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Take cover

Companies are finding that improving liquidity means being
not only innovative in a downturn, but also prudent and
prepared when markets are buoyant. One man'’s balance
sheet inefficiency is another man’s insurance policy, as group
treasurer for BAE Systems David Brent tells Jim Banks.

The effects of the economic crisis are
not uniform across industries. Food
markets, for instance, have seen sales
volumes stay relatively firm, while the
car industry has been hit hard. The
reluctance of banks to lend, however, is
felt in every business sector. Liquidity
management is high on every boardroom
agenda. Some organisations have shown
that is does not take a crisis in interbank
lending and a squeeze on funding to focus
minds on liquidity.
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Among the companies that find
themselves in a strong cash position
during the economic downturn are those
that have carried some insurance against
just such a turnaround in global markets.

‘We have always sought to maintain a
strong balance sheet and be prudent
financially,” says David Brent, group
treasurer for BAE Systems. ‘We have always
maintained high liquidity and we are

prepared to have debt on our balance sheet.

We use debt facilities as standby, so that we
can use banks’ capital for other things.’

BAE Systems is the third largest global defence
company, employing over 100,000 skilled
people around the world. It has customers in
over 100 countries for its defence, security
and aerospace solutions, generating over

£18 billion in annual sales for 2008 (see box,
opposite). The company can trace its roots
back over centuries, and it still has a strategy
that prioritises durability and longevity.



In the past it has shown itself to be a
willing player in the debt market, and its
recent offering of two bonds, one ten-
year, the other five-year, show that it still
has an appetite for the capital markets.

The structure of the industry means
that defence companies have a different
business model to many other sectors,
not least because demand for their
products is less vulnerable to short-
term changes in the macro-economic
environment. Orders generally come
through large, long-term contracts
from state bodies, which may provide a
significant down payment in advance of
delivery and additional remuneration at
agreed milestones in a project.

Partly because it has a business model
structured firmly around long-term goals,
BAE Systems has nevertheless maintained
the belief that it is good to keep
something in reserve for a rainy day.

‘We've always done that. Sometimes
we have questioned it because it could
be seen as inefficient, but we are very
pleased with that policy in the last 18
months,’ remarks Brent.

Be prepared

The company’s prudent approach does
not make it immune from or indifferent to
the impact of the liquidity crisis, although
it does mean the company is better
prepared than most to weather the storm.
Improving liquidity is still a key goal for
the finance team.

An important part of its strategy to
enhance liquidity is to delegate. Business
units are given a high degree of autonomy
over treasury functions, although key
elements are highly centralised.

‘The company seeks to optimise

cashflow by passing it down to individual
business units to manage. They are

given targets, which are agreed and
incentivised. Cashflow management is
the responsibility of those business units.
Having said that, it should be noted that
as a defence company we have always had
negative working capital,’ notes Brent.

‘Other companies in other industries might
cut inventory to lower cost and increase
liquidity, but ours is a more long-term
business. We can rely on the strength of our
order book, and most of our customers are
governments. Of course, governments are not

immune to the economic downturn, and there
are questions over defence budgets in the US
and the UK, for instance. But it is still more
transparent than most industries,’ he adds.

Balance sheets and

banking relationships

It seems that liquidity is a high priority no
matter what the dynamics of an industry,
not least because the future now seems
less predictable than ever.

‘No one has a crystal ball, so liquidity is
higher on the agenda in every boardroom,’
says Brent.

‘Banks are turning
a corner, but they
are a long way from
lending as they did
before... the crisis
was a very stark
warning, and will
live long in the
memory.’

Sales on course

The half-year results for BAE Systems
show that it is on course to emulate the
£18 billion in sales of 2008. For the six
months to 30 June, 2009:

28%

increase in sales to £9.9 billion

19%

increase in underlying EBITA
to £927 million

£ 316 million

amount of net debt,
down from £708 million

£355 million

amount of net outflow
from its net cash position.
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Delegate to accumulate

The delegation of responsibility for
liquidity management to business unit
level has worked very well for a complex,
global organisation like BAE Systems,
which has six large home markets -
including Sweden, the UK, the US and
Scandinavia - each of which is a big
business in its own right. Each has control
of much of its own cash management
activities, although none of those regional
businesses has the right to borrow.

‘We centralise all our cash, and we

invest it from the centre, too, but the
management of individual programmes is
done at the business unit level. Each has
its own business planning process and
each gets cashflow and profit targets,’
explains Brent.

BAE Systems has also ensured liquidity

by carrying some ‘inefficiency’ on its
balance sheet, and by taking a very
thorough approach to the way it structues
relationships with its banking partners.

‘It is a form of risk management. The
company may not have the greatest
volumes in the banking area, but it has the
widest breadth of banking services that
need to be catered for. There are many
things, including interest rate management,
funding in the capital markets, foreign
exchange management, and structured
finance, which can use up bank capital, so
we are always looking for banks to support
us in those areas,’ notes Brent.

‘We have a strong ethos of relationship
banking, but for funding we go to the
capital markets. We need syndicated,
revolving credit facilities from our banks,
as a backstop. Then we give them access
to the other services we require,’ he adds.

The company has made no significant
changes to its existing banking
relationships as a result of the downturn,
but when Northern Rock in the UK got
into difficulties there was a rethink on how
to approach counterparty credit risk. BAE
Systems had historically used an external
ratings agency to assess its bank risk.
Banks were rated in risk categories from
one to ten, with one being the lowest risk.

‘When Northern Rock happened we

saw that any bank with the same rating or
worse could have similar difficulties. So we
drew a line, and would only use banks with
a rating above that line. That left us around
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15 counterparties we could deal with. We
kept track of the market capitalisation

of many banks. It may sound absurd, but
equity markets also show which banks have
difficulties. That was important because
the capitalisation of banks, such as RBS
plummeted and ratings agencies were slow
to respond. We also started tracking bank
credit default swap pricing as an indicator
of credit quality,” says Brent.

Regulating risk

Credit risk analysis for banking partners
also happens more regularly at BAE
Systems than it did before the collapse
of Northern Rock. No longer is a report
compiled and verified on a monthly basis.

‘Now, | have devised a new weekly reporting
process to watch over where cash and
derivatives trades are done. Risk mitigation

is now the prime factor, above returns. We
are much more active in reviewing exposure
to banks, and it will be a long while before
we change our indicators of counterparty
credit risk,’ stresses Brent.

‘Our company and its pension fund have
also stopped investing in money market
funds. We didn't have the time to review
what they were doing with our money. Our
priorities have changed and the focus is
firmly on risk mitigation,’ he adds.

This means also looking carefully at the
creditworthiness of key component and raw
materials suppliers, and of subcontractors
that assemble components and subsystems.
Although the company has not experienced
any negative impact from the failure of
suppliers or subcontractors, it remains vigilant
and thorough in its monitoring of the risk.

BAE back in the bond market

In June, BAE Systems offered two new
bonds to the market:

+ a$500 million note paying

4.95%

interest and maturing in 2014

+ a $1billion note paying

6.375%

interest and maturing in 2019.

A private placement of guaranteed
notes raised $1.5 billion. The ten-year
bond was sold at a risk premium of 275
basis points over Treasury notes. ‘We
also have bonds maturing in 2010 and
2011, says David Brent.

‘Risk mitigation is now the prime factor, above returns. We are much
more active in reviewing exposure to banks, and it will be a long
while before we change our indicators of counterparty credit risk.’
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Carrying a few extra pounds

The latest set of results for BAE Systems
show that at the end of financial year
2008 it had £2.5bn in cash, all kept on a
very short-term basis. It has maintained
its strict policy of reviewing bank credit
risk and of maintaining some room for
manoeuvre by ensuring access to cash
reserves. This is unlikely to change even
when the global economy recovers.

‘Banks are turning a corner, but they

are a long way from lending as they did
before the crisis. Now, we are much more
comfortable with the banking sector than
we were, but we still use our report that
shows us which banks are approved and
which ones we would not want to deal
with. The crisis was a very stark warning,
and it will live long in the memory,’
believes Brent.

‘It is our policy always to use credit
ratings for banks, and we set lower
lending limits for those with lower
ratings. But then Northern Rock was low
single A, a reasonable rating, and when
was the last time a bank with that kind of
rating went down?’

Given the company’s willingness to seek
funding in the capital markets Brent is
glad to see the debt market opening up
for companies like BAE Systems, having
been moribund for much of the last two

Keeping pool in a crisis

In a tough time for the global economy and

for consumer markets there is a strong drive
among companies to make the most of their
available cash resources. Cash pooling has
become an important tool for corporates and a
key service area for the banks that serve them.
Managing current credit and debit positions to
derive an optimal overall cash balance reduces
negative balances on a corporate account and
can help a company to avoid some costly bank
fees. Negative balances are minimised, positive
balances are maximised.

While pooling has become a vital part of cash
management strategy for many corporates,
domestic or multinational, there are different
approaches that enable them to find an
optimal solution for their business.

‘We set lower lending
limits for those with
lower credit ratings.
But Northern Rock
was low single A, a
reasonable rating,
and when was the
last time a bank with
that kind of rating
went down?’

years. Prudence, however, remains the
watchword.

‘Money thrown in by governments creates
a recovery, but the question is whether it
is sustainable. With the capital markets
opening, many corporates will dive in
because of the opportunity to fund their
business, and the demand from investors
is there. We're not alone in going to

the capital markets this year. A lot of
investment-grade companies have done
the same,’ Brent remarks.

The defence industry may differ from
others in its structure, but companies

Cash concentration maximises a positive
balance to not only eliminate bank fees,
but also to maximise interest paid by the
bank, but bringing all of a company’s funds
into a single, central account. This offers
the ability to keep a close eye on cash flow,
thus easing financial management and
increasing transparency within a business.

Increasingly popular, however, is notional
or virtual cash pooling. This relies on the
same principle of creating a healthy balance
and cutting finance charges levied by banks
if, for instance, there is an overdraft in any
account. The key difference is that there

is no real movement of funds. Credits and
debits are considered together to derive an
overall cash position for the calculation of
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like BAE Systems still show the advantage
of keeping a close eye on liquidity in the
good times as well as the bad times, and
keeping tight control of credit risk, be it
with suppliers or banking partners.

In these times of the lean organisation,
many companies might benefit from
Brent’s advice: ‘Delegate, diversify risk
and carry some fat.’ m

David Brent

David Brent was appointed to his
current position of group treasurer,
BAE Systems in October 1995.

He started his career in the company
in 1979 when taking up a financial
accountancy role in the British Aircraft
Corporation.

Brent is a fellow of the Institute of
Chartered Accountants in England and
Wales and a member of the
Association of Corporate Treasurers.

interest or fees, but the money stays where
it is, whether that is in separate domestic
accounts or in accounts spread across
different geographies.

Virtual cash pooling gives companies a clear
view of their treasury position, as

they can see the gains on each account in
the previous month, but does not require
funds to physically travel cross-border.
Companies can achieve clarity and flexibility
in their cash management strategies.

Banks are keen to include these services in
their cash management portfolios to keep
themselves in the loop and cement their
relationships with corporate customers.
More and more businesses are taking
advantage of that fact.
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