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Board guide to financial
distress: Warning signs,
governance and turnaround
actions

Any company could face financial distress at some point. In a worst-case
scenario, those pressures could be serious enough to put it out of business.

Boards must be prepared to deal with rapidly deteriorating circumstances
that could push a company into insolvency. Directors who know the warning
signs can help their companies head off bankruptcy—or at least be in a
better position to emerge successfully.

Learn more:

https://www.pwc.com/us/restructuring | pwc.com/us/governanceinsightscenter | pwe.com/us/deals



https://www.pwc.com/us/restructuring
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Introduction

Businesses, industries and the economy as a whole run in cycles. Today, those cycles are increasingly
shaped by rapid advances in technology and artificial intelligence, inflationary pressures, shifting tariff and
regulatory policy, and geopolitical tensions. A company can quickly find itself susceptible to financial

distress as these forces ripple through supply chains, capital markets and consumer behavior.

Different circumstances can send industries into downturns. In recent years, pandemic-driven demand
swings and supply-chain issues led to shortages, then excess capacity, impacting automotive, retail and
manufacturing sectors. Past interest rate hikes raised capital costs and exposed weak balance sheets across
all high leverage and capital-intensive sectors such as commercial real estate, hospitality and leisure, and
homebuilding. Recently, inflation and tariff implications have affected consumer products, restaurants, and
most other sectors, as companies respond to changes in input costs, labor expenses, and shifting consumer

buying patterns.

On the rise

Bankruptcy filings increased for the fourth year in a row in 2025.
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Directors need to recognize that every company could at some point face financial losses, or even total
insolvency. Directors and management must be prepared to deal with rapidly changing circumstances that
could cause such distress. One of the ways companies may try to alleviate financial distress is through a

financial or operational restructuring.

Directors will know if a company or a sector is already in distress. But what can boards do if an individual

company—or the entire industry—is just beginning to experience signs of distress?

Spotting the signs can be difficult for directors, especially since they aren’t managing the day-to-day
operations at the company. In the early stages, it’s often hard to know if a certain challenge is a blip on the
radar or a sign of more trouble ahead. Unless there are obvious fires to put out, executives may not want to
admit to their board—or to themselves—that their company soon could be struggling.

Various factors could create a distressed situation. Accept the possibility that your company

may need to have a conversation about restructuring. While management handles the day-to-
day, boards should be looking ahead for potential trouble.
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Knowing the early warning signs

It’s crucial to identify potential signs of distress as early as possible. Doing so helps management and the
board preserve options. Think of it like your personal health. Early diagnosis typically gives doctors a
broader array of potential treatments. But if you ignore symptoms until the condition becomes worse, your

treatment options are often more limited and more drastic.

Early warning signs are not always obvious. It’s also challenging to diagnose problems that could
mushroom into major issues. But companies should try. Early identification of issues can help a company

refocus its strategy, giving it a better chance at being able to stabilize operations and preserve value.

Start by looking critically at the company’s performance information you get from management at every
meeting. Ensure information is presented consistently so you can identify trends; if not, ask why not. Insist
that the information you receive from management addresses the company’s cash and liquidity positions.
Determine if it’s similar to what you’re hearing about the state of the industry and the company from other

sources. Press for more detail or explanation if you see one or more of these warning signs.

If not addressed early, what may seem like an isolated problem could really be the tipping

point that forces you into insolvency.
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Common warning signs of potential distress in a company

Signal

Description

Liquidity pressure
Cost reduction initiatives

Vendor relationship strain
Free cash flow burn

Debt maturity or refinancing
challenges

Debt covenant pressure

Ratings downgrades

Distressed debt pricing

Elevated leverage ratios
relative to industry peers

Going concern warning
Loss of a major customer
Significant litigation

Sale transaction challenges

Delayed or missed product
launches

Delayed financials release

Workforce reduction

Management turnover

Steep decline in stock
price/market capitalization

Insufficient cash flow and available cash to meet obligations
Need for significant operational or workforce cost cuts

Suppliers tightening terms or demanding faster payments or
collateral (e.g., letter of credit)

Sustained negative free cash flow performance atop low available
cash

Upcoming debt maturities with uncertain refinancing options

Company is at risk of or has violated terms set by lenders
(leverage, fixed charges, minimum liquidity, etc.)

Recent or anticipated reduction in credit rating or rating outlook

Debt trading below 90% of par is generally considered stressed,
and debt trading below 80% of par is considered distressed.

Elevated debt-to-EBITDA or debt-to-equity ratios relative to
industry peers

Auditors raising doubts about ongoing viability, typically triggers
default under debt agreements

Customer concentration risk materializes, prompting operational
restructuring

Significant claims or sudden litigation (e.g. opioid or talc litigation,
auto supplier litigation, etc.)

Difficulty closing or valuing a planned asset or business sale

Particularly critical in pharma, tech, or consumer sectors

Delays in issuing financial statements or repeated restatements
that raise concerns about internal controls, financial integrity, or
potential covenant implications

Layoffs, hiring freezes, or plant closures as cost-cutting measures

Frequent or abrupt changes in leadership can signal internal
instability

Public identification of weak points related to a company’s
financial position, strategic plan, or business model

But perhaps most important, directors need to be willing to accept that distress could be on the horizon,

even when executives work to paint a rosy picture. As discussed above, it’s good business to try to get out

in front of any issue. It preserves options and gives the company more ability to negotiate from a

position of strength.

Board guide to financial distress: Warning signs, governance and turnaround actions



Assessing the situation and developing a plan

If you've identified some warning signs, you’ll want to ensure the company maximizes the available
financial and operational options. Directors should encourage management to do a comprehensive review
including recent financial performance, business plan and financial forecasts, management team
capabilities, short- and medium-term liquidity needs, and the capacity to access capital markets. Once
management has analyzed the situation, it will be better positioned to assess options and recommend a

plan.

Directors should review this plan with a critical eye. Directors might want to request analysis be prepared
for best, worst and most likely scenarios. One caution: During prior financial crises, directors observed that

the worst-case scenarios the management teams were providing often weren’t nearly bad enough.

If it looks like the company faces distress, the board may want to create a special committee of directors
who can focus additional time and attention on the issues. Boards (or the special committee) will want to
consider retaining their own advisors. These advisors would report to the board but work closely with

senior management on a turnaround plan. That plan should focus on key financial and operational

concerns. If management also hires consultants, those consultants should be available to present to the
board.
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Elements of a turnaround plan, and key questions for each

Issue

Board questions for management

Liquidity and working capital

Insufficient cash monitoring and poor working
capital management can introduce
unnecessary risk to an otherwise stable
business. Companies that end up in distress
often point to an over-leveraged balance
sheet and weak controls around the billings
and collections process. This can lead to
stretching payables to meet short-term
liquidity requirements.

Access to capital

Companies need to ensure their overall
capital structure is appropriate for their
current level of activity and that external
factors won't intervene. Usually, the more
time you can buy from your creditors, the
better off you are.

Operational efficiency and organizational
structure

The loss of key leaders, ineffective
management and failed projects or
investments can test a company’s strength.
Then there are operational issues, from
unfavorable contracts to ineffective supply
chains to insufficient capital expenditure
spending.

Stakeholder management

When possible, it's usually better to increase
transparency with stakeholders and
strengthen those relationships before a
period of distress.

Continuity and consistency in business
operations

A restatement, investigation or brand issue
can be a distraction that affects the business.
It's important to ensure there are people
focused on continuing to run the business
while those other issues are being
addressed.

What quick wins can we get in working capital
improvement or other cash generation actions?

What would it take to execute a realistic cost reduction
plan?

What does a working capital benchmarking exercise—
that compares the company’s performance against
peers—tell us about potential areas for improvement?

Where are we close to breaching our debt covenants?
Who is monitoring the situation, and what are we doing
about it?

Which of our financial covenants, debt repayment
schedules and other terms are open to negotiation?
How could we negotiate new amendments and
waivers to provide more stability?

Which creditors could we approach now to restructure
existing financing facilities, instead of waiting for a
crisis?

Which business units aren’t integral to the corporate
strategy and could be candidates for a sale, wind-
down or immediate closure, releasing capital and
resources for use elsewhere?

Which inactive or redundant businesses should we
consider dissolving or selling to address questions
from shareholders, activists and regulators and help
reduce operating costs?

What are our biggest vulnerabilities?

How are we addressing any vulnerabilities so that we

can ease potential shareholder concerns and possibly
prevent activist campaigns?

How can we boost confidence by giving shareholders

more insight into decisions on strategy, budgeting and
investments, which shows we are in control and have

a plan for improved results?

Have you identified a core team that will deal with the
crisis?

Have you maintained a core management team that
will focus on the ongoing business?

There are many reasons why businesses fail. It is important to act quickly on any signs of

distress and develop a plan that assesses liquidity needs and strategic alternatives.
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Working through a restructuring

If initial turnaround actions on revenue enhancements, cost reductions and/or liquidity improvements

don’t right the ship, the board may have to consider additional alternatives.

A company can try to restructure and reorganize, either in or out of court. Out-of-court restructuring
is typically faster and less public and can mean lower transaction costs and fees. This may be possible if the

company can pull operational levers, negotiate with creditors and target other areas for significant change.

If a company can’t accomplish a restructuring outside of a formal bankruptcy proceeding, it may need to

contemplate a Chapter 11 filing. That could allow it to:

 Alleviate the burden of an over-leveraged balance sheet
» Reject unfavorable contracts and leases (a strategy that may be especially attractive for retailers)

* Sell non-essential assets

In evaluating restructuring alternatives, a board needs to consider not only the degree of the company’s
problems but also how those problems influence the path ahead. The company’s liquidity position often
determines that path. Boards typically have advisors analyze strategic alternatives and develop a

turnaround plan.

It’s essential for companies to gather complete data in order to determine the next steps. Companies
typically have multiple options, and in some cases they may try more than one. Be mindful of keeping

stakeholders up to date as you make these decisions.

An increasingly common out-of-court option is the use of liability management exercises (LME),
which are designed to extend maturities, reduce outstanding debt, lower cash interest, and enhance
covenant flexibility. These tools can include exchange offers, “amend and extend” and/or open market
repurchases, combined with more complex priming, up-tier, or dropdown transactions. While these
financial engineering transactions can extend liquidity runway, they are not a substitute for a broader
turnaround that addresses the company’s underlying issues. Without an accompanying comprehensive
turnaround plan, a company may only be delaying an inevitable in-court restructuring process albeit

with heightened complexity and higher costs.

Some companies may choose to agree on a restructuring plan before declaring insolvency and go through a
prepackaged bankruptcy. This can allow a company to get organized in advance and proceed through the
formal bankruptcy process more quickly—sometimes in a matter of months. The shortened process can
also provide cost savings. These bankruptcies have become more common in recent years compared to

“free-fall” bankruptcies, in which negotiations and other heavy lifting occur after filing.
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Another option is to sell part or all of the company. This could be done in a few ways. One is an out-of-
court restructuring, which allows the company to use the proceeds from asset sales to deleverage, leaving it
on a more stable footing. Alternatively, the sale may be part of a bankruptcy process, with the goal of selling
to maximize recoveries to stakeholders. A bankruptcy filing can also be used as a corporate finance tool to

enable a quick transfer of assets to a buyer, either through a sale under the US Bankruptcy Code or through

a plan of reorganization.

What happens when these options don’t work and a company continues to lack liquidity and access to
capital? Liquidating the company is often the last resort. If the company is still solvent, it can attempt a
wind-down outside of a formal insolvency proceeding. Although this is highly unusual at the enterprise
level, it’s more common with specific business units or legal entities in the corporate hierarchy. If the

company can’t manage that type of wind-down, the liquidation is often handled through a Chapter 7 filing.

What happens when companies go bankrupt?

Companies can file for bankruptcy protection under Chapter 7 or Chapter 11 of the US Bankruptcy Code.

Chapter 7: Liquidation —

The company typically stops all operations
and goes completely out of business. A trustee
is appointed to liquidate (sell) the company’s
assets, and the money is used to pay creditors
first, with any residual amounts going to
shareholders. Chapter 7 is typically used when
there’s a lack of sufficient liquidity to finance

a Chapter 11.

Chapter 11: Restructuring —

Companies use this section of the
bankruptcy code to try to rehabilitate the
company. The board and management
typically stay in place post-filing, when the
company is referred to as a “debtor in
possession.” Other players are introduced to
the process. These include, but aren’t limited
to, an Official Committee of Unsecured
Creditors, the US Trustee’s Office and a
federal bankruptcy judge.

Get the complete picture when deciding whether to restructure, sell or liquidate. The board
should be satisfied that management and advisors have assessed the full extent of the
company’s problems and have selected the plan that will maximize return to shareholders and

other stakeholders.
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The human element in restructuring

During a restructuring, directors and management are focused on the many hurdles to reorganizing,
including assessing strategic alternatives, consummating transactions, resolving contracts and dealing
with the various groups of stakeholders. Amid all this, they can’t lose sight of how the process affects the

company’s employees.

For instance, a bankruptcy filing can affect a company’s ability to pay everything from outstanding bonus
awards to salaries and unvested equity awards. It can affect the value of 401(k) plans that are invested in
company stock, drain the value of deferred compensation plans, and make some retirement plans almost

worthless.

This situation and others can affect employees’ morale and desire to remain at the company— whether
under a new organizational structure or as part of a sale to another company. Dissatisfied employees who
leave could exacerbate the reputational risks already facing the company during restructuring.
Conversely, employees who want to remain with the company but fear it may not emerge from

bankruptcy could reasonably worry about their futures.

There are approved tools in a bankruptcy that companies can use to retain key talent. Key Employee
Retention Programs (KERPs) and Key Employee Incentive Programs (KEIPs) are commonly used to
motivate the employees who are most critical to a successful turnaround. In constructing such plans, the
board should be mindful that portions of the plan will become public through court filings and should

consider the impact on employees who are not included in the plan.

The board should be aware of these challenges and ensure there’s a plan to drive consistent communication
and support for employees during reorganization. Maintaining a balanced tone and projecting confidence
in a successful emergence from insolvency can alleviate the negative air that often permeates the

bankruptcy process.

Executive and board compensation can be controversial in good times but may get even more
focus when a company is in a financial crisis. The board may need to reassess the current

compensation plans during times of distress.
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Navigating the zone of insolvency

When is a company considered to be in the zone of insolvency? When the sum of its debts are greater than
its assets and it has no reasonable prospect of maintaining its current operations. Or when it can’t pay its

debts as they come due in the ordinary course of business.

When a financially distressed company enters the zone of insolvency, a board’s obligations may change.
These changes can be complex and boards should seek legal advice about how to address their fiduciary

duties under the circumstances.

During financial and operational restructurings, directors’ approval of transactions normally comes under
increased scrutiny by stockholders, creditors and other stakeholders. As an example, transactions may
benefit one set of stakeholders, such as senior secured creditors, to the detriment of stockholders and
bondholders. Stakeholders who believe the board is neglecting their rights often challenge board decisions
by asserting that directors violated their fiduciary duties. In other words, they sue. This is why ensuring

directors and officers have appropriate insurance coverage is critical in situations of distress.

Stakeholders also often conduct investigations after a bankruptcy filing to determine if there’s any cause for
legal action against directors and officers. Defending against such claims can require significant time and

money.

This area is complex and highly subject to litigation by various stakeholders who are trying to maximize
their recoveries. As such, directors should seek legal advice when navigating the zone of insolvency. Many
boards retain legal and financial advisors to support them in establishing a well-documented and
transparent process when making pivotal decisions. Boards can also form a special subcommittee of

disinterested directors to approve significant transactions.

When you’re in bankruptcy, understand how your duties change and get the advice you need.
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In conclusion

Despite the best efforts by management and boards, companies frequently face many financial, operational
and economic risks that can bring distress. Boards and management should regularly monitor key
performance indicators and remain alert for the warning signs of distress. Failing to react in a timely
manner greatly reduces the chances of success and can ultimately have grave consequences. Before a
company’s liquidity is tested, the board should ensure management is assessing the strategic alternatives

available to right the ship.

Directors also face more scrutiny in times of distress, and their obligations may expand to other parties.
The board must balance the often incompatible interests of various stakeholders during this time. With the
help of experienced advisors, the board can manage increased risks, consider options for reorganization,

and successfully navigate a challenging situation.

How PwC can help:

Our Performance and Restructuring advisory team is a group of problem solvers who combine the
strengths of our people, skills, and technology. We collaborate closely with stakeholders and key players

to plan and carry out every phase of the restructuring or reorganization process.

Our team is driven by people and powered by technology, bringing years of hands-on experience in
evaluating strategic turnaround and restructuring options. We help businesses assess their challenges,

craft the right plan, and implement the best strategy.

To have a deeper discussion about how this topic might impact your business, please contact your

engagement partner or a member of PwC’s Governance Insights Center or Deals practice.

Contact us:

Steven Fleming David Tyburski Paul DeNicola
Performance and Restructuring Leader, PwC US Deals partner, PwC US Governance Insights Center Principal, PwC US
steven.fleming@pwc.com david.t.tyburski@pwe.com paul.denicola@pwec.com

https://www.pwec.com /us/restructuring

Pwec.com/us/governanceinsightscenter

Pwe.com/us/deals
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