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FIRST WORDS

DIRECTORY AND FOREWORD

All of us involved in this great busi-
ness of risk assessment, granting
credit, accounts collection and all the
multitude of supporting disciplines in-
volved have strived for many years to
achieve the kind of recognition worthy
of such a noble and worthwhile activ-
ity. We always called it a profession,
often when for some unfathomable
reason many others did not. It always
seemed to me that anyone managing
the most valuable current asset on
the company balance sheet has to be
seen as an important, not to say vital,
professional — accountants have long
been recognised as professionals but
to be frank, counting the beans is no-
where near as important as nurturing
their growth.

It was way back in 1939 that the foun-
dations of a credit management pro-
fession in the United Kingdom were
laid down, initially as the Institute of
Creditmen, but reborn in 1946, after
a break for a bit of unpleasantness, as
the Institute of Credit Management.
ICM consistently promoted the pro-
fession, educating business, govern-
ment and public alike and sustained
the ambition and the vision of credit
management as a profession in every
sense of the word. On 5 November,
2014 at a meeting of the Privy Coun-
cil, Her Majesty Queen Elizabeth I
approved the Order granting the In-
stitute of Credit Management a Royal
Charter — ICM became the Chartered
Institute of Credit Management. An
age old formality followed in the man-
ner of the Great Seal being affixed
by the Crown Office at the House of
Lords, and from 1 January 2015 the
Chartered Institute of Credit Manage-
ment (CICM) came into being. None
of this would have been possible had
it not been for the drive and determi-
nation of the CICM Chief Executive,
Philip King FCICM, backed by a team
at The Water Mill who were inspired
by his commitment.

Now | hope that you will forgive me
for hijacking this column in the name
of CICM, but in truth, the honour be-
stowed on the UK Institute is good
for the credit management profes-
sion right across Europe (and beyond).
There can be no higher recognition of
professional status than that of the
Sovereign in Council, and it means
that credit management on the UK
now stands shoulder to shoulder with
“traditional” professions such as ac
countancy, surveyors, architects and
so on. Couple that with the fact that
CICM is the largest credit manage-
ment association in Europe (indeed
the second largest in the world), and
it is clear that the raising of standards
goes far beyond UK shores. Credit
managers in Germany or France, Den-
mark or Sweden or any country associ-
ation who are members of FECMA can
claim to be members of an interna-
tionally recognised profession of the
highest order — seventy five years may
sound like long journey but reaching
the destination makes the journey
worthwhile for us all.

Glen Bullivant FICM
President, FECMA
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COMMUNITY

CONGRATULATIONS!
ICM BECOMES CICM

The Lord Lieutenant of Rutland, Lawrence Howard was in attendance to for-
mally unveil the Royal Charter granted to the Chartered Institute of Credit Man-
agement (CICM) in March this year. Congratulations

Speaking at the ceremony, Lawrence
Howard said this was the first time he
had presented a Charter as Her Maj-
esty The Queen’s Representative: “To
attain a Royal Charter in this day and
age is a truly great privilege and the
amount of work that must have been
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done by the chief executive, Philip
King, and his staff is tremendous.

“l am particularly proud that this Char-
tered Institute is based here in Rut-
land; even though it is a tiny county
we have a huge amount to offer, and
now even more so.”

CICM President Dr Stephen Baister
FCICM, the Chief Registrar of Bank-
ruptcy added: “I would like to give
thanks to all the staff at the CICM
Headquarters for the very hard work
that they have put in to getting the
Institute to the place it is, the product
of which is today’s ceremony.”

The current CICM Chair, Bryony Petti-
for FCICM (Grad) proposed the toast.

The ceremony was attended by a
large group of credit management
professionals and senior members of
the CICM past and present including
Brenda Linger, Stuart Hopewell, Trevor
Phillips, Glen Bullivant, Charlie Robert-
son, Laurie Beagle, Larry Coltman, Vic
toria Herd and David Thornley.



COMMUNITY

Professor Robert Turner FCICM — for-

mer CICM President and Her Majesty
The Queen’s Remembrancer — was
also present alongside a large num-
ber of branch Chairs, local business
people, councillors, CICM Corporate
Partners and other key suppliers to
the Chartered Institute. Other guests
included executives from profession-

\BETH THE SECOND

al bodies such as the Chartered Insti-
tute of Payroll Professionals and The
Foundation of Science & Technology.
The Lord Lieutenant wished all CICM
members future success, a theme
that was echoed by Philip King: “The
Chartered Institute and its members
have a proud heritage and an exciting
future ahead,” he said.

About

The Chartered Institute of Credit
Management (CICM) is Europe’s
largest credit management or-
ganisation, and the second largest
globally. The Institute was granted
its Royal Charteron 1 January 2015.
The trusted leader in expertise for
all credit matters, it represents the
profession across trade, consumer
and export credit, and all credit-
related services. Formed over 75
years ago, it is the only such organ-
isation accredited by Ofqual and it

offers a comprehensive range of
services and bespoke solutions for
the credit professional as well as
services and advice for the wider

business community, including
the acclaimed CICM/BIS Managing
Cashflow Guides (www.cicm.com).



FECMA-AWARD 2015
WHO WILL RECEIVE IT?

Determination - Stableness - Farsightedness - Eagerness - Motivation. Five positive characteristics - united in one small
bronze sculpture. The artist Dieter von Levetzow, living in the Lower Rhine town Kranenburg - by the way a great-grand-
nephew of Goethe’s last love Ulrike von Levetzow - has created this sculpture exclusively for the FECMA (Federation of
European Credit Management Associations). “The decision was made last year”, the chairman of the Bundesverband
Credit Management e.V., Jan Schneider-Maessen emphasizes: “With this sculpture we want to honour a personality from
the Credit Management for her lifework,” Schneider-Maessen announces.

The awards ceremony will be hold tures, | attempt to express the posi-  speeches of renowned speakers the
for the second time. The person who tive.” Once more he succeeded in do-  congress offers a platform for pro-
will be awarded this price remains a ing so. Since this sculpture stands for fessional discussions on the current

secret. At least up to the FECMA con-  everything that characterizes the
gress that takes place on May 20. and personality that will be award-
21.in Budapest. It is not a secret that ed at the FECMA congress.

the award is unique.

status as well as on developments
within the international Credit Man-
agement.

“European Best Practices — In-
Dieter von Levetzow, who already at spiration for the Credit Manag-
the age of 16 became student of the er” is the topic of this congress.
university of fine arts in Weimar, is a Based on the fact that in the
philanthropist. His figural sculptures last months the economy and
that are not only visible in several commercial relations were char-
Low Rhine cities, express vivid ges-  acterized by European and global
tures and represent the orientation turbulences, two exciting and in-
towards life.. formative days are expected. As the

cross-border exchange of goods, ser-
vices and capital for a certain period
of time is characterized by unrivalled
dynamics. How does this affect the
practice of the Credit Managers and
how should be reacted? This will
be one of the topics. Apart from

His FECMA sculpture shows a young
man with his index finger raised:
“With this gesture | wanted to express
that the figure looks towards the fu-
ture”, Dieter von Levetzow empha-
sizes. Levetzow shows a young man
- the artists” preferred subject. For the
89-year old juvenility symbolizes the
relief from this world upwards - to
higher ambitions: “With my sculp- S
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CAM;

Credit Application Manager

CAM is a leading credit risk management solution.

Automated interfaces for connecting to

# leading credit agencies

# payment record pools

# financial statement analysis
# commercial credit insurers

Real-time

#+ payment behaviour

& overdue invoices

# up-to-date forecasts

# portfolio analysis

Our customers benefit from

+ automated risk monitering

# risk adjusted credit limits

The system is characterized by its great flexibility

We have years of experience in consulting and software devel-
apment for credit riskmanagement,

Prof. Schumann GmbH

in tive information systems

Weender Landstr. 23

37073 Gottingen, Germany

Qur Credit Application Manager (CAM)] is a leading credit risk man-
agement solution for more than 290 national and international
major corporations, as well as insurance, factoring and leasing
companies. In their daily work, CAM allows credit and sales man-
agers to call up all the available information about a customer
or risk in a few seconds for decision support: real-time data from
wherever they are,

CAM keeps an eye on customers whaose payment behaviour
stands out or who have overdue invoices! CAM provides an up-to-
date forecast of customers’ payments. Additionally, CAM has auto-
mated interfaces for connecting to leading suppliers of company
credit data, payment record poals and commercial credit insurers.

Prof. SChUMaNN GmbH

innovative information systems
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PRACTICE

MASTERING COMPLIANCE
REQUIREMENTS

Automating processes for greater transparency, security and effectiveness

Over the past two years, a third of all
companies in Germany have fallen
victim to economic crimes, but in the
case of large companies this figure
rises to half. To counter the rise in
economic crime, various compliance
regulations have come into being
over recent years, namely FATCA, the
Sarbanes Oxley Act, MaComp and
MaRisk. This regulatory framework
poses huge challenges for compliance
officers at companies, particularly
when the auditor is about to come
knocking on the door. The crucial fac
tor is to create clear organisational
and process structures and to ensure
that there is a proper audit trail when
documenting and archiving decisions.

Compliance officers — who have a di-
rect line to top management (e.g. the
chief compliance officer who has his/
her very own position on the board)
— have a very important role to play
within this context. They are respon-
sible for ensuring that a “central de-
partment” is set up to coordinate the
prevention of money laundering, ter-
rorism financing and other criminal
activities and that there is a company-
wide compliance policy in place. As a
result, they must enjoy the trust of all
employees. However, the challenges
faced by compliance officers go far
beyond the compliance policy that
is used to define and document the
internal guidelines. In addition, there
is the requirement for fully traceable
decisions (for example, a compliance
check on a potential customer):

+ Who took the decision?

+ When was a decision made?

+ On what information was

the decision based? (For example: For
what risks and against which lists has
a potential customer been checked?
What was the result of this check?

Etc.) The responses to these questions
must be documented and archived in
full, even if decisions are subsequently
revised. Naturally, the documentation
and archiving processes must meet
the latest data protection and data
security criteria.

How to meet complex
compliance requirements

The magic word here is “automation”:
not only do automated processes sup-
port decision making, but they also fa-
cilitate documentation and archiving.

Example of customer compliance: In
accordance with the “know your cus-
tomer” (KYC) principle, the first step is
to clearly identify any potential new
customer. The necessary information
is retrieved automatically from exter-
nal data providers and even automatic
ID card verification is possible. Once
KYC information has been stored in
house, it can be reused and a validity
period can be defined for the informa-
tion obtained.

The next step is to cross-check the cus-
tomer against predefined lists. These
might include sanction, terror watch
list, money laundering and PEP data-
bases. In the event of multiple hits (i.e.
ambiguous results), a decision maker
is required to intervene manually.

On completion of these upstream pro-
cess steps, all the relevant information
concerning the customer is to hand.
This is then used as the basis for decid-
ing how the company should proceed
next: Do the authorities have to be no-
tified? Is the application to be rejected
or accepted? If it is accepted, what
conditions apply (e.g. monitoring)?

As part of the decision making pro-
cess, the customer should be assigned
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to a risk group. The categorisation sys-
tem allows “similar” customers to be
grouped together: For example, risk
group 3 brings together all customers
who are politically exposed persons
(PEPs). Risk group 2 covers all those
customers who were once classed as
PEPs but who were no longer identi-
fied as PEPs during the latest check
(e.g. because they have stood down
from political office). Details of the
decision and customer classification
are saved together with all the data
that led to this decision. Revised deci-
sions do not “overwrite” this informa-
tion but are archived alongside it.

In addition to the application process
itself, regular monitoring also plays an
important role. The risk classification
assigned during the application pro-
cess may result in different checking
intervals for the individual risk groups.
For example, risk group 1 has to be
monitored once every two months
while risk class 2 only has to be moni-
tored once a year, and so on.

The scope and depth of the check can
also be determined on the basis of the
classification and triggered automati-
cally: For example, the KYC identifica-
tion process is always repeated for risk
group 9, but in the case of risk group
5, the customer is merely checked
against the sanction lists using the
KYC information (which must be no
more than five years old), etc. Within
this context, itis useful to base the risk
group on other data in addition to the
compliance and risk-related informa-
tion including, in particular, details of
which products an existing customer
reserves or purchases. In this way, the
customer can be assessed from both
the perspective of risk and value.

1. There are many different regional,
supraregional, national and interna-
tional lists (particularly in the case of
PEPs). Furthermore, there are numer-
ous sanction and terror watch lists,
each with a different focus (e.g. Al-
Qaida lists, Interpol lists, U.S. Marshals
list). For this reason, deciding which

of these lists to use is a complex pro-
cess and the outcome is determined
not only by the particular sector con-
cerned but also by the customer focus,
location and choice of products.

2. For example, some PEP lists in-
clude details of relatives as well as the
actual PEPs themselves. Consequently,
the decision as to which particular
person constitutes a PEP for the com-
pany is not a trivial matter and must
be carefully debated and recorded in
the compliance policy.

3. The crucial factor is not just to
choose the right list but also to se-
lect the “right” parameters for the
query: If the values are too fine, they
are less likely to produce hits, thereby
resulting in possible “false negatives”,
which is when the system returns
the result “no hit” for a potential cus-
tomer and fails to identify them even
though they actually do appear on
one of the lists. The problem is exac
erbated by ambiguous data queries
or assignments. For example, there
might be numerous aliases (in some
cases up to 20 names for the same
person) or it may not be clear how the
name should be spelled, particularly
where different alphabets/writing
systems are involved (Roman alpha-
bet versus Arabic or Cyrillic alphabet).
If you attempt to overcome this prob-
lem by using coarse values, there may
be a higher likelihood of hits, but at
the same time there is a greater risk
of “false positives”. This is when the
query generates one or more hits but
they could relate to a different person
altogether.

4. The definition of the risk groups
has to be carefully considered: with a
small number of risk groups, there is
no scope for in-depth “special treat-
ment” while a large number of risk
groups makes the monitoring process
highly complex.

5. The fact that EU directives have
to be translated into national laws,

coupled with how even these (e.g. the
German Money Laundering Act) are
often formulated generically in terms
of the stipulated measures and pro-
cedures, means it is difficult to define
a “secure and reliable” process. In this
regard, it is useful to cooperate closely
with the auditor.

Automating the compliance check
results in complete process reliability
— making it impossible to bypass the
process that has been rigidly defined
according to the compliance guide-
lines. In addition, it does not allow any
“leeway” when evaluating and inter-
preting the information on which a
decision is based. The decision is made
purely on the basis of predefined rules
and criteria and so the process is al-
ways deterministic.

What’s more, process automation en-
sures that all decisions are traceable.
Consequently, it is always perfectly
transparent how and why a deci-
sion was reached: the process is fully
documented — including all the back-
ground information leading up to the
decision as well as the decision criteria
and process steps involved.

If companies pay attention to these
points —traceability, transparency and
clear decision criteria based on a com-
pany-wide compliance policy — they
will be able to master the complexi-
ties of the compliance requirements
and prevent economic crimes.
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HOW CAN WE IMPROVE THE
CREDIT CONTROL FUNCTION?

The following short article looks into some suggestions that | would like to rec-
ommend as | believe that if implemented they can improve the Credit Control

function.

1. The Company Credit Policy
should take into consideration Cus-
tomer Segmentation i.e. the various
types of debtors’ categories, as there
will be various benefits and advan-
tages for the same organisation.

2. The Credit Manager should al-
locate staff, specific amount of time
and resources for each and every
type of segment, the extent of time
and resources would depend on the
amount of revenue generated from
each segment. | would personally rec-
ommend the inclusion of the pareto
analysis (80/20 rule i.e. 80% of rev-
enue is normally generated from 20%
of our Customers) in the dunning pro-
cess as this will enhance the efficien-
cy of the whole collection process.

3. Staff within the Credit Control
Function should be motivated to spe-
cialise in a particular debtor segment
whilst retaining a certain element of
flexibility. This will provide a room for
career development. However in or-
der to achieve this, further education
and on the job training for the Credit
Control Staff is required.

4. Operational concerns relating to
Credit Assessment, Collection meth-
odology and Legal matters should be
appropriately addressed. Assistance
by the firm'’s Legal Consultants would
be required. Specific training to the
Credit Control Staff concerning the
local legal aspects is definitely re-
quired as it would be extremely dif-
ficult for the Credit Control staff to
take the most appropriate Legal Ac
tion in the circumstances if staff is
not properly trained.

Consequently the above
recommendations should lead to:

+ Reduction in the Cost of Credit

« Better collection processes

« Stronger Liquidity position for the
Company

+ Reduction in the Provision for bad
and doubtful debts

+ Reduction in the number of pending
Legal Cases

+ Reduction in the number of lost
Court Cases

+ More Profits for the Organisation

The above-mentioned recommenda-
tions should be seen as the result of
a continuous process whilst operat-
ing in a changing environment. Credit
Management will always be affected
by various forces and both manage-
ment and staff should always be pre-
pared for these changes and for the
implications that such changes may
have on the business.

But as long as there are signs of good-
will from all forces within the indus-
try, any drawbacks will be clearly out-
weighed by the benefits so the Credit
Industry would keep on developing
in a better industry than we know it
today.
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FOCUSING ON CREDIT MANAGEMENT —
THE KEY TO KEEPING CASH FLOWING

With the European Central Bank’s recent increase in the Eurozone growth forecast to 1.5%, this is probably a much-needed
slice of optimism for businesses operating in the region’s main markets, which have struggled to gain any real upward

Even though this news should help
business confidence, particularly as
export growth is expected to improve,
supported by the improvements in
the US and UK economies, concerns
still exist about Europe’s vulnerability
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and its ability to cope with any new
financial shocks, which could under-
mine current progress.

However, credit conditions may at last
be improving, apparent from the eas-

ing of loan supply conditions for busi-
nesses and households by European
banks, which should help to stimulate
demand and contribute to a more ro-
bust recovery.

Central bank policymakers have also
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set extremely low interest rates to
reduce the real cost of borrowing and
increases banks’ capacity to lend. But,
as credit conditions are just beginning
to ease, they remain extremely tight.

An annual study conducted by Atra-
dius into the payment behaviour of
businesses in Western Europe found
in December 2014 that the volume of
business conducted on credit is a little
over 42%. Of this percentage almost
38% of invoices were overdue by the
time they were paid and 1.7% were
uncollectable.

Although this is a small proportion
of the Western European overall in-
voice value, it still runs into tens if not
hundreds of millions of Euros. In Bel-
gium, France, Italy, Great Britain, Spain
and Turkey, the uncollectable figure
ranged between 2.1% and 2.6%.

The Days Sales Outstanding (DSO)
figure also made for sobering read-
ing with 32.6% of companies surveys
stating that the DSO was between
61 and 90 days with a further 12.7%
declaring that their figure was more
than 90 days. For Greece, Ireland and
Turkey, this latter figure exceeded 20%
of businesses with a DSO exceeding
90 days.

Although the credit conditions and
interest rates, in general, are still en-
couraging liquidity and growth, it’s
clear that good credit management
is probably now more important than
ever, as in times of growth businesses
can overstretch themselves to take
advantage of a new business opportu-
nity and rapidly find themselves with
cash flow issues.

This is not only bad news for the
company itself, but also for its sup-
pliers who are likely to experience
unexpected payment delays and
even non-payment due to insolven-
cy. As a result, well-structured and
diligent credit management proce-
dures are essential, yet it’s evident
from some of the payment behaviour
research that a significant propor-
tion of businesses are not as thor-
ough as perhaps they ought to be.

To help provide a more structured ap-
proach to credit management, there is
a range of initiative that can be imple-
mented to help businesses manage
the credit cycle more effectively and
help reduce the number of surprises
that inevitably occur form time to
time.

The credit management cycle is a
clearly defined process that not only
helps maintain cash flow but also
makes a significant contribution to
the financial health and strength of
any business. Credit management in-
volves a set of inter-related disciplines
that begin well before an invoice is
raised.

In broad terms, these are usually
defined as:

- Credit vetting

» Setting of terms and conditions
« Invoicing

- Collections

- Accounts reconciliation

« Reporting

To provide additional insight on three
vital elements of this process, ‘credit
vetting, ‘terms & conditions’ and
‘collections’ are explored more fully
below with some key points for con-
sideration.

The potential for payment default or
even the possibility of a bad debt due
to insolvency is an ever-present risk
when trading on credit, so the value
and importance of obtaining accurate
and up to date information on poten-
tial customers is vital.

By using credit vetting to assess the
creditworthiness of customers, an in-
dication of their ability to pay when
purchasing items on trade credit terms
can be obtained. The value of this in-
formation lies in its ability to help the
supplier company decide how much
credit to allow their customers, as well
guiding on the allowable length of the
credit period under terms of business.

While credit insurers such as Atradius

Martie van Velsen
Atradius Credit Insurance N.V.
martievanyvelsen@atradius.com
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and specialised credit vetting agencies
can provide this information, individu-
al businesses can also undertake their
own research, using publicly available
data, which can help build a picture
of a customer’s credit profile by high-
lighting items such as:

- Company name and registration
details

- Registered office —important to
note this address may not be the
trading address

- Principal activities

- Directors & Shareholder details

- Legal civil judgements or any
criminal cases pending

- Internet news and information
—e.g. Google alerts and stock
exchange feeds

+ Company accounts

Obtaining the information is one

thing, but interpreting it correctly is

absolutely vital to build an accurate

picture. In short, investing in credit

information can often prevent bad

debts later. Some areas to look out

for that may reveal potential issues

include:

+ Unusual delays in payments

« Requests for longer credit periods

+ Unusual ordering patterns

« Sudden switching of principal
suppliers

+ Poor accounts

« Lack of investment — visible by
visits to buyers’ premises

« High staff turnover

« Recent change of ownership

« Recent change of address

+ Recent increase of capital

Businesses that do not provide clear
terms and conditions of trade, or have
only confusing small print on the
backs of their invoices, are inviting
payment problems.

The main features of any terms and
conditions should be that they are
clear, comprehensive and enforceable.
In short, such terms provide a sound
basis on which businesses can be pro-
tected in the event of a dispute.
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However, they are only enforceable
if they are stipulated at the time the
contract is agreed with the customer
and not introduced ‘post-contract’. In
credit management terms, T&C's are a
vital part of the process as they detail
the key principles on which individu-
al companies do business, including
their payment terms, but their impor-
tance can often be overlooked.

There is a natural tendency for busi-
nesses to be reluctant to part with
their cash, particularly in times of fi-
nancial uncertainty. Delaying a pay-
ment provides the questionable
benefit of improving liquidity at the
expense of one’s creditors - even
though the bills will have to be paid at
some point.

Essentially, there are only two key
strategies for collecting a debt - the
amicable approach or the legal route.
The complexity of the legal process
varies from country to country, as spe-
cific regulatory requirements and pro-
cedures have to be followed in each.

As there is no guarantee of success,
the legal approach is generally regard-
ed as a last resort by professional debt
collection agencies and many of the
businesses that explore this option.

In any eventuality, it is always best to
seek advice from a professional com-
mercial debt collection agency, such
as Atradius Collections, before em-
barking on any legal path.

By obtaining advice and guidance, it
will not only be able to explore ways
to avoid the legal collection option,
but also, as a result of its worldwide
experience of dealing with both legal
and amicable collections, it will also
be able to indicate the likely success
rate.

Trading risks are always present, par-
ticularly when trading internationally
irrespective of business size. Credit in-
surance is simply a way for businesses

to protect against the risk of not being
paid when trading on credit terms.
Once the goods have been despatched
and a customer has accepted delivery,
they are obliged to pay by the due
date. However, if payment isn't made,
as a result of a customer becoming in-
solvent, political intervention or other
reason, then the credit insurance poli-
cy covers the business against this po-
tential financial loss.

As a result, credit insurance is regard-
ed as an essential part of the credit
management process by countless
businesses of all sizes across Europe
and globally, as it provides a range of
benefits, including:-.

+ Protection from the risk of
customer non-payment

+ Reduced risk of bad debts

+ Improved cash flow

+ Improved credit management
processes

+ Up to 90% of contract value is cov-
ered and paid as a result of a claim

« Credit insurance policies usually
include a professional collections
service

« Flexible, tailored cover to suit your
precise business needs and risk

profile

+ Improved access to finance as
banks regard credit insurance as a
positive indicator

Businesses that spend the time and
effort on front-end processes, such as
credit vetting and T&Cs, should expe-
rience fewer issues with non-payment
and enhance their collections success-
es when the invoices are due.

Also, It is worth bearing in mind that
if within a credit insurance policy,
most of the elements within the cred-
it management process are already
included, which can provide highly
effective support to internal credit
management procedures systems or
be operated completely as a fully out-
sourced solution.
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BACKGROUND

CORMETA

IT-TRENDS 2015

Cloud, mobile, in-memory and greater social media ambience. \What are the
latest IT trends in 2015, and what do customers need and demand?

At the cormeta ag software com-
pany from Ettlingen, Germany cloud,
mobile and in-memory are the ini-
tial technologies essential to making
its own industry solutions operable
in a way that is faster and available
everywhere. Specialising in mid-sized
SAP channel partner companies,
cormeta sees challenges as well as
optimisation opportunities for a vari-
ety of application areas such as CRM,
ERP, logistics and business analytics/
intelligence. The trends have less to
do with new technologies than with
existing technologies for which soft-
ware manufacturers are now begin-
ning to develop the potentials. Holger
Behrens Board Chairman cormeta ag
explains, “Cloud applications have
great benefits, especially for use
when the user is underway. In this
regard we are particularly focused
on improving operability. To a large
degree private communication is
moving to social networks which are
easy to use and feature sleek looking
surfaces and apps. We want to offer
companies this same ‘at home feel-
ing’, which can in turn reflect posi-
tively on the reputation of the com-
pany as an employer”.

cormeta has already integrated cloud
applications for customer and em-
ployee management into its own in-
dustry solutions. These enable com-
panies to intensify the contact with
customers on every channel, provi-
ding a clear overview from ERP right
through to the PoS which can be ac-
cessed by mobile means at all times.
These applications additionally opti-
mise in-house and logistical proces-
ses, increase transparency and ensure

that targets are achieved with greater
speed and efficiency.

“We are also continuing to focus on
SAP HANA”, Behrens says in citing the
company’s other primary thrust. The
associated computing power and the
accompanying real-time capability
possibilities can help businesses such
as wholesalers speed up their ERP
software, as well as systems linked
to it like web shop applications. They
can register product inquiries in real
time and are capable of updating pri-
ces on online portals with their offers
with-in only a matter of hours.

The existing technologies can of
course be combined with one ano-
ther. Behrens explains, “In clouds, we
always want to have the latest data
or data that has just been updated. A
HANA system in the background ma-
kes this possible”. “Predictive analy-
sis”, which is only possible in real time
with in-memory computing, will also
play a role in this regard.

In addition to its SAP solutions the
cormeta portfolio also includes a va-
riety of add-ons for risk and credit.
These include highly efficient tools
for finance communication and cre-
dit management. The add-ons can
be seamlessly integrated into SAP re-
gardless of whether a cormeta soluti-
on such as FOODsprint or other ERP
software serves as the basis or not.
These tools enable companies to ma-
nage trade credit insurance policies
(KVsprint), debt collection processes
(CrefoSprint  Inkasso), complaints/
returns (DMsprint) and sales of recei-
vables (ABSsprint). Managing credit
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SAP Cloud for Customer: Cloud is one of the most important IT Trends 2015

insurance policies is important for en-
suring full compliance with contrac-
tual details. Credit insurers are now
offering special food policies that
also apply to perishable goods. Addi-
tionally, cormeta also provides for the
link-up to credit agencies (CGsprint).
All of the add-ons can be compiled
into a cockpit in an easy-to-under-
stand fashion and centrally controlled
in the RMsprint risk management
software. Even with its high-tech fo-
cus on cloud or in-memory compu-
ting, cormeta ag has not lost sight of
traditional optimisation possibilities.
However, these possibilities can be
pushed even further with the new
technologies.

SAP Channel Partner cormeta

For close to 20 years, cormeta ag has
been a qualified SAP Partner as well
as industry expert focused on medi-
um sized businesses. The established
software and consulting company de-

velops and implements powerful SAP
Business All-in-One and SAP Busines-
sObjects Solutions especially for tech-
nical wholesale & retail, automotive
parts and tyre trade, industrial ma-
nufacturing businesses, food & drinks
industry, pharmaceutical industry
and, the textile industry.

As strategy and technology specia-
lists, the cormeta employees have
comprehensive process and product
know-how within the SAP portfolio
and perform expert service and sup-
port for the SAP technology — for ex-
ample for business analytics and busi-
ness intelligence (BI/BW), product
lifecycle management (PLM), mobile
solutions based on SAP standards, in-
memory-technologies (SAP HANA),
extended warehouse management
(EWM) and, cloud applications.

In addition, SAP and ERP users from
any industry and of any size can be-
nefit from the sophisticated cormeta
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Credit Management Tools. The state-
of-the-art modules for financial com-
munication and receivables manage-
ment can be fully integrated into the
SAP environment as add-ons: CGs-
print, KVsprint, RMsprint, DMsprint,
ABSsprint, CREFOsprint etc. can be
seamlessly added to the operative
business processes. They are sup-
porting receivables qualification via
financial screening of customers by
credit report agencies, management
of credit insurances and complaints,
management of sold receivables (fac-
toring), handling of debt collection
routines as well as authoritative risk
management.

cormeta ag employs a workforce of
98 at its headquarters in Ettlingen
and at its subsidiaries in Berlin, DUs-
seldorf and Hamburg. During the fis-
cal year 2013/14 (ending 30.4.2014)
cormeta ag achieved sales of 15.9
million euro. www.cormeta.de
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PRACTICE

PROCESS-ORIENTATED
CREDIT MANAGEMENT...

...in global corporations for European markets

How do German companies organ-
ize their credit management for the
European market? Which tasks are
performed by credit managers, which
design variants are there and to what
extent can credit management pro-
cesses be standardized for the whole
of Europe?

In the design of such functions,
German companies are often very
process-orientated, especially when
the use of these functions is spread
across multiple departments. The fol-
lowing description is therefore based
on strongly abstracted credit man-
agement processes. It will become
clear that although the information
used and the resulting decisions may
vary between regions and countries
the basic processes according to a
standardized credit process frame-
work are used throughout Europe.

The first important aspect to consid-
er is the extent of the German credit
management process. This usually
begins with the initial checking of
the address data for a new potential
customer. It is not the case that credit
management tasks begin only when
the invoice has been sent and the
unpaid positions have to be admin-
istered or debt collection procedures
initiated.

Having established the qualification
of the potential customer, in many
industries the next question is that
of customer financing through the
agreement of a payment term and
the credit limit associated with it.
Depending on the risk entered into
through this financing function, for
a few industries the task that follows
is to take into account this risk when
setting the price for the goods or ser-
vices provided to the customer. Paral-

lel to this, depending on the areas of
responsibility of the credit managers
and the possibilities for the company
to carry the risk resulting from sup-
plier credit itself or to pass the risk
on, checking and securing with the
help of a credit insurance company
may take place. Depending on the
field of business of the company, the
customer’s order is then produced
or is delivered immediately. This is
followed by invoicing, monitoring of
open positions, the handling of cus-
tomer complaints, and possibly dun-
ning procedures and debt collection
activities.

The credit managers are involved
in this process until, where neces-
sary, checking and agreement by the
credit insurance company has taken
place, and then again at the latest
when the monitoring of the open po-
sitions begins.

When one considers the first stage in
the checking of a new customer more
closely, it can be divided into the
checking of the address, which gen-
erally involves performing a search
in the data of an information agency
through which an initial creditwor-
thiness classification is also obtained
and a comparison with the internal
data for existing customers in order
to avoid the unintentional creation
of duplicate files for the same cus-
tomer. Under certain circumstances,
however, double files are created in-
tentionally. In some industries, the
data is then compared with lists such
as blocking lists for individuals or em-
bargo lists. After this, it is necessary
to establish which volume of busi-
ness is to be pursued with the cus-
tomer in order to use this as a basis
for obtaining further customer infor-
mation if necessary, and then to use
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PRACTICE

CreditManager Europe
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Fig.1:  Financial supply chain

the available information to decide
on a credit limit and a payment term
for the customer.

The initial checking of the customer
does not necessarily have to be per-
formed by the credit managers; it
can also be carried out by sales staff.
Nevertheless, the credit managers
require complete access to the in-
formation in order to perform later
stages in the process. Equally, the ini-
tial entry of master data for the cus-
tomer can be performed by a depart-
ment specializing in this task. These
members of staff use the informa-
tion collected to verify the master
data before the creation of a data set
for the customer.

In many cases these part-processes
can be standardized, with the excep-

tion of some of the smaller details. It
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could be necessary to use different
sources of information for different
countries or for customers with dif-
ferent legal forms. The evaluation of
the information must, of course, take
place in a product-specific manner.

Depending on the limits to be allo-
cated, further checking of companies
is carried out ranging from obtaining
and evaluating further reports from
information agencies to the evalua-
tion of the annual reports published
by the customer companies them-
selves. In some countries these an-
nual reports are publicly available but
in Germany, for example, only heavily
abbreviated annual reports are avail-
able for companies of a certain size.

The payment terms also need to be
adapted to suit local practices in the
countries concerned. It may also be
necessary to designate securities. For

Processing

Debt collection

each country, the securities that will
be accepted to cover risks must be
defined.

Credit insurance contracts are a
method for securing risks that is of-
ten used by German companies. For
limits that exceed the discretion-
ary credit limit set by the insurance
company, the required credit limit is
checked by the insurance company
itself. Depending on the result, the
business with the customer is then
either agreed, turned down or an
alternative method of financing is
sought, which may even involve pay-
ment in advance for the goods or ser-
vices.

Further along the financial supply
chain, the work of credit manag-
ers continues with the monitoring
of open positions. If payment takes



SHS VIVEON
The Customer Management Company.

GUARDEAN®

DebiTEX
International Credit Management Software

Optimises processes. Reduces credit costs. Provides transparency. Ensures reliable reporting.

Features & Benefits:

» Current overview of customer status (e.g. credit rating, limit calculation, collection status]

« Optimisation of credit management processes [e.g. through automation)

* Online access to more than 50 international credit agencies and payment history pools
worldwide

* Online interface to credit insurers [e.g. Euler Hermes, Coface, Atradius) to manage limit
processes and obligations

» Decrease in credit costs [e.g. reduction in bad debts or days sales outstanding/DS0]
» Standard software solution ensures stable and calculable total cost of ownership (TCO]

For further information please visit www.GUARDEAN.com

SHS VIVEON AG . www.SH5-VIVEON.com . www.GUARDEAN.com . infoldSH5-VIVEON.com




Address
check with

customer base

Comparison

PRACTICE

Comparison

blocklists

Initial check
with with low-
cost information

Optimization
of the
information basis

Checking of Check whether Comparison Use of trade-up Collection of only
the correct real“ new with (person) possibilities from the information
address e.g. customer blocklists information that is necessary
via an infor- agencies for checking the
mation intended risk
agency search
Credit- Comparison With various
worthiness- with existing external agencies,
checked customer data collect the cheapest
addresses information first
Fig. 2:  Continuous monitoring of existing customers

place according to the agreed condi-
tions, then the business transaction
has proved to be unproblematic. If
this is not the case, country-specific
dunning procedures must be imple-
mented (in writing, by telephone or
through personal contact) so that if
payment is still not made, debt col-
lection procedures can be started.
Depending on the country, this pro-
cess is often already started as soon
as the payment becomes overdue.

Here, it can also be seen that the
basic processes are usually similar.
Again there are differences in the de-
tail, e.g. the way of dealing with spe-
cific types of security.

If a known customer places an order
and a credit line already exists for this
customer, then the process stages
that are performed are also similar
and do not depend on the country
in question. The order is checked
against the remaining part of the
credit limit. If this is sufficient, the
order is confirmed and is carried out.
If the credit limit is not sufficient,
part-processes are started that lead
to postponement of the order, pay-
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ment of outstanding invoices or the
obtaining of securities. It may also be
possible for the customer to increase
his credit limit by providing further
information.

Another process involving the ex-
isting customers is the continuous
monitoring of the customer base.
This can also be standardized inde-
pendently of the country concerned.
Internal payment records for the
company’s own customers are con-
stantly analysed in order to recognize
any deterioration in payment behav-
iour and to use this information to
perform detailed checks of the situ-
ation of the customers.

Equally, external information, for ex-
ample from monitoring performed
by information agencies or changes
in the limits agreed by credit insur-
ance companies and their risk esti-
mations, must be taken into account
and appropriate measures carried
out. This is a process that can only
be performed continuously with the
help of IT support. A country-depend-
ent exchange of data with external
payment record pools is also possible

in order to compare internal informa-
tion with data from the observations
of other companies. Since these pools
are not available everywhere, this
needs to be set up for each specific
country with its own specific evalua-
tion process.

In a company group structure the
basic processes presented here can
either be carried out decentrally or
heavily centralized in the form of
a service centre. Critical questions
must, however, be asked as to wheth-
er functions involving customer con-
tact should continue to be organized
decentrally. Independently of this, re-
porting functions for credit manage-
ment must be set up for each country
and/or for the entire company group.

In summary: the implemented credit
policy is valid across all countries but
the individual information sources
and tools may vary. The parameters
must also be adapted to the coun-
try in question. The basic processes
of credit management, however, are
valid for all countries and therefore
comparisons can be made interna-
tionally.
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BACKGROUND

TRADE CREDIT RISK —
FROM MONITORING TO MANAGEMENT

Trade Credit has always been considered an inexpensive source of financing, from the part of buyer, and a major tool for
promoting sales, from the part of seller. However, that tool associates with several additional costs and risks that should
be taken into account, so that they do not become a threat for the seller.

A direct cost of Trade Credit is the
money paid for funds (either debt or
equity) used to finance receivables
until their due date. It is easily measu-
rable and is usually involved in pricing
function. However, when actual coll-
ection of receivables exceeds the ag-
reed terms, credit cost can easily go
out of control, thus creating loss, not
to mention potential difficulty of the
business to raise the additional funds
required for financing them. Such
predicaments, along with write-offs
could easily become major threats to
both profitability and cash-flow plan-
ning, which could eventually put in
peril the viability of a business. Ne-
vertheless, despite their importance,
Credit Losses are usually too hard to
be accurately forecasted. Thus, the
need of Credit Risk Management ari-
ses.

Especially in the last years, facts as
the worldwide economic recession,
major corporate failures, accounting
scandals, stock market and real esta-
te bubbles, globalization of business
and the liberalization of markets and
capital flows have emerged the need
for sound Trade Risk Management.

However, managing Credit Risk is a
multi-dimensioned problem, invol-
ving a lot of factors, parameters and
assumptions. As with any complica-
ted problem, fully understanding and
soundly defining it is the key to resol-
ve it. So, in the following section we
are setting the Credit Risk Manage-
ment objectives and determining the
factors of the problem.

Since the main objective of Credit
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Risk Management is to control Credit
Losses, the first thought would be:
“Let’s eliminate Credit Losses”. This is
easy; just do not grant any credit to
your customers. But without granting
trade credit, sales would drop along
with profits. So, as a second thought:
“OK, since we cannot sell exclusively
on cash, let’s reduce credit to the ris-
kiest customers”, a practice which in
principle could decrease losses wi-
thout dramatically affecting sales.
Now the question is “How to identify
the riskiest customers?”. The answer
comes from external credit bureaus
which offer scores of creditworthi-
ness or/and from scores produced
by internally developed empirical or
statistical behavioral models. Those
scores are not always the optimum
solution for classifying the clientele,
but they usually offer a fair way for
doing it.

Having identified the riskier custo-
mers, it would be simple enough to
reduce their credit so as to reduce cre-
dit losses. Is it really so simple? Still
some significant questions remain to
be answered:

+ What is the optimum scores’ cut-off
point for starting to reduce credit?

+ What is the magnitude of a fair re-
duction for each customer?

« How the applied pricing policy could
affect cut-off points and credit limits?
+ How potential risk mitigation (in-
surance, guarantees and collaterals)
could be taken into account?

+ How the applied reduction of credit
limits would affect net profits?

+ What is a fair shielding of the busi-
ness against risk concentrations (on a
customer or a group or a sector level)
and how it affects cut-off points?

- How the credit granting decisions
to individual customers could be as-
sociated with the business’s financial
targets (e.g. available working capital,
required growth, risk appetite etc.)?

No matter how skilled and experi-
enced a Credit Risk Manager is, empi-
rically answering those questions and
objectively reasoning the answers is
very difficult, since the ability to com-
bine so many factors and possibilities
exceeds the limits of a typical human
brain. Nevertheless, even today, many
large corporates continue to rely so-
lely on human judgment for answe-
ring the above questions, probably
compromising their full potential for
optimized and more objective credit
decisions.

In the rest of this article we show
how we support the valuable art of
Credit Risk Manage-ment and the
irreplaceable human intelligence al-
ready available in large corporations
with advanced tools and techniques,
drawn from our experience from the
Banking and Advisory sector.

In the last thirty years, substantial
progress has been made concerning
Credit Risk Management in the Ban-
king Sector. Advanced tools have been
developed for treating loan portfolios,
which, since the nature of bank loans
and trade credit is quite similar can
teach us their rationale and provide
us with the statistical theories we
need in order to approach the speci-
fic problem. Some of those tools (e.g.
credit scores or internal behavioral
models) are already used by many
corporations.
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The first lesson learned from the Ban-
king Sector is that Credit Risk is quan-
tifiable in terms of cost. And that ma-
kes good sense since Credit Risk is the
only driver of Credit Losses, which is
a negative element in the business’s
P&L statement.

The second lesson is that there are
not perfect scoring models and thus
we are unable to precisely discrimi-
nate the future defaulters from non-
defaulters. What real-world scoring
models along with statistics can do,
however, is to lead us to a Probabili-
ty of Default! (PD) for each customer.
But, probabilities, by their nature, are
not exploitable on an isolated obser-
vation (customer in our case) but on
a population. In other words, if we
want to utilize the power of proba-
bilities, we have to relocate our focus
from individual customers to popula-
tions of customers. For example, let’s
suppose that a credit scoring system
has classified 1000 of our clientele’s
customers, with an exposure (credit)
of €10,000 each, to a specific grade
(e.g. B+) for which statistics (calibra-
tion) assigned a PD of 5%. This means
we expect 50 out of those 1,000 to
default. Can we exactly identify who
will be the defaulters? The answer is
no, but, still, we can estimate our Ex-
pected Loss (EL) from that part of our
portfolio as 50 x €10,000 =€500,000.?

Focusing a little more on the above
example we easily realize that the EL
of €500,000 is the total cost of Credit
Risk for the specific part of the port-
folio. Therefore, by distributing that
amount to the 1,000 customers pro-
portionally to their exposure (evenly
in our example) we achieve the target
of quantifying Credit Risk in terms of
cost. Under that perspective, the cost
of Credit Risk for each of the above
customers is €500. Of course, whe-
ther this cost is bearable or not de-
pends on a bunch of other —fortuna-
tely known — factors as the volume
of sales and the profit margin (those
two determine the amount of nomi-
nal, or accounting profit), the funding
cost (i.e. the cost of the funds used for
trade credit) etc.

It should be noted that the aim of the
above example was just to demonst-
rate the principles and the feasibility
of expressing Credit Risk in terms of
cost and not to be an actual solution
for the problem. Therefore, it ignores
several severe factors and, of course,
does not answer most of the questi-
ons set in the previous section.

However, having a better understan-
ding of the problem, we can now
shed some light on all its aspects and,
eventually, resolve it.

Let’s return to the simplified example
of the previous section. Some major
implied assumptions were:

a) no recoveries after default,

b) credit exposure evenly distributed
between customers and

c) highly diversified portfolio (i.e. the
number of the customers is very high
and the exposure of all and each of
the customers is very small compared
to the total portfolio exposure).

That is not usually the case, so below
we are relaxing the assumptions and
expand our calculations to the entire
credit portfolio.

Let us consider a credit portfolio of n
customers where each customeri has
a current balance (exposure) of E_i
and has been assigned a Probability
of Default PD_i. Also, let LGD_i (Loss
Given Default) be the money loss in
case of default expressed as percen-
tage over exposure. For the moment,
let’s accept that PDs and LGDs are
derived from appropriate models3.
Let’s also assume that the portfolio
is highly diversified. This approach
relaxes the assumptions (a) and (b)
of the simplified example but retain
(). In that case it is straight-forward
to prove that the portfolio’s Expected
Loss is:

n
EL = z E; - PD; - LGD;
=1

and the contribution of the customer
iis EL=E PDrLGD, which, according

Mr. Elias Panagiotidis
Ark Analytics
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to the rationale of the previous sec-
tion, is the cost of risk for that custo-
mer.

Highly diversified Trade Credit Portfo-
lios are rather rare. However, relaxing
the relevant assumption is a little
more complicated job, yet crucial for
treating the probability of non-beara-
ble credit losses and, thus, for ensu-
ring a healthy capital structure and
viability for our business.

Before we start digging for a soluti-
on, let’s explore for a while the con-
cept of concentra-tions in a credit
portfolio. Let’s consider a portfolio of
1,000 customers with a PD of 5%, an
LGD of 100% and a total exposure of
€10,000,000 (exactly as in our first
example). This means that we still ex-
pect 50 of the customers to default.
But now, let’s assume that the expo-
sure of one of those customers (let’s
name it A) is €2,008,000 and the ex-
posure of all the others is €8,000 per
customer. If we try to apply the for-
mula of the previous topic we will get:

n
EL - z E[ " PD| ' LGEL -
i=1

2,008,000-00514 999

(8,000-0.05-1) = 500,000

exactly as in our first example. How-
ever, this time, the result is a mean
value. In fact, if the customer A is not
among the defaulters, then the loss
will be €400,000, while, in the opposi-
te case the loss will be 2,400,000. Gi-
ven that the probability of customer
A to be a defaulter is 5% (this is the
meaning of PD) the full answer to the
question “What will be the loss on the
specific portfolio” would be: “It will be
€400,000 with a probability of 95%
and €2,400,000 with a probability of
5%".

Once more, let’s expand our under-
standing through one similar ex-
ample. Let our portfolio have again
1,000 customers with a PD of 5%,

28

BACKGROUND

an LGD of 100% and a total expo-
sure of €10,000,000. But this time
let customer A have an exposure of
€1,508,000, customer B an exposu-
re of €508,000 and all the others an
exposure of €8,000 each. Following
the above reasoning, the answer to
the question “What will be the loss”
would be:

-+ €400,000 with probability 95% x
95% = 90.25% (none of customers A
and B is a defaulter),

-+ €900,000 with probability 95% x 5%
=4.75% (customer Ais not a defaulter
while customer B is),

-+ €1,900,000 with probability 5% x
95% = 4.75% (customer A is a defaul-
ter while customer B is not) and

- €2,400,000 with probability 5% x 5%
= 0.25% (both customer A and B are
between defaulters).

Note that the sum of the probabili-
ties is 100%. As we see, by accepting a
concentrated portfolio, the future loss
becomes a distri-bution instead of a
single estimate. The mean of the dis-
tribution remains the Expected Loss
calculated by the previous section’s
formula. The less concentrated the
portfolio the less the standard devi-
ation and the more the distribution
converges to a single value, the EL.

But how we can interpret the
infor-mation captured by the distri-
bution in terms of practical measures
within our Risk Management pro-
cess? One way would be to reserve
an amount of €500,000 (the EL)* for
credit losses, probably in the form of
provisions. That would be enough to
cover future losses with a confidence

Loss Destnburbion Function
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level of 90.25%. In the event that the
losses exceed this amount, an addi-
tional capital cushion would absorb
the excess amount (the unexpected
losses). That cushion could be either
equity (working capital surplus) or
expected profits. If such a cushion
is not available, our business is in
danger of insolvency. In other words,
the magnitude of the cushion, also
determine the probability of our
business’s solvency. In our example
a cushion of €400,000 (€900,000 —
€500,000) would provide safety with
a confidence level of 95% (90.25% +
4.75%), while a cushion of €1,400,000
(€1,900,000 - €500,000) would pro-
vide safety with a confidence level
99.75%. In the last case, the proba-
bility of insolvency of 0.25% for our
business may be acceptable (it cor-
responds to an S&P rating of BBB) if
the profit margin of the customer A is
high enough to satisfy the Risk Appe-
tite of our business. If not, we should
reject the credit to the customer A or
review their profit margin according
to our business’s Risk Appetite.

Cumulative Loss Distribution

EL C

Given the Loss Distribution Function,
as in the above example, the descri-
bed logic can also operate in rever-
se; in other words we could get an
answer to the question “What would
be the required capital cushion for
ensuring solvency with a confidence
level of r?”, or, in mathematical nota-
tion:

C=fr)—EL

where f the Cumulative Loss Distribu-
tion Function and C the required ca-
pital cushion.
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In the previous section, we defined
costofriskasthe contributionofacus-
tomer to the EL. This is fairly accurate
for a highly diversified Credit Portfo-
lio, but, as shown, concentrations ge-
nerate for the seller additional capital
requirements and capital is provided
at a significant cost. Therefore, there
is an additional cost for the portfolio’s
concentration risk, which is the cost
of the capital cushion. And that cost
should also be distributed per custo-
mer, this time proportionally to their
contribution to the divergence of the
loss distribution from the EL.

A simplified formula® for calculating
the contribution of customer i in the
capital cushion is the following:

" 3 e ¥ -
Cpy = POy - LGD; -nﬁ-ﬁ-

where UL, the variance of the
portfolio’s Loss Distribution (of n cus-
tomers):

rl
UL? = » PD;-LGD® - Ef*
J=1

Summarizing, the total cost of risk for
a customer in a real-world portfolio
is:

RC; = E; - PD; - LGD; + Cp; - ROE

where ROE is the cost of the
business’s capital (usually approxi-
mated by Return on Equity).

The above examples were as simp-
le as they need to just demonstrate
the effects of concentrations. In real
portfolios we usually encounter dif-
ferent exposures, PDs and LGDs per
customer, so (a) the Loss Distributi-
on becomes rather continuous and
(b) the calculations for determining
it become much more complicated.
Moreover, concentrations do not de-
rive only by individual customers, but
also from groups of affiliated custo-
mers or from whole sectors with high
correlated defaults.

Fortunately, for treating real-world
portfolios we can borrow modern
technologies from the Banking Sector
to perform such calculations. More
specifically, the Credit VaR models
(e.g. Credit Suisse First Boston’s Cre-
ditRisk+ in its modern variations) do
an excellent job in resolving such pro-
blems, treating at the same time is-
sues such as PD correlations and LGD
uncertainties.

In the previous sections we discussed
some fundamental techniques for
quantifying Credit Risk in terms of
amounts. However, to include Credit
Risk in our pricing calculations it must
be transformed to percentages over
sales (profit margin elements). This
is quite simple. Let S, be the projec-
ted sales in the next 12 months® for
customer i, E, their average exposu-
re in the same period and WACC the
Weighted Average Cost of Capital of
the business. Then, the Cost of Cre-
dit (including the cost of post-dating
cash flows) for that customer is:

 E;-WACC + RC;

e, 5

E;
—- (WAL'E.‘ + PD; - LGD; -

i

LA

——

p
1+ LGD B — HUE))
UL

Note that E/S=(DSO)360) where
DSO, the mean Days Sales Outstan-
ding for that customer.

Having a formula directly connecting
Cost of Credit with Exposure (and
DSO), Credit Risk Managers are now
able to decide the optimum credit
limit for retaining the targeted profi-
tability and to follow all the normal
procedures for pricing, treating Credit
Risk as any other source of cost. Also,
they can (a) generate scenarios by
arbitrarily changing any of the para-
meters of the above formula and (b)
apply them on individual customers
or on the total portfolio for determi-
ning the optimum policies and for

accurately measure their effects in
business’s profits and Credit Losses.
Furthermore, Credit Risk Managers
are able to determine the capital
cushion that the business needs for
facing unexpected losses (due to cre-
dit concentrations) for one or more
arbitrarily set confidence levels (usu-
ally reflecting the Risk Appetite of
the company or its Creditworthiness
Rating). Moreover, the contribution
of each customer in that cushion is
known, thus the exact effects of ful-
ly rejecting a customer or of reducing
their Credit Limit can be easily esti-
mated.

Now is the time to reconsider our ini-
tial thoughts towards controlling Cre-
dit Losses. The idea “let’s reduce cre-
dit to the riskiest customers” seems
no more a decent solution. A better
approach would be: “Let’s determine
our Credit Policy (Credit Limits, DSOs,
pricing) according (a) to the custo-
mers’ Credit Adjusted Profitability
and (b) to the threat they introduce
for our business’s own creditworthi-
ness”; both quantifiable. Remaining
questions: None!

The aim of this article was to discuss
the principles of a sound Trade Credit
Risk Management approach, as sim-
ply and comprehensively as possible,
avoiding discussions on advanced
mathematics and complicated algo-
rithms. The methodology described
is relied on ARKANALYTIC’s approach,
but with some simplified techniques
in place of the most complicated
ones. The most interesting omissions
were the following:

- Correlations of defaults between
affiliates and between companies of
the same sector (industry, country
etc.) were ignored.

« For simplifying formulas the horizon
of PDs is assumed annual. However, in
some cases, a different horizon might
be preferable, depending on the DSOs
and the sales seasonality.

« The stochastic nature of PDs and
LGDs was obfuscated.
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The optimized figure is the Risk Weighted Margin (RWM):

M-S .
—E -WACC - E-PD -LGD —-C-ROE
RwM =1+M
S
1+ M

M Initial Profit Margin

« 5 Sales Turnover

* E Exposure (Suggested Limit)

*  WACC  Weighted Average Cost of Capital of the business

* PD Probability of Default

*  LGD Loss Given Default

« C Contribution of the customer to the Required Capital Cushion

*  ROE Intended Return on Equity

« The portfolio optimization algo-
rithm that puts all together was left
out. That algorithm is a sophisticated,
parametric and forward looking ite-
rative process, driven by a rich set of
parameters that reflect both a given
Credit Policy and a what-if scenario. It
instantly applies those scenarios on
the business'’s credit portfolio and re-
turns suggestions for Credit Limits as
well as their effects on the profitabili-
ty and the requirements in provisions
and capital cushion, on both custo-
mer and portfolio level.

In the article we extensively used
the terms Probability of Default
(PD) and Loss Given Default (LGD)
as well known figures. Those mea-
sures derive from external Credit
Rating Agencies or internal credit
models. The credit models’ deve-
lopment methodologies and the
interrelated processes of validating
and calibrating them are well do-
cumented and exceed the scope of
this article. However, since the un-
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derlying experience is usually deri-
ved from the Banking Sector, some
remarks are worth mentioning.

As Default we define the inability
of a customer to meet their con-
tractual obligations. Every cost
that follows a Default Event is con-
sidered a loss and every payment
a recovery. Default definition may
differ per company and depends
on the internal credit and work-
out procedures. Consequently, PDs
should be assigned to the scales of
external Credit Ratings or internal
Behavioral Scores through an indi-
vidualized calibration process, set
up especially for the specific busi-
ness. Even if some external Credit
Rating Agencies have assigned PDs
to their grades, those are usually
calibrated for defaults on bank lo-
ans’ and are not appropriate for
use by corporates.

Interestingly enough, external ra-
tings are long-term viability esti-
mates. But, since the duration of
trade credit granted by corporates
is short-term, behavioral models,

1 For a definition of Default, see the
“Comments on terms used”.

2 This example does not take into
account potential recoveries after
default.

3 In a following section we will focus
on those models.

4 In the specific, extreme example,
an amount of €400,000 could be
enough.

5 The formula should normally pro-
vide for PD correlations and LGD
uncertainty, but it would add
complexity exceeding the scope
of this article.

6 The duration of the period is dic-
tated by the horizon of PD mea-
sures and may differ by customer.
In this article we assume a uniform
annual horizon for all the custo-
mers to keep the formulas simple.

7 The Default definition is common
and regulated for banks.

which by nature are short-term
predictors, usually seem to per-
form better (exhibit better accu-
racy ratios). Nevertheless, external
ratings (or, equivalently, internal
assessments based on financi-
al statements) are still a valuable
component of Credit Risk Manage-
ment because of their better early-
warning ability. An optimal solu-
tion for getting the best of both
worlds would be to develop a new
model combining external and be-
havior assessments for producing
more accurate PD estimates.

Finally, LGD models should take
into account all the forms of credit
mitigation used by the company
(insurance, guarantees and ac-
ceptable types of collaterals) and
should be subjects of annual vali-
dations and calibrations.
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LAST WORDS

One of the greatest problems faced by any writer when compiling an article for future publication is not knowing what
will have happened between sitting down at the keyboard and the finished product appearing in print. It is for this reason
that we talk principally about what was, rather than what is or, of course, what will be. In these troubled times, events have
a nasty habit of throwing a spanner in the works of any expected outcome, and all we have to fall back upon is what we
thought when we began. 2015 is turning out to be a year of horror and mayhem in many places — Paris, Toronto, Copenha-
gen and more besides —and growing revulsion and anger is turning ordinary, quiet and peace loving people into something
more....I know not what. A General Election looms in Great Britain as | speak, but the outcome could well be known by the
time this is published — no prediction from me. As | write, the so-called ceasefire in Ukraine fragments with blame laid on
either side. Again, as | pen these words, talks about the Greek debt have reached the stage where the Eurozone finance
ministers have approved the reform proposals put forward by the Greeks for a four month extension to debt repayment.
This is based upon Greece implementing the reform of their public sector and measures to combat tax evasion. Getting the
Greeks to pay tax at all would be a start!! Of course, the deal depended upon parliamentary procedures being implemented
in several Eurozone states to give final approval, but ultimately the Greeks themselves must get their act together — this
sorry saga has to come to an end sooner or later, whatever the consequences.

| was in London the other week for
the CICM British Credit Awards 2015
—the credit profession’s version of the
BAFTAs or the Oscars. A glittering oc-
casion, enjoyed by all and not spoiled
by a small demonstration outside the
venue by misguided people throwing
paint and chanting stupid remarks.
They had taken into their heads that
the evening was a black tie, £4,000
per table obscene event for those
who evict widows from their homes
and force children into care. Someo-
ne once said that prejudices are the
chains forged by ignorance to keep
men apart — that small demonstrati-
on was a perfect illustration of both
prejudice and ignorance. Later that
week, my daughter and | visited the
Churchill Cabinet War Rooms, deep
underneath Whitehall — from there
five years were spent fighting a battle
against prejudice and ignorance. The
streets around Whitehall, Downing
Street, Westminster and The Embank-
ment thronged with crowds from all
over the world, enjoying freedom of
thought, freedom of speech and free-
dom from tyranny. Freedom comes at
a price, that price ranging from the
ultimate sacrifice (picture the sea of
ceramic poppies surrounding the To-
wer of London last year) to the more
mundane — booking online a British
Airways flight to Milan for later in
February involved providing BA with
a considerable amount of personal
information so they knew who they

were carrying and why. It is easy for
us to take freedom for granted, but it
takes vigilance to preserve —you can’t
unscramble an egg.

Since we last talked, the FECMA fa-
mily has grown with a new member
from Moscow — the Russian Institute
of Credit Management, who made
application at the Council meeting in
the Czech Republic in November, and
were unanimously accepted by all
present. A very professional presen-
tation and the potential for conside-
rable growth in the face of a difficult
economic situation —a good example
of the need for credit professionals in
a challenging environment. FECMA
exists to promote professional credit
management across Europe and to
educate business and public alike as
to the importance of receivables con-
trol and risk assessment to national,
and therefore, international econo-
mic wellbeing. There are other natio-
nal associations established, or alrea-
dy established, in countries in Europe
not yet members of FECMA, but | am
confident that 2015 will bring more
into the FECMA family, with the Brus-
sels conference in May yet another
catalyst for action (as well as being a
jolly good show!).

If  may quote the Monty Python team
—and now for something completely
different. Going back to my London
visit, my perception of everybody

being somehow surgically attached
to their smartphones or tablets was
reinforced by the number of pedestri-
ans walking about oblivious to other
pedestrians, black cabs and big red
buses. Walking the pavements is an
obstacle course — it may well be that
they know where they are going, just
as much as | know where | am going,
but the small difference is that | am
looking where | am going. | can un-
derstand that Pet Rescue or Candy
Crush passes the time when riding
the London Underground (it avoids
all eye contact — hitherto an acquired
London skill), but one should still keep
an eye out for stops, and listen for any
announcements. | noticed a young
person on the Central Line, earpieces
firmly attached, clearly engrossed in
whatever was on the smart tablet.
So much so, that she totally missed
all audio and visual announcements
that the train would terminate at Li-
verpool Street and also totally missed
the fact that when at Liverpool Street,
the whole train emptied, leaving her
and her tablet to be tapped on the
shoulder by an Underground emplo-
yee. One thing for sure, she cannot
possibly have been in the credit ma-
nagement profession — with or wit-
hout smartphones or tablets, credit
managers are always aware of what
is going on around them, At least,
they should be.

Glen Bullivant FCICM, President FECMA
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CALENDAR BELGIUM

Credit managers’ Day. Workshop for credit managers - in collaboration with Ghent University. The discussion topic

for this year is ‘Innovation in credit Management’.

Seminar : Credit Management and sales : initiating a durable LAT relation

Half day seminar in collaboration with the financial magazine : FD Magazine.

CALENDAR GERMANY

Working Group Outfit, Langenfeld, Rheinland
Kick Off Certified Credit Controller, Ingolstadt
Working Group Insolvenzpraxis, Cologne
Working Group Working Capital, Leverkusen
Regional Event North, Wolfsburg

Coface Credit Management Award 2015, Mainz
Working Group B2C

Regional Event South-West

Regional Event, Niirnberg

SAP meets Credit Manager

Regional Event Credit Management South
BvCM Annual Congress, Wiirzburg

Kick Off Certified Credit Controller, Bochum
Working Group Insolvenzpraxis

Regional Event Credit Management South
Working Group International

CALENDAR HELSINKI

Yearly get together, including sharing the diploma to new graduates from the Credit Degree program at

Markkinointi-instituutti.
Yearly association meeting.
Yearly Credit Seminar.

NEWS MALTA

MACM Workshop at the Corithia Palace Hotel, Attard — “Managing Credit Profitably — Granting Credit and Managing

Credit Customers for a Profit”.

The Annual General Meeting at The Brewery, Simonds Farsons Cisk Plc. A new Council to manage MACM for the next

two years (2015 — 2017) will also be elected from and by the MACM Members. There will be Networking Refreshments

after the Meeting.
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FECMA launched a new website which meets up to the standards of today. \'
Please take a look at www.fecm.eu and tells us what you think of it! V

|

CALENDAR NETHERLANDS

Workshop: pro-activie legal organisation of credit management on the German markets.

Workshop: Collections Management.

The VVCM 5th Lustrum, which we will celebrate in Wageningen. With a full program of workshops, panel discussions,
round tables etc. etc. Festive elements will be held as well, some well known Dutch experts in economy, finance and
credit management will be welcomed.

Workshop: Management of Credits.

The famous VVCM Golf Challenge Cup event on the fantastic greens of ,,De Hoge Graaven® in rustic areas near Ommen,
where the former board member, and Honorary Member, Mr. Jan Smit, will be hosting this event for the 23rd time.

CALENDAR SWEDEN

"After Work’ meeting, where any credit topic can be addressed and discussed.

Seminar where Intrum Justitia will give a presentation of the current credit situation in Europe.
Credit Conference.

’Breakfast’ meetings’ and 'After Work’ meetings during the autumn.

Winter Dinner with speaker/presentation.

CALENDAR UK

CICM Masterclass — Credit Risk & Compliance

CICM Masterclass — Success with Technology Solutions and Change Management
CICM Masterclass — Credit Risk and Compliance

CICM Masterclass — Success with Technology Solutions

CICM Masterclass — Credit Risk and Compliance

CICM Masterclass — Credit Risk and Compliance

CICMQ Best Practice Conference for CICMQ
CICM Education Conference
CICM Fellows’ Lunch
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The “CreditManager Europe / CME” has one goal: to be the source of the best new ideas for pro-
fessionals in Credit Management across Europe. Since 1986 the Federation of European Credit Ma-
nagement Associations (FECMA) has built permanent links between national Credit Management
institutes and organisations and promoted co-operation, debate and discussion on all credit related
topics. It has also allowed credit managers across Europe to talk to each other in a professional net-
work, share advice and experience and develop closer understanding.

CME's articles cover a wide range of topics within Credit Management that are relevant to different
industries, geographic locations and small, as well as large companies. While the topics may vary, all
CME articles share certain characteristics. They are written for senior managers by experts in Credit
Management. Proposals for articles demonstrating European best practices, innovative thinking and
new approaches in Credit Management are those most likely to meet our readers' needs. They should
also avoid any marketing for specific products and services. When evaluating an article, our editors
often look for compelling new thinking and how a new idea can be applied to practice.

The best way to inquire about CME's potential interest in a topic is to prepare a proposal or to sub-
mit an article. CME is published twice a year with issues in spring (around March/April) and au-
tumn (around October/November) covering 7-10 articles each. Nearly all CME articles undergo some
editing and rewriting, and CME typically holds copyright on the final product. Authors continue to
own the underlying ideas in the article. Please e-mail your proposal or article to FECMA Secretarial
Service at fecma@sbb.nl.

CME deeply appreciates the time and energy required to prepare a proposal or article for our publi-

cation, and we are grateful to you for that investment. We are always looking for new ideas that can
improve the practice of Credit Management across Europe.
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Covering trade risk,
the world over

Wherever you trade, the risk of non-payment is
always present.

Whether it's a customer becoming insolvent, a protracted
payment default, less stable economic environmenis

or political interference, Atradius trade credit insurance
can protect your business from financial loss caused

by these risks,

As well a5 ensuring you receive up to 95% of the value of
any insured losses, should you need to make a claim,
credit insurance also has the potential to ease access

to finance, as banks often insist on credit insurance
before advancing funds,

www.atradius.com

Atradius is present in 50 countries, with access to
imformation on 200 million companies worldwide,
which not only allows us to provide you with local
underwriting knowledge, but also accurate trade credit
risk assessments on your customers,

With global trade, comes global risk, which is why
Atradius is your perfect trade credit insurance partner,

For further details please contact us at
atradius. marketing@atradius com

Y Atradius

Managing risk, enabling trade



