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Abstract

Doing business in a modern environment exposes small companies to numer-
ous risks. Due to changes in economy, which are primarily dictated by the
global crisis, companies must adapt to changeable market conditions to con-
tinue their business operations. Therefore, their market survival depends on
the timely conduct of certain activities by the company management, resulting
in operational savings and ensuring their competitive advantage. This requires
changes in the business strategy as well as the market, organisational and fi-
nancial structure of these companies.

The paper will show an in-depth analysis of the market position taken up by
small businesses using three practical examples, and indicating the pros and

cons of restructuring which does not necessarily result in a desired effect.
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1 INTRODUCTION

Small businesses are a very dynamic part of the Croatian economy. They
are more flexible and innovative than bigger companies and play an important
role in the employment process. Fast changes occurring in the market, competi-
tion pressure and the recession force company management structures to adapt
to newly emerged market conditions. A company faces a decreased operating
volume, reduced liquidity, increased operating costs and employee surplus. It
is important to conduct certain activities on time so as to retain a company’s
competitiveness. Company restructuring is a strategic decision made by the
management, which leads to a change in the company’s strategic management

and operating policies.

This paper aims at exploring the restructuring process of small companies in
the Republic of Croatia during the crisis. The research methodology is based on
benchmarking financial data of observed companies in a three year period. The
paper starts with the introduction of the said issue, and continues with a theo-
retical part listing characteristics of small companies in the Republic of Croatia,
the restructuring process and types as well as various small company restruc-
turing models. This is followed by the analysis of small company restructurings

based on practical examples and ends with the final conclusion.

2 CHARACTERISTICS OF SMALL COMPANIES IN
THE REPUBLIC OF CROATIA

According to the Financial Agency (FINA) data on company operations
— corporate taxpayers, (http://rgfifina.hr), the number of operating busi-
nesses which submitted their 2013 annual financial statements in Croatia was

101,191, of which 99,573 or 98.4% were small and 1,618 or 1.6% middle-sized

and large enterprises.

In the period between the start of the crisis in 2009 until 2013, the share
of small businesses in a total number of the employed increased from 47.5% to
49.8%, accompanied by the increase of their share in pre-tax profit from 41.9%
to 43.9%. This rise in the number of small businesses might be explained in
light of the crisis during which many employees lost their jobs and subsequently
rather tried to launch their own business than look for work with some other

employer.
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Pursuant to the Accountancy Act, small entrepreneurs are defined as those
who comply with two out of the following three conditions: total assets and an-
nual income not exceeding HRK 32.5 million and HRK 65 million, respectively,
and an average number of the employed during the year limited to 50. Medium-
sized businesses are those which numbers exceed two out of the previous three
conditions, but comply with two out of the following three: assets and total an-
nual income not exceeding HRK 130 million and HRK 260 million, respec-
tively, and an average number of the employed during the year limited to 250.

3 RESTRUCTURING

Restructuring is a process of implementing large changes in the organiza-
tional structure, which often includes streamlining management tiers and the
change of organizational components by transferring and outsourcing some
activities or functions as well as frequent employee downsizing. An integral
and essential part of the process is reducing the company depth and width
also known as downsizing. (Bahtijarevi¢ Siber E&Sikavica P. 2001, 498-499).
Worldwide companies opt for restructuring, primarily to improve their weak
financial results in time of the crisis, which might jeopardize its very operations
and lead the company into bankruptcy. Another reason for choosing restructur-
ing is a new business opportunity which requires the unbundling of business
parts or merging with other enterprises.

3.I. IYPES OF RESTRUCTURING

On principle, there are two types of restructuring in practice: defensive
and strategic. Defensive restructuring includes two activities: reducing the
number of employees and financial rehabilitation. This approach is conducted
when business operations are bad, it is done quickly, the restructuring process
is shorter and positive effects are maily short-term. Strategic restructuring is
more complex and based on the two activity groups: activities connected with
human resource management and activities connected with investments into
assets, knowledge, products and services, development of new markets. This ap-
proach is conducted in times of a company’s good operating result, accompanied
by indepth due dilligence, a longer restructuring process and positive long-term

effects, not immediately visible.
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3.2, RESTRUCTURING PHASES

There are various restructuring phases which can, in general terms, be sum-
marized into three basic ones: financial, operational-organizational and strate-
gic restructuring. All of these should be preceded by a‘zero phase’i.e. an evalu-
ation phase which represents a foundation for a quality implementation of the

restructuring process (Benakovi¢, 2012).

Financial restructuring includes the restructuring of the company’s balance
sheet i.e. the change in the structure of company’s assets and liabilities. The ba-

sic goal of such restructuring is to increase company liquidity.

Operational-organizational restructuring or business restructuring includes
changes in the company organization and management as well as operational
restructuring based on marketing, production process, technology, cost, man-
agement system and staff restructuring, Its basic goal is to improve profitability,

reduce costs and increase company liquidity.

The goal of strategic restructuring is to maintain long-term operating sus-
tainability. It includes range reduction, identification of additional profit areas,
innovative design for emerging markets, focusing on the most profitable value
chain elements along with unbundling non-core business activities and intro-

ducing new business models (Benakovi¢, 2012, 114).

To carry out quality restructuring, small company management must pos-
sess certain knowledge and management skills. It has to develop a restructur-
ing plan including the analysis of company operations and the restructuring
programme.

The operating analysis includes the legal status, financial statements (for the
previous three years), production programme, facility and equipment character-
istics, operational environmental impact, organizational structure, employment
(the employee structure), funding, state aid, market analysis (for the previous
three years), and the SWO'T analysis before the restructuring.

The restructuring programme includes the restructuring period and the
2-year plan following the restructuring completion. It consists of the product
range sales plan, raw material procurement plan (products, the plan of produc-
tion and sales capacities, environmental protection programme, ownership and
organizational structure restructuring programme, planned number and struc-

ture of the employed, financial plans for the restructuring period as well as for
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the two-year period after the completion of the said process, state aid, SWOT
analysis after the restructuring (estimate) and the restructuring phased plan.

(http:// www.mppr.hr/UserDocslmages/Prilog )

Results stemming from small business restructurings to-date have shown
that the small business restructuring is conducted without a plan i.e. with no

formal restructuring plans (http://europski- fondovi.eu/vijesti/).

3.3. RESTRUCTURING MODELS

The restructuring of a company can be conducted by means of an outsourc-
ing, downsizing, company liquidation, merger or acquisition as well as internal

or in-house restructuring,

Outsourcing i.e. separating non-core activities as a restructuring model is
a process of transferring activities which had been carried out in-house onto
external partners, which will be entrusted to their conduct instead of the pat-
ent company (Galeti¢, L., 2011, 287). The decision on the activities which will
be separated depends on the organizational strategic decision. A good business
model is such which focuses on the organizational key processes i.e. on those

which are most profitable and which represent the company’s core operation.

There are two outsourcing types: the one which separates core value chain
activities and the other which separates supporting ones (Galeti¢, L., 2011,
288). The most frequent examples of the first outsourcing type include the pro-
curement, production and distribution chains, while the second type mostly in-

cludes research and development, business maintenance, legal affairs and others.

A question as to the reason why companies opt for outsourcing might be put
forward. The implementation of outsourcing may improve business operations
in terms of employees, reduce costs and enhance organizational financial and

market aspects of its operation.

Downsizing often has various interpretations including enhanced productiv-
ity, reduced costs, restructuring, business process reengineering. It has been one
of the most popular measures in the last two decades. It is not limited only to
reducing the number of employees, despite it being its most frequent effect. For
some, it represents the loss of work, for others a company survival. As costs are
more easily planned than income, the focus on its decrease is the prevailing basis
for efliciency increase. Reactive and proactive downsizing represent two various
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options in terms of employee reduction. Reactive downsizing is carried out as a
response to already implemented changes in terms of losing a market share and
weak business results while proactive downsizing occurs as soon as a first sign
of change emerges on the market resulting in the management passing decisions
for enhancing operations aimed at forestalling competition.

For achieving a successful downsizing process, it must be planned way in
advance, during and after its implementation and it must be an integral part of
the strategic business plan of all companies regardless whether they consider
its implementation or not. If necessary, company management will be prepared
to start dismissing employees. It must be emphasized that the initial phase re-
quires large direct costs, which must be planned, such as severances or incentive
programmes that should stimulate an employee to leave the company volun-
tarily. A disadvantage of such a programme is losing employees with key knowl-

edge, abilities and skills necessary for company development.

Company liquidiation means the termination of company operations. It
can be orderly as a result of the non-fulfillment of prescibed conditions for the
performance of a business activity or forced (bankruptcy). Forced liquidation
includes a court procedure over the assets of a debtor that is no longer in a pos-

sition to settle its obligations towards its creditors.

The Republic of Croatia has started paying large attention to the establish-
ment of new companies by means of the simpliest way possible (simple limited
liability companies), while on the other hand, there is a very expensive model
of voluntary market exit. The fastest procedure of voluntary liquidation exclud-
ing any disputes with creditors is 12-18 months long and incurs large costs. A
cheaper and faster process of a simple liquidation must be introduced for cases

not burdened by any owner — creditor disputes.

Internal restructuring includes those activities which facilitate company’s
successful competition based on company’s internal adjustability to its environ-
ment. The restructuring area is set on the basis of four underlying factors: en-
vironment, strategy, technology and company size. Restructuring might resolve
the crisis occuring in-house or externally. Internal or in-house restructuring
can be divided into physical, human resouce-related, I'T and financial (Mileti,
2010, 59). Financial restructuring includes the optimal use of fixed assets nec-
essary for conducting business operations, while the restructuring of human

resources includes HR management. I'T restructuring includes the optimal use
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of information regarding in-house as well as external changes, while account-
ing restructuring represents an in-depth analysis of financial statements i.e. a
division of necessary and unnecessary company assets or income and expenses
which may ensure its market survival.

4 EXAMPLES OF SMALL BUSINESS
RESTRUCTURINGS

Restructuring models of three operating companies have been analysed in

this chapter. Documentation used herein is available on the Financial Agency

website (http://rghi.fina.hr).
TROHA-DIL d.o.0. has been registered for the production of plastic prod-

ucts used in construction. The crisis which hit the construction sector affected
the operating results of this company as well. In the period between 2011-2013,
its operating income decreased by 21.4%, operating expenses by 22.9%, and the
number of employees by 20. A lower number of employees in 2013 resulted in
reduced staff costs by HRK 1.85 million compared to 2012, which, along with
a decrease of material cost of HRK 6.11 million, led to increased profit before
taxes. The 2013 current ratio was 1.6 compared to 0.85 in 2011. It should not
be lower than 2, although the minimal current ratio of 1.5 is seen in some cases
(Zager i Zager, 1999). The quick ratio also improved in 2013 to 1.6 compared
to 0.10 in 2011.

The management conducted financial restructuring and decreased material
and staff cost, in particular. As the staff cost decrease was conducted according
to the reactive downsizing model, it enabled the company the achievement of its

operating savings.

METALIND d.o.0. has been registered for the production and assembly
of fire doors and metal constructions. Its business results were affected by the
construction sector crisis as well. The 2011 income of HRK 76.5 million de-
creased to HRK 65.9 million in 2013. The 2011 expenses of HRK 57 million
decreased to HRK 52.6 million in 2013. The number of employees was re-
duced from 125 to 121. In view of its small number of customers and suppliers,
this company was facing another large risk in this operating segment. In line

with the decision to sell made by the company management i.e. its owner, in
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2011 it was acquired by the new owner Assa Abloy East Europe AB with its
head office in Sweden.

This company was merged with the parent company and continued doing
business recording bad performance indicators. The current and quick ratios
decreased from 2.64 to 1.65 and 2.15 to 1.42, respectively, while the debt ratio
increased from 38.7% to 42%.

RIBA d.d. is a company engaged in fish and juvenile production and farm-
ing. Under the Commercial Court Decision, the company pre-bankruptcy set-
tlement was granted in 2013 (http://predstecajnenagodbe.fina.hr). In 2012,
the company had 26 employees, the number it retained in 2013.

Actuallywhole plan goes around measures of operative restructuring and
calculation of their effects on positive business, which should lead to revitaliza-
tion of solvency. This measures should be sort of turnaround in business; while

old way of business have brought company into problems.

The 2012 income from sale of HRK 3.3 million decreased to HRK 2.49
million in 2013. Other operating income in 2013 included income from writing
a debt portion off under the pre-bankruptcy settlement i.e. the loan of HRK
1.23 million, and state and trade liabilities of HRK 348,000. The 2012 operat-
ing expenses amounted to HRK 16.76 million, compared to HRK 3.88 million
in 2013.

In line with the Operating and Financial Restructuring Plan, short-term li-
abilities of HRK 1.22 million out of total HRK 2.93 m liabilities were written
off. Liabilities to banks of 543,000 were converted into equity. In 2013, the
company recorded profit of 18,000 compared to the 2012 loss of HRK 12.9

million.

5 CONCLUSION

Small businesses differ from medium-sized and large ones by their mar-
ket presence and specific characteristics required for conducting such business
operations. Nevertheless, they have also been affected by the global economic
crisis and experienced problems with product placement and the collection of
receivables. Strategic restructuring of a company represents an important part
of the restructuring process, which is often neglected by small companies as

shown by concrete practical examples. This is caused by insufficient manage-
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ment experience of a company owner and insufficient decisiveness for carrying
out radical operating changes. The first company example showed that the man-
agement had carried out financial restructuring and reduced costs. A staff cost
decrease was carried out under the reactive downsizing model, which provided

the company with its operating savings.

The crisis in the construction sector affected business results of the com-
pany, which restructuring model was described as example 2. Having changed
its owners and management, this company became a part of a new parent com-
pany. As such, it continued its operations recording weaker operating results.
The company management, described as example three, accepted the pre-bank-
ruptcy settlement as its restructuring model. According to the operational and
financial restructuring plan, 40% of the company’s short-term liabilities as well
as its liabilities towards banks of HRK 543,000 were written off. Following its
2012 losses of HRK 12.9 million, the company recorded profit of HRK 18,000
in 2013.

The basic shortcoming of small company management is its conduct of sole-
ly financial restructuring, followed by changes of its business organization with

no detailed restructuring and indepth change.
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