflow?Arethefinancingrequirements

of the business beyond the capacity of existing

finance facilities or equity capability of

shareholders?

• Asat30June2012CompanyABCGrouphadavailableliquidityof$0.7mcomprising

$0.2mincashreservesandanundrawnoverdraftfacilityof$0.5m.Wehaveseenno

evidencetosuggestthisisinsufficient.

• FredSmith(ManagingDirectorand50%equityholder)hasexpressedabilityand

willingnesstoinjectfurtherequityifrequired.Wehavenotseenevidenceofthis

capacity.

• Debtordays haveincreasedfrom38inFY10to67inFY12relativetotermsoftrade

of45days,whichmayindicatecollectabilityissuesordisputeswithcustomers.This

inturnhascontributedtostretchingofcreditorswithanincreaseincreditordays from

23inFY10to56inFY12.

Forward pipeline / 

order position

Istherevisibilitytothebusiness’pipelineoffuture

work? Assuminghistoric“winrates”,isthepipeline

sufficient to underpin acceptable financial

performancegoingforward?

Current Work:

• At the time of review, 6 projects were underway worth$15.2m forthe balance of the 

year, with a further $3.6m in secured projects not yet started. Combined with YTD 

revenue (July and August) of $2.0m, $20.8m of revenue is secured for FY13 

(equivalentto 69% of FY12 revenues).

• $11.6m of secured work relates to one project; Project 1. Given its size, its successful 

and timely completion will be important to FY13 performance.

Pipeline: 

• To meet forecast revenue of$31.4m, Company ABC needs to win and deliver an 

additional $10.6m in FY13 against its risk adjusted pipeline of $35.6m.

• The pipeline comprises four tenders and seven identified opportunities with a gross 

value of $237.3m.

• A success rate of 15% is assumed in reaching the risk adjusted value; compared to a 

20% strike rate achieved historically. 

RiskDefinitions:LowRisk MediumRisk HighRisk
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Understanding the contractor’s financial capacity

Analysis Area Questions / Issues to be Considered Rating Comments & Mitigating Actions

Financier 

relationship, debt 

facility headroom, 

covenants, term

Doesthebusinesshaveagoodrelationshipwithits

financier? Do they have a “history” with the

financier? Whendoexistingfacilitiesexpire? Do

theyexpectthemtobeextendedonsimilarorbetter

terms? Whatarethefacilitylimits? Dotheyhave

sufficient headroom to fund contract growth or

absorb a shock? Are they in compliance with

covenants?Howmuchheadroomexists?

CompanyABCGrouphasbankedwithBigBankforover10years.Facilitiescomprise:

• $8.0m loan facility (fully drawn)

• $0.5m overdraft facility (undrawn)

• $2.0m bank guarantee facility 

The$8.0mloanwasundertakentoprovidestart-upfundingtoDEF,andhasaremaining

termof18months.Theotherfacilitiesarerolledannuallywithanindefiniteterm.

We have spokenwith Big Bankwho confirmed that Company ABC Group has not

breachedanycovenantsandthatnoissueshavebeenencounteredinthe10+yearsin

whichCompanyABCGrouphasbankedwithBigBank.

More detailed debt 

analysis

If additional funding were required, does the

business have “borrowingcapacity” or access to

newequity?

Company ABC already has a $0.5m undrawn loan facility, ifCompany ABCsought

furtherborrowingsitmayneedtoprovideassurancethatitwillbeinapositiontorepay

the$8.0mloanfacility.

FredSmith(ManagingDirector)hasexpressedcapacityandwillingnesstoinjectequityif

requiredhoweverwehavenotevidencedthis.

RiskDefinitions:LowRisk MediumRisk HighRisk
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Understanding the contractor’s financial capacity

Analysis Area Questions / Issues to be Considered Rating Comments & Mitigating Actions

Forecast 

profitability 

What is the forecast trajectory of the business

performance? Isrevenuegrowthbeingtranslatedto

improvedprofit?Whatistheforecasttrajectoryof

operatingexpenses?

•CompanyABChasforecastanincreaseinrevenueof5%to$31.4m.Management

haveforecastgrossmarginsatthesamelevelasFY12,withasmallimprovementin

EBITDAmargin.

•Atthetimeofreview,$1.0minrevenuehadbeenrecognisedintheYTDperiodwitha

further$19.8minrevenuesecuredforthebalanceoftheyear(total$20.8m).Tomeet

forecastrevenue,CompanyABCneedstowinanddeliveranadditional$10.6min

FY13againstitsriskadjustedpipelineof$35.6m

Forecast liquidity

Is revenue growth being translated to improved

cashflow?Aretheforecastfinancingrequirements

of the business beyond the capacity of existing

finance facilities or equity capability of

shareholders?

•CompanyABCdoesnotforecastadetailedcashflowinsteadforecastingcashona

receipts and payments basis according to the P&L forecast margin and average

monthlyoverheads.

•Noadditionalfundingisforecasttoberequiredintheperiod.

Revenue / margin / 

working cap 

sensitivity

What is thecapacityofthebusiness to absorb a

majormovementorshockinitsbusiness?

Examples include: loss of a major customer;

winningamajorcontract;materialchangeininput

cost; failure or loss of a key supplier; a major

change in customer or supplier payment terms;

interestrateorforexmovement.

•Assuminggrossmargin%&overheadsremainconsistentwithFY12,revenueofat

least$29.2misrequiredinFY13tobreakeven(approx.2%belowhistoriclevels).

•FY13securedrevenueof$20.8mis$8.4mshortoftheestimatedbreakevensales.

RiskDefinitions:LowRisk MediumRisk HighRisk
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FinancialAssessmentMatrix

• Thecriteriaforreportlevelselectionisbasedonboththecontractsizeand

theannualrevenueofthecontractorshownabove.

• Theproposedcontractvaluetotals$14.2m.Thecontractorrecordedrevenue

of$29.9minFY12(<$300m),thereforea“MediumAssessment”hasbeen

undertaken.

DFSAssessmentCriteria

• TheDFSassessmentcriteriaisappliedtothecontractingentity(Company

ABC).

• BasedontheCompanyABCbalancesheet,theNTA,WorkingCapitaland

Currentratioconditionshavebeenmet.

10

Contract summary & assessment criteria

Contractsize < $1.0m < $10.0m >$10.0m

Contractor 

revenue

n/a

<

$25.0m

>

$25.0m

< 

$300.0m

>  

$300.0m

Basic

Assessment

 

Medium 

Assessment

 

Comprehensive 

Assessment



Contract/Tender Details

Contract name Phase 1 -Site A Upgrade

Contract description / nature Remedial works / construction

Contractsize $14.2m

Proposedstart date XX September 20XX

Duration (months) 8

Contract value as  % of LTM Revenue 47.5%

Within contractors size capability (Y/N)

Yes –completed projects up to $18m. 

ContractSummary

DFSAssessmentCriteria

$'000 NTA Working Capital Current Ratio

Criteria: >5% contract value

>10% of contract 

value

>1

Critical Value (based on $14.2m) > $710 > $1,420 > 1.0

Company ABC $4,504 $10,483 2.7

Criteria met? Yes Yes Yes
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Ownership and Structure

History

•Establishedin1983as‘ABCPartners’.

•April1999:FredSmith(currentCEO)andJoeWhite(retired

2009)purchasedthebusinessfromtheoriginalfounders.

•December2009:JoeWhiteretired,leavingFredSmithand

NicholasGreenasownersofthebusiness.

•February 2011: Property development business Company

DEFestablishedbyFredSmith,NicholasGreenandBetty

Blue.

•Majorprojectsrecentlycompletedinclude:

•Project A ($9.0m)

•Project B ($4.5m)

•Project C ($4.0m)

Ownership

CompanyABCis100%ownedbyXYZTrustwhichisjointly

controlled(50:50)bytheSmithandGreenfamilytrusts.

Wider corporate 

tree

•Since January 2011, all new projects were tendered and

completed by Company ABC, which also employs all

employeesandholdsallmajorsupplycontracts.

•CurrentprojectsinhandatthattimewerecompletedbyXYZ

TrustusingCompanyABC’semployeesandresourceswhich

werere-chargedtoXYZTrustatcost.

•DEFwasestablishedbytheshareholdersin2011focusingon

property development. Thiswas fundedby a start-up loan

fromCompanyABCof$8.4m.Atthetimeofwriting,DEF

owesCompanyABC$9.4mduetofurtherloansbeingmade.

•ThebusinesspremisesarerentedfromCompanyGHIPty

Ltd,arelatedentityowingtopartownershipbyBettyBlue,the

sisterofFredSmith(CEO).Rentischargedatmarketrates

onanarm’slengthbasis.

Number of 

employees

•60 direct employees.

11

Understanding the contractor’s ownership and structure

XYZ Trust

Company ABC Pty Ltd

CompanyDEF Pty Ltd

Blue Family Trust

100%

Green Family Trust 

(Discretionary)

34%

Smith Family Trust 

(Discretionary)

Big Bank Overdraft and 

bank guarantee facilities

($8m loan facility fully 

drawn)

33%

50%

50%

33%

Source:Managementinformation

= Ownership 

interest

$9.4m

Contracting party Company ABC Pty Ltd

Tradingentity? Company ABC Pty Ltd

ABN / ACN

123 456 789

Registered 

address

2/369 Miller Street, NorthSydneyNSW 2060

Business 

description

Company ABC is a construction contractor specialising in

commercial construction in the Greater Sydney region.

Completedcontractsrangebetween$2m-$18m.

Group name / 

Head company

XYZ Trust

= Interco. 

loans

= Contracting 

entity
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Understanding the contractor’s ownership and structure

Director & Senior Management Profiles Director & Senior Management Profiles

FredSmith(ManagingDirector)

• Historywithbusiness:FredbecameManagingDirectorin1999whenheandJoeWhite

purchasedthecompany.

• Backgroundcheck:Noadverseresultsidentified.

• Experience in industry: Fred has had over 20 years management experience in

Commercial,IndustrialandGovernmentprojectsrangingupto$30mincontractsize.

• KeyPerson(Y/N)? WhilstFrediskeytotheoperationsofCompanyABC,hiscontinued

tenureisnotconsideredcriticaltotheongoingviabilityofthebusiness.

NicholasGreen(Director–Projects)

• Historywithbusiness:NicholasjoinedCompanyABCGroupin2001,andhasbeena

Directorsince2008.HeisalsothecompanyOH&Smanager.

• Backgroundcheck:Noadverseresultsidentified.

• Experienceinindustry:Nicholashas19yearsconstructionexperiencein Commercial,

Industrial and Government projects up to $50m in value. Roles undertaken include

drafting,estimating,contractsadministrationandprojectmanagement.

• Key Person (Y/N)? Whilst Nicholas is key to the operations ofCompany ABC, his

continuedtenureisnotconsideredcriticaltotheongoingviabilityofthebusiness.

JohnRed(DesignManager)

• Historywithbusiness:Joindateunknown.

• Backgroundcheck:Noadverseresultsidentified.

• Experienceinindustry:Johnhasover25yearsconstructionindustryexperiencein

major Residential, Commercial and Industrial projects. He has worked as a Design

ManagerandEstimatoronprojectsupto$60minvalue.

• KeyPerson(Y/N)? WhilstJohniskeytotheoperationsofCompanyABC,hiscontinued

tenureisnotconsideredcriticaltotheongoingviabilityofthebusiness.

BillyBrown(BusinessDevelopmentManager)

• Historywithbusiness:Billyjoinedthebusinessin2002.

• Backgroundcheck:Noadverseresultsidentified.

• Experienceinindustry:Billyhas25yearsindustryexperience,includingrolesas

ProjectManagerandChiefEstimatoronmajorAgedCare,Health,Industrial, and

Commercialprojectsupto$20minvalue.

• Key Person (Y/N)? Whilst Billy is key to the operations of Company ABC, his

continuedtenureisnotconsideredcriticaltotheongoingviabilityofthebusiness.

JamesBlack(ConstructionManager)

• Historywithbusiness:JamesbecameConstructionManagerin2010afterjoining

thecompanyin2007.

• Backgroundcheck:Noadverseresultsidentified.

• Experienceinindustry:Jameshas17yearsofconstructionexperienceinAustralia,

having worked on major Commercial, Industrial, Residential, Health, Hospitality,

EducationandDefenceprojectsupto$50minvalue.Rolesundertakenincludesite

management,constructionmanagementandjoinery.

• KeyPerson(Y/N)?WhilstJamesiskeytotheoperationsofCompanyABC,his

continuedtenureisnotconsideredcriticaltotheongoingviabilityofthebusiness.

OliviaOrange(OfficeManager)

• Historywithbusiness:Joindateunknown.

• Backgroundcheck:Noadverseresultsidentified.

• Experienceinindustry:OliviawasanOperationsManagerforover15yearspriorto

joiningthebusiness.ShehasexperienceinOperations,Finance,Marketing,Logistics

andHR.

• Key Person (Y/N)?WhilstOlivia is key to the operations ofCompany ABC, her

continuedtenureisnotconsideredcriticaltotheongoingviabilityofthebusiness.

Ownership and Structure
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Performance and Profitability

Profit & Loss

Source:1)FY11:Auditedaccounts2)FY12:Managementaccounts(unaudited).

PerformanceSummary

• Company ABC Group has faced declining profitability over the last three

yearsduetochallengingmarketconditions.

• While revenue has grown 18.2% on a year-on-year basis between FY10

($21.4m)andFY12(FY12:$29.9m),grossmargin%hasdeterioratedfrom

30.0%inFY11to18.4%inFY12dueto:

– Company ABC is submitting tenders at lower margins (compared to

previousyears)inresponsetoincreasingcompetitionintheindustry

– Increasingmarginalcostofsales,attributabletohigherlabourrates.

• Management believe the cost base of the business is suited to support

revenueupto$45mp.a.

Note: The Company ABC and XYZ Trust consolidated P&L, balance sheet and cash flow have been reviewed 

under this assessment since the results of the underlying business are split between entities for FY11 and FY12 

owing to the change in ownership structure. 

The DFS assessment criteria has been applied to the Company ABC balance sheet only since this is the 

contracting entity and tenders for all business going forwards.

Company ABC P&L



$'000s

FY10 FY11 FY12 FY13 Fcst

% Change 

FY11-FY12

Revenue 21,383          18,967          29,899          31,394          57.6%

Cost of Sales 14,638          13,283          24,385          25,604          83.6%

Gross Margin 6,744            5,684            5,514            5,790            -3.0%

-

Overheads -

Employees 2,823            3,487            3,443            3,546            -1.3%

Rent / Electricity 136               164               166               169               1.4%

Insurance 296               225               450               450               100.1%

SG&A 954               826               1,009            1,039            22.1%

Other  -                    -                    -                    -                   -

Total Overheads 4,209            4,702            5,068            5,205            7.8%

Other Income (22)               142               30                  -                   -78.7%

EBITDA 2,513            1,124            477               585               -57.6%

Depreciation & Amortisation 219               292               353               353               20.9%

EBIT 2,294            832               123               232               -85.2%

Net Interest Income / (Expense) (29)               45                 73                 60                 62.4%

NPBT 2,266            877               196               292               -77.6%

Tax 743               322               43                 88                 -86.6%

NPAT 1,522            555               153               204               -72.3%

Key Ratios FY10 FY11 FY12

Profitability Ratios

Revenue Growth n/a -11.3% 57.6%

Gross Margin % 31.5% 30.0% 18.4%

Overheads % of Revenue 19.7% 24.8% 16.9%

EBIT Margin % 10.7% 4.4% 0.4%

EBITDA Margin % 11.8% 5.9% 1.6%

Net Profit Margin % 7.1% 2.9% 0.5%

Other P&L Ratios

Effective Tax Rate % 32.8% 36.7% 21.9%
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Customer concentration

Customerconcentration

• Company ABC completed 7 projects for 6 different customers in FY12.

Customer 1 accounted for83% ofrevenue, indicating significant reliance,

and exposing Company ABC to a high degree of risk in the event that

Customer1becomesinsolventorendsthebusinessrelationship.

Performance and Profitability

Source:Managementinformation

FY12 top customers

$ 000's Revenue  %

Customer 1 24,816.2                    83.0%        

Customer 2 1,853.7                      6.2%          

Customer 3 1,704.2                      5.7%          

Customer 4 926.9                         3.1%          

Customer 5 358.8                         1.2%          

Customer 6 239.2                         0.8%          

Total 29,899.0                    100.0%      
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Work on hand & pipeline

Currentworkonhand

• Atthetimeofreview,6jobsarecurrentlyonhandwithavalueof$15.2min

revenue for the balance of FY13. A further $3.6m in revenue has been

securedforFY13onjobswonbutnotyetstarted.

• Management advises that no significant issues or delays have been

encounteredonanyofthejobsinhand.

• $11.6mofsecuredworkrelatedtooneproject,Project1.Givenitssize,the

successful and timely completion ofthe projectwill be important to FY13

performance.

Pipeline

• 11 opportunities with a gross value of $237.2m have been identified by

Management,ofwhichfourtendershavebeensubmittedtotalling$91.7min

value.

• Management confirmed that the pipeline is higher than normal due to a

concerted effort to increase the number of tenders in light of increased

competition.

• Thepipelinerepresentsopportunitiestobecompletedoverthenext12to18

months.

• Management has assumed asuccess rateof15%which is less than the

20%strikerateachievedhistorically.

• Theriskadjustedpipelineisvaluedat$35.6m,equivalentto119%ofFY12

revenue.

Performance and Profitability

Source:Managementinformation

Note:1)ManagementdoesnotproduceafullP&L,cashflowandbalancesheetforecast.AforecastP&Land

cashflowisproducedbutforsecuredprojectsonly,hencetheabovepipelineisnotreflectedintheforecast.

Pipeline Summary 11 September 2012

# of 

jobs

Gross Value Net value

Effective win 

rate

Historical 

win rate

Bids Submitted 4         91,694.9             13,754.2            15.0%             20.0%            

Identified Opportunities 7         145,523.0           21,828.5            15.0%             20.0%            

Estimated pipeline value 11       237,217.9           35,582.7            15.0%              30.0%             

Forecast revenue FY13(1)  -          -                       -                     n/a n/a

Gap ("Blue Sky" )  -          -                       -                     n/a n/a

$'000

Current job summary (11 September 2012)

Project

Total Value

$'000

% Costs 

Complete

Revenue to 

date

Revenue to 

go

Completion 

Date

Job 1 12,785.80          9.1%                 1,162.35            11,623.46          31-May-13

Job 2 1,383.31            23.1%               319.23               1,064.08            9-Oct-12

Job 3 1,276.90            28.6%               364.83               912.07               25-Dec-12

Job 4 1,026.08            33.3%               342.03               684.05               31-Mar-13

Job 5 848.23               44.4%               376.99               471.24               15-Mar-13

Job 6 529.00               16.7%               88.17                 440.83               25-Oct-12

Total Work on Hand 17,849.3            2,653.6              15,195.7           
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Financial position

Balance Sheet

Financial Capacity

FinancialpositionandLiquidity

• The Company ABC balance sheet has been reviewed for the purposeof

determiningcompliancewiththeDFScontractcriteriaasat30June2012:

• Thecurrentratio(2.7x)exceedstheminimum criteria(>1x)

• Networthof$4.5m exceedsthe minimum requirement forthe contract

valueof$14m(>$0.7m)

• Basedonacontractsizeof$14m,workingcapitalmustexceed$1.4m

(Workingcapital>10%ofcontractsize).CompanyABCworkingcapitalis

$10.5m,andthereforeexceedstheDFSminimum criteria.

• $9.4misduefromCompanyDEF,paymentofwhichisdependentonfuture

dividendstreamsfromCompanyDEF.Recoverabilityofthisbalancewillbe

criticaltopayingdownlong-termdebt.

• Debtordays haveincreasedfrom38inFY10to67inFY12relativetoterms

oftradeof45days,whichmayindicatecollectabilityissuesordisputeswith

customers. This in turn has contributed to stretching ofcreditors with an

increaseincreditordays from23inFY10to56inFY12.

Source:1)FY11:Auditedaccounts2)FY12:financialaccounts(unaudited).

Note: The Company ABC and XYZ Trust consolidated P&L, balance sheet and cash flow have been reviewed 

under this assessment since the results of the underlying business are split between entities for FY11 and FY12 

owing to the change in ownership structure. 

The DFS assessment criteria has been applied to the Company ABC balance sheet only since this is the 

contracting entity and tenders for all business going forwards.

Company ABC Balance Sheet

Balance Sheet

$ 000's

30-Jun-10 30-Jun-11 30-Jun-12

% Change 

FY11-FY12

ASSETS

Cash & cash equivalents 3,173.3               2,409.1               1,205.7               -50.0%

Receivables 2,217.4               3,086.0               5,514.0               78.7%

Inventory/ WIP 104.6                  209.9                  268.0                  27.7%

Current tax asset  -                         -                        311.3                  -

Related party loans (Rec.) 8,400.0               8,840.0               9,362.7               5.9%

Total current assets 13,895.2             14,545.1             16,661.6             14.6%

Property, Plant & Equipment 693.7                  1,735.3               2,020.8               16.5%

Intangibles 2.9                      2.9                      2.9                      0.0%

Total assets 14,591.8             16,283.2             18,685.3             14.8%

LIABILITIES

Creditors & accruals 905.0                  1,758.9               3,761.0               113.8%

Short term liabilities  294.2                  906.6                  1,455.2               60.5%

Other current liabilities 1,394.3               1,252.4               962.2                  -23.2%

Related party loans (Pay.) 200.0                  12.0                     -                        -100.0%

Total current liabilities 2,793.5               3,929.9               6,178.4               57.2%

Long term debt 8,000.0               8,000.0               8,000.0               0.0%

Other non-current liabilities  -                         -                         -                        -

Total liabilities 10,793.5             11,929.9             14,178.4             18.8%

Net assets (Equity) 3,798.3               4,353.4               4,506.9               3.5%

Key Ratios 30-Jun-10 30-Jun-11 30-Jun-12

Working Capital ratios

Days Debtors 37.8                            59.4                            67.3                          

Days Creditors 22.6                            48.3                            56.3                          

Days Inventory 2.6                              5.8                              4.0                            

Financing ratios

Net Debt to Equity 1.3                              1.3                              1.5                            

Debt service ratios

Total Debt to EBITDA 3.2                              7.1                              16.8                          

DFS financial assessment criteria

Current Ratio 5.0                              3.7                              2.7                         

Working Capital (Net Current Assets) 11,102                        10,615                        10,483                      

Net Tangible Worth 3,795                          4,350                          4,504                        
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Cash Flow & Liquidity

Cash flow

Financial Capacity

Cashflow

• CompanyABCcashreducedby50%to$1.2minFY12,owingtoanincrease

inworkingcapital($1.0m)andinvestmentincapex($0.6m).

• Increased working capital arose due to a 78.7% increase in receivables

between30June2011and30June2012stemmingfromsignificantdelayin

collectionsfromcustomers.Thisinturncontributedtocreditorstretch,with

outstanding payables increasing 113.8%to $3.8m in the12 months to30

June2012.

• Company ABC undertook a $0.9m expansionoftheiradministrative office

building in February 2012. The remaining capex ($0.1m) relates to

equipmentupgrades.

• Nodistributionshavebeenmadetoshareholdersinthelast5years.

• FredSmithconfirmedthathehasthefinancialcapacitytoinjectupto$0.5m

cashintothebusinessifrequired.Thishasnotbeenevidenced.

• Onlyminimalcapex(c.$35k)isexpected inFY13(ITrelated).

Source:1)FY11:Auditedaccounts2)FY12:Financialaccounts(unaudited)

Notes: 

1) The Company ABC and XYZ Trust consolidated accounts do not include a cash flow statement. The above 

cash flow statement has been constructed using the presented P&L and balance sheets.

2) The Company ABC and XYZ Trust consolidated P&L, balance sheet and cash flow have been reviewed under 

this assessment since the results of the underlying business are split between entities for FY11 and FY12 owing 

to the change in ownership structure. 

The DFS assessment criteria has been applied to the Company ABC balance sheet only since this is the 

contracting entity and tenders for all business going forward.

Company ABC Cash Flow Statement



$'000s

FY10 FY11 FY12

% Change 

FY11-FY12

NPAT 1,522             555                153                -72.3%

Non-cash items 292                353                20.9%

Working capital movement (262)              (1,085)           314.2%

Cash flow from operating activities 585                (579)              -198.9%

Cash flow from investing activities (1,334)           (639)              52.1%

Cash flow from financing activities (16)                14                  189.9%

Distributable cash flow (764)              (1,203)           -57.5%

Dividends paid  -                    -                   -

Net cash flow (764)              (1,203)           -57.5%

Opening Cash 3,173             2,409             -24.1%

Closing Cash 3,173             2,409             1,206             -50.0%
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Cash Flow & Liquidity

Working Capital Management 

Financial Capacity

DebtorsAgeing

• Debtordayshaveincreasedfrom38to67inthe24monthstoJune2012.

• Approximately 22.1% ofreceivablesareoutside ofcreditterms offered to

customers of45 days,with7.9% outside ofcredit terms by more than30

days,indicatingthatCompanyABCishavingcollectabilityissuesorpayment

disputeswithcustomers.

• Onecustomer,debtor1,accountsfor72%ofallreceivablesandc.85%ofall

receivablesoutsidetrading terms. It is critical to Company ABC’s liquidity

positionthattheyresolverecoverabilityissueswithdebtor1goingforward.

• Management confirmed there has been no incidence ofbad debts in the

reviewperiod.

CreditorsAgeing

• Approximately25%ofcreditorsareoutsideaveragetradetermsof30days.

• Itappearsthatdebtorcollectabilityissueshavesubsequentlycontributedto

creditorstretch,with creditordays increasing from 23 to56 between June

2010andJune2012.

Source:Managementinformation

Aged Debtors @ 30 June 2012

$'000s Current 1-30 31-60 60-90 Total

Debtor 1 1,503.4         1,324.0         742.0            400.6            3,970.1        

Debtor 2 114.6            84.2              76.9               -                   275.7           

Debtor 3 128.0            109.1             -                    -                   237.1           

Debtor 4 101.9            124.2             -                    -                   226.1           

Debtor 5 126.6            50.7               -                   32.2              209.5           

Debtor 6 85.6              90.9               -                    -                   176.4           

Debtor 7 110.4             -                   44.0               -                   154.4           

Other 57.6              90.2              62.9              54.0              264.7           

Totals 2,228.0         1,873.3         925.8            486.9            5,514.0        

40.4%                34.0%                16.8%                 8.8%                  100.0%             

Aged Creditors @ 30 June 2012

$'000s Current 1-30 31-60 60-90 Total

Creditor 1 644.3            254.1            23.0               -                   921.4           

Creditor 2 342.4            192.3            262.6             -                   797.3           

Creditor 3 331.2            50.9              204.5             -                   586.7           

Creditor 4 112.9            102.8            322.1             -                   537.8           

Creditor 5 329.8            110.0            68.0               -                   507.7           

Others 322.0            50.2              28.1              9.6                409.9           

Totals 2,082.6         760.3            908.4            9.6                3,761.0        

55.4%                20.2%                24.2%                0.3%                  100.0%             
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Financing facilities

Facilities and cash schedule as at 11 August 2012

Availablefacilitiesandfunds

• Thebusinesshasfinancingfacilitiesof$10.5mwithBigBankcomprisinga

$8.0m loan facility, $2m bank guarantee facility and $0.5m overdraft and

creditcardfacilities.

• The$8.0mloanfacility,undertakentoprovidestart-upfinancingtoDEF,has

a remaining term of 18 months. The other facilities are provided on an

indefiniterollingtermbutarerepayableondemand.

• Asat11September2012,theoverdraftremainsundrawnwhilst$0.9mofthe

bankguaranteefacilityhasbeenutilised.

• Afurther$1.2mincashisavailable,givingtotalheadroomof$1.7mwhen

combinedwiththe$0.5moverdraftfacility.

Facility / Account Financier

Facility 

Limit 

($000’s)

Amount 

Drawn 

($000’s)

Available 

Balance 

($000’s)

Remaining 

Term

Refinancing

required in contract 

period? (Y/N)

Covenants

Overdraft Big Bank 500 0 500 Rolling N

Current ratio > 1.5x, Net Worth

(1)

> $2m,  Net Worth

(1)

> 35% of tangible net assets, Contingent liabilities < 

$2.5m

LoanFacility Big Bank 8,000 8,000 0 18 months N

Current ratio > 1.8x, Net Worth

(1)

> $2.5m,  Net 

Worth

(1)

> 35% of tangible net assets

Corporate Credit 

Card

Big Bank 20 3 17 Rolling N As above

Trading  Account Big Bank - - 1,206 N/A N N/A

Total funding 

available

8,520 8,003 1,723

Financial Capacity

• Big Bank have confirmed that Company ABC has not breached any

covenants,andthatnoissueshavebeenencounteredwithCompanyABC

Groupinthe10+yearsinwhichitsbankedwithBigBank.

• BigBankalsoconfirmedthattheyarenotawareoftheexistenceofanyother

3rdpartysecurityoverCompanyABC.

• Thereisnoindicationthatadditionalfinancingwill berequiredinthenear

future,howeverFredSmith,CEOandshareholderhasindicatedwillingness

andabilitytoinjectadditionalequityshouldadditionalfundingberequired.

Bank Guarantee Big Bank 2,000 942 1,058 Rolling N N/A

Other Facilities:

Source:Managementinformation

Notes:1)Networthcalculatedexcludingrelatedpartypayablesandreceivables
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Profitability

Profitability & performance charts

Financial Capacity

Revenue increased 40% during theperiod FY10 to FY12. However EBITDA and EBIT margin % 

fell due to tough market conditions contributing to declining GM%.

Revenuegrowth in FY12  was offset by a decline in gross margin percentageand increased 

overheads.

21,383 

18,967 

29,899 

2,513 

1,124 

477 

0.0%

2.0%

4.0%

6.0%

8.0%

10.0%

12.0%

 -

5,000

10,000

15,000

20,000

25,000

30,000

35,000

FY10 FY11 FY12

$000's

Revenue & EBITDA

Revenue EBITDA EBIT Margin %


image26.emf
Glossary

21

Glossary

Term Definition

Amortisation

Similar to depreciation, amortisation is theallocation of the cost of an intangible asset over its useful life and represents a cost charged to the income 

statement.  Only applies to intangible assets that have a finite life (eg. Licences, patents). 

ASIC

Australian Securities & InvestmentCommission (ASIC) is Australia’s corporate, markets and financial services regulator.

Capex

Capital Expenditure (CAPEX) is the useof funds by a company to upgrade existing or acquire new physical assets such as property, buildings or 

equipment. 

Cash flow from 

operations

Measures the cash generated from the business’ operating activities only (ie before any financing or investing cash flows).

Cash flow from 

investing

Comprisesthe net cash movement in the period attributable to sale or purchase of investments and any related cash flows (eg. associated income 

received).  Investments include capital assets such as plant and machinery, as well as other investments related to the financial markets (eg. Shares in 

other companies or financial assets).

Cash flow from 

financing

Measures the net cash movement in the period from activities used to fund the business. Will typically include drawdowns or repayment of debt, cash 

in flows from any equity raised or payment of dividends to shareholders.

Cost of Sales

Cost of Sales -are costs directly associated with the production of the goods or services sold by a company.  These costs include both the materials 

that are used in the production process, as well as the cost of any labour directly used in the process.

Covenant

A promise in an indenture, or any other formal debt agreement, that certain activities will or will not be carried out.

Creditor

A partyto whom money is owed by the business. (a.k.a ‘Payables’)

Debtor

A party that owes the business money. (a.k.a ‘Receivables’)

EBIT

Earnings before interest and tax (EBIT) is a measureof a company’s profitability, calculated as revenueminus expenses, excluding tax and interest. 

EBITDA

Earnings before interest, tax, depreciation and amortisation (EBITDA) is calculated as revenue less expenses excluding the tax liability, interest,

amortisation and depreciation charges for the period.

F’cast

Abbreviation for forecast.
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Glossary

Term Definition

FY

Abbreviation for financial year

GM%

Gross margin (GM%) is a company’s revenue less cost of sales (a.k.a ‘Gross Profit’), divided by revenue.The gross margin represents thepercentage 

oftotal sales revenuethat the company retains after incurring the direct costs associated with producing the goods and services sold by a company. 

Gearing

Gearing looks at explaining how a company finances its operations,through debt or equity.  Often expressed as a percentage of debt to equity, the 

higher the percentage, the more the company is “geared” (higher amount of debt).

Gross margin

A company's revenue minus its cost of goods sold. 

Headroom

The differencebetween the contractor’s total borrowing limits plus cash on hand less the borrowings currently drawn. Indicates available funding from 

current facilities.

Intangible 

assets

Assets that cannot be physically touched but which provide economic benefit to the owner.  Some examples include goodwill, patents & copyrights.

ITSA

Insolvencyand Trustee Service Australia.

Liquidity

Liquidity refers to the ability to convert assets to cash quickly and easily with limited if any loss in value.

LTM

Abbreviation for last twelve months.

NPBT

Residual profit after all expenses with the exception of tax.

Net Profit/ NPAT

Net profit after tax (NPAT) is the residual profit earned by a business after all expenses (including tax, interest, depreciations and amortisation) have 

been deducted from revenue.  This measures whether the company has made (or lost) money in the period.

Net Cash Flow

All cash inflows (receipts) less all cash outflows (payments).

NTA

Net tangible assets (NTA) are calculated as total assets less any intangibles, less total liabilities.
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Glossary

Ratio Calculation Definition

PPSR N/A

PersonalPropertySecuritiesRegister.

WIP N/A

WorkinProgress-isthecostofanymaterialsorotherinputsthathaveenteredthe

production process, but do not yetform part ofacompleted product. It does not

includerawmaterialsthatareyettostartintheproductionprocess,noranyfinished

products.

Gross Margin % (GrossProfit/Revenue)x100

Gross margin shows the percentageofsales revenue that thecompany isable to

generateasincomeafterremovingthecostofsales(thosethataredirectlyassociated

withproducingthegood/service). Ahigherratioismoredesirable.

Overheads % of Revenue (TotalOverheads/Revenue)x100

Thisratiolooksattheproportionofoverheadstototalsalesrevenueofacompany.

Thelowertheoverheads(representedbyalowerratio),thelowerthefixedcostbase

ofthebusiness. Thelowerthefixedcosts,thelessvulnerableprofitsaretoafallin

revenue.

EBIT Margin % (EBIT/Revenue)x100

EBIT margin % is a ratio used to examine a company’s profitability.  The higher the 

EBIT Margin %, the more profitable a company is.

EBITDA Margin % (EBITDA/Revenue)x100

EBITDAmargin%isaratiousedtoexamineacompany’sprofitability,andbecauseit

excludestheimpactofdepreciationandamortisationitgivesabetterindicationinto

thecoreoperatingprofitabilityofafirm. AhigherEBITDAMargin%ismoredesirable

asitdemonstrateshigherprofitabilityofacompany.

Net Profit Margin % (NPAT/Revenue)x100

Measurestheextentofeverydollarofsalesacompanygenerates,thatisabletobe

retainedasearnings.Anincreasingfigureindicatesthatacompanyhasbettercontrol

overtheircosts,whileadecliningmargincouldpotentiallysuggestproblemsaround

costcontrol.

Effective Tax Rate % (Tax/NPBT)x100

Actual tax payable by a company in a period divided by net taxable income before 

taxes.  

Dividend as a % of NPAT (DividendsPaid/NPAT)x100

Totaldividendsdividedbynetprofitaftertax.
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Glossary

Ratio Calculation Definition

Current Ratio (CurrentAssets/CurrentLiabilities)

Averycommonliquiditymeasuretoassessacompany’sabilitytomeetitsshortterm

obligations(thosethatfallduewithinthenext12months). Thehighertheratio,the

morecapableacompanyistorepaythoseobligations. Acurrentratiobelowone

suggestsacompanyisunabletomeetitsshorttermobligationsfromcurrentassets.

Note;thismaynotnecessarilyrepresentacriticalsituationastheremaybealternate

formsofshort-termfinancingavailable,howeveritisgenerallyawarningsign.

Days Debtors (Receivables/Revenue)x365

Providesameasureoftheaveragenumberofdaysittakesforacompanytogetpaid

foreithertheproductitsellsorserviceitprovides. Hasatendencytofluctuatewith

the nature ofthe businessand industryand should be compared accordingly. A

higherfigurethantheindustryaveragecouldsuggestproblemsinthecollectionof

debtsthatwillimpactthecashflowofthebusiness. Ingeneral,alowernumberis

preferred.

Days Creditors (Creditors&Accruals/CostofSales)x365

Ratiothatmeasuresonaveragehowlongittakesacompanytopayitscreditors. A

companythathashighcreditordays(comparedwithindustryaverage)couldhighlight

thattheyareexperiencingproblemsinmeetingthesepaymentsontime,orthatthey

aredeliberatelystretchingthisperiodasamethodoffinancingtheiroperations. Again

typicallyvariesdependingonindustry.

Days Inventory (Inventory/CostofSales)x365

Alsoknownas‘inventoryholdingperiod’thisprovidesameasureofhowlongafter

purchaseittakesacompanytoconvertitsinventoryintosales. Ingeneral,thelower

thetimethebetter.

Net Debt to Equity

(Debt - Cash & Cash Equivalents)/ Net

assets

Measurestheproportionofnetdebt(debtlesscash&equivalents)vs.equityusedto

financeacompany’sassets. Ahighratioindicatesthatthecompanyhasuseddebtto

funditsgrowth,resultinginahigherinterestexpenseandpotentiallygreaterfinancial

risk.Theindustrythecompanyoperatesinwillinfluencethisratio.

Debt to Total Assets (Debt/TotalAssets)x100

Analysesacompany’sfinancialriskbyexamininghowmuchofacompany’sassets

havebeenfundedbydebt. Ahigherratiowilltypicallyindicatehigherriskhowever

comparisonstoindustryaveragearerequired.
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Glossary

Ratio Calculation Definition

Total Debt to Equity (TotalDebt/NetAssets)

Alsoknownasleverage,measurestheproportionofdebtandequityusedtofinancea

company’sassets.

Thehighertheratio,thegreaterthecompany’sleverage. Itisoftenthoughtthatthose

with higher levels ofleverage have greaterriskas theirliabilitiesare higherand a

loweramountofequity.

EBITDA Interest Coverage (EBITDA/NetInterest)

Examines a company’s ability to generate sufficient earnings to pay its interest

expense. RepresentsthenumberoftimesthatinterestiscoveredbyEBITDA. Aratio

ofgreaterthan 1suggeststhat the company has enough earnings to payoffany

interestobligationshoweveraratioofatleasttwoispreferred.

Total Debt to EBITDA (Debt/EBITDA)

Examines a company’s ability to pay off debt, and represents an approximation of the 

minimum number of years this would take if all earnings were diverted to debt 

repayments.  Ahigher ratio is a warning sign that a company may be unable to repay 

its debt when it falls due.
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Financial capacity 

Dept. criteria

Acceptable

• The proposed contract with Company ABC falls within the department’s three financial capacity criteria. 

Financial 

performance & 

liquidity

Profit margins have 

deteriorated and the 

cash position has 

declined

• Profitability is in decline -Company ABC’s profit has reduced from $1.5m to $0.2m over the past three years. Increased 

competition has lead to jobs being bid at lower margins and overheads have been increasing.

• Pipeline-Going into FY1 Company ABC has $21m of work secured and needs to win a further $8m to breakeven (based on 

historical margins).

• Liquidity -Cash balances have reduced from $3.1m to $1.2m in three years mostly due to slowing payments from debtors. 

If the rate of cash outflow in FY13 continued at the same rate as FY12 ($1.2m) Company ABC would use all its cash ($1.2m) 

and then rely on its undrawn overdraft of $0.5m.

Other considerations

Reduction in aged 

receivables and 

related party loan will 

improve liquidity

• Company ABC has a $9.4m loan receivable from a related party which if collected in whole or part would improve its cash 

position.

• A reduction in aged receivables would improve Company ABC’s liquidity.

Executive Summary

2

Recommendations and Conclusions 

Recommendations:

• CautionshouldbetakeninappointingCompanyABCaswhiletheymeetthefinancialcapacitycriteriatheirtradingperformanceandliquiditypositionhas

deterioratedinrecentyears.CompanyABC’sabilitytorecoveroverduereceivablesandtherelatedpartyloanof$9.4mshouldbeconfirmed.


