
Perspective
Practical ideas for manufacturers and distributors

It’s no news that cash is in short supply for auto parts 
manufacturers. The major auto suppliers that make up 
your customer base are in severe financial distress — many 
are already operating under Chapter 11 protection. 

When your customer is troubled, approaching Chapter 
11 or already operating under Chapter 11, how can you 
improve your cash flow? Answers may depend on rules 
of the U.S. Bankruptcy Code and their effect on your 
bargaining power.

How the bankruptcy code affects vendors 

There are several key concepts of bankruptcy law you 
should be familiar with:

1.	 The automatic stay. Once a company files a 
Chapter 11 petition, the bankruptcy code prevents it 
from paying for goods delivered before the petition 
date. Pre-petition debts can’t be settled until the 
reorganized company emerges from Chapter 11. 
However, goods delivered after the date are given 
“administrative expense” priority and must be paid 
according to established terms. The Bankruptcy Abuse 
Prevention and Consumer Protection Act of 2005 
(BAPCPA) modified the law somewhat by also giving 
administrative priority to goods delivered within 20 
days leading up to the Chapter 11 filing.  

2.	 Assumption of contracts. Notwithstanding the 
automatic stay, you can get paid for pre-petition 
deliveries if the customer assumes your supply contract.  
Assumption of the contract requires the customer to 
cure any outstanding defaults, meaning that your  
pre-petition debts will be paid as an administrative 
expense. Ordinarily a Chapter 11 debtor has until the 
end of the case to decide whether to assume or reject 
a contract, but if you’re critical to its operations, the 
customer may agree to assume your contract earlier 
than that.
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3.	 Critical vendor status. If your customer can 
convince the bankruptcy court that you’re a critical 
vendor, you may receive payment for pre-petition 
shipments. Essentially, the customer will argue that 
you’re likely to stop shipping unless your  
pre-petition debts are paid and that it can’t operate 
without your continued deliveries. Although 
some courts have recently looked unfavorably 
on critical vendor motions, treatment may vary 
based on jurisdiction and the specific facts and 
circumstances regarding your relationship to  
the customer.  

4.	 Reclamation claims. The bankruptcy code  
gives vendors additional protection for deliveries 
made in the days leading up to Chapter 11 filing.  
A “reach back” provision allows vendors to demand 
the customer return shipments already delivered, 
as long as the written reclamation demand isn’t 
made more than 45 days after delivery and not 
more than 20 days after the bankruptcy filing.  
In most cases, the goods aren’t actually returned  
to you; instead, the customer pays for the goods as 
an administrative expense.  

5.	 Preferential transfers. If your customer’s 
financial situation is deteriorating, use caution 
when seeking accelerated payment terms. If the 
customer later declares bankruptcy, there’s a risk 
you’ll have to pay that money back. In basic terms, 
the bankruptcy code defines a preferential transfer 
as a payment made to a creditor within 90 days 
before a Chapter 11 filing that wouldn’t have been 
made in the normal course of business. If you 
demand payment more quickly than the established 
terms, the customer may later challenge that 
payment as a preferential transfer and you could  
be forced to pay some or all of it back, after 
expensive litigation. Defenses to preferential 
transfer claims exist and have recently been 
strengthened by BAPCPA.

Managing, continued on page 3
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Hot private equity market offers opportunities for manufacturing company owners

For closely held manufacturers looking to finance growth, 
while controlling personal risk by diversifying their net 
worth, recapitalization through a private equity group 
(PEG) is an increasingly attractive option.  

Why? There’s a lot of private equity capital available.  
PEGs have gone from closing $35 billion in deals in 1996 
to more than $750 billion in 2006. With so much private 
equity money chasing deals, multiples have trended up.  
Where PEGs were reluctant to enter deals with multiples 
more than five times EBITDA (earnings before interest, 
taxes, depreciation and amortization) just a few years  
ago, deals above that threshold are now common. At 
the upper end of the closely held market, entities that 
might have opted for an IPO (initial public offering) in 
the past are now looking to private equity buyers to avoid 
Sarbanes-Oxley requirements and attendant concerns.

But business owners considering private equity 
recapitalization need to understand what PEGs are  
looking for — and what they’re looking to avoid.

Unlike traditional strategic buyers — which are focused 
on complimentary customer bases, product lines or other 
asset-driven values that build a permanent strategic 
advantage — PEGs are financial buyers. They target 
businesses that they believe can be grown quickly or made 
more efficient in relatively short order. Private equity 
buyers are looking to build the value of the business 
quickly — usually within a three- to seven-year timeframe 
— and then sell it. Therefore, private equity makes the 
most sense when an infusion of capital can be tied to 
defined growth opportunities and existing strategy.

Business owners should also understand that very few 
PEGs are interested in minority positions — they want 
a majority stake in the company. PEGs have varying 
management styles when it comes to their portfolio 
companies. Some have their own teams of operational 
professionals that take a direct, day-to-day interest 
in a company, while others may limit their contact to 
periodic board meetings. All PEGs, though, set clearly 
defined performance benchmarks and hold management 
accountable for meeting them. 

What role do you wish to play in the business going 
forward? Do you want to continue to be an active leader, 
or are you hoping to dial back your involvement and risk? 
While most PEGs want current leadership to continue 
through at least a transitional period, you can find buyers 
comfortable with a broad spectrum of options for current 
management.  

Family-owned businesses present special concerns 
for private equity buyers. PEGs prefer businesses with 
strong, professional management teams. If leaders were 
chosen more for their family ties than their professional 
credentials, a PEG may want to make adjustments.  
For tax purposes, family businesses often structure 
compensation and benefit programs to minimize taxable 
income while maximizing what a family member can pull 
out of the business. While this makes sense in the family 
context, such a strategy holds down EBIDTA, which  
means a PEG will most often change this practice. 
Companies considering private equity recapitalizations 
should focus on increasing revenue and maximizing 
enterprise value.  

Financial statements can also complicate deals with  
PEGs. Because closely held companies don’t face the 
same audit requirements as public firms, their accounting 
practices are often not as stringent. The less reliable the 
financial statements, the higher the perceived risk for the 
buyer — which can drive down value or even keep the deal 
from closing. Compliance issues aren’t the only concern. 
Companies with solid activity-based costing and other 
performance-focused accounting programs afford PEGs 
the opportunity to more easily evaluate growth potential.  

For many manufacturing company owners, private equity 
recapitalizations answer a variety of needs. They allow 
owners to continue to finance the expansion of their 
companies while allowing them to realize some of the 
value in their business — currently at attractive multiples. 
They give owners the option of redefining their role within 
the organization when they are ready to slow down. 
Finally, manufacturers that establish a successful strategic 
partnership with a PEG can realize another significant 
payday for their remaining stake when the  
PEG cashes out.   



•	 Your contract: The specific terms of your contract 
are also important. Is it a long-term contract or an 
order-by-order contract? When does the contract 
expire and what rights of termination exist? Have 
you met all of your obligations under the contract, 
and have the terms been respected? All of these 
factors affect your bargaining power.

When your customer is distressed or operating under 
Chapter 11, the rules of the bankruptcy code can greatly 
affect what you can get paid for and whether funds 
received can ultimately be kept. When attempting to 
renegotiate payment terms, be sure to have a realistic 
understanding of your risks relative to your leverage. 
Your goal is to minimize your risk while keeping this 
customer as a profitable source of future business.

How much leverage do you have?

Your ability to exact payment or tighter credit terms 
from your bankrupt customer depends on your 
bargaining leverage. Consider the following factors 
before negotiating with the customer:

•	 The customer’s situation. Does the customer 
have the available liquidity to meet your desired 
terms? Just as important, is the end user (i.e., your 
customer’s customer) rationalizing its supply base as 
part of its own restructuring? Is your customer likely 
to end up a winner or loser in this rationalization? If 
a winner, then you can be more flexible with credit 
terms; if a loser, then restriction of credit is more 
advisable. Consider also the risk that restricting 
credit could cause your customer to favor other parts 
manufacturers. The risk of replacement is obviously 
higher if the product in question is a commodity 
rather than a high value-added product.
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You’re in your mid-50s and in excellent health. You’re 
also managing a successful business. Do you need to 
think about succession planning?

Wise business owners undertake succession planning 
early. Allowing plenty of time for planning provides 
room to make decisions about goals and helps ensure 
there is opportunity to implement them.  

Succession planning is complex because it addresses 
the needs of the business, the owner and the owner’s 
family. Each company has a different management 
team profile and varying strengths and weaknesses. A 
succession plan can identify key management skills the 
business needs to survive. The current team can train 
existing managers to develop those skills and recruit 
new talent to fill in the gaps. Current management 
should also assess the training and recruiting effort 
and make any needed corrections.   

Owners also have different personal goals. For 
example, one owner may wish to retire early while 
another would prefer to continue working as long as 
he or she is physically able. Both owners need a plan 
to preserve their businesses and the right individuals 

in place to grow the firm in the future. The owner who 
wishes to travel needs help with succession strategies 
and financial independence computations. The “die 
with your boots on” owner may need liquidity analysis 
to prevent the untimely sale of his or her business 
when death occurs. This owner may need creative 
executive compensation strategies to retain other 
talented members of the management team for the 
duration of his or her tenure.  

If the business is owned by the family, succession 
planning becomes more complex. Does the owner 
believe the family should continue to participate in 
the business? Do they need certain training to become 
successful? Are there skills they lack that future 
hires should possess for the long term health of the 
business?  

Successful business owners focus on managing their 
business. The tax and business issues associated with 
succession planning are difficult to develop, assess 
and review while managing a growing business. 
Consequently, hiring a professional to address these 
future concerns may help you meet your personal and 
business goals.  

Tax tips

It’s never too soon for succession planning
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