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Friend

As a distressed company professional, I’ve lived in the world

of undercapitalized companies for decades - and I’ve seen its

insidiousness. 

Today’s “Two Minute Tutorial” is focused on examining the

challenge of undercapitaliza"on and my views on what’s o#en

the far best solution. 

Best regards,

Gerry

 
Undercapitalization: More of a threat than ever

 
 

Defining undercapitalization 
The “Debt to Worth” is the calculation of a company’s total debt divided by its’ book value.
Simply put, the higher a company’s total debt is relative to its book value, the less
capitalized it is. The more important piece, though, is how a company’s debt to worth
compares to its peer group. As a rule, industry specific financial ratios are available and a
company’s debt to book value can be compared to industry norms. Accordingly, a
company can be viewed as undercapitalized when its debt to book value is higher than its
industry’s mean norm. It should also be noted that industry norms are often presented in
quartiles and when a company’s debt to book value is in the highest quartile, the issue is
severe. 

The impact of undercapitalization
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This is easy to describe. Undercapitalized companies generally experience cash flow
issues and lack the funds needed to invest in their future. Given this, significant
undercapitalization threatens a company’s long-term viability. 

Why is undercapitalization more of a threat than ever?
Today’s business world can be described with just three key thoughts: 1) We live in a
global economy which is rapidly changing, and it’s likely that change will be even more
rapid in the future. 2) Changing with the times takes money, and 3) Undercapitalized
companies just don’t have the financial resources needed to survive and thrive long run.

So, what are the solutions?
First of all, doing nothing – the default, common approach – is virtually always a really bad
strategy. Furthermore, even with a concerted effort, reducing a company’s debt to worth is
difficult at best. And that’s particularly true for the privately owned and family-controlled
companies in the $5 million to $100 million annual sales range where Pathway is most
active. 

My view is that, as a rule, the best solution today is to join forces with a financially strong,
synergistic buyer through a sale. In fact, done right, owners who remain active with the
buyer can do far better than they could have on their own. In this regard, I must note that
EBITDA is often not central to a sale transaction of this type. Rather, valuable intangibles
like a distinctive product line, a new market territory, or an important technology are
generally the key. 

The biggest hurdle 
Succeeding as an owner is THE dream of most entrepreneurs. My view is that every
business owner will be well-served to focus first on long-term financial benefits and not let
the ownership dream cloud the issue. Independence is great - but for the owner(s) of an
undercapitalized company, a sale to the right buyer is often the best way to accomplish
their goals.

 
 

Pathway Advisors LLC is a business advisory firm which specializes in assisting
the owners of privately held and family-controlled companies at a “financial

crossroads.” The solutions we provide focus on sell-side investment
banking; financial and organizational restructuring; and refinancings. We pride

ourselves on providing expert services delivered with a thoughtful, personal touch.
Over the years Pathway has worked with close to 500 clients throughout the US.

Gerald Sherman – gsherman@pathway-advisors.com – 617-699-2756
Richard Katzman – rkatzman@pathway-advisors.com – 617-935-3581

Steven Blum – sblum@pathway-advisors.com – 617-212-1440
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