








The Little Guy

A small NRSRO view on the rating agency proposal

Ira Apfel

The Obama Administration’s proposal on
regulating Nationally Recognized Statistical
Rating Organizations, or NRSROs,
was aimed squarely at the Big Three credit
rating agencies—Standard & Poor,
Moody’ and Fitch.

Risk asked Dr. Barron Putnam, Ph.D.,
president of LACE Financial Corp., a smaller
NRSRO, for his thoughts on the proposal.

Risk: Does this proposal go far enough
to improve the reliability of the rating
agencies—or at least restore confidence in
them?

Putnam: The proposal is a step in the right
direction and only time will tell if it will
restore credibility to the rating agencies.

Risk: What aspects of the proposal do you
like about the proposal?

Putnam: The proposal will bring about
more transparency and increased oversight
to the rating process which will be good for
the AFP professionals and other corporate
treasury professionals. I would hope that
the proposals will include the date for

which the credit rating was issued and the
date of the financial information that was
used in the rating.

Risk: What aspects of the proposal do you
dislike?

Putnam: There needs to be delineation
between the regulation of small and large
NRSROS5. I would suggest a level of $10 mil-
lion in revenues; I'm particularly concerned
about the impact the proposal banning the
compliance officer from engaging in the rat-
ing process, methodologies and/or sales will
have on smaller NRSROs. Unfortunately, se-
nior managers at LACE are involved as both
compliance officers and are heavily involved
in the rating process. I can understand
separating sales efforts but not the other
functions, particularly involving subscriber
based companies.

Another area of concern that LACE as a
smaller NRSRO has that was not addressed
in the proposal is the “10% rule.” This rule,
which prohibits any one client from consti-
tuting more than 10% of an NRSRO’ annual
revenue, is a major impediment to growth,
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and consideration should be given to in-
creasing the percentage or granting a blanket
exemption to firms with annual revenue
under a certain threshold.

Again, I would recommend that threshold
be $10 million in annual revenue. Because of
this rule, LACE has been unable to expand
into other areas of the rating universe,
specifically structured finance. In order for
LACE and other firms on the lower end of
the NRSRO spectrum to be able to grow and
compete with the Big Three this barrier to
growth must be addressed.

Risk: If you were running one of the Big
Three agencies, what would you think
about the proposal?

Putnam: I'm sure the Big Three agencies
have a lot to think about. They are likely
to have substantial changes and expend
considerable resources. I'm sure they will do
so because it’s necessary to bring credibility
back to the industry.

Risk: What should AFP members like and
dislike about the proposal?

Putnam: AFP members will certainly
benefit from the proposed changes; most
importantly the changes should bring trans-
parency to the rating process which will help
them in making better risk management and
investment decisions. A
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Determining Building Risk in Economic Uncertainty

Ben Riechers

Finance leaders know how vital risk man-
agement is to the success of their business.
They must have a plan to react to a computer
network failure or an employee medical emer-
gency. But have you developed risk manage-
ment plans that address your building? What
happens if your building’s environmental
systems go down, or there is a structural fail-
ure? Would customers go elsewhere? Would
employees be able to work? What is the likely
bottom line cost of a system failure?

Too often investment in building systems
falls low on the priority list. However, an
organization’s unplanned down time can reap
significant costs. Because the stability of facili-
ties is so intertwined with overall business ob-
jectives, finance leaders must chart a roadmap
that addresses risk and improves the value that
the building asset brings to the business.

Defining risks

The first step in any such roadmap is to
define risks. What are the most critical areas
at a facility? What are the life cycle costs of
key equipment? It may seem like a daunting
task, but its not difficult—or expensive—to
get started.

Talk with potential partners in your
plight—utilities, technology companies, key
providers—to get a real understanding of
what you're up against. Take advantage of
unbiased resources like the Department of
Energy’ free Guide to Operational Efficiency
to learn other factors that should be included
in your risk analysis.

Turn to established risk analysis processes
that your facility managers can easily follow
and complete. There are a number of tem-
plates available that support the assessment
of the assets that support your building envi-
ronment and help quantify what a building
equipment failure would cost to replace. The
National Institute of Building Sciences offers
a number of life cycle cost tools to analyze

implementation of building equipment solu-
tions based on their cost through the entire
life of the asset. A number of additional
resources are available which provide tools
for a nominal that can help you get started
and visualize the value of assessment.

Mitigating risks

Once you understand your risk, you can
explore options to share and/or outsource
some of that risk. Older assets are often inef-
ficient and energy savings combined with
lower maintenance costs can partially offset
asset replacement.

Consider investing in new high perfor-
mance building technologies that offer tools
like benchmarking and data analysis that
identify inefficient assets or inefficiently used
assets. Ask suppliers to seek out innovative
approaches to cost-containment. Leverage
available funding for infrastructure by seek-
ing out clean energy funds, utility rebates,
manufacturer discounts, cost-deferment
programs, and other budgetary subsidies.

Consider offloading risk through Energy

Services Performance Contracting, a package

of products and services designed to deliver
significant energy and operating cost reduc-
tions. It is based on the concept that facility
upgrades and recommended retrofit work
can be funded through energy and operation-
al savings. To ensure that project goals are
met, partner with an energy service company
(ESCO) who offers training and long-term
maintenance services.

It is never a viable long-term option to
defer maintenance on critical systems; re-
quired repairs are most often the direct result
of the absence of maintenance. Conducting
performance analyses of systems and com-
ponents identified as “at risk” will determine
the likelihood of keeping systems operating
at high levels.

Upgrading equipment can save energy and
addresses the risk of having equipment that
can fail at any time. ESCOs typically offer
predictive maintenance programs that further
share the risk of critical asset replacement and
reduce owner cost by adding life to the equip-
ment, allowing facility managers to understand
system performance, and ensuring that build-
ing systems offers maximum efficiency.

Risk management for the bottom line
Like any budgetary request list, your item-
ization of opportunities to mitigate facility
risk will include priority projects, as well as
initiatives that can be considered when cash
is more available. Even though some projects
will be put on the back burner, simply un-
derstanding where building risks lie is a criti-
cal task to determine where infrastructure
funding should be spent. Without proper
planning, you may regret writing that check
for new windows when a basic analysis
could have told you the heating system was
on the verge of failure. A

Ben Riechers is the Finance Leader for Trane
Global Services.
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Formalizing Your Company’s Investment Guidelines

Dorothea Winston, Managing Director; and Thomas C. Mullen, Managing Director;, Bank of America Securities LLC—Global Liquidity Solutions

The views expressed in this article are those of the authors and do not reflect the official policy or position of Bank of America Coporation or its entities.

Investment guidelines facilitate the core
treasury objectives of safeguarding cash
and optimizing its use. Typical investment
objectives such as safety, liquidity and yield
tie directly to this mandate and can provide
a strong basis for procedures and controls,
which underlie good risk management.

The process of developing guidelines can
help clarify risk tolerance, prioritize invest-
ment objectives and align key stakeholders
(for example, board, CFO, CEQO) within your
organization, regardless of its size.

Yet many companies don't have investment
guidelines. The views expressed in this article
are those of the author and do not reflect the
offical policy or position of Bank of America or
its entities. Here are the four core elements of
typical investment guidelines:

¢ Investment philosophy. Prioritizes
objectives or goals for your investment
portfolio(s).

* Investment approach. Defines rules
for choosing investments aligned with
objectives.

* Oversight procedures. Defines dis-
ciplines around auditing execution
against guidelines.

¢ Education. States training required for
Investment managers.

Investment philosophy

* What are our investment objectives?

* How should we prioritize them?

* What is an acceptable level of risk?

The Six Sigma expression, “Start with the
end in mind,” is a good practice. Many com-
panies start with their investment philoso-
phy—a statement of investment objectives
and priorities. Preservation of principal (i.e.,
safety), liquidity and yield are common invest-
ment themes, with order of priority varying by
company. In balancing risk with reward, com-
panies may be more risk adverse or they may
be more yield sensitive. The discovery process
around investment philosophy includes pin-
pointing risk tolerance. Diversification, often

stated as a separate investment objective, can
be a key strategy for principal preservation.

There should be institutional clarity of your
investment objectives at all levels of your orga-
nization. It is also a good practice to align your
investment goals and priorities to your broader
risk and liquidity management objectives and
working capital optimization goals.

Investment approach

* What parameters do we need to specify?

¢ To what extent does our approach vary

by category of cash?

* Who should we involve in defining our

approach?

Your investment approach defines your
rules for investing. It is a best practice to
categorize cash in order to distinguish
short-term operating cash from core cash
and longer-term strategic cash, as this
approach can more clearly identify your
portfolio investment strategy. In defining an
investment approach or strategy, many com-
panies consult with external parties. For
example, companies typically review loan
documentation and speak to creditors to
ensure relevant covenant restrictions are in-
corporated into their investment guidelines.
Also, there may be tax and legal implica-
tions around investing within or outside of
your jurisdiction.

Oversight procedures

* Do investment guidelines still align

with our objectives?

* Are investment practices consistent

with our guidelines?

* What disciplines are optimal for ensur-

ing compliance with guidelines?

* Who should be responsible for moni-

toring compliance?

It is a best practice to require a periodic
formal review of investment guidelines to
confirm that they still align with investment
objectives. Larger companies often task a cor-
porate body such as an investment committee

with oversight. The review process can include
comparing guidelines against credit policies,
risk requirements and other parameters.

Guidelines are only as powerful as their
execution. It is critical that the staff ex-
ecuting transactions maintain a dynamic
understanding of what are allowable invest-
ments. A key consideration is who should
be responsible for determining whether an
investment is within parameters. Further, a
decision-maker’s authority and role must be
balanced with his or her accessibility.

Procedures and controls built into
investment routines should include post-
execution review of trade tickets and timely
examination of account statements. A
periodic formal review should ensure that
practices adhere to guidelines. Businesses
often engage resources not involved in
investment execution such as internal and/
or external auditors.

Education
* What licenses and credentials are
desired/mandatory for our investment
managers?

* What training do we require of our staff

and at what frequency?

Investment guidelines often stipulate the ed-
ucation and training requirements for invest-
ment staff. Depending upon the size of your
company and investment portfolio, you may
require that your staff have a securities license
or formal education in finance, especially for
your staff functioning at the strategic level.

Additional investment guidelines
components

In addition to investment philosophy, ap-
proach, supervision and oversight procedures
and associate education, other core elements
typically addressed in investment guidelines
can include, but are not limited to:

¢ Benchmarks. State how portfolios will

be measured for success.

Continued on page 7
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Formalizing Your Company’s Investment Guidelines
continued from page 4

* Governance modifications. Specify who
must approve changes to guidelines and
who is authorized to provide clarifica-
tion of guidelines in writing to external
investment managers and advisors.

* Responsibilities. Delineate who is re-
sponsible for reviewing and modifying
investment guidelines, conducting an
investment program, and implementing
and monitoring controls. A

This material is for your information and should
not be considered an offer to sell or a solicitation of
an offer to buy securities and/or financial products.
Investment products are available through Bank
of America Securities LLC and Merrill Lynch,
Pierce, Fenner & Smith Incorporated, registered
broker-dealers and members of FINRA and SIPC.
Investment products: Are not FDIC insured “May
lose value” Are not bank guaranteed.

The views expressed in this article are those of the
authors and do not reflect the official policy or posi-
tion of Bank of America Coporation or its entities.

Research as Best Practice in Developing Investment Guidelines

Research is a key to the discovery process—whether you are developing guidelines

or confirming those already in place. Good internal data gathering can clarify how to
shape investment guidelines to support business strategy and facilitate buy-in from your
CEO, CFO, board, investment committee and others involved in developing, reviewing
or approving guidelines.

How other companies have approached the process of establishing and reviewing
investment guidelines can be a useful reference point. It is a best practice to focus on the
process that peers use to arrive at their guidelines rather than specifically focus on their
investment choices. Questions to peers at other companies might include:

e What is your process for determining investment objectives? For prioritizing them?

e How do you map investments to cash flow needs?

¢ To what extent are you able to use forecasting to inform your investment choices
including maturity schedules? How did you achieve this success?

¢ What disciplines do you use to align investment execution with guidelines?

¢ What is your process for ensuring that procedures and controls tie to investment
guidelines?

¢ What are your monitoring procedures for ensuring compliance of investment execution
with guidelines?

¢ \Who has responsibility for this in your organization?

¢ Do you engage external auditors as well?

e How frequently do you review and update your guidelines?
What is your process?

¢ What education, licenses, and ongoing training do you require of your staff related to
investments?

¢ |n your experience, what pitfalls should you avoid?

¢ What lessons did you learn from your process?

CIT’s Market Impact

Sarsha Adrian

CIT5 board has approved a tentative deal, which involves a $3
billion rescue by its bondholders. This investment is a short term
fix and not enough to ensure that it will eventually file bank-

CIT Group, Inc., the nation’ largest U.S. Small Business Administra-
tion lender for nine straight years, is facing a severe liquidity crisis. The
Federal Reserve reported that CIT has more than $7 billion in debt due
in the first quarter of 2010 despite receiving $2.3 billion in TARP funds.

What a CIT failure would mean

If CIT files for bankruptcy, the hardest hit sector would be the apparel
industry, where CIT provides short-term financing to about 2,000 ven-
dors who supply thousands of retailers with a combined 300,000 stores.
Credit availability would become a serious issue for the next two years as
businesses try to finance trillions of dollars of federal and state deficits.

The government has refused additional help, forcing CIT to ap-
proach bondholders to save the bank. The bondholders agreed to
tender the August notes in an effort to give CIT breathing room to
come up with a longer term survival plan. CIT has made an offer to
redeem their bonds at 83 cents on the dollar and to accept the loss on
their debts in order to avert a bankruptcy filing.

ruptcy. But it does buy CIT time to restructure itself. The deal is
that CIT will pay 10 percentage points above LIBOR, or about
10.5 percent APR. The financing is backed by un-securitized CIT
assets, which probably exceed $10 billion.

This financing plan gives CIT the time to pay down the money
it owes these lenders and pays for $1 billion debt due to bond-
holders in August—money critical to keep it out of bankruptcy
court. CIT will try and persuade bondholders to swap debt for
equity in the company or for bonds that mature at a later date
which will help CIT to obtain a debtor-in-possession (DIP) loan
necessary to operate while it reorganizes.

Simply put, there is no other CIT. However, there are two new
sites that could be helpful to small-and medium-sized businesses:
Alivia Capital and The Receivables Exchange. A

Sarsha Adrian is a senior research consultant with Graber Associates.
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FX Lessons Learned

Wolfgang Koester

After four solid quarters of getting hit from all sides, those lucky
and skilled enough to have survived could probably use that time to
reflect upon what they have learned. And when it comes to foreign
exchange, those practitioners on the front lines have likely learned
enough for a lifetime.

Here are just a few of the key observations from treasurers I've
spoken with over the past year who have struggled to protect their

balance sheets from the impact of foreign exchange.

1. Consider exposure and volatility

One year ago, it was typical to hear a CFO or treasurer tell you that
his or her company only monitored the top five to 10 currencies in
which they conducted business, based on their exposure. That ap-
proach was put to the test in late 2008, when a surge in currency vola-
tility suddenly transformed those smaller exposures into greater risks.

Since October 2008, rapid directional currency moves of 10%,
20% or even 30 %, over a short period of time, have become the new
norm. In just two days in October 2008, for example, the Icelandic
krona lost more than 20% of its value against the U.S. dollar. Two days
later, the krona gained back more than 28% of that value. Then it took
anosedive, losing half its value in just 30 days. This kind of behavior
used to be shocking. Now it’s business as usual.

As s result, treasurers can no longer manage risk by focusing on
those currencies representing the bulk of their exposure: they need to

seriously consider both exposure and volatility.

2. Confidence and transparency are the keys to
cost and risk efficiency

To tackle the deficiencies in the FX exposure management process-
es, the CFOs, treasurers and FX practitioners I've spoken with over
the past year needed to achieve greater visibility to the exposure data
within their business systems. Initially, gaining a better understand-
ing of their FX exposures was simply a prerequisite for accurately
calculating an exposure and gaining enough confidence to make more
aggressive hedging decisions to manage FX risk.

In many instances, companies have been able to make a solid busi-
ness case for building or buying the necessary levels of automation to
more efficiently and effectively manage FX based solely on efficiency
gains. But what seems like an end game for managing FX risk is really

just the beginning. In reality, achieving new levels of confidence and

control reveals entirely new opportunities for cutting FX costs and

reducing risk.

3. The whole Is greater than Its parts

Having witnesses several companies actually achieve that kind
of process transformation, there’s an added level of value that is
greater than the sum of its parts. All of a sudden, companies can
take a look at all of their currency exposures and rank them not
only by volume and volatility, but by their potential to actually
generate interest income.

Given the ability to quantify FX exposures and rank them by
their interest rate differential (IRD), companies have begun to base
their foreign exchange exposure management decisions on their
potential to reduce costs. Consider the following example:

Today, a US company might buy €10M at a spot price of 1.4000
and pay $14M US. In this scenario, for the purposes of this illus-
tration, let’s assume a USD interest rate of 0.50% and a Euro inter-
est rate of 1.00%, resulting in an interest rate differential of 0.50%.

That 0.50% interest rate differential is reflected in the forward
points applied to the forward rate of a contract to purchase Euros.
The forward points discounted from the forward rate would be
equal to the interest rate differential multiplied by the spot price
(in this scenario, that would be 0.50% x 1.4000 = .007).

In other words, for a forward contract, a U.S. company could
buy €10M at a forward price of 1.3930 (the spot price minus the
forward points, or 1.4000 -.007) and pay $13.93M. As a result,
the company not only eliminated the potential risk of currency
volatility—it generates $70,000 in interest income over that
period of time.

Again, this is just a simple illustration for a single currency pair.
In reality, companies may be able to capitalize on this kind of

interest rate differential for dozens of currencies.

The fruits of FX their labors

With adequate process transparency, treasurers can look at each
currency exposure in this context and optimize the cost and risk of
FX for every currency under management. Armed with complete
knowledge of the costs of managing FX, they can choose to maintain
their current level of risk at a significantly reduced cost, significantly
reduce FX risk for the same cost, or find the optimal combination
of cost and risk reduction. With the right data at the right time, the

decisions become much clearer—and so do the benefits. A

Wolfgang Koester is CEO of FIREaPPS.
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