Distance
Short,
toengagi
defaulngt
headline
A default indicator for
Australian listed companies

Short description
Sectors and themes

December 2017, Volume 2

kpmg.com.au

Date 20XX

kpmg.com.au

2 Distance to default

Foreword
In this second edition of KPMG’s Distance to Default
(D2D) publication, we comment on the changing state of
corporate health across all ASX sectors and sharpen our
focus on the Retail and Consumer Markets sector.
Our FY17 D2D findings reflect improved corporate health
across the ASX despite geopolitical uncertainty and a
widening disparity between the haves and have nots in
the Retail sector. The Financial and Real Estate sectors
continue to display the highest D2D scores, indicating
strong corporate health, and the Energy sector continues to
have the lowest D2D score. Of the total ASX, we classify
437 companies as ‘Zombie’ companies, being companies
that have displayed a D2D score below 1.0 for more than 3
consecutive 6-month periods. These companies represent
circa $11.1 billion (market capitalisation) in stranded
capital ready to be restructured. While this amount is a
small percentage of the overall ASX market capitalisation,
insights from the KPMG CEO survey supports the idea
that the restructuring of balance sheets will be a focus for
companies over the next 3 years.

Carl Gunther
Partner,
Restructuring Services,
KPMG Australia

Gayle Dickerson
Partner,
Restructuring Services,
KPMG Australia

Media speculation on the impact of Amazon’s entry to
Australia continues to make headlines along with subdued
consumer confidence. In this edition Gayle Dickerson,
Partner KPMG Restructuring Services, reflects upon the
widening gap between the haves and have nots in Retail
and Consumer Markets in terms of D2D performance.
The average D2D score for Retail and Consumer Markets
companies declined over the six months from December
2016 to June 2017, with over half of them displaying D2D
scores below the ASX average score. Pressure is evident
across Distributors and Specialty Retail.
We also share our thoughts on the newly introduced
‘Safe Harbour’ legislation which is relevant for distressed
companies (and their directors) or those slipping into the
`grey zone’ of questionable solvency. The new legislation
provides a welcome opportunity for honest Directors to be
‘safe to fail’ and seek a better outcome for the company
without personal liability (provided they have satisfied
certain requirements to ‘enter the habour’).
We hope you find this second edition of KPMG
Restructuring Services’ D2D publication useful in providing
meaningful trends in corporate health across the ASX.
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Key findings
Improved corporate health
amidst global uncertainty
1 T
 he ASX average D2D score
improved from December 2016
to June 2017 from 1.93 to 1.96,
indicating an overall improvement
in corporate health, or movement
‘away’ from default. This is to
be expected given the current
positive business sentiment and
higher confidence in the ASX
through the second half of FY17.
Supporting this data further is the
significant decrease in the major
banks’ aggregate charge for bad
and doubtful debts decreasing by
$1.2 billion to $4.0 billion for the
full year (down 22.5 percent on
2016), demonstrating their ability
to preserve credit quality in a
challenging growth environment.
2 T
 he positive sentiment reflected in
the ASX in second half of FY17 is
reflected in KPMG’s 2017 Global
CEO Outlook which found that
91 percent of Australian CEOs
are confident about their own
company’s growth prospects
over the next 3 years, despite
being increasingly cautious about
the broader economic growth
prospects, both nationally and
globally.

The Financial and Real Estate
sectors continue to display
the highest D2D scores
3 The Financial sector has
consistently outperformed the
ASX average D2D score since we
commenced our D2D analysis.
The sector was the highest
performing sector as at December
2016 but has declined slightly as
at June 2017 and fell below the
Real Estate sector. Despite the
decline, the Financial and Real
Estate sectors continue to display
D2D scores of 3.92 and 4.12
respectively, both considered to be
high performing (and furthest from
default).
4 T
 he Real Estate sector displayed an
improved D2D score at June 2017
as compared to December 2016,
with the sector being the highest
performing sector in terms of D2D
at a score of 4.12 (the furthest
sector from default). We note
however that the Real Estate sector
is made up of two industries:
Real Estate Investment Trusts,
and Real Estate Management and
Development. The Real Estate
sector D2D improvement was
driven solely by improvement in
the Real Estate and Investment
Trust industry while the Real Estate
Management and Development
industry saw a decline in its
D2D score. This decline is
predominately driven by pressure
experienced by small-cap
residential developers based in
Western Australia, Victoria and
Queensland.

1 in 5 ASX companies
are Zombies
5 T
 here are 437 ‘zombie’ companies
representing total market
capitalisation of circa $11.1 billion.
‘Zombie’ companies are companies
that have been closer to default
(below 1) for three or more
consecutive half-year periods. The
majority of ‘zombie’ companies
(300 or circa 70 percent) represent
mining and oil and gas companies
that are generally in an exploration
phase. This number remains
relatively static as compared to
December 2016 indicating whilst
many have remained afloat, capital
providers have been unable to
restructure this capital and deploy it
for better or higher return use.
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Widening disparity between
the ‘haves and have nots’ in
Retail sector and Consumer
Markets sector
6 T
 he Retail and Consumer
Markets average D2D score
declined from 2.40 to 2.28 from
December 2016 to June 2017,
which was in contrast to the ASX
overall improvement in the D2D
score. We are continuing to see
a widening gap between the
haves and have nots, with food
and staples retailing performing
significantly above the ASX
average D2D score. Industries
including distributors, textiles,
apparel and luxury goods, internet
and direct marketing all reported
below ASX average results.
7 T
 here was an 8 percent increase in
the portion of Retail and Consumer
Markets companies performing
below the ASX average D2D score,
from 44 percent of companies at
December 2016 (52 companies) to
52 percent of companies at June
2017 (64 companies). The trend
now sees over half of companies
in Retail and Consumer Markets
trending below the ASX average.
8 P
 ressure is evident across
companies in the Distributor
and Speciality Retail industries.
This decline may reflect retailers
looking to sell direct to customers
rather than wholesale through
distributors, which typically
generates a higher margin and
stronger brand control. Given
the squeeze on discretionary
spending, specialty retailers are
struggling to stay relevant unless
they have a strong omni-channel
and in-store experience.

Restructuring is likely to
become the new norm over
the next 3 years – whether
your company is distressed
or not
9 W
 hilst the ASX average D2D score
shows an overall improvement in
corporate health, close to half of
respondents from larger Australian
companies to KPMG’s 2017
Evolving Deals Landscape survey
are looking to implement specific
performance improvements,
restructuring or turnaround
initiatives in the next 3 years (36
percent for mid-sized companies).
10 There are also companies that

are far from distress considering
turnaround strategies to extract
further value from operations.
For a growing number of these
businesses, restructuring is an
opportunity to ensure they are
operating at their most efficient
level in response to increasing
economic and financial pressures.

5

Safe to fail: New changes to
insolvency legislation
11 For distressed companies, or

those slipping into the ‘grey zone’
between trading solvently or
insolvently, the recent introduction
of significant reform to insolvency
law (referred to as the Safe
Harbour and Ipso Facto reforms),
provides comfort for honest
directors that they may be safe to
fail without personal recompense.
Directors interested in further
information regarding Safe Harbour
are welcome to contact KPMG to
discuss the regime in confidence.
12 Equally as vital as the Safe Harbour

reform to enable a restructure,
is the second element of the
legislation, which will make ‘Ipso
Facto’ clauses – clauses that
allow contracts to be terminated
solely due to an insolvency event
– unenforceable when a company
enters administration (where a
managing controller has been
appointed, or the company is
undertaking a deed of company
arrangement or scheme of
arrangement).
13 It follows that understanding

counter-party risk, which is a key
purpose of the D2D analysis, will
be increasingly important under
the new Ipso Factor reforms to
assist businesses in assessing
the health of their suppliers and
customers.
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The average D2D score for the ASX increased from
1.93 at December 2016 to 1.96 at June 2017

The spread of companies
performing above 3.0
and below 1.0 has been
consistent from December
2016 to June 2017
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Highest and lowest performing sector comparisons - June 2017

33%
Financials

Highest performing sectors
- sector composition of
companies with D2D Scores
above 3.0
Companies delivering a D2D score
above 3.0 are considered to be
furthest from default (or 0). This
group makes up 20 percent of
companies analysed at Jun-17 and
consisted mostly of companies in the
Financials, Real Estate, and Consumer
Discretionary.
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44%
Lowest performing sectors
- sector composition of
companies with D2D scores
below 1.0
Companies delivering a D2D score
below 1.0 are considered to be
closest to default (or 0). This group
makes up 37 percent of companies
analysed at Jun-17 and consisted
mostly of companies in the Materials,
Energy, and Information Technology
sectors at June 2017.
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D2D Dashboard
D2D movement by sector from December 2016 to June 2017
The Real Estate and Financials sectors continue to display the highest D2D scores for companies analysed in the ASX.
The Real Estate sector is now the ‘highest performing’ sector, displaying the sector D2D score furthest from default.
There were improved D2D scores across the Consumer Discretionary, Industrials, Energy, and Materials sectors, while the
Consumer Staples, Healthcare, Information Technology, and Telecommunication Services sectors displayed lower average
D2D Scores as compared to December 2016, indicating deteriorating corporate health for some industry participants.
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*Retail and Consumer Markets for the purposes of this report consists of a selection of industries from the Consumer Discretionary and Consumer
Staples sectors.
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Number of companies
furthest from default
(above 3.0) by sector
From December 2016 to June 2017
the following sectors saw the number
of their participants displaying a
D2D score above 3.0 (furthest from
default) increasing, indicating improved
corporate health.
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Number of companies
closest to default
(below 1.0) by sector
From December 2016 to June 2017
the following sectors saw the number
of their participants displaying a D2D
score below 1.0 (closest to default)
increasing, indicating declining
corporate health.
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Spotlight
on Retail
“With clear ‘haves’ and ‘have nots’ emerging
in Retail and Consumer Markets, traditional
retailers have rarely been under more
pressure from more sources. Those on the
edge need to re-consider their strategy,
review their locations, really know their
customers, and consider how they are going
to fund the investment needed to stabilise
their business, amid increasing pressure on
margins and overseas competition. Those
retailers relying on a bumper Christmas may
be disappointed as there is little to indicate
consumers will be anything less than savvy,
given that pre-Christmas discounting of
inventory and the growth in Australian Black
Friday and Cyber Monday sales.”

Gayle Dickerson
Partner,
Restructuring Services,
KPMG Australia
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A sector under speculation
The Retail and Consumer Market
sector continues to experience daily
media speculation regarding the
impact of Amazon’s imminent arrival
and subdued consumer confidence.
The latest retail spending figures
report a marginal decline following
lacklustre growth in both June and
July, and it is now becoming clear that
the strength in retail trade evident
in April and May was a temporary
bounce. Australians spent 0.6 percent
less on retail goods and services in
August 2017 than they had in July
2017 - the biggest one-month fall in
spending since March 2013 (staying
flat in September). These factors
are contributing to increased share
price volatility, short stock interest
in discretionary retail which is more
than double its long-run average and
reduced profitability. Results from
KPMG’s Valuation Practices Survey
2017 highlight that retail is viewed as
one of the highest sectors at-risk from
an impairment perspective.

With the headwinds at play for retail
and consumer markets, it is not
surprising that the latest D2D analysis
reflects a downward trend for retail
and consumer markets as compared to
the rest of the ASX1.
At a headline level:
–– The Retail and Consumer Markets
average D2D score declined from
2.40 to 2.28, which was in contrast
to the ASX overall improvement in
average D2D score.
–– There was an 8 percent increase in
the portion of Retail and Consumer
Markets companies performing
below the ASX average D2D score,
from 44 percent of companies
in the group at December 2016
(52 companies) to 52 percent of
companies in the group at June
2017 (64 companies). This result
now sees over half of Retail and
Consumer Markets companies
trending below the ASX average.
1

–– Close to a quarter of Retail and
Consumer Markets companies (23
percent) displayed a D2D score
of less than 1.0 (considered to be
`closer to default’, an indicator of
potential distress) - this was an
increase from 18 percent of the
group performing below 1.0 just 6
months prior at December 2016.
Again this is contrast to the general
ASX trend which showed the
number of companies below 1.0
remained flat.
–– Despite the above, Retail and
Consumer Markets companies’
average D2D score remains ahead
of the ASX average (at 2.28 as
compared to 1.96 for the ASX
average), with the food and staples
retailing industry performing
significantly above the ASX average
D2D score. Industries including
distributors, textiles, apparel and
luxury goods, internet and direct
marketing all reported below ASX
average results.

For the purposes of our analysis we have
reviewed a selection of industries from the
Consumer Discretionary and the Consumer
Staples sectors to form the Retail and Consumer
Markets industry group (“Retail and Consumer
Markets”)

% of retail and consumer markets companies with
a D2D score above or below the ASX average
100%
80%
60%
40%
20%

56%

48%

44%

52%

There was an increase in the proportion of Retail and
Consumer Markets’ companies performing below the
ASX average D2D Score, with 52 percent of participants
now performing below the ASX average. This is an
indicator of pressure in the sector as compared to the
ASX more broadly.

% of total companies
above ASX average
% of total companies
below ASX average

0%
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Given the speed of change,
old business approaches
of silo structures, bolt on
e-commerce channels
and waiting for a business
case with a 100 percent
guaranteed return on
investment, will not only
delay execution, but these
retailers will likely miss the
opportunity.

We still have it better than
the US and UK

Customer centricity will be
the winner

–– Many retailers would still prefer
Australia to other markets (we
can expect further international
entrants in 2018), having just
broken the record for the longest
run of uninterrupted growth in the
developed world, and as having
one of the highest spending
per capita on retail. The UK and
US retail markets have failed to
experience a cyclical revival, and
retail bankruptcies in the US in
2017 are tipped to be their highest
since the GFC.

–– By its fast-moving nature, there
will be winners and losers in retail,
as businesses look to adapt to
changes in consumer demand,
channels to market and increasing
competition. Very few sectors
have witnessed market disruption
with the speed and scale seen in
retail. We expect this to continue
to place pressure on retailers which
are slow to respond. The customer
needs to be genuinely at the centre
of the retail business, while the
business explores and develops
new ways to connect and interact.

–– Retail spending growth for FY17
was 3.8 percent (seasonally
adjusted2) and we expect that to
remain steady during 2018, but
prices will be increasingly under
pressure. Online sales grew at
around 7.6 percent. Australian
online retail spending is still behind
more advanced online retail
markets like the US, UK and China,
where online penetration is nearly
double what it is in Australia. With
Amazon’s arrival typically providing
an acceleration in online sales for
all, this provides an opportunity
for local retailers which have a
compelling digital proposition.
KPMG’s 2017 Global Online
Consumer report showed that
43 percent of Australians made
their last online purchase from a
traditional retailer’s online website,
while 36 percent purchased from
an online-only retailer (significantly
below the global percentage
of 50 percent). Seemingly, but
perhaps only for a short period of
time at least, given the majority
of Australians intend to buy
from Amazon when it launches3,
traditional bricks and mortar players
have our trust, which is important
in the online buying experience.
2

ABS statistics

3

UBS Evidence Lab report: What’s driving the
online retail shift & will Amazon be a hit?

–– For retailers that are aware of the
need to change, the conundrum
is deciding where to invest in
innovation (including using data)
that will drive future success
in retaining current customers,
and attracting new ones, as the
competitive landscape grows.
Given the speed of change, old
business approaches of silo
structures, bolt on e-commerce
channels and waiting for a
business case with a 100 percent
guaranteed return on investment,
will not only delay execution, but
these retailers will likely miss the
opportunity.
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There is a widening disparity
in D2D scores between the
‘have and have nots’
in Speciality Retail
Spotlight on the pressure point – Specialty Retail
Of the retailers that have been placed
into external administration over the
last 12 months, almost all have been
in the Specialty Retail segment such
as Marcs, David Lawrence, Topshop,
Herringbone, Rhodes & Beckett and
Howard’s Storage. Therefore, it is no
surprise that almost half of this subsector of the industry experienced a
decline in D2D score from December
2016 to June 2017.

2017, while 42 percent reported an
improving D2D score. There were a
number of companies that were not
included in our previous analysis for
which we were not able to obtain the
movement (around 10 percent
of Specialty Retailers reviewed).
Three additional Specialty Retail
companies slid below 1.0 in the
six-month period, indicating further
pressure on this sector.

For Speciality Retail, there is a strong
divergence noted in the June 2017
D2D results showing a widening
gap between those that reported
a decline to those that reported a
positive movement in their D2D score.
Of the Speciality Retailers reviewed,
48 percent reported a declining D2D
score from December 2016 to June

Speciality retail – movements in D2D
scores from Dec-16 to Jun-17
100%
80%

48%

42%
ne

w

60%
40%
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declined D2D

Companies with
improved D2D

New to review/new
to D2D data
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For retailers that are aware of the
need to change, the conundrum is
deciding where to invest in innovation
that will drive future success
in retaining current customers,
and attracting new ones, as the
competitive landscape grows.
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Specialty Retail D2D score changes from Dec-16 to Jun-17 - a divergence in performance

80%
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Specialty Retail companies
with higher D2D scores
showed improving scores
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Specialty Retail companies
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showed declining scores
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The above graph indicates a divergence in the sector of ‘haves’ and ‘have nots’ in Specialty Retail in terms of performance
as measured by D2D with those that have lower D2D scores declining and those with higher scores improving

For Specialty Retail companies that
displayed a decline in D2D score, their
D2D score declined by an average of
23.1 percent. Those companies that
displayed an improvement in D2D
score saw an average increase of 28.1
percent. Notable features of those
companies that saw an improvement
were:
–– low bank debt;
–– investment in the digitisation of
customer channels and back office;
–– focus on improving margin; and
–– restructuring and rationalisation.

The specialty retailers which
are delivering a strong customer
proposition, will likely be better placed
than those retailers with a generalist
model, especially department
stores, which are most vulnerable to
Amazon’s entry to Australia.
Those companies that saw a decline
in D2D score were predominantly in
industries which are likely to be key
segments for Amazon – including
apparel, accessories and shoes, sports
goods, baby/toys and electrical. These
companies need to focus on areas that
they can compete with large online

retailers on, including their in-store
curation, differentiated product and
personalised experiences.
Few of the companies analysed in
the speciality retail segment are
luxury or discount retailers, with
their focus primarily on the middle
market. The middle market of retail
is an increasingly competitive and
undifferentiated environment, seen
to be at risk as consumers buy
fewer luxury items combined with
discounted product for staples.
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How KPMG experts
view the current retail
landscape
16 Distance to default

The rocky road experienced by
the Australian retail sector can be
attributed to a number of factors,
says Tim Gavan, Director, Real Estate
Advisory, KPMG, but they are hitting
some parts of the sector more than
others.
Major clothing retailers are facing the
brunt, with department store retailers
Myer and David Jones looking to
retract the size of their bricks and
mortar retail offerings.
In contrast, food retailers continue
to do well, as evidenced by the
interest of German supermarket chain
Kaufland which wants a piece of the
Australian pie.
“Kaufland see Australia as a real
opportunity,” Gavan says. “Coming
from the German market where there
are a lot more competitors, they see
the domination of the market by Coles
and Woolworths as ripe for disruption.”

Location, location, location
Gavan warns that despite the growth
in the food retail industry, some retail
players in general are not doing a great
job of selecting new store locations.
“They’re not doing their due diligence
on site selection,” he says. “They
haven’t been matching their offerings
with the demands of their customers
and are trying to ‘grow for growth’s
sake’.”
Site selection is also a key focus for
established retailers. Breaking your
lease if sales aren’t performing in a
certain region is a very costly exercise,
Gavan says.
“For retailers competing with the likes
of Amazon, site selection to enhance
customer interaction and meet
logistical needs will be critical.”

Understanding the changing
customer
Traditionally, retailers approach
Australia as a relatively stable,
homogenous and consistent market,
says Ronan Gilhawley, Partner in
Charge, Strategy, and Head of Retail,
KPMG.
However, an increasing degree of
urbanisation, clustering of migrant
settlements and broader demographic
trends mean retailers’ traditional
catchment areas are shifting.
“There is clearly an evolving customer
in terms of their ethnic origin and what
they buy,” Gilhawley says. “Retailers
need to think about who their
customer is and cater for their needs.”
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Customer engagement

Funding a transformation

This move to know the customer
extends from demographics such
as the Millennials, through to older
generations. The younger generations
have very different shopping patterns
to older generations, particularly their
online interactions and penchant for
mobile shopping, Gilhawley says.
This must be harnessed by retailers
to compile data to learn about their
customers’ needs and behaviours and
to tailor their services to them.

“For retailers to be able to transform,
including investing in technology, they
will need access to funding – which
can be a difficult task for those that
are under-performing, given the
current tight lending appetite for the
sector,” says Gayle Dickerson, Partner,
Restructuring Services, KPMG.

“The ability to personalise messaging
for customers, by using in-store
technology such as beacons or smart
shelves, will be an increasing trend.
Many of the key trends for retail in
2018, require retailers to ‘master their
data’ in store and online to optimise
the shopper experience,” he says.
Simply having an online store is
not enough to meet customer
expectations, Gilhawley says.
“Customers expect synergy in
how they are able to interact with a
business online and in stores, with
things like click and collect. The
winners will be those who understand
the balance between operating in an
online world and an offline world.”

Traditionally, lenders have looked at
the maintainable earnings of retail
businesses as the mechanism for
understanding leverage, however
in a turnaround scenario alternate
approaches, such as asset-based
lending could be well suited to help a
retailer free up working capital.
“If we look overseas, particularly at
Europe and US, they have a more
advanced market in looking at assetbased lending against inventory, which
could unlock access to further working
capital,” she says. “However this is
changing as we are seeing a number
of lenders enter into the Australian
market, which are able to provide this
type of funding, which is predicated on
having strong inventory controls.”
Dickerson says these new entrants
in Australia can also support a retailer
in managing the disposition of underperforming stores and aged inventory,
so management can focus on the core
business.
“But there has been reluctance, so
far, by many Australian retailers who
continue to do this in house, and
sometimes not very well. There are
opportunities for traditional lenders to
work with these alternate providers in
Australia to help retailers unlock value
from their balance sheets.”

Who will be the winners and
losers?
To mitigate the threats of incoming
competitors, shifting customer
expectations and disruptive
technology, the basics of business
strategy must be firmly in place, says
Gilhawley.
“If retailers don’t have a strongly
differentiated product, there’s the
chance they don’t have the ‘X-factor’
that will help them pivot and rise to
meet these challenges,” he says.
Dickerson warns that while cutting
costs is a necessary tool to help
reign in spending and save a retailer
showing signs of distress, it can also
lead into a downward spiral.
“It is difficult to cut your way to
growth. Retailers also need to
think in terms of innovation and
readjusting the business model to a
truly customer centric model or they
won’t set themselves up for long term
growth,” she says. “Given Amazon’s
imminent arrival is going to place
further pressure on our local Australian
retailers, particularly in terms of speed
of customer delivery and price, they
need to do everything they can to
be top of their game to defend their
market share.”
The retailers who are best able to
navigate the rocky road ahead will end
up the winners.

“It is difficult to cut your way to growth. Retailers also need
to think in terms of innovation and readjusting the business
model to a truly customer centric model or they won’t set
themselves up for long term growth,”
Gayle Dickerson, Partner, Restructuring Services
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Where
to from
here?
Whilst we do not expect consumers
to change their current restraint on
retail spending; we do expect the rapid
rate of disruption to continue in 2018.
For many retail is still an art, rather
than a science, despite the increasing
complexity of their environment due to
the impact of technology. This quote
from Charles Darwin holds true for
retail:

‘It is not the strongest of
the species that survives
nor the most intelligent
that survives. It is the one
that is most adaptable to
change.’
Charles Darwin

The key five trends, and areas of focus for retailers,
for the coming year include:

1 T
 echnology and data continuing developments to
change and shape the customer
experience

–– Technology is growing at an
exceptionally rapid rate. The
retailers that are adapting and
evolving, particularly in using data
throughout their entire business;
from supply chain through to instore and post purchase are those
that will likely succeed.
–– Inventory availability and fulfilment
responses, particularly in an
Amazon world, will be a key feature
as customer expectations of
convenience increase.
–– Those companies that use
technology and data to effectively
support their human capital (i.e.
their sales assistants), are setting
themselves up to win.

2 M
 obile shopping - continued
growth in mobile means
retailers must respond

–– Australia has one of the highest
penetrations of smartphones,
and around half of all online
transactions are through visits to
retail sites from these devices.
Retailers need to be mobile
optimised to take advantage of this
customer channel.
–– KPMG’s 2017 Global Online
Consumer report, which surveyed
over 18,000 consumers, shows
that only 23 percent of consumers
prefer visiting shops, while the rest
prefer to shop online, seemingly
using their smartphones. Retailers
therefore need to increase their
levels of curation, zoom viewing
and easy returns.

KPMG’s 2017 Global Online Consumer report highlights
that by 2020 nearly 14 percent of global retail sales will
be generated from online. Retailers need to adjust their
business model (including reimagining their store portfolio)
to set their business up for success.
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The imperative for retailers with a physical presence is to
ensure operations are as lean as possible, that duplication
is eliminated and that costs are fully allocated. In order to
improve productivity they must also invest in up skilling
staff and digitisation.

3 C
 ustomer experience - creating
memorable moments is key

–– Customer experience is the next
competitive battleground, be that
in-store or on-line, or as we will
soon see increasingly though
Virtual Reality, in-home voice
recognition (such as Amazon Echo)
and the Internet of Things. This
also includes the customer
experience, throughout every touch
point of a consumers’ journey,
including the often forgotten
returns policy, and personalisation
to deepen the brand relationship
with the consumer.

4 T
 alent - using technology to
support talent to be their best

–– The need to attract, retain and
develop a workforce that meets the
growing needs of the marketplace
is more vital than ever. In order to
grow, retailers need to make sure
they are attracting and retaining
talent with the correct skill sets in
the new frontier of retail.
–– Ensuring talent are supported
by technology and data, and
supported to provide excellent
service to every customer is
essential to survive.

5 Financial challenges - confronting the squeeze

–– Lower cost overheads and less
exposure to labour and lease costs
of a high street / mall presence
are some advantages for online.
The imperative for retailers with
a physical presence is to ensure
operations are as lean as possible,
that duplication is eliminated and
that costs are fully allocated. In
order to improve productivity they
must also invest in up skilling staff
and digitisation.
–– As consumers become increasingly
desensitised to continuous
promotion cycles, the fight for
each dollar becomes tougher,
and margins get tighter. A better
solution is smarter pricing or
a process called ‘retail price
optimisation’.

–– ‘Retail price optimisation’ is a datadriven process driven by analysis
of how customers respond to
different prices in retail channels.
Through the analysis retailers
can gain insights into the prices
that will best meet a retailer’s
aims – higher profit, for instance.
Price optimisation opportunity
identification is conducted at a
rapid pace by crunching data on
prices, sales, inventories and
other important factors. The
KPMG September 2017 report,
The Potential of Pricing highlights
how customers respond to
price changes, and offers steps
that retailers can take to make
customer-centric pricing decisions
throughout their business.

Retailers can use pricing optimisation to work to achieve
improvements such as:
On general sales:
Gross margin improvement

Sales revenue improvement

2% - 6%

1% - 5%

On promotions:
Gross margin improvement

Sales revenue improvement

10% - 20%

5% - 10%

On markdowns, particularly in fashion
Gross margin improvement

Sales revenue improvement

5% - 10%

11% - 20%
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About the analysis
1.0 A
 bout the analysis/
methodology
Default risk (or insolvency) is
the uncertainty surrounding a
company’s ability to service its
debt as and when it falls due.
Prior to default, there is no way
to discriminate unambiguously
between companies that will
default and those that will not.
At best we can only make
probabilistic assessments of the
likelihood of default.
By applying a turnaround
practitioner’s lens, KPMG
provides key insights to inform
clients of sector default risk.
Analysis of companies listed on
the ASX through the context of
sectors or industries can help
detect deteriorating corporate
health, and hence increasing
default risk, because such
analysis incorporates more
forward-looking information
than other data sources such as
financial statements. With this in
mind, KPMG sought to identify an
effective financial metric which
we could use to determine the
sectors with higher default risk,
represented by the aggregate of
the different companies which
comprise the relevant sector(s).

KPMG has adopted an indicator
of financial health used by the
Reserve Bank of Australia4.
The model is used to assess
trends in financial health for the
corporate sector as a whole and,
in aggregate, the model is able
to broadly match the dynamics
of the corporate failures data5,
suggesting that it will be a useful
financial metric on which to base
our analysis.
Variants of the Merton model
are widely used in commercial
settings. We have used the
Moody’s Kealhofer, McQuown
and Vasicek (KMV) D2D formula
for the purposes of conducting
the analysis, and relied on
many inputs from the Capital
IQ database. The indicator uses
information on liabilities from
financial statements together
with a company’s market
capitalisation to assess credit
risk. Individual companies’
probabilities of default can be
aggregated to assess risk for
particular industries or for the
business sector as a whole.
The key simplifying assumption
underpinning the model is that a
company is more likely to default
if the market value of its assets
falls below the book value of its
liabilities. The difference between
the value of assets and liabilities
determines the company’s
probability of default (PD).

4

Reserve Bank of Australia, 2015,
‘Default Risk Among Australian Listed
Corporations’, Sep. Quarter Bulletin.

5

Hillegeist SA, EK Keating, DP Cram and
KG Lundstedt (2004), ‘Assessing the
Probability of Bankruptcy’, Review of
Accounting Studies, 9(1), pp5–34.

The D2D score combines three
key credit issues: the value of the
company’s assets, its business
and industry risk, and its leverage.
Moreover, the D2D score also
incorporates market value of
assets and volatility, the effects
of industry, geography and
company size.
Our analysis, not dissimilar to that
undertaken by the Reserve Bank
of Australia, focuses on listed
companies, primarily because
of data limitations but also
because listed companies are on
average larger and more likely to
directly contribute to a systemic
shock. Financial statements are
the main source of information
about corporate health used,
supplemented with market-based
information, such as equity prices
and volatility. In that regard, a
strand of the existing literature
on corporate credit risk suggests
that combining the two types of
information detects deteriorating
corporate health more effectively
than either source alone.
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1.1 D2D score criteria
While the number of companies
listed on the ASX was 2,237 as
at November 2017, in completing
our analysis we were able to
extract data regarding 1,962 of
those companies for the period
considered. Sufficient data was
available in order to calculate a
D2D score for 91 percent of the
data set.
Sector-specific observations are
included in this paper and have
been analysed according to three
criteria:
1. The distance from zero.
2. The number of sector
companies above 3.0.

score below 1.0 changes. The
below 1.0 or ‘underperforming’
analysis tracks the movement
of companies in and out of
the bottom group, comprising
scores that are the closest to
default (zero) when compared
to all companies captured. After
studying a number of insolvencies
which have occurred subsequent
to our last publication, which
recorded D2D scores between
0.5 and 1.0 on collapse, we have
widened the range of the bottom
(underperforming) group from
0.5 up to 1.0. We refer to these
companies as ‘zombies’, as they
continue to operate even though
they may be near default or close
to insolvency.

3. T
 he number of sector
companies below 1.0.
Sectors with an average D2D
score closer to zero, and a higher
number of companies with a D2D
score below 1.0 (when compared
to other sectors, are considered
to have weaker corporate health
and may attract higher default risk
among their constituents (sector
companies).
For each half-year period the
number of companies with a
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How KPMG
can help?
Restructuring Services to inspire
a turnaround, execute a financial
restructure, or advice in relation
to solvency strategies
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In this rapidly changing environment, every company faces challenges. A step in the
wrong direction can have significant effects on corporate performance and company
value. KPMG’s integrated team of specialists guides you through difficult times to help
deliver real results for your stakeholders.

Inspire a turnaround
– view the eBook
To assist in overcoming operational
or financial challenges and improve
performance, you need to quickly
stabilise your cash and liquidity
positions and take a realistic view of
current options. We can support your
transformation with services that
help you move from crisis to value
realisation.
1

2

3

O
 ption identification: How
can I quickly and effectively
assess all my options? (Fixing,
selling or closing the company
can all provide pockets of value).
We frequently employ a Rapid
Opportunity Diagnostic tool to
facilitate discussions at the option
identification stage to identify
enterprise value uplift and cash
release opportunities at deal speed.
Our unique approach is focussed
on identifying cash improvement,
revenue upside and cost reduction
opportunities in a risk-adjusted way.
S
 tabilisation: How can I stabilise
the business and assess its
financial position? (Transformation
begins by identifying what needs to
be done and who needs to do it).
 ransformation Strategy: What
T
financial impact might I realise
through the various options? (A
strong plan recognises stakeholder
concerns and needs).

4

 xecution: How can I execute
E
my turnaround plan? (Rebuilding
trust between the company and its
stakeholders can be a key benefit
of a well-executed plan).

5

Value Realisation: How can I

Financial restructuring:
meet challenges head on
– view the eBook

Solvency strategies: make
the complex manageable
– view the eBook

When a company is experiencing
financial difficulties, stakeholders
often look for additional information
or resources to help rebuild their
confidence. We can help you master
financial restructuring with services
designed to enhance value for both
borrowers and lenders.

When a company is in distress,
the management team faces many
competing challenges. We help create
clear solvency strategies by assisting
insolvent companies and providing
support at every phase of insolvency.

1

2

 ppraisal and stabilisation: Do
A
I have enough funding to keep
operating while a solution is being
developed and implemented?
(Effective stakeholder
communications is essential
at each step to help ensure a
successful outcome).

1

 istressed corporates: How
D
serious is the problem? (Now is the
time to ask the hard questions).

2

I nsolvency planning: What
are my options? (Consider the
relative merits of each option or
combination of options).

3

 ommencement: What needs
C
to happen if/when my company
is in a formal protection process?
(The right communication can help
you anticipate issues before they
become problems).

4

Implementation: How can I
maximise value? (Insolvency
often requires a number of plans
executed concurrently).

5

 xiting a Formal Process: How
E
do I get back to normal? (For an
insolvency company with limited
funds, settlements are often
preferable to expensive litigation).

Options assessment: What do I

need to do and when?
3

4

Stakeholder negotiations:
How can I keep everyone fully
engaged in negotiations? (Tolerable
compromises should be considered
on both sides of the table).
Development of solutions:

What is the new capital structure?
(Develop more than one plan to
address possible contingencies).
5

Implementation: How can I

implement the deal according to
plan? (Make sure the new capital
structure supports tax efficiency).
6

O
 ngoing monitoring: Am I out
of the problem zone? (Sometimes
more than one deal is needed to
‘get it right’).

make sure my plan delivers value?
(Significant value can be realised –
or lost – at this stage).
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