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MANAGING FINANCIAL

DIFFICULTY

While not usually in the forefront of anyone’s mind at the outset of a business venture, it is important to

consider the possibility that your business might run into financial difficulty at some stage in the future and

to put in place measures to protect the business from failure.

This guide provides owner managers with tips for avoiding financial difficulty, together with a list of typical

warning signs and pointers as to when to seek advice.

What factors should I consider at the outset of my

business venture to minimise the risk of running

into difficulty in the future?

1. Keep your options open in the first few years of

running your business to allow your business to

grow and, if necessary, change direction. Do not

tie yourself into long leases or financing contracts.

2. Explore all available funding options to get the

best deal possible. Seek advice if you are being

asked to provide a personal guarantee for the

business’debts or if you are being offered any

hedging or interest rate swap arrangements.

3. When entering into contracts, negotiate

contractual payment deadlines to aid cash flow.

4. Prepare and maintain detailed and accurate

financial records, including management accounts

and cash flow forecasts. If necessary, employ an

accountant to take care of this for you.

5. Maintain a workable relationship with

competitors. There are often opportunities to do

deals with competitors that will benefit your

business.

6. Keep on top of your tax bill. HMRC has

sophisticated debt recovery protocols in place and

is often the first creditor to take action in times of

trouble.

7. Get into the habit of keeping a record of decisions

that you make.

8. Always ask yourself whether the actions you are

taking will benefit your business. Never use the

business’money for personal use or for uses

unconnected with the business (for example, to

support another business venture).

What are the warning signs that my business

might be in trouble?

Every business functions differently and so will have

different pressures. However, the most common

warning signs are:

1. the business is struggling with cash flow;

2. the liabilities of the business exceed its assets;

3. the business’profitability margins are steadily

being squeezed;

4. the business operates in a contracting market;

5. the business is regularly unable to pay PAYE

and/or VAT;
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6. the business is in the habit of paying creditors

late;

7. creditors are putting pressure on the business to

pay, for example by threatening statutory

demands or court proceedings if payment is not

made;

8. staff are firefighting, morale is low and there is a

high turnover of staff;

9. the business is seeking or has sought an increase

to its credit or overdraft facility;

10. the business is failing to comply with obligations

in its financing documents, including breaching its

financial covenants;

11. the business’relationship with its bank is

deteriorating;

12. if a company or limited liability partnership, the

business is late in filing its statutory accounts;

and/or

13. a key supplier or customer is in financial difficulty

and is performing or paying late (if at all).

If I set my business up as a company, will I be

responsible for its debts if it runs into trouble?

Assuming that you have not personally guaranteed the

debts of your business or granted security over your

home or other assets to secure your business’

obligations to a third party, you should not be

responsible for the liabilities of your business,

provided you have not breached your duties as a

director. The situation is different if your business is

set up as a partnership or if you are a sole trader, in

which case please get in touch with us for more

specific advice.

Directors (including shadow and de facto directors)

owe general duties under the Companies Act 2006.

These include: a duty to act in accordance with the

company’s constitution and exercise powers only for

the purposes for which they are conferred; to promote

the success of the company for the benefit of its

members as a whole; to exercise independent

judgment; to exercise reasonable care, skill and

diligence; to avoid conflicts of interest; not to accept

benefits from third parties; and to declare an interest

in a proposed transaction or arrangement with the

company.

If the company is insolvent or approaching insolvency

(and in this regard it is important to consider the

warning signs mentioned above), the duty to promote

the success of the company for the benefit of its

members as a whole shifts so that the duty is instead

owed to the company for the benefit of its creditors as

a whole. This means that you must put the interests

of all creditors before those of shareholders. Paying a

dividend to shareholders, repaying a director’s loan, or

paying one creditor in priority to another creditor,

while the company is experiencing financial difficulties,

could mean that you are in breach of your duties and

therefore liable to compensate the company for any

loss that it suffers as a result.

In addition to your general duties described above,

you are obliged to take every step to minimise losses

to creditors once you have concluded (or ought to

have concluded) that there is no reasonable prospect

of the company avoiding an insolvent liquidation.

Every step might include causing the company to

cease trading and/or to enter a formal insolvency

process. Failure to do this and to continue trading the

business (known as wrongful trading) could, again,

result in you being liable to compensate the company

for any loss that it suffers as a result.

When should I seek advice?

While it is usual for businesses to make a loss in the

first year or so of trading, seek advice as soon as you

are in any doubt about your business’ability to

continue trading. If addressed early, financial

difficulties can be managed and the business may be

able safely to continue to trade. If you delay, you may

reduce the options open to your business.

If all else fails, we have excellent relationships with

local insolvency practitioners who are usually

prepared to meet free of charge to discuss the

financial stresses suffered by the business and help

devise a plan which could benefit the business and

stakeholders.



3

The information contained in this guide is intended to be a

general introductory summary of the subject matters covered

only. It does not purport to be exhaustive, or to provide legal

advice, and should not be used as a substitute for such advice.
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