 ‘I WISH WE’D TOLD THEM EARLIER’


Azco, a small public company, has issued a profit warning this morning – the first since it became a quoted company four years ago.  The statement was brief but honest:

‘We regret to announce that the directors of Azco have reviewed the latest information available to them and come to the conclusion that results for the year to 31 March will be some 30 per cent below those indicated at the interim stage and those being forecast by most analysts.

‘The directors remain confident of the long-term outlook for Azco.  The shortfall is entirely due to the launch of the company’s new MZ product range.  While sales of MZ, launched four months ago, have fallen below anticipated levels, the directors remain convinced of the range’s long-term success and are encouraged by the highly positive reaction MZ has had among early customers and in the trade press.’

Azco’s Chief Executive and Finance Director have been on the phone all morning with analysts, key institutional shareholders and journalists.  The share price has fallen over 30 per cent.  Both are upset and feel that the City has over-reacted.  Azco has been a strong performer since flotation, always met forecasts and enjoyed good relations with investors.  Indeed, the Finance Director is speaking at an investor relations conference next week.  They have never been in a situation like this before and the shock is considerable.

As well as being Chair of Azco, you are also chairman of GLOBCO, a FTSE100 company.  The only reason you weren’t at Azco this morning was that you were chairing GLOBCO’s Annual General Meeting.  It has to be said you also underestimated the reaction to the profit warning.  You had expected that Azco’s CEO and FD would handle communications well and the City would put the hiccough in results into context.  As soon as the AGM is over, you call Azco’s CEO to see how things have gone.  You can’t get through to him or the Finance Director.  GLOBCO’s finance director picks up the Azco story when checking the financial news to see how the AGM was reported.  He alerts you to the fall in Azco’s share price.  You decide, as Azco’s offices are not too far away, to get your driver to take you there.  On the way, you call your assistant to reschedule this afternoon’s meetings at GLOBCO.  Finally, you get through to the CEO; he sounds very stressed.  You tell him you’ll be arriving in 10 minutes and that you will do everything you can to help.

The reason you are prepared to be so supportive is that you genuinely feel that Azco is well managed and that the MZ range has enormous potential.  Financial control and information systems have never been a problem at Azco.  You trust the management.


What will you do when you get there?




What are the issues?

The key dilemma, assuming all is as it seems is how to rebuild the confidence of Azco’s CEO and Finance Director and then restore the company’s reputation in the City.  However, there are some other issues to address.

How important is the MZ range to the future of the company?  It must be put in perspective.  Is the MZ range as good as hoped?  If it is, is the market as promising as suggested?  A weakness in either of these, if Azco is heavily dependent on MZ, has the potential to turn what looks like a setback along the way into a major disaster.  As Chair, how much do you really know about the MZ range and its true potential?

A profit warning is often the result of inadequate financial control and reporting.  Sometimes it arises because the board doesn’t pick up the signals.  Neither sounds to be the case here.  It is well worth checking nevertheless.  You will have to have absolute confidence that the revised profit projection is delivered.  You will also have to ensure that any other statements Azco makes, particularly with regard to MZ, are realistic.  This can be tough to achieve when you are trying to establish confidence and get others to believe in the future.

Investor relations are clearly now a priority.  Has Azco been as good at managing communications with the City as has been said?  Whether it has or it hasn’t, it’s likely to need a different approach from here on.

How vulnerable is Azco to a bid as a result of the profit warning?  This could be a perfect time for a competitor to strike.  Azco’s low share price, long-term potential, shell-shocked management and low support in the City may make it an ideal target for someone who has faith in MZ.

Does the shortfall in MZ revenue impact on the cash flow adversely?  If so, how significantly and is this a stock timing issue or something more serious?  How strong is Azco’s balance sheet?  MZ needs to be put into context again.

Morale across the company following a shock like this could be low.  You will want to ensure that the spinning bottle of blame is left in the cupboard.  The impact on the wealth of staff could be quite considerable if Azco has any share-based incentive schemes.  Many of the staff in a company like Azco will hold shares.

Azco will inevitably consume more of your own time for the next few months.  Have you got it?  If not, can you clear sufficient space to make time?  How can you use the other Non-Executive directors and advisers to help?  They can do more than be aware.  Whether you plan to use them or not, they are bound to be interested and may have some useful input.

For Azco’s CEO and Finance Director, the next few months will be very pressured.  Does Azco have any spare resource to allow greater delegation of things that are now a lower priority for the top team?  The more you can reduce pressure on them, the better things will be.  

One very familiar technique in situations like this which I am personally not a big fan of is the offering up of a sacrificial lamb.  In this case, maybe the MZ director, if there is one, or perhaps the Finance Director could be the likely victims.  Sometimes this is well deserved, but frequently it isn’t.  Moreover, it is often the wrong lamb that gets slaughtered.

Do small public companies ever really recover from situations like these?  My own brief research suggests that very few do.  An analyst I know says that, ‘Once you’ve disappointed the market you are always disappointing to the market. The market is unforgiving and it can only take one slip to obliterate a long track record of success.

How to decide?

‘What’s to decide?’ you might think.  Why don’t they just keep their heads down and deliver the results?  If they have absolute faith in what they are doing, then it should just be a matter of time before they get the results they hope for.

Of course, they should focus their efforts on delivering the results.  Obviously, they shouldn’t be panicked into doing anything silly.  However, a fall in share price of over 30 per cent is significant.  The issues above need to be addressed.

Hopefully, the existing bid defence plan will have been well prepared.  If so, it may be a straightforward matter of updating it and refreshing the memory of the board as to its contents.  Part of the update will include identification and assessment of the likely bidders.

Deciding what to do about MZ may be more difficult.  Step one is to ensure that the board members have an accurate picture of the real status of the product.  They may also decide to prepare a contingency plan in the event that MZ completely fails.

The right time to develop a communications plan to restore confidence is when you have made a judgement on the likely progress with MZ and the rest of the business.  A temporary setback plan will be quite different to a batten-down-the-hatches major disaster plan.

There may be some decisions required in relation to management at board level and below.  How well do you really know the team?  There must have been a meeting of the board prior to the issue of the profit warning.  You will no doubt reflect on that meeting and what you were told.


What to decide?

They could, as has been mentioned, just keep quiet and focus on ensuring that they surpass the revised expectations.

Shock may result in a defensive and over-sensitive response.  This would only make it worse.  Clamming up and arguing with the press or analysts is never a sensible thing to do, no matter how hurt you feel.  Clam up and you risk people assuming the situation is worse than reported.  Before you argue, remember that journalists and analysts get to have the last word.

In every situation, the optimist will look for a way to turn such a difficulty into an opportunity.  You’d have to be a raving optimist to do that here.  However, if the Wilnet team can recover, they will emerge all the stronger.


How to communicate it?

As Wilnet’s chairman, you need to inject calm confidence while still recognizing the seriousness of the situation.  The main groups to communicate with are the key institutional shareholders, the analysts and journalists who follow Azco, the staff, customers and suppliers.  This assumes of course that key advisers are fully appraised already.

There is always the danger of over-promising to make up for the current disappointment.  The wise manage somehow to avoid this temptation or impulse.  Another danger, especially for the over-stressed, is that of manic patterns of behaviour emerging.

In these situations, it can be powerful to use others to communicate on your behalf.  When you are under pressure you don’t always remember your fans.  Azco may well be able to use those who regard it or MZ most highly to say so.


What happened?

The Chair was a large engaging man with a natural Uncle’s style. He exuded warmth and confidence.  His presence that afternoon soon cheered up the Chief Executive considerably.  He told the CEO two things very quickly.  The first was that he would be as supportive as he possibly could.  The second was that he was concerned that Azco could become a takeover target.  He felt that the bid defence plan initially drawn up just after the flotation four years ago would be out of date and sked for it to be reviewed with advisers urgently.

He made no attempt to probe any further on MZ or question the way the communications had been managed in the morning.  This had the effect of the Chief Executive feeling obliged to say that he hadn’t handled things well.  After a good start, he let one of Azco’s more pompous institutional shareholders rattle him and became a little over-defensive.  This made him nervous about the next conversation and that didn’t go well either.  Fortunately, he recovered well for the remaining conversations and regained his normal balanced style.

The Chair suggested that they hold a board meeting as soon as possible to make sure all the directors had a good understanding of the MZ situation and to approve new bid defence and investor relations plans.  You suggested they do this in about a week to give time for sufficient preparation.

When the directors met, the mood was supportive.  The atmosphere grew a little more tense when the Finance Director explained that it was really very difficult to be certain about the revised projection.  The MZ situation was difficult to call.  Overheads had been significantly increased in anticipation of strong sales.  People just didn’t seem to be buying.  No-one knew why.  All aspects of the launch had been reviewed, including pricing.  The decision, given MZ’s favourable customer response, was to premium-price.  Early adopters had been delighted and sales in prospect were more than enough to meet the revised projection.  It wasn’t clear-cut that MZ was a disaster, but there was some concern over the timing of sales.  The 30 per cent cut in forecast profit was a conservative guess.

[bookmark: _GoBack]It wasn’t long before the Chair’s concerns about a potential  were realised. Three weeks later a US competitor made a bid for Azco.  Its offer was at a price only 5 per cent below the pre-profit warning price.  The effect of a bid at this price was to cause analysts to question whether they had over-reacted and suspect the competitor knew something they didn’t.  As this was the competitor’s first bid and it was seen as opportunistic, the analysts also believed the competitor would pay substantially more, so Azco’s price rose a further 20 per cent in the week following the bid.

Through some brilliant presentations and some good press, Azco managed to fend off the US bid.  The price fell back briefly but it was still above the pre-profit warning price.  Six months later, when MZ was starting to produce some real results but was still below the revised projections, a German competitor made a bid at a 30 per cent premium.  This was increased a little.  The offer was recommended by the Azco board on the basis that if offered very good value for shareholders.

The Azco team became a lot wiser and a lot more streetwise as a result of this experience.  They are, however, not terribly happy with their new owners and are looking for a challenge elsewhere.  As a result of the sale, they have sufficient capital to buy into another company.
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