THE INTERIM CHIEF
FINANCIAL OFFICER

Profit Center or Cost Center?
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THE ISSUE

A world-class Interim Chief Financial Officer' should
be a profit center and generate verifiable cash savings

several times in excess of any compensation. Why

is this so? The easiest way to explain is through the

telling of an actual story®.

THE SITUATION

We were retained as Interim Chief
Financial Officer for a high-tech
manufacturer in early 2008. The
former chief financial officer had
just been terminated after several
years of undistinguished service.
While there were numerous rea-
sons for the firing, the final straw
was his inability to produce timely
financial statements and complete
the annual financial statement
audit. For the next eight months
we carried out the usual crisis
clean up often found in these sit-
uations®. The three days a week in
the office were more than enough
time to right the ship financially
and things were now humming
along smoothly, with excess ac-
counting department staff time to
handle increasing work loads dic-

tated by the rapidly growing rev-
enue. By that point our work had
been successful enough through
cost streamlining initiatives and
owner tax planning that our fees
were fully covered. However,
merely covering costs is not a win-
win situation, especially when our
guarantee is to save a multiple of
costs. In November 2008, we quar-
terbacked a series of maneuverers
that reduced fixed cash expendi-
tures by nearly $1 million over less
than four years and deferred any
taxes on the gain for more than
an additional four years. The cli-
ent realized more than triple the
costs of retaining our professional
services while still enjoying all the
other benefits of having access to
a world-class chief financial offi-
cer. Here’s how it worked:

THE BACKGROUND

Opportunities often come along
in a company to score big. Unfor-
tunately, due to inexperience and
inattention frequently an owner
fails to recognize adverse circum-
stances as a disguised financial
opportunity. In 2006 my client
merged his existing professional
services company with the mon-
ey-losing subsidiary of a Fortune
500 company. The idea was to
vertically integrate professional
services and manufacturing to in-
crease existing workload and prof-
it margins. The combined entity
purchased the assets from the par-
ent and gave an interest only bal-
loon note for the entire purchase
price. The note provided for annual
interest payments over two years
and a balloon; unfortunately, due

! Sometimes referred to as an outsourced, part-time, fractional, acting, or interim chief financial officer.

2 Names changed to protect client confidentiality.

3 See our other publications for details on these activities.
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to the company doing much worse
than originally anticipated, it de-
faulted on the note at the end of
the first year when the first inter-
est payment was due.

Prior to the asset purchase and
sale, the Fortune 500 company
was the owner of the property
and leased the land and building
to its wholly owned subsidiary. It
subsequently sold the land and
building and leased it back from
the new owner. Therefore, there
was a new property owner as
Landlord, the Fortune 500 com-

ed promissory note. Of course, no
one wanted this result since the
Fortune 500 noteholder didn’t
want the business back and my
client couldn’t afford to make the
annual interest payment due to
the unexpectedly low cash flow of
the business at the time. So a com-
promise was reached: all defaults
would be waived and the lease re-
instated if my client made an ad-
ditional $20,000 per month rent
payment which would be credited
against the promissory note bal-
ance thereby extinguishing the
note in full over 66 months. So

approximately eight months into
the engagement, the Fortune 500
company Prime Tenant filed for
Chapter 7 bankruptcy. With over
a thousand retail locations, all
landlords were thrown into dis-
array, with the bankrupt tenant
prepared to reject most, if not all
leases.

While the bankruptcy filing was
well publicized, my client received
the official bankruptcy notice
in the mail with no fanfare and
very little interest. He specifi-
cally told me not to bother with

Opportunities often come along in a company to score big.

Unfortunately, due to inexperience and inattention frequently

an owner fails to recognize adverse circumstances as a

disguised financial opportunity.

pany as the Prime Tenant, and
the wholly owned subsidiary
as the Sub Tenant. The wholly
owned subsidiary merged with
my client and continued as the
Sub Tenant. Rent from the Prime
Tenant to the Landlord was ap-
proximately $42,000 per month.
Rent from the Sub Tenant to the
Prime Tenant was approximately
$50,000 per month; therefore, the
Prime Tenant was making money
off the Sub Tenant at no risk since
the lease was absolute triple-net.
At the end of 2006, my client de-
faulted on the first annual inter-
est payment and the noteholder
sought to foreclose on the default-

far, so good: my client gets out
from under the default, doesn’t
have to make a major interest pay-
ment and balloon payment which
it couldn’t afford, all in return for
$72,000 per month in rent. The
Landlord is happy because it has a
credit worthy Fortune 500 compa-
ny as the Prime Tenant. And the
Prime Tenant is happy because it
has a Sub Tenant paying month-
ly rent substantially in excess of
what it is paying the Landlord
per month. Everyone is happy,
and it appears that my client ne-
gotiated an excellent outcome to
a particularly difficult situation,
except that in November 2008,

it and certainly not to send it to
the attorneys because “they’re too
expensive.” Fortunately, I decid-
ed that I had an ethical duty to
carefully review the legal notic-
es. The property had subsequent-
ly been resold to a local investor
group consisting of several attor-
neys who were now the Landlord,
and they contacted us wanting to
know what our intent was for the
future. Obviously, they were con-
cerned that if the Prime Tenant
rejected the lease, then the Sub
Tenant could walk away as well,
leaving the investor group with a
vacant (unsubdividable) property
and building which would cause
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a default under their mortgage.
The timing of receipt of the bank-
ruptcy notice and contact by the
landlord was concerning; a review
of the bankruptcy notices and in-
cluded documentation was even
more alarming.

Included with the bankruptcy no-
tice was the usual list of leases to
be rejected with no mention of our
property. However, also included
among the hundreds of pages was
amotion to assign our sub-lease to
ABC Acquisition Corp. for $1.00;
that is, the Prime Tenant was pe-
titioning the bankruptcy court to
approve a pre-negotiated transfer
of the prime lease with the Sub-
Tenant to another company. This
was quite curious because it was
so out of the ordinary, with no de-
scription of the acquiring compa-
ny, or its ownership. I quickly ran
a search of the Secretary of State’s
office corporate records and found
the company and the name of its
incorporator, unfortunately with-
out any listed mailing address.
What was apparently a dead end
was avoided by Googling her full
name and remarkably finding a
link to a wedding photo on Face-
book which included several pub-
lic pictures of her recent marriage
and attending party with cap-
tioned names. In the attending
party was a Miss Burger. Miss
Burger had the same last name as
last name of the general partner
of the Landlord. Could it be that
ABC Acquisition Corp. was affil-
iated with the Landlord and was
attempting to take an assignment
of the lease from the Prime Tenant

at a bargain price in an attempt to
preserve the Sub-Tenant’s month-
ly rent payment of $72,000?

THE OPPORTUNITY

It was now time to bring in our at-
torneys. We petitioned the bank-
ruptcy court to permit us to take
an assignment of the prime lease
and offered to pay $10,000 to the
trustee, well in excess of the $1.00
stated in the motion. Based on bor-
rowing costs and the net present
value of cash potentially saved by
eliminating the Prime Tenant, we
were actually willing to go as high
as $350,000 for the assignment.
Needless to say, ABC Acquisition
Corp. principals were not pleased
by the objection to their motion
and our counter motion and im-
mediately contacted us. Not sur-
prisingly, the contact came from
the principal of the Landlord who
admitted to the whole scheme. Of
course, there was nothing illegal
with the scheme, except that my
client would have had to contin-
ue paying $72,000 per month in
rent to the Landlord who had al-
ready been accepting $42,000 per
month in rent from the now-bank-
rupt Prime Tenant. Therefore, the
landlord would have been richer
by $30,000 per month for doing
nothing other than negotiating a
back-room deal with a bankrupt
debtor and filing a motion, and
my client would have certainly
been in no worse a situation, but
could have been in a much better
situation.

Based on the analysis we had up
to $350,000 that we could spend
to obtain the assignment. I nego-
tiated a line of credit commitment
with our main lender to have the
funds available and instructed our
attorneys to appear at the prelim-
inary bankruptcy proceeding to
negotiate an auction on the lease
assignment.

THE RESULT

Working through the situation
with the bankruptcy court proved
to be both stressful and time con-
suming. After extensive discus-
sions with the Landlord, it was
determined that the Landlord was
primarily concerned about losing
the Sub Tenant and the certain
subsequent default on its mort-
gage. Given that the building was
a single-user facility not capable
of multi-user retrofit and the lo-
cal commercial real estate market
depressed, the Landlord was very
unlikely to find another tenant,
creditworthy or not. Sensing the
opportunity, we were able to ob-
tain bankruptcy court approval
and negotiated revised terms of
the sub-lease as follows:

1 The original sub-lease had near-
ly four years left. The sub-lease
was extended for an additional
six years (10-year term) at the
same absolute triple net month-
ly rental rate of $42,000 with
no annual rent escalations and
two-five year rights of refusal to
lease and an option to purchase
the property.
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2 Monthly rental payment sav-
ings of $17,500 for 46 months
over original lease term for a
cash savings of $805,000.

3 No personal guarantees of the
owners; only requirement to
provide company annual finan-
cial statements.

4 Absolute right to assign the
lease without Landlord con-
sent.

9 Real estate taxes and Landlord
insurance to be paid direct as
opposed to escrow by Landlord.

6 No requirement for capital im-
provements to the building
only maintenance repair and
replacement.

In addition to the lease savings,
my client also received the follow-
ing financial statement benefits
that positively affected its bor-
rowing capabilities with its main
lender:

1 The current liability portion of
the original notes payable to
the Seller was eliminated.

2 The long-term liability for de-
ferred rent was eliminated.

3 The long-term liability of the
original notes payable to the
Seller was eliminated.

4 A non-operating gain was rec-
ognized that significantly in-
creased shareholders’ equity.

This is about as close as its gets to
“having your cake and eating it
too!” Not only did our client obtain
world-class chief financial offi-
cer services over a 14 month pe-
riod, the real estate, finance, and
tax expertise employed resulted

Lastly, and equally important, re-
cent passed tax legislation sup-
ported by the newly elected Obama
Administration and signed into
law included a provision that per-
mitted owners of pass-through en-
tities to defer any recognized gains
on debt forgiveness for a period of
four years, with ratable recognition
of the gain over the subsequent
four years, effectively deferring
income tax on the gain for eight
years.

CONCLUSION

in not only no cost, but rather in
substantial and verifiable month-
ly positive net cash flow to the
company over an extended period
of time. This positive outcome was
the result of intimate knowledge
of the business coupled with as-

sembling a responsive and nimble
legal and accounting team. In ev-
ery interim chief financial officer
engagement undertaken, these
types of results have been consis-
tently achieved for our clients.

DISCLAIMER

This publication does not constitute legal, valuation, tax, or financial consulting advice. It is offered as an information service to our
clients and friends. Inquiries to discuss specific financial matters are welcomed.

Permission is specifically granted to send complete copies of this publication to others who might have an interest in its contents. Permis-
sion is also granted to quote portions of this publication with proper attribution.
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A GENTLE PLUG FOR OUR FIRM

With offices in Washington, D.C., Trinity Consulting Group
International, LLC has provided a broad range of financial advisory
and interim CXO level services to dozens of clients in multiple
industries since 1998. Whether you require short-term assistance or an
ongoing management partner, we have the experience and expertise to
help ensure your financial and business success. In all of our services we
emphasize thoroughness of preparation, professionalism in execution,
and effectiveness in assisting you in meeting business objectives.

For more information please contact us:

703-585-0615

http://www.T3International.com

info@T3International.com
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