
Inf lation prompts a
walk on the blind side

For most of the past two
decades, executives of western
companies have enjoyed an
important advantage when

drawing up their business plans: the
assumption of price stability.

Despite political, technological and
economic uncertainties, inflation in the
developed world has remained consist-
ently low.

But no longer. The sharp increase in
the cost of oil and other basic commod-
ities, and the soaring price of food, is
challenging that assumption. It has
forced many executives to rethink long-
held assumptions about how their
businesses should work.

The resurgence of inflation can be
overstated. While prices are increasing
at a faster rate than for many years,
inflation remains low by historical
standards. In the UK, for example,
official measures of inflation remain
below 5 per cent – well short of the
double-digit rates that were the norm
for much of the 1970s and 1980s – and
are expected to fall again in the next
few years.

Nevertheless, the headline rate
masks some dramatic price moves. For
manufacturers that use commodities or
large amounts of energy, input costs
have risen sharply.

Although companies differ in their
ability to pass on these price increases,
this represents a renewed source of
uncertainty and potential strain on
their financial performance.

According to the Bank of England,
manufacturing input inflation in the
UK rose 30 per cent in the year to June.
Output inflation, meanwhile, was up
10 per cent.

What is more, many companies are
not well prepared for coping with sharp
and unpredictable price changes.

Stein Berre, a partner and head of
the corporate risk consulting practice
at Oliver Wyman, points out that most
companies’ experience of inflation
dates back to an era before the wide-
spread adoption of computer spread-
sheets and other sophisticated financial
planning tools.

“Nobody has built into planning and

budgeting the capabilities to handle the
fact that the real value of what you’re
doing is changing over time, and it’s
not changing evenly, because different
prices are changing at different rates,”
he says. “Every function from purchas-
ing to the chief financial officer is a
little blind-sided.”

Rising prices can force companies to
rethink the way in which they manage
their supply chain – particularly the
extent to which they are willing to hold
physical stocks of commodities and
other materials. Many companies have
embraced just-in-time manufacturing
as a way of limiting working capital.
But if prices are rising, companies
could conclude it is better to lock in
input costs early.

The uncertainties of input inflation
have further complicated life for chief
financial officers who were already
grappling with the impact of the credit
crisis and the increased cost of borrow-
ing.

“It’s hard to lock in long-term supply
at fixed prices, and it’s hard to lock in
long-term credit at fixed prices, which
means that, as a CFO, you’ve got huge
uncertainty,” says Mr Berre.

But if the financial planning tech-
niques have evolved since the last seri-
ous bout of inflation, so have the finan-
cial tools designed to manage them.
Companies can now choose from a
wide range of hedging techniques to
help them manage the costs of raw
materials, particularly oil and other
commodities.

While hedging cannot insulate com-
panies from sustained price increases,
it can help smooth out price fluctua-
tions and give them more time to
adjust.

Many companies have little experi-
ence of using these tools, however.
Others are finding that, while they
have the necessary skills in the
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