


One of the unexpected impacts on the
financial supply chain is the trouble
experienced by suppliers with their credit
insurers. Since the financial crisis began,
says DSGi group treasurer lan Ladd,
there has been a significant reduction in
credit insurance available to suppliers
to many industries, including housing,
autos and retail. This he explains has
had an unpredicted inverse effect on
large customers. Net borrowing at some
firms has risen steeply, in large measure
because of credit insurance changes and
suppliers attempting to accelerate their
payment terms.

‘In seeking to assess their exposures in
response to the financial crisis,’ Ladd says,
‘with hindsight it comes as no surprise that
credit insurers started by examining their
largest exposures. Therefore, if a company
is large, a market leader, and its suppliers
have used credit insurance extensively, it

may find that it is one of the first to hit the
credit insurers’ radar. Discussions between
the customers’ finance function and the
credit insurers are likely to help the credit
insurers’ understanding of a company’s
financial position and may be effective

in ensuring that credit insurance for the
company'’s suppliers is maintained at
healthy levels.

‘In the short term, customers and suppliers
know that significant changes in the level
of supplier credit are difficult to absorb for
either party, especially when alternative
sources of funds may take time to arrange.
A good early dialogue between the parties
is always advisable and in this case, getting
the finance function involved in that
discussion may result in speedy resolution

without disruption to trade,” Ladd explains.

The problem for large customers was
that in many cases they may not have
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realised the likely effect that such changes
could have on their financial supply chain.
‘Because the commercial relationship
between suppliers and credit insurers has
traditionally been discrete, companies
may not have been aware of the level of
cover credit insurers had written to their
suppliers. Confidentiality obligations may
make it difficult for a company to find
this out when the trading environment

is normal. Once supplier insurance
availability starts to reduce there is an
impetus for these discussions to become
more open,’ says Ladd.

Companies and suppliers now need to be
considering what they could have done to
have managed this financial supply chain
issue more effectively.

‘I think an understanding of how credit

insurance can be affected by the
underlying economic environment has
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now become an essential requirement
of a treasurer’s role. This should engage
customers, suppliers and credit insurers
in an open dialogue that should help limit
the impact on the financial supply chain.
In addition, customers who understand
the organisational structure of their
suppliers will be better able to judge
whether suppliers will be quick to react
to changes or slowed by, for instance, an
overseas head office.’

Credit control

For their part, he believes that suppliers
who are able, when credit insurance is
scarce, to analyse the non-payment risks
of their customers, could be placing
themselves at a competitive advantage:
‘Perhaps this will lead suppliers to invest
in their own credit control functions and
build relationships with their customers
that assess credit insurance needs in the
context of the relationship history.’

It will, he believes, also be of benefit to
customers’ financial supply chains if they
now look more closely at their suppliers’

credit insurance providers: ‘Companies that

can form good working relationships with
the credit insurers that their suppliers are

using are also likely to find that this will be

a competitive advantage in future.’

The primacy of cash has led to the
disposal of many corporate assets either
to release funds or curtail cash calls. The
utility of cash from asset disposals, says
Ladd, clearly increases as other sources of
funds become scarce and cashflow from
operations decreases. DSGi disposed of its
loss-making Hungarian operations for just
€1 but had a sufficiently strong liquidity

and cashflow position to defer the sale and

leaseback of a Swedish distribution centre.

Ladd says selling is not always the right
solution: ‘You need to have a back-up plan
to restructure and turn around a difficult
business. This sometimes turns out to be
the best option when buyers are strapped
for cash and place a low value on a non-
core asset.’

On the other hand, if the asset
in question is consuming cash or
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Given that it can take up to 12 months
to fully replace a core supplier, it is in
customers’ interests to sustain suppliers
facing insolvency and avoid shocks to
their financial supply chain. Some banks
say they are developing customised
solutions for this. However, lan Ladd
believes more is required.

‘There need to be closer relations
between customers, suppliers, credit
insurers and banks. At present the banks
are focusing much more on total credit
exposures. Their good house-keeping
has involved the removal of ‘dead wood’
credit lines that have not been used or
are no longer required. They are also
then removing uncommitted lending
facilities and are constrained in their
supplier financing solutions.’

A supplier experiencing financing
difficulties might be offered funding

by the customer’s banks in return

for discounts: ‘However, supplier
financing solutions don’t eliminate
credit exposure, they transfer it

from the supplier to the banks. But

in an environment in which credit is
constrained for a company, banks may
not want to offer such solutions or
worse, terminate uncommitted supplier
finance arrangements if their appetite
for that company’s risk is later reduced.’

Nevertheless, it is Ladd’s view if all
parties start work now on understanding
each others’ positions in a way that

has not happened before, there will be

a beneficial post-recessionary impact

on the financial supply chain for those
companies that get it right before the
markets pick up again.

holding it would require raising additional
capital in difficult financial markets, he
believes that the argument for disposal
becomes all the more powerful. He also
reflects that the markets are currently
more sanguine about the values achieved
for asset disposals, especially of non-core
businesses.

Public image

Whatever their public protests to the
contrary, banks continue to hover by the
exit doors when it comes to corporate
finance. Only companies with the
strongest balance sheets will not have
experienced difficulties with bank money
to some degree or other.

‘It is a good working assumption,’ says
Ladd, ‘that uncommitted facilities are,
as it says on the tin, not available when
they might be needed most. Pressure on
credit within banks means that their own
lending strategies have changed. Therefore
they are likely to take opportunities to
reduce their exposure to a company,
unless lending opens the door to other
opportunities that make an attractive
business case for the bank.’

It is therefore his view that companies that
adopt a philosophy of working with a small
club of banks that lend their balance sheets
and their brains in return for first refusal

on cash and banking business may enjoy
an advantage when it comes to securing
lending capacity.

‘Provided that group of banks is sufficiently
diverse to provide strong offers of products
and services in the countries that the
company operates in, then there should not
be a loss of quality and cost efficiency in
working with a club,’ Ladd explains. ‘When
the going gets tough, it may be better to
have a few core bank relationships, each
with an incentive for the company to
continue its business with them rather than
a large, diverse group that doesn’t know the
company well.’

Managing the financial
supply chainin an
internationally
diverse group
such as
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requires discipline, he adds. ‘Companies that
have expanded by acquisition or joint venture
agreement may attribute value to retaining
local management authority and autonomy.’

Such autonomy might be formalised in a
shareholder agreement or just by custom
and practice. Ladd believes that local
managers view delegated authority aligned
with reward packages provide a powerful
incentive to achieve. However from a
group perspective, the draw backs can

be a lack of a common approach, central
control and standardised information. A
group needs a strong information platform
to take central control and make informed
decisions quickly when difficult times arise.

When it comes to the financial supply chain,
a group without such arrangements may
struggle to know how much cash businesses
are expecting to consume or generate in the
short-term, which is difficult if there is no
standard approach to cashflow forecasting.

Ladd adds: ‘There is, of course, a difference
between the management accounting
approach to cashflow forecasting
that tends to forecast monthly cash
movements and the daily fluctuations
of the central funding requirement. For
example, if a group’s business units all
make their monthly payments on the first
day of the month and then collect the
same amount from customers over the rest
of the month, the monthly management
accounting approach would forecast a
net zero, disguising the significant spike
in the actual funding requirement on day
one. Most companies struggle with daily
cashflow forecasting because
it's not an easy
task.’
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Cold comfort

Some 80 years ago, when companies last
had to grapple with such a vertiginous
global downturn, the financial supply
chain was not even conceived. lan Ladd
takes the view, however, that whatever
the economic environment there will
always be struggling companies and
those whose business models do not
have a long-term future.

‘The major banks employ specialists that
can treat ailing companies as outpatients
or transfer them to the emergency room.
After allit is not in anyone’s interest for
a business to fail if it has the potential
for a long-term future.

‘What's different at present, of course,
is the sheer number of companies that
have caught a cold at a time when
stocks of the credit cure are scarce.” He
notes that to meet the advice demand,
banks and advisors have had to bolster
their restructuring teams with foot
soldiers from other departments.

‘As a result the specialist advice can

be spread pretty thinly and businesses
without life-threatening conditions
may find themselves lacking access

to advisors familiar with some of the
issues being faced by companies in the
credit crisis.’

Nevertheless, Ladd believes that many
of these other companies are working
the answers out for themselves:
‘Because the number of insolvencies
does not appear to be as high as
predicted, and long may that continue.’

Ladd emphasises the need to set up a

task force to standardise the approach

and focus management effort on
making a significant

process change. In his view, a continuous
improvement effort is unlikely to be
successful. ‘Thereafter, monitoring
forecasting accuracy is important because
it takes several months to get reliable
forecasting performance.’

Ladd believes that in the meantime a
useful backstop can be obtained from
past financial records: ‘A group treasury
may be able to provide a decent forecast
from a historical simulation generated
centrally from records of daily funding
requirements in previous years. This can
be done quickly and provides a good
insight into daily cash movements. In
my experience, it is quite surprising just
how accurate such forecasts can be,
particularly if the underlying business
cycles are stable. If nothing else, a
historical simulation is a very good straw
man to compare business cashflow
forecasts against.’ m

lan Ladd is the group treasurer of DSGi
plc. He previously served as ICl's VP of
group treasury. He completed a BSc

and an MBA at Imperial College London
before joining ICI group treasury as a

sponsored postgraduate researcher. He
also held the positions of group funding
manager and group risk manager at ICl.
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