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CHAPTER I

FIMANCIAL FPRODUCTS OF INTERNATIOMAL TRADE

1. INTRODUCTION

The financing of trade requires enormous amounts of capital in
the form of various types of lecans and advances, as well as
such other finacial services as guarantess and  letiers of
credit.Also needed are a host of specialized or techinical
services for making international payvments, finding new
markets determining the reputation and fimancial strength of
potential suppliers and customers etc. The vast resources
required - both financial and human—can be found in a variety
of institutions that specialized in supplving the tvypes of
services needed. Te marshall capital for the financing
of trade requires organizations which have sufficient
strength and repute sc that depositors and investors are
willing to entrust their money +to  them. The technical skills
of financing trade also reguire many highly traned and
guperienced people. A krnowledge of the institutions which
make important contributions to the financing of trade and
related services is wvital for international merchants and
inwveshors., The most dmoportant dnstitutions that preee oles
services for international trade and investment are
commercial banks. The larger ones, gepecially, have the
financial and human resources required to get the Jjob done.
Smaller banks can also offer valuable services through
& rnetwork of correspondent relationships. Even  though
brar b 130w A central positions in the financing of
trade, they ocannot do everything. A small, rapidly
growing company with much enthusiasm and potential but little
capital may not gualify for bank credit. It would,
therefore, twn to other institutions which specialize in
secured lending such as  factars and finance companies.
Moreover, most banks rely primarily on short  term demand and
time deposits for their funding. Consequently, they have a
decided preference for making short-and medium-term loans.
When longer terms are required, such as to finance of
airplanes or whole industrial plants, other specialized
institutions may be needed. (1)

(1) D.F. Whitting, Finance of International Trade, Fifth
Edition, Fitman Publishing Ltd, 1987, p.24



Every shipment from an exporter to an importer requires some
kind of fimnancing while in transit. In addition, the euporter
usually needs funds to manuwfacture or buy the item to be
gxported. S8imilarly the importer alsoc has to carry the goods
in dnventory until he is able to sell them to the ulitimate
buyer. Finally, the accounts receivable created by the sale
require Tinancing until payment iz received. Hence each export
may represent s serdes of Financing tramgactions starting with
manufacture or purchase, going through shipment, and ending up
with sale to the ultimate consumer and receipt of proceeds by
the dmpoyter, (22

The tracdse opcle can be Financed in many different wavse. The
exact method or combination of methods used for any ane
transaction depends on such fTactors as the relative finmancial
strength of the exporter and importer, their degree of mutual
trust: the currency of invoice, availability of bank lines to
the suporter or importer, and availability and cost of credit
in the different countries. A financially strong exporter may
be able to finance the entire cvycle out of his own funds, and
thue not demand payment from the importer wntil the latter
himself has sold the goods to his customer and received
Facemer .

mliernatively, & strong dmporter may be able and willing to
give the porter an  advance to allow him to  buy  or
manufacture the goods exported. In between these two extremes
there are countless ways of financing the trade cycle through
& combination of wporter, importer, arc intermadiary
Fimancial dnstituticons. (3)

The =zale of goods and services to foreign buvers entails more
varied and greater risks than those encountered on domestic
markets. In the case of an export order, such riskse can croup
up all along the line —from the obtaining of raw materials, to
the maruwfacturing and storing of the findshed product and,
finally, to the delivery and payment within the agreed time.
Froviding services entails the same risks, - but to & lesser
clesgpiree . (61}

For the buver, adherence to the terme of performance is of
primary importance and for the seller, adherence to the
payment terms. The riskse involved are accentuated in foreign
operations since the buver ie not in as good a position to
dudgs the reliability of a supplisr in ancother country as that

{2y DLP. Whitting, dbid, p.28

1
R DaF Whitting, dbid, p.éw
{4) Guide to Documentary Transactions in Foreign Trade,
Doowmen tary Credits- Documentary Collections- Bank Guarantees.,
Fublication of Union Bank Switzerland, Frinted in Switzerland

in Play LPEG, p.d



oot e St Pme . Im addition legal action in the event the
terms of the contract are not fulfilled is much more difficult
to dmdtiate.

The same applies, of cowrse, to the seller or exporter, who
not only dnowrs additional transpoort visks ot also the '
increased risk of taking & loss on receivables. Furthermore
difficulties may arise in appraising conditions in the counltery
of bhe bDuyer s or doporter’s domicile, such as currency and
transfer risks and problems in the social, political and
military spheres.

Securing Ferformance

The buyer wants to be certain that the seller is in & position
to honor his commitment as offered or contracted. The former
therefore makes it a condition that appropriate security be
provided. Such security may be obtained through banks in the
form of bl brdd bond guarantess that the sellers considers
Bis bicd to the buyver bdinding antil the contract is awarded.
The buyer thus prospects himself from the seller backing out
of the offer before an agreement cam be reached. Another form
of  guarantes ds the performance bond is designed to provide
financial assurance that the seller meets his obligations in
the manmer and within the time contractually agreed upon.

Securing Favment

Contract frequently stipulste that the seller iz to receive an
advance payment. This payment is intended to allow the seller
to purchase raw materials or to cover initial production
costs. To ensure that such funds are not used for purposes
cther than those stated in the contract, the buver may demand
that an adwvancos payment guarantse be provided through o band,

When it comes to payment, various arrangements are possible,
with the fore of peyment chosen often depending on how well
the buver and seller know each other. If the amount involved
iz fairly small and mutual trust exists between the partiesz to
the transaction, a foreign business deal may uander cortain

circumstances be carried out preferably on an open account
basis. Thig method does not given any special security for the
payment but has the advantage that the administrative work
involved with a transaction can be kept to a minimum. On the
other hand, it would be irresponsible for a company to supply
goods or services to a Toreign buver 4f a relationship of
muctual  truast o ds lacking or iFf the country involved presents
too many risks for this type of settlement. The method of
mecurlnq pdvments must be therefore be carefully considered by

m"m i m;nm“' MY

1§ ) Guide to Ducumentary Transactions in Foreign Trade, ibid,

,l.,,?




When an exporter has a considerable degree of trust in the
Fimancial strength of an dmporter, he may be willing to allow
release of title documents Tor shipped goods upon pavment by
the importer of & sight draft drawn on bhim. Since the draft,
which is sent by airmail, usually arrives and must be paid
well before arrival of the goods, which are sent by sea-mail,
this method shifts the main financing burden on the importer.
To a&llow somewhat longer terms, an exdporter may be willing to
draw & time draftt of a specified number of davs on  the
importer. In this case, the importer gets the title documents
upon acceptance of the draft, with payment not due until the
time stipulated or the trade acceptance has sxpired, This
shifts more or all of the fimancing burden to the edporiter who
may. as a result, need =ome assistance from his bank. Allowing
the release of title documents against payment of a sight
draftt or acceptance of & time draft by the importer is often
referred o as shipping on oa Foreign collection hasis.

Whern an importer is less well known to the swporter or when
certain #change ristrictions prevail in  the dimporter’'s
country . the evyporter may wish to have the importer’' s promise
of payment backed by & prime foreign or domestic bank. The
importer, in turn, may not wish pavment to be released to the
“porter before he is reasonably assured that the goods in
gusstion have  been shipped, & banking wehicle which meets
these objsctives has luckily been developed in the form of
letter of oredit. (4

Atter a brief information is given above, the characteristics
orf Fimancial poroducts will e resciewsd wunder  seperate

seahionss

(& Db bhitting, dbid, p.30

S
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2. THE DDCUMENTARY COLLECTION

General Remarkes On Documentary Collections

A documentary collection can be defined as the collection of a
aum due from a buver by a bank against delivery of certain
documents. The bank acting as trustes and intermediary between
ez por-ter and  dmporter presents  doouments by order of  the
wporter— which are proof of the actual delivery of a product
o service rendered and dn ezchange receives pavment of the
amount owed or obtains acceptance of a bill of exchange. The
basis of the execution of documentary collection is provided
by the " Uniform Rules for Collections® (URC) drafted by the
International Chamber of Commerce in Paris (ICC) and approved
by the banks. They regulate the main rights and duties of the
parties with regard to the documentary collection. These rules
and  provisions,  bowever, are only kinding i they do not
contradict any other agrsemsnts whioch baes bhesen exproessly
concluded, or any nationsl, federal or local legislation and/
o stipulations which talwe pedority. The liabdility of  the
bardes with respect bo the handling of dooumentaey collsotion
orders is restricted mainly to the forwarding and releasing of
documents against payment o acceptance. Contrary to
documentary credits the brark does rnot assume any
responsibility if the buyver doess not want or is unable to meet
his payvment cobligaticon According to URC (Art.l1). the bank have
b Mact  dn good faith and exercise reasonable care”, but
assume no liability or responsibility for conseguence arising
from fActs of God, delavys or loses in transit of any messages.
letters of documents, insofar az these are not due to
negligence on the part of the banks (URC, Art.3%2/4/%). The
documsntary collection offers, in comparison with an open
account, considerably more security for the seller, but not
the sams etent as a dooumsn tary oredit. (F)

The Parties Involved in a Documentary Collection: There are

ganerally Four parties drvolwsd dn oa dooumentary colleotions

The Principal or Remitters Llmuadly the sellersezporter, who
foreserts the docuamerts to bds bank together with
a corpespording codlection order.

{7} Guide to Documentary Transsctions in Foreign Trade, ibid,
p.7¢



The Remitting Bank: The bank to which the principal entrusts the
documents. His bank forwards the papers in accordance with the
instructions in the collection order to the collecting bank in
The burer s counbry .,

The Presenting or Collecting Bank: The bank takes care of the actual
collection or the obtaining of an acceptance from the drawee
in Seoordanoe with e el Leobd o instructicons of t e
raimid thing bhanlk.

The Drawee: The buver oFr dimporter to whom the collection

documsnts are presented. (8)

Tvpes of Documentary Collsctions

Documentary Export Collections: Freguently, ezporters ships
goods on a documentary collection basis. When such pavment
terme are used the exporter obtains the usual shipping
documents such as bill of lading, insurance policy. commercial
invoice, inspection certificate, etc. Simultarnecusly, he draws
a dratt on the dmeporter for the total amount due, dincluding
the cost of the merchandise and any charges invelved., such as
freight, insurance, and bank fTees, previously agreed in the
sales contract as being for the account of the importer. After
the draft and all documents are properly aszsembled, the

uporter attaches the documents to the draft and submits
everything to hdis bank, accompanied by detadled dnstructions
as to how the bank is to proceed in obtaining pavyment from the
importer. The bank, acting a= agent for the exporter, checks
to make sure all the documents are in order and are complete
as stated in the instructions. While the bank does not make as
through an investigetion of the documents as it would under a
letter of oredit, it does look for internal consistency  and
seas cbhat  bhe i1l of lading and  insurance documents  are
properly endorsed. Then based on the customer’'s instructions,
the bank types its own collection letter and sends  it,
together with the dacuments, to one of its foreign
correspondents who is, preferably, in the same city as the
) MO Tl

3

The foreign correspondent. agsin acting as agent, notifies the
importer that it has title documents available for him against
payment or accepting the draft. As can be seen from the above
uplanation, the main advantage of a documentary collection is
that doouments of walue are not turned over to the buyer
bwapfore  he  bes made  payment or acknowledged & real
Tiability by ac A draft drawn on Mdma

(8) Guide to Documentary Transactions in Foreign Trade, ibid,
p.71

)



Clean Collections: In this case only the draft, if necessary,
an  instruction letter are sent owut for collection. The
documents are sent directly to the importer or to  the
exporter’'s foreign agent. Hence, the exporter is, in fact,
shipping on open account terms.Clean drafts may also be used
wheery goods are shipped to agents oversess on consigrnment. A
clean draft may represent an wderlying trade transaction or
it may represent a purely financial transsction involving no
movement of merchandise and, therefore, no documents. Typical
clean items that may be handled on a collection basis are
chpolks, olean drsafis, scosplances, oho. (9]

Ll

fdvantages and Risks of Documentarvy Colliection Terms

Advantages: The suporier is assuwred that the importer will not
be able to get hold of merchandise until he has either
accepted  the draft or seecuts the payment. The importer, on
the other hand, gets partial fimnancing in the case of a sight
draft (i.e.., the time it takes Ffor the exporter and his bank
o assemble and mail owt the documentary draft plus mailing
timed, and complete Financing in case of an arrival o time
dratft. We can swmmarize the adwantsges dn bthese ophionss

Simple and dnexpensive handling

swi fler pavment than an opsn acoounh

i lity of handing cowver doouments to the merchandise,
o bhe buwsr agadnst simul tansous pasment of the amount
cwerel oF against acceptance of a bill (possibdlity with
frarls g ar L )

Risks for Exporter

Mon—Acceptance of HMerchandise: One common danger iz that the
may refuse to accept the merchandise. This refusal may be
based on some small, inadvertent infraction of the sales
contract by the wporter while the real reasorn is  that,
between the time the order was placed and the draftt received,
there has been a significant drop in market price. When this
Mappens, the sxporter ds stuck with his merchandise in a
foreign port, probably incurring heavy storage charges, and a
orly at s greatly reducsd price. Taking court action
thog dompooster i most cases not a =zatisfactory
chas b Lhe edpe arrgd bdmes delay dnveolved.

Mon—Payment of Trade Acceptance: Genegrally, shipping on a time
dratt basizs is more risky for the seller than a sight draftt.
Im dhe latter case at lesst be sadntains control ceer the

R b}

£FY DaF. Whitting, dbid, p.322



merchandise until he is paid. Otherwise the exporter takes not
only the wisk that the tims draft will nob be acocepted ot
that the trade acceptance will not be paid at maturity. If the
accaptance s not paid, the dmporter has control over the
merchandises, thus preventing the exporter from selling it
aleowhere.

FPossession of Goods Without Payment: Another danger an
wporter might face is  that the importer,; due to local
regulations, can get possession of the merchandise without
paving or accepting the draft. Certain governments, for
imstance, may demand that the buver show them the shipping
documents before they allocate the needed foreign exchange. In
thizs and similar cases the documents may have to be relessed

e bthe dmporter o trast oreceipt. Thus the exporter and his
agperrt barnlk cornterol over the merchandiss befors payment.

Exchange Restrictions: It may occur that the importer is
perfectly willing to pay, but the local swchange regulations
dos moet permit him to obladin the necessary Toreign exchange.
The merchandise in  guestion may not be  approved for
importation  and dn this case eschange will never be made
available. Alternatively, those reguiring foredign exchangas

may have to goo on o a walting liset that may extend several
mor hhE o @VEBn YBar.

Minimizing the Risk:

Thiz last potential problem highlighte the need by the
vparter to keep ocwrrent on the forsign exchange regulations
and conditions prevaling in the countries to which he ships.

Keeping Inforged: Many large commercial banks issue periodic reports
on import and foreign exchange regulations, as well as the
barmks own collection experience in the various countries. An

wporter can, to some extent, guard himself against refusal to
accept merchandise by knowing the reputation and financial
strength of the dmporter and being familiar with the market
For bds merchanoddse .

Adequate Insurance: When shipping on & doocumentary collection basis,
it is wise for the sporter to insist on using his own
underwriter for ocean marine coverage, and to extend the
coverage while goods are at the port of warshouse of
destination. This way,should the importer refuse to accept the
shipment, the exportsr is at least assuwred of having adeguate
insuwrance.Cash DEposits The risk to the s=seller may also be
minimized if he requires a cash deposit or irrevocable letter
of credit for a percentage of the total amount, with the
remainder  parable on s collsction  basis apon surrender of
title documents. If the importer refuses to accept the goods,
the initial paoment should be large enough Lo ooeer any oost

bey
&3



of reshipment or sale of the goods at & discount in the local
mar ket . {100

Risks for Importer

& transzaction based on collection terms is not entirely
without risk for the importer. He must rely primarily on the

“porter’'s good reputation, honesty, and ability to deliver
merchandise of the grades, quality, and guantity ordered. On
sight or arrival draft terms the importer generally camnot
insgpsct the merchandise before making pavment. On time draftb
terme he can inspect, but only after having obligated himself
-at lsast against holders in due courss- by  accepting the
draft. The importer may be able to protect himself against
Faulty merchandise by oregquiring an dnspection certificate as
paet oo b doowmsntation. (L1

Conclusion

It may be concluded that collection terms are wvery useful in
certain circumstances, but they shouwld never be entered into
un less 2

the following conditions are pre B
sonfidence betwsen boyer and ssller in each

homesty, reputation, financial strength, and,

s of bhe Iavsr, his ability Lo deliver the
e d s

Knowledoge by the exporter of looal mzmhanaw r'quiu*lmn*
oy »h1pmnnl o @ Lsposhdoy b z A%
’? ih(rp AW NT

i

1Y) "hurL«uw that

shher mrohangs will bs oz 1

wthhtr thv e porter may not have Lo go oo & w&iting

list.

Complete underetanding sand agreemsnt betwesn buyer and
L toowhat o sach obther s rights and

e d i i Lies aore under the sales contract.

If there is doubt concerning any of the above points, it would
probably be to the benefit of both the seller and the buver to
pacpaest letter of oredit terms. (13D

CAOy Dafy Whitting, ibid, p.34l

LY Bofa Whitting, dbdd, p.333

(12) Harry M. Venedikian - Girald A. Warfield, Export Import
Fimancing, Second Edition, A Wiev Interscience Fublication,
Jobwr Wiley & Sons Incl. W24, pa 257
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Z.DOCUMENTARY CREDITS

Frequently international trade an exporter will, for some
FeEason, not be entirely satisfied with the credit or
repattatior of & foreign barer. Foredgrn coredit reports are
often sketchy and do not give sufficient information for the
zeller to make & decision on hise chance of wultimate payment.
This appliss particwlarly  to bthe wast madority of foreign
companies that are small or medium ~ sized, and therefore not
well kEnown in international circles. Additionally, the country
in which the foreign importer is located may be in a weak
Finanoial position with limited bard edchange o mest its
foreign debt obligation. Thus even if the importer himseld is
financially strong  and  reputable, conditions beyond his
control may prevent him from discharging his foreign
obligations. Even an imporiter with & good credit standing may
be tempted not to accept a shipment that he receives on a
collection bhasie if, in the interim, there has been &
significant drop in the price of the merchandise involved. He
may try to find some kEind of minor techrmicality of none
compliance by the exporter on which basis the shipment can
legitmately be refused. FRecouwrse to the courts in cases of a
refused shipment is usually time-consuming and espensive.
Moreover, & legsl battle may result in the leoss of & customer.
To salve these and similar problems, letters of credit may be
used effectively by exdporters and importers, as well as other
companias Lhat woish sither Lo guarantes performancoe of  an
obligation or make certain that some obligation to them will
be properly discharged. Specifically, letters of credit may be
wmaful b bhe Following typss of firms.

- el e who wish to ship on oa ¢ = that ds, wnder
Lerm which provide paement to the seller at the tims of
sbvh pamer {

Exporters who sell to companies abroad that sre either not
war Ll brown dnctsrnationally o oars not considered Lo be
poedmer credit i
Comprar i whioy ¢ customers dn courncbrd
Tl charnigs ressress and who bh
to dmpose dmpoart and e ohang
& Thy manufactursd machin:

with Limid ted
 havves L
controls

and othsye

Ernginesring and other service trpse Tirms
of opedd b b LEL s pravment for servi oss
pre v oo mesc
Compait 4 es
cus homars

s Letters

STTER

that s
asm b

to domestic

whits 11 o oa nonerepetd tive basis
whiom  thew odon b know )
= LLeampar e S GBS i
bivrrowings from foredgn finanocial .
o e guarantesd by & repuatable domestic

REARE 3




- Comtractors and others reguiring bid andsor performances
s ary heeses . L L3)

Definition

To make sure that an cbhligation to him will be met, a seller
ar other beneficiary may wish the superior credit standing of
a large financial institution to stand between him and & buyver
or other parity who is expected to perform. This can often be
done by means of a commercial letter of credit. The credit is,
in essence, a letter addressed to the seller, written and
sigred by & bank acting on behalf of the buver. In it the bank
promises that it will pay or accept drafts certain documents
=uch a= a negotiable bill of lading, insurance policy.
invoices, stc. Only if the documentation drawn on itself if
the =eller conforme exactly to the specific conditions set
foarth in the letter of credit. In most commercial transactions
these conditions will state that the seller is to submit,
together with the drafi,submitted is exactly as specified will
the  bamk pay o aocept  the wporter’se draft. Throwgh the
letter of credit a bank substitutes its own commitment to pay
for that of its customer, i.€., the buver. While a letter of

credit ds not really & guarantes, it serees almost the sane
purpose in that the bank assures payment to the seller as long
ag he complies with stated conditicons. (14

Farties to letter of Credit Transactions

Beneficiary: If a letter of credit is required, this must be
shipalated dn the seles contract betweern the dmporter  and
grporter. Since s letter of  oredit generally  benefits  the

wporter, such payment terms are usually included in  the
contract at  his request. The party in whose favor the
instrument is issued R N - S the uporter—- is called
berref i ol ary .

Account Party: It is up to the importer to find a commercial
bank or other finacial institution that iz willing to open a
letter of credit on his bkehalft. In banking circles, the
applicant for a letter of credit, i.e., the importer is
referred to oas the acoount party.

Opening Bank: The bank that opens the letter of credit on
behalf of the importer is called the opening or issuing bank.
By issuing a credit it assumes full responesibility for pavment
after the proper documents have been presented. The credit of
the opening bank i thus substituted for that of the account

[REE ol L
LAY DuF. Whitting, dbhid, p.350

1
(14Y DLPF. Whitting, dhdd, p.3%1

11



Advising Bank: The issuing bank send the letter of credit to
ong of dte correspondsnt who s usually located in bhe same
locality az the exporter. This correspondent is called the
rnotifvying or advising bank. It has the task of informing the
beneficiary that & letter of credit has been opened in his
favor. The notifving bank advises the letter of credit to the
berre i cdary without responsibidity on dts part.

Paying Bank: In additicon to notifring the exporter of the
establishment of the oredit, the advising bank may also be
avthorized to pay when the proper doocuments are presented.

I o this case, the notifying bank also becomes the paying bank.
The latter. after having paid the berneficiary, gets reimbursed
b the opening bank. Legally, the paying benk acts as agent
Tor the opening banl

Megotiating Bank: A bank which, at its own choice, buys an
exporter’'s draftes submitted to it under a letter of credit is
called rnegotiating bank. Sometimes a letter of credit may be
addressed and mailed directly to the besneficiary without going
through the intermediary of an advising bank. The exporter may
then present his draft and documents to any local bank willing
to buy his drafts under the credit. If all letter of credit
conditions are met, the negotiating bank buys the exporter’'s
graftis with or withouwt recourss. It then forwards the draft
and documents to the opening bank for reimbursement. The
opening bank itself examines the documents. If everything is
in order, it in turn reimburses the negotiating bank. The
negotiating bank actually becomes & purchaser in due course of
the exporter’'s draftt and documents.Therefore, unless olbherwise
specified on the draft, it retains recourse to the drawer.
When negotiating bank makes payment to an exporter, it is
really extending an advance against foreiqn collections. The
tank is thus entitled to charge interest until it receives
redmbureemsnt From the opendng band. (15D

Confirming Bank: Frequently, an advising or paying bank is
requested to add its own commitment to the letter of credit.
Ir this case it is called the confirming bank. For adding its
own name to the credit, the confirming bank charges a fee
which is usually paid by the opening bank and thus indirectly
by the importer. Such a confirmed letter of credit is
considered very safe from the exporter’s point of view since
it contains the obligation bto pay on bhe part of fTwo banks.

Combined Rank Roless (A1 bank  may. for any particular
transaction, perform more than one of the above functions. An
opening bank that sends the letter of credit directly to the

hapaflciary acts also as an advising banlk. Similarly, Lhe

R

CLEY Harvy M. Yernedikian - Girald a. Warfield , dbid, pa.383



adbvisding  and  paying banlk maee e bthe same dnstitotion. IT7 an
advising or paving bank add its own obligation to the credit,
it also becomss & confileming bank. (Lé&)

Bacsic Tvpes of Documentary Credits

Documentary Credits According toe the Degress of Security
FProvided

Revocable Credit: @A revocable credit may be amended or
cancelled by the issuwing bank at any time. Since in most cases
the issuwing bank takes such action only &t the instigation of
the buyer, it is obvious that the seller or exporter must rely
fully on the buver of his gocds. The issuing bank pledoes
payment upon presentation of the proper documents. IF a sight
credit is inveolved, the bank may not revoke the credit after
payment nor make any changes affecting the pavment. The
important point is not the time of the documents’ delivery to
the Ranlk, whathse paoerment bhas already been made.,

They involve lower costs than other types of documentary
credits, but their main advantage lies in the rapid and
convenient way they enable pavment.The latter carn take place,
for example, at the domicile of the seller’'s bank- if this is
provided for in the credit- and the beneficiary receives his
money soorsr bhan ds bhe case with documsntary collections.

However, attention should again be drawn to the fact that this
mode of payment is suitable only when both parties to the
contract are well known to each other and alsc when full trust
i the buyer existe. In a&ll other instances, the use of an
irrevocable o EVEN a confirmed documentary creditis
adwisahle.

Frercocabd e credit wsunal by el foa s

sk pamench berbwesn parent compan:

o bmawer and z b ler who have @xos) . 10, 13

- e wants absolutse sdght b changs teems of oredit adkl
Fide option
el ler who bas & commodity which can be disposed st any
Tdme (L3

Irrevocable, tnconfirmed Credit: "N irrevacable coredit
constitutes a definite undertaking of the issuwing bank®
(Article 10a of the UWUCF) The irrevocable, urnconfirmed credit

s

diwoa gommor ly wssd twepes of documsntary oredit. In Arh. 1O oof

(1&) MHarry M. Veredibian - Girald . Warfield . ibid, p.324
{(17) Guide to Documentary Transactions in Foreign Trade, ibid,
p.ld



the UCF it is clearly pointed out that the issuing bank has
the obligation to make payment, or according to the terms of
the oredit to accept drafis, or to e responsible Tor i
pavemant al matuwrity. Once  this  commd tment  bas  been  enterd
into, the banlk cannot decline e crraibili by withowt the
agreement of the beneficiary. A unilateral amendment or
cancellation as in  the case of revocable credit is not
possible with the irrevocable, wnconfirmed credit. Since under
the letter of credit a debt relaticonship uists only between
the issuing bank and the beneficiary, it is advisable to asses
the dssuing  bank’s standing a8 well as  the sovereign and
transfer risks of the country involved. With regard to
urnconfirmed credits, it ie of great importance to  the
beneficiary to know where the credit is available and pavable.
I¥ available with the issuing bank, the beneficiary assumes in
addition, the mailing risks associated with the delivery of
the documents. The beneficiary must aleso realize that the
deadlines  for  the delivery of the documents refer to the
Foredgn bhanl.

Irrevocable Confirmed Credit:"Whern an issuing bank authorizes
or reguests another bank to confirm irrevocable credit and the
latter has added its confirmation constitutes & definite
undertaking of such bank (the confirming bank) in addition to
that of the isswing bank...." (Art.lobh of the UCRYIN case of
arn dresvocable,  confirmed oredit, the beneficiary eniors two
independent recognitions of liability: Onpe on the part of the
issuing bank..However, before the latter assumesz such an
ohiligation, certain corditeria moast be fuldilled.

a) The oredit must e desued Lrrevocably, that ds. it must
corttain & coenmd bment on the part of the buver s banle at
the time of issue. Although from the legal standpoint
confirmation under & revocable oredit ds possible, 4t dis
Righly unlikely that any bank will assumes a0 commi tmsrnt

o pae o bhe b &

Y The credit must clearly dinstruct or avthordze the
coprsspordsnt bank bo oadd dts confiemation.

The ocredit mast be availabhle and [ Ble at confirmin a
fram e

7
Stmet”

a2 The contents of the oredit mast be amambdoguous and mast
ok oorctadn any condd tions that allow bthe boaser fo
poreevertt the terms of the oredit from being fulfilled.

The confirmed credit offers a very high degree of security but
it has still other advantages for the exporter. Instrument may
be used as a credit instrument in connection with transfer
operations or for obtaining loans. In the case of a confirmed
credit on a deferred payment basis, the bank will as a rule
aleo e prepesred to discount or adwance the proceeds.

14



Types of Documentary Credits According to FPayment Methods

Sight Credit: The beneficiary receives the proceeds of the
credit upon presentation and examination of the documents.
There is & step-byv-step process of documents agaist payment,
wherely  the  bank ds  Qiven veasonable time to raming the
documents. Thers are however, sight credits in connection with
which pavyment is made with the value date extended by a few
days. This occurs mainly when the paving bank must obtain
coecel wia several dntermediscies. (1E)

Acceptance Credit (credit with time drafis): In the caze of an
acceptance credit, the exporter draws & time draft either on
the dissuing or confirming beank, on the buver or on another
bank depending on the credit terms. The paymsnt date under an

acceptance coredit may be, for rample 29 dave after the
invoice date or the date of the transport document. When the
documents  are presented,  the oraflt ds accepted instead of

payment being made. If drafts are accepted by the parties (for
examnple by the bwyver) the issuwing and confirming banks
cpaararn tes the sacceptance of the dradft and its pavyment at
TR ARY o R g

Deferrred Fayment Credit: The credit with deferred pavment
cifiers only alightly din dtes effect on the beneficiary Ffrom
the time draft. The main difference is the lack of a draft.
Upornn  presentstion of the proper documents, the bank =0
anthorized {(the issuing or confirming bank) issues a written
promise  bo make payment on due date. It must of course, be
Zpossible to calculate the due date on the basis of the credit
terms. Deferred payments are possible under confirmed and
wnconfirmed credits. From the standpoint of commissions, the
credit with deferred pavment can be more economical thanm the
credit with term draft. The disadvantage compared with the
acceptance credit is that an advance payment of the oredit
amonut may normally e obtadined only from the dssuing or
confirming bank, whereas there sore wariows possibilities for
discounting a draft. Term credits, i.e., acceptance credits
and deferred payment credits, are financing instruments for
the buyer. During the payment period, the buver can often sell
the goods and pay the oredit amount with the proocsds,

Credit with Advance Payments Advance payments  under &
documsntary credit may take very different forms. Generally
speaking however, we distinguish between so-called unsecured
arnd secuwred advances. In the case of the latter, the bhank of
the beneficiary of the credit must put up & guarantes. The
guaranteed amount is normally reduced as the deliveries are
machs . tnsecwred advance payments do onot give the importer any
(18) Guide to Documentary Transactions in Foreign Trade, ibkid,
p.13
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protection against their misuse. A special type of advance
under & letter of credit ise the so-called “"vred clause" credit.
The red clause incorporates a special cocession to the seller.
It auwthorizes the advising bank {to advance a part of the
credit amount to the seller for the delivery of merchandise.
This type of credit is used particularly in the Australian
wonl trade. The clause was formerly written in red ink — hence
its name — and may, for example, read: "red clause 6% 30,000,.-
peprmithed” . This olause means that, with the dssuwing bank
assuming liability for the transaction: the advising bank is
authorized to advance the beneficiary B0.000.~ fustralian
Dollars prior to pressntation of the documents. The pavment of
such advances is uwswally made against receipt, and the
beneficiary also has to pledge to present  the required
documents before credit expiry. Such advance payments are made
at the risk of the applicant.

Revolving Credit: RBuyrers often order oore merchandise  than
they may actually need at the time in order to obtain a better
prrice. The delivery of the goods is made in instalments and at
stipulated intervals. In such cases, the seller can request
that a revolving credit be issusd which guarantees each part
pavment. The text of such credit might read aszs follows:
"amouwnt of credit FRF.10.000.- revolving 5 times to maximum
FRF.&0.000,.~" A soon as the first instalment FRF.10.000.- has
been uwtilized, the credit automatically becomes valid Tor the
next FRF.10,000.- until the maximum amount of FRF.&0.000.- is
reached. The so-called "revolving” clause can be formulated in
many different ways according to circumstances. It is also
poseilble, to Fix the dates of dndividual dinstalmentsg for
example, the following wording might be used "coredit amount
FRF.10.000,.~ revolving every month for the same amount, for
the First time in Jarnuwary, for the last time in May 19..
maximum amount pavable under this credit FRF.&0.000.-" If an
instalment with & fixed date iz omitted only partially used,
the  words Youmalative”  and Unoncumalative”  mayr  be used  to
indicate precisely whether unutilized instalments or balances
may or may not be added to later instalments. "IT drawings
and/or  shipments by instalments within given periods are
stipilated din the oredit snd any instalment is not drawn
and/or shipped within the period allowed for that instalment,
the oredit ceases to be avallable For that and any
sub-seguentinstalments, uwnless otherwise stipulated in  the
crecdi " (At A% oof WY (1%

{(17) Guide to Documentary Transactions in Foreign Trade, ibid,
p.lé

1 &



Back—to-Back and Counter Credits: Suppose Lhe trader can not
obtain a transferable credit in his favor, or the terms of his
sale and purchase are radically different. A back-to-back or
counter credit may be the answer.The trader obltains a credit
in his favaor. The advising bank in a back-~to-back case, or the
trader’'s own bank in the counter creditsituation, uses that
credit as itse security for issuing a credit in favor of the
uwltimate supplisr. Such arrangsments are norse problematical

for the bank in the middle than transferable credits are. The
second credit needs to be worded so o as  to produce  the
documents reguired by the first coredit, and to produce them
within the time limits specified in that credit. The
intermediate izseuwing bank hase to pay even if payment cannot be
obvtained undsr the first oredit. & party outside the credit
operation to whom the first beneficiary owes monsy might try
to obtain pavment of the debt by seizing the credit sum. In
case of a transferable credit he will not be able to get his
hands on any part of the coredit already transferred to the
second beneficiary. In the back-to-bsck situation, however,
there is no transfer, and the whole amount pavable to the
first beneficiary under the original credit might be available
o ther original ovedit might be secailable to the oreditor.

Whether the intermediary bank using the credit as security
could prevent this would depend on the procedures followed and
the law applicable. (200

20)6uide to Documentary Tramnsactions in Foreign Trade, ibid,
p.i7



3. THE BANE GUARANTEE A5 AN INSTRUMEMT FOR SECURIMG
FERFORMAMCE OR PAYHMENT

In international trade, it is difficult for the buver of goods
or ssrvices to accurately asses the professional ability and
finacial position of & supplier. He therefore guite rightly,
demands that the seller’'s ability to perform be secured and
for this purpose a bank guarantee is arvranged. In general, the
use of the bank guarantee as an instrument for securing
payment is restricted in international trade to nonpayment
ouesrantess used for the "open account” mode of payment.

Gensral Remarks on the Bank Guarantee

Definition: A bank guarantee may be defined as the irrevocable
obligation of & bank bo pay oa sum of money in the event of
nanperformance of a contract by & third party. The guarantee
is a separate obligation independent of the principal debt or
the contractual relationship between the creditor and the
principal debtor. Under the terms of the guarantee the bank
has to pay on first demand provided that the conditions
contained in the guarantee are fulfilled. Guarantees are, as a
rulde subiect to the laws of the country of the dssuing bhank.

Farties Involved:

There will normal 1‘;’ be three &y ties involved ir the
frmCss imions of a corrhract CIRL 1 Loz

Lo The supooter (also called the seller, supplisr or
corbractor) .
This party will perform the work or supply
The guoocds as coversd dn the terms of bthe contrach.

2. The

WhTy

tver (also called the client, customer or
A cd ary )
The gueaorantes will bhe djssued in favor of this party.,

Fe The guarantor (eithsr a bank or s suwrstylinsuranoe
CCMMEERTTY )
This party will be responsible Ffor is
My & banlk ds drevolwved, a
takern from the exporter.

sinigy cbhe guarantee.
cowr b dndesnd by owill b

FProcedure: The foreign buver will ask the exporter to provide
a guarantee in support of the work to be undertaken or goods
supplied. The exporter will approach hise bank reguesting that
a guarantee is issued in favor of the foreign buver. The bank
will arvange Tor the dssue of the guarantes for the foredign
e amod babes a cownter dndesard by From the sxporber.
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Arnother party may become involved in this sequence of svents
if the buver insists the guarantee issued by a bhank in his own
conarrbey . The banlk will then fiod 06 neocsssary o uss g
correspondent bank to dissue the gusrantee to the buver. In
this instance, the bank will be reguired to counter indemnify
the correspondent bDand, (210

The Frincipal Tyvpes of Guarantees in Intsrnational Trade

Bid Bond {(Tender Bond)

Furposes: This guarantes is reqguired in connection with public
tenders. If a company participates in  such a tendsr, it must
submit a bid bond together with its offer. Bid bonds therefore

sEaare pasrment o of Lhe guarante amenar .

In the event of withdrawal of the offer before its
@apiry date.

T othe contract, after being sawarded, is not acocephed
bvw bhee hendeerse .

T4 the bid bond aflter the contract has been awarded, is
revh replaced by oa performanos bonod.

Guarantee amount : A & rule 1~-%% of the amount of the

it .

Feriod of VYalidity @ Until the signing of the contract or the
issue of a performance bond {(usually bebweesn three and six
mearthisd .

Performance Bond:

Furpose: With the performance bond the bank uwndertakes, at the
request of the seller, to pay the beneficiary the guarantesd
amount in the event the supplier has not met or insufficiently
Fulfilled his conbrachual delivery abligations.

e antes amount 6 Uswally 108 of the contract amount.

Feriod of Yaliditys: The bond remains valid for the full amount
until complete performance of the contract. Where contracts
for work and materials are concernsd, this generally includes
the warranty pericd for the correct functioning of & machine
or system. The pericd of validity of performance bonds may be
T wears or lLonger.,

(210 Fhadland Bank dinternaticnal Publications, PG



Advance Favment Guarantes (Letter of Indemnity)

Purpoze: The terms of payment for major wport orders
generally stipulate that the buyer pars an dnstallmsnt Ffor the
purchase of raw materials and Ffor the cost of production.
Howsver, such & down payment will omly be agreed to by hdm
after receipt of a so-called advance payment guarantes which
gnsures repavment of the advance by the seller in the event of
nonperformanos of his contractual obligations.

Giuaor s bes amoart ¢ The ameant of the advarnce payment.
FReductions : In contrast to the performance bond, the

advance pavment guarantes should stipulate that the guaranteed
amount be automatically reduced in proportion to the value of
EITY partehipments  made. A utilization of the related
documentary c¢redit is usually recognized as evidence of

cleed dowery .

Feriod of validity s The walidity of the advance payment
guarantese should be limited in such a way that it expires on
the date the covered pevrformance ie made.,

Entry into force : The advance payment guarantes must
usually be issued before prepayments made, but should enter
into force only after receipt of such a payment. Therefore a
clause to this effect =z=bould be included in the guarantee

whsneswsr possible.
Letter of Indemnity in case of Monpayment (FPayment Guarantes)

Forposss The  peement guarantes ds mainly emploved for the
securing of pavments on an "open acoount" basis but it may be
used for several purposes. For instance, the bank guarantee
can be issued as security for the full pavment of the delivery
of goods or services. The payment of & claim under the
guarantes is usually made against the beneficiary’'s written
declaration that he has delivered the goods but has not
racsived pasment at matuwril by

f  further possible use of the payment guarantee is the
provision of a partial secuwrity for, say a twelve-month
contract which buver and seller have concluded for  the
delivery of consumer goods or for the performance of services.
In this contract, for siample, monthly deliveriss on open
acoount are pavable 10 days after receipt of the invoice.
Instead of using & documentary credit as security for the
whole transaction, the contracting parties agree on the
provisions of a payment guarantes limited to cover deliveries
made during a paricod of -5 months.

This obligation of the bank remains valid until the entire
twelve-month contract has been fulfilled. A claim would only
b made 4F the payment of a monthly dinstallment had not been

ooy 2%
e



ot bl gooods oo

seffaoteod by bthe purohe

Advantages:

Lmlxiawtl Tidtle administrative work for bwyer and s
Mk nu“r'nl : For bl seller o supplisec, at least fmw

The delivery of goods already sffected or services already

g o mencd

Faceorabile oost allernative for the buver or orderer, as

the banl guarantess only coeesers bhe doevodos amount ofF thes

tiwe partsbipment.

Disadvantages

Fasrmenta secowrity for partshipments only
rnly switable for securing the supply of sservioss or
COrCEUmE g # which, in case of need, can ba r A gl
thdrd paocties dn case of the buwsr doss oot fuldiL1 his

corntractual obligation to accept the goods

Retention HMoney Guarantee: In contracts where there is  an
involvement of warranty, it is common for a buver to withhold
up to 19 per cent the contract value for & periocd after the
contract has been completed. However, if the exporiter provides
a retention bond, a buyer may be prepared to forego his right
physically to withhold these monigs. Cash is thus released to
the ewporter improving his cash flow. Such & guarantee rarely
10 per cent of Lhe conbtract walus.

g el

Customs Guarantee: These are reguired to Tacilitate the
impeartatiorn of goods without the payment of customs duty at
the port of entry and are used, for example, to import samples
or exhibits for trade fairs and to enable the free transit of
goods across countries. In such cases, 7 a customs bond ds
produced, the exporter can obtain an exemption from paving
1mpmrt or excise duties provided the customs asuthorities are
arcl bhat the goods are destined for reesapord.

Howesver, 47 the exporter Fails to re-euport, the relewvent
customs aunthority will claim the duties applicable. If the
guporter thern fails to settle these dues, the authority will
nxdt Hm- tuﬁtmmm bt dossued when the goodes were originally

2} Buide to Documentary Transactiomns in Foreign Trade, ibdid,

’

23 Mhdland Sanl dntermaticonal Poabdications, FL.%

Loan or Repayment Guarantee: & loan repayment guarantee may he
raguired by & company cho support s Foredgn subsidary dn dts

%
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local borrowing needs. & Toreign lending bank may be willing
to lend to the subsidary only if such borrowings are supported
by & first class international bank. Loan repayment guarantees
may also be required by a company to support its borrowing
Trom an export oredit agenoy.

Too mest such needs, & bank could issue a standby letter of
credit on behalf of its customer in favor of the foreign
lending bank. The credit would be pavable against  the
beneficiary’'s statement that the borrowing subsidiary did not
rapay the loan when due. (24)

Standby Credit: The standby coredit has & functicon similar to
the pavment guarantee and also serves to secure payment in the
grventt of  nonperformsance of  the contract terms by & third
partvy. It is governed by Uniform QCustoms and Fractice for
Doocumentary Cradits

The tezt used corresponds Lo normal practice for dooumesntary
credits, szospt that

a) Wtilization of this dins
whre qoods
R an

) fAs poroot of nonperformance of & contract declaration by
Lhe reosipesnt of Larcily credit ds suffiocient,
together with copdes of delivery documents, @.0..
chuplic w oof shipping and obher trade dooumsnts, sight
drafts eto.

trument ds only
are ot suppl

intended in

[} o

This twpe of coredidt with guarantes character is most common in
The Unidted States, where the dissos of Buropsan beps banks
guarantess s noet permitited by law, (26

(24} Dynamics of Trade Finance, Publication of Chase Marmhattan
Banl, P.lda8

(25) Buide to Documentary Tranmsactions in Foreign Trade, ibkid,
p.82



CHAPTER II

FACTORING

General Concepts of Export Finance

ALl major wporting countries have arrangements to protect
guporters, and the banks who provide them with funding
support, from the risks of wporting. The arrangements are
hased upon insuwrance concepts and they also provide a bridoe
between the buveres and suppliers of internationally traded
gonds and services, and the banking systems which provide the
funding necessary to support such  trade. In all cases,
governments have —inescapably- become intimately involved in a
numbur oF  arsad

The expressions export credit and export finance means the set
of facilities available to an sdporter in any country to help
Him cover the risk of norm-payment in his export business. It
iz, therefore, sessentially an  insurance concepht. Bince,
however, there will be no risk if cash is received from the
Bawar with sach order, this dnswrance is reguired only when
deffered parment  terms  are offered fto the buver, or when
specific financing facilities are made avalilable to him.
Export credit is, therefore, & mixture of insurance and
anking machanisms. (843

Insurance

Tradesmern concluded transactions based on individual’'s word of
homour. In those davs suporters bore the risks and were faced
with losses in the event of non-pavment. However, the honour
code was found to be impractical when selling overseas, where
in many cases the underlving buver was unknown and freqguently
came From a diffsrent culturs.

The need for export coredit  agencies (ECAs) arose when
gxporters concluding important contracts involving the sale of
lacally manufactured goods scought protection in the event of
norn-pavment. Furthermore, governments have seen ECAs as  an
important area in which they can support the exsports of their

s ey W D27

{(2&) Angus Durmm ~ Martin Knight, Export Finance, Publishsd by
Euromonsy Puablications, 1984, p.?

(27) Iszabelle J. FKayaloff, Export and Froject Finance,
Fubddisted by BEuromonsy Pablications, 1983, p.l



Fleas mwatems will provide that the supplier and/or his bank
should share a propoetiorn of the risk, largely to give the

supplier an interest in the safety of his own export business,
and thus an incentive to BCrEEn for himself the

s

credil buarthiness of his own customers. (SR

Finance

Firnance is required to support export credit business. The
second leg of an wport credit system is the mechanism by
which Finance is made aeadlable.

wport credit support is applicable in principle for contracts
of any nature. The broad common categories are contracts for
the supply of eguipment, for the provision of services, and
far the performance of civil contract works in the buver’'s
countrys o for some analgan of these.

Finance can be made available as supplier credit or buyer credity it can
be short term or medium term; it can be made available by
barmka, by an ezport bank, o by bothodn tandem. (250

Funding of Export Finance

Evport finamce must be funded. Such funding can be provided by
an export bank or by commercial banks, and may come from the
domestic capital market of the supplier’'s country, from the
intrnational marketz, or from the domestic capital market of
the buver’ ' s country. EBEach possible source has implications for

thee wariows parties dnwolved,

Tweo disgtinct approaches  have been developed to meet the
funding reguirements of export finance. In some countries the

wport credit agency is structured as an export bank {e.g. the
Euport~Import Bank of ths United States) as well as  an
underwriter of ingurance risks. In other countries (g.g.
Linited Eingdom) the agenoy dis an insurer only, and specific
mechanisms have been devised to enable the agency or some
cther government body to intervene in support of the provision
and cost of the funding regquired. Some systems use elements in

arrgus Dunn ~ Flartin Kndght, dbid, pa8
Argus Durnr - Martin Kndght, dbdod, pa9
frvgpts Dunn - Flartin Erdght, dbdd, padl




The Export Bank

In many wave, the export bank route is the more efficient. An
grport banlk,  wholly owned by the government, will have a
credit rating almost indistinguwishable from that of its
government It will be able to fund the consclidated balance of
its lending by borrowing in  the capital markets in  an
agoressive and profesional manner and obtaining the finest
terms on offer. It will not be constarined to match amounts,
maturities or drawing schedules t those of particular euport
transactions. It will be borrowing in its own name,
negotiating  the terms and conditions of each operation
dirsctly with dts lendsrs.

Marny governments has established organisations to provide
credit insurance to wporters, protecting them against the
wisk of  moneepayment.  In this  way governments aim  to give
support to exporters and provide an inducement to export. In
some countries the schemes have been operated as a partnership
betwesen government and private enterprise, with the latter
underwriting the buver risks, leaving the state to carry the
political risks. (310

fAs arn  adjumct to the coredit  insurance offered, finance
facilities will be available on preferntial  terms either
directly by the government agency, or by way of guaranteez or
other comfort to banks and traditional providers of export
Tararce .,

The Tactoring industry has extended its facilities to cater
for internaticonal business by providing the {full domestic
package of credit protection, sales accounting, credit
management and (optional) Finance, by waristy of methods., (32

Introduction to Factoring

Fachoring can be desoribed as taillor-madse, Flexibhls,
off-balance sheet fimancing of trade, for WEE both
domestically and intrrnationally. Companies using factoring
include  small  and medivmesized Firms For  owhom this oro -
border financing is highly attractive. But factoring is
urlikely to replace classical tools used in the administration
and financing of trade, asuch as cash sales, overdraft
Facilities, letters of oredit, or siport guarantess. (33

(34 dngus Dunm - Martin Kndabt, dbdd, padd

(32 Anthony N. Cox Feca - Hobn A. Mackenzie, International
Factoring, Published by Buromoney Pablications, 1984, p.2@

{53 Heinrich Sommer, Factoring, Fublished by Euromoney

FPublications, 198458, p.dab



Definition

In order to define factoring with its all dimensions
"factoring definitions” are presented below Tfrom different
O G

Factooring dis many things to many business. Tt can be & means
of protecting the business against bad debt losses, in total
or above an acceptable level. It can be & means of providing
sales accounting and credit management at a fixed knpown price,
and & way of Financing & growing basiness. (39)

Factoring dirnvolees  the ocatright sale of acooants receivable.
By such a sale, & client (the exporter or manufacturer)
transferes his ownersehip of  the accounts to a factor: the
factor buvs all the client’'s owtstanding invoices and takes
over all the subsegquent dealings with the buverlimporter (the
b Lo )

Factoring deals with short term-debts. The factor will first
asses the creditworthiness of the debtors (the customers) If
he comes to & positive credit decision, he will bear the rish
of the debtor's financial ability to pay at due date the
accowrct recedvable wp b s given Limit, Bazed on his ceedit
approval, the fTactor will make an immediate advance payment to
the clisnt, i.e. before due date of the invoices, usually up
ta 20 per cent of the invoice wvalue. The clisnt pavs a
commizsion for the advance payment intereste and for the
factor’'s service-usually a flat rate which is related to the
nature of the transaction in guestion, i.e. the number of
accounts receivable, the number of invoices to each debltor pay
vear, the percieved risk, and the country to which the goods
arwe being deliesred. (35)

Traditionally, factoring has been used in textiles, in all its
facehs, gepecially the clothing and garment sectors of
glectronic goods. This growth area for fTactoring is a result
the industrvy. Factors are edtending their activities to mass
production sector, involving Spare parte, chemical ard
pharmasceutical products, paper, wood, electrical and of the
increasing trade between South-East fAszia on the one hand, and
EuropesUss on the obther hband. (389
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Three Main Elements in Factoring

Service

With the transfer of the accounts receivable from the client
to & factor the client has no longer to keep his own accounts
receivable ledger. This aspects of accounting is done by the
factor, who books the issued invoices, the incoming payments,
and the credit notes. He determines whether the discounts are
in Limg with the pavment condidtions agrsed wpon dn bhee

delivery contract. He sends reminders if the customer doss not
pay on the due date, and he will commence legal action if

FIE e Ealy

The factor will perform these services for accounts receivable
for which he is on risk, and alsoc for those which are
transferred to him for collection only. This service is an
important one for companies who are entering in new markets,
oy who  have  little wxperience in export markets. In this
latter instance, the factor can provide the client with
information on such local matters as pavmnet conditions,
special legal prescriptions, and commercial customs, often
with the bhelp of partner factor ateoad.

Rizsk Coverage

In addition to the administration of accounts receivable, an
essential S@RIrViICe pravided by the factor is the rishk
evaluation of customers. With bis extensive experience of
debtor pavments, the factor will examine the creditworthiness
of existing or prospective customers, and may sometimes advise
a cliernt Lo Limit salss to o a particoular buese.

I+ & Ffactor approves the coredit riek on a debitor he will
gstablish a coredit line, which assures the client of payment
for the goods delivered:; for, even should the buver not pay.
the factor undertakes to pay the client the full amount of the
acoount receivable provided the goodse are undisputed. (39)

Finance

Factoring is a financial tool for administering short-term
debts resulting from the sale of goods or provision of service
te customers. The one coriterion for whether factoring is
appropriate is the number of purchases from a single source.
IF there ie only a single purchase from & specific debtor the
cost for oredit investigation ({but also for other costs such
ag admindetration) might become too bdgh. (387

Mexdirmrid oh Sommer, dbdd, pa.d
Hednrich Sommer, dbhid, p.sd




Risk Assesment

Factoring involves risk. There are the risks associated with
financing business - the supplier risks - and the risks
associated with the non-recourse element of the business where
applicable, i.e. the assumption of the credit risk on the
customers- the deblor risk.

The Supplier Rishk

The FTactor’'= assessment has two stages. He need to satisfy
himself asz to the wviability of his prospective supplisr, and
thern he must consider the guality of the receivables he will
b rwrchasing.

- Viability

The factor must lock at the company’'s past, present and
future. The previous operational and financial performance of
the prospective  supplier will provide useful background
information. HMany prospective suppliers will have been in
business for a realtively short time, but the factor will seek
b learn how and why the business was started, and bow the
products (or sevices) and organisation have developed. He will
also produce =1y analysis of the company ' s fimancial
performancs by e@xamining its sadited Financial statements.

The Ffactor must consider the future Ffor his prospective
supplier. By this time he will have a good base from which to
evaluate his prospect’s Torecasts.

Future planning and forecasts will vary in extent and quality.
At the uwpper level the prospect will have formal budgets and
zales and cash-flow forecasts. The factor must examine and
guesticon the assumpticns on which these were based, and couple
his judgement of these with his assessment of the management

ey

‘o comciude whether the businesss is siable. (3%
— The Buality of Receivables

The factor buys receivables; if he is intending to offer a
pirepayment facility to his prospect the receivables becoms
equivalent to a lender’s collateral. The factor must therefore
satisfy himself as to the quality of those receivables,
hecause inm the event of the supplier ceasing to trade it is
Litumly thalt the Ffactor will ke able to recoup his prepaymsents

Oy Anthony M. Cox Fos o~ Hobno A Mackenszie, dbid, pal

pele
aee bed



only from the Tactored receivables. The proposal assessment
will ke carried out using  dnformaticon about  the company s
history, along with additional input from the forecasted
future pattern of business. The information the factor will
sambe Aol

a) The spread of the receivables: & factor will be concerned to see that the
prospect supplier has a reasonble spread of customers. If, for
example, ang customer is likely to account for 35 per cent of
the receivables owing at any time, clearly a factor prepaying
80 per cent will not be able to collect ocut in the event of
supplier  Ffailurse 4LF, for some  reason,  that large customes
disputes the amount owed or on claim a substantial offset.
Equality, iT the supplier is over-—dependent on one customer,
he factor must weigh the risk to the supplier’'s financial
wialbilidty 4F that customer oeases to purchase or reduces his
purchases signifiocantly.

b} The incidence of credit notes: MNearly a&ll business have claims against
amounts  invoiced, for wvarious reEasons, including faulty
products, damages in transit, incorrect pricing and volume
rebates.  The factor will look st the coredit notes ilesued
during the previous six or twelve months for the causes, the
rumber of notes issued. and their value in relation to total
sales. In particular he must look to see if there has been any
increase in these notes in recent months or a predominant
FESELT . T o Faulty prodoucts, dn bl 1mmwd1e’ sk

¢) The receivable turm {or debt turn): The scerage oredit actually taken by
customers can be oa wery geful measuwrment for the faotor. M
debt tuwrn shorter than average for the industry can indicate
that the prospect is a preferred supplier in the eves of his
customers. This may be because the guality of his product is
superior, becavse the delivery performance is good, becauss
the aftor-sales servioe de better than the norm, or because
the particular product is  an essentisxl element in  the
customers’ manufacturing process. Whatever the reason  the
quality of the receivable to bse puwrchased by the factor may he
considered to be enhanced if the supplier is paid guickly,
unless of course he is offering unusually high discounts for
garly asettlement.

d) Receivahles to be excluded: The Ffactor buve and finances receivables and
must make suwwe that he does not buy any which are not
enforcable or which arise from transaction not at arm’s
Lergth,

g} Seasonal sales: These dobroduce Turther considerations  for o the
factor. First the prepavments will be relatively higher during
tha sEasoral pEmF compared with the norm for a business which

G spread  evenly  throughout the vear: and the
meyree i FFLoult For the Faotor fto omond toroa




supplisr’'s performancs if the pattern of =ales is
irvbermi thent.

f) Administartion: & fTactor will lock at the sales accounts svstems to
ascertain at which podint drecodces are raised and from which
source documents. Clearly there is a danger fTor the factor if
invoices are prepared and sent to customers in advance of
deliverv. Ideally the invoices should be raised from evidence
that the goods have been despatched o the service
comnp Lebed o (844000

The Debtor Risk

PFesesement of the debtor risk ie important to both recourse
arnd  noreerecowrss Tactors where prepayments are  dnvolwed, for
it i= Ffrom the debtors taht the factor expects to receive
repavment of his funding. The non-recourse factor has an extra
consideration, which is t determine how much he must include
in bis charge For accepting the oredit risk on the debtors.

T smearr o dnddeeddual  cebtor edels sooo@ oo thrmauing
procedares in a P 8@ oL S factoring operation. Thes
assepssment will be based on the informstion available at the
time the decision is made. The price for the acceptance of the
risk is already agreed and included in the factoring charge -
it is therefore only a matter of whether to accept the
particular risk wholly, in part or ot st all.odb)

Client Information Reguired by a Factor

The client should provide the factor with as much information

an possidble o
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After investigating the fimancial and commercial
circumastances of a progspective client, and afier making =a
preliminary craecdit as sment of the olient s ocustomsers, the
factor will present his proposal enetering into & factoring
contract, and gquote hdis commission and intrest rate. (423)

The Factoring Contract

The factoring contract will describe in detail the
relationship bestween two partners: the factor and the client.
It will specify the transfer of accounts receivable to the
factor, in most cases accomplished by the purchase of such
fgocounts receivable by the factory and an assignment by the

client to the factor ofs

=rt From

1. the o f g b, which may be differ
country bo countey

2. the percentage of the advance payment to the olient

Fe o bhe wars of establishing and cancelling oredit Linss
For oustomers

A ke bo deal with merchandise disputess

e the dunning pro LA g

fa bhe terms for ot

Fo o The Facloring commi

aricl
1: e :;

Forr pawing the oli

and the dntersst
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Legal Aspects

Factoring iz often defined &= an outright sale of accounts
receivable. By such szale the client transfers his ownership of
the accounts to the factor. In fulfilment of the sales
contract, the client assigns these accounts receivable to the
factor. The legal requirements for a valid assignment have to
be oabserved carefuly. In the United States a financing
statement has to be filed:; in France factors use a legal
instrument called subrogation; and in some Ewropean countries
it is wvital to notify the assignment in a specisxl form.
(Factors ars specialists din the assigrnment law in their own
countrys; but they freguently also know the assignment laws of
their parthnere abroadl.

The transfer of accounts receivable to the factor doess not din
any way alter the rights and ocbligsation of the debtor. Bhould
a merchandise dispute be raised, the factor is off risk. (i.e.
remaitns uninvolved)., LT the dispute ds settled in favour of
thir clisnt, the Factor will normally take over the original

poHedmed ol Sommere, Ao, pre&
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Tt ds  dmportant that oustomers be dnformed about  the new
creditor, the factor; othgrwise they will only continue to pay
the olient as before. The Tactor shouwld reguest that all
invoices from the client bear an assignment notice. I the
assignment is legally valid, and the customer has received the
notice of assignment but continuwes to pay the exporter/client,
in many countries the factor can also demand payment from the
i bomer . (4]

International Factoring

It ds  dmportant for the fTactor amd his client (hereafter
referred to as a supplier) that the true needs of the supplier
are examined 0 as to ernable those needs to be met. Moreover,
there should be regular reviews of the supplier’s nesds to
srsure  that the facilty bthe factor provides keeps pace with
the changing ciroamstancses of the supplisr.

Factoring is concerned with receivables. It involves the
purchase by a factoring company of the receivables of its
supplier, and this is the common element of the various form
oo Factoring desordbed below.

Defining Terms
Disclosed / Undisclosed

i disclosed FTacility dis onse under which the supplier’s
customer is advised of the interest and involvement of the
factor. This is invariably done by legend on the invoive which
states that the receivable arising from the invoive has been

assidgned bo or esold to XYY Factors.

An wundisclosed (or confidental) facility is one under which
the supplier/factor arrangement dis not declared to  the
customer unless or until there is a breach of the agreement on
the part of the supplier or, exceptionally, where the factor

corrsdodsrs himself o e oat risk.
Fecourse/Mon—recourse {(with recourseswithout recourse)

Theze terms refer to the risks of a customer being unable to
mest his obligatioms, i.e. the credit risk. Under a recourse
arrangement the supplisr will carry the credit risk in respect
of receivables he has sold to the factor. The factor will have
racoures  in the event of nonepasment for o whatever reason,
including the Finanocial dpability of the customer Lo pay.

(aay Hedinrdoh Sommer, dbid, p.?a



Effectively the factor has the option to sell back to the
supplier any receivabde not paid by oa customer.

Under a non-recouwrse fTacility the factor assumes the risk of
mor-payment by those customers credit approved by him, up to
the amount of that approval, and subject to the reason for
morn-payment being  sclely due to & customer’s  financial
iability to pay.

It shouwld e noted that all factoring facilities are with
recouwrse to the supplier in the event of a receivable proving
invalid. For example, if the supplier delivers the wrong
procuct to s oastomer, cthe customer ds entitled to return
the goods delivered and esxtinguish any obligsation to make
payment. (457

TIvypesz of Factoring and FPercieved Supplier Benefits

VYariations of the basic factoring arrangements have been
developed in recognition of the differing needs of suppliers

angd Fachors.
Full SBervice (Disclosed — Mon—recourse)

Full service factoring is an  arrangement, usually of a
continuwing and regular nature, whereby the supplier sgrees to
aell his receivables to the factor as they arise, i.e. when he
delivers goods or renders service, and invoices his customers.
By way of a legend on the invoice, he will advise his customer
that the recedvable bhas been sold o assigred to the Taotor
and that pavment must be made to the factor (the disclosed
element). The supplier therefore converts the receivables
arising from transactions with a number of customers to
receivables due from one customer only - the factor. He need
maintain only one sales  ledger account to record  those
transactions with the factor. For his part, the factor
undertakes to pay his supplier for the receivables he has
purchased by an agreed date. The factor may agree that even if
the receivables purchased are not paid by the supplier’'s
customers he will suffer the resulting loss as long as non-
payment is due to the customsr’'s financial failure rather than
any other legally valid reascn, such &z faully goods, and as
long as the factor has approved the customer for coredit (the
non—recourse element) (44)

Suppliers using the Tull service facility describe thiz as a
service under which the factor carries out &1l their sales
gooourrting and administration and, in short, manages thedir
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dwabiles. Howswsr, the nature of the relaticonship between
the factor and and his supplisr is s2uch that it is preferable
to consider the factor to be working on behald of the

supplder .,

|

Factors buy receivables, and at =ome point they must pay for
them. Arrangesments vary from one factor to another, but most
rore e conrse  Factors after & Facility whereby they guarantes
their supplier & Fized mnamber of days aftler they
s chhee receiwvabde. This arrangements ds normally
Tl Filxed maturity perdod. (FFIP)

awment Lo
el

gerrael Lo

Tha Ffactor will agree to pay his supplier the amcunt of
receivables purchased (less charges) at the whether fixed
maturity pericd or not  the customers have paid the factor,
givern that the receivables are credit approved and not
disputed. Since this FMP is an average it follows that in the
ardinary course of events some customers will pay before this
time, and others later. The benefit to the supplier of the
fined maturity period arrangement is that he can be certain of
whern he will receive pavment from the factor, and can
Tharefors plan his own paynent ovoles with certainty . (47)

It is not alwave possible to determine an average recelivable
turn, for example in seasonal industries, or where a supplier
ig selling on varving terms of pavment so that the receivable
turn depends on the incidence of sales to different customers.
In such cases the factor will offer & fTacility on a pay—as-
paid basis, he will pay the supplier when he is paid by the
cus b omer .

Full Service (Disclosed — recourse)

The whole twnover considerations of non-recourse factoring
apply . but the facility tends  bo lose this cheracteristic
becawse the factor will have the right to debit back to his
supplier any amounts: not paid by customers, usually 20 davs
after due date. Thus the supplier will need to maintain
ledgers for thess recedvablss and undertake thedir collection.

It iz  common practice for recourse  factors to levy a
refactoring charge, similar to the original factoring fee, on
all recsiwvables which ezcesd %0 davs past dus date. This ds
usuwally dincurred if the supplier either requests the factaor
rnot  to reassign the receivable and  to continue his normal
collection procedure, or requests the factor to take legal
action for recovery of the receivable {(in which &all legal
costes will be borne by the supplier).Recouwrse factors do not
offer a fTixed maturity pericd:; theilr facilities are on a pay-
amepaid b 1

RS T I SO A
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Supplier Considerations

Evaluation of Full Service

The supplier will need an arrangement of this natuwre, (or
perhaps be sold the concept), where he can see benefits
accruing by  having & fTactor manitain his sales  ledger,
carryving out credit management and begaring the bad debit risk.
It may be that his desicion is made on purely fTinancial
grounds, i.e. that the price he will pay to the factor will be
less tharn the cost of careving ont these tasks and assuming
+ by

Fisls o hds own acooant.

The charge levied for these service elements, including bad
debt protection, will be influenced by the factor's assesment
of the workload and his perciption of the credit risks
invalved for each supplier. The charges depend to a great
evtent on the particular Tinacial service market, but in most
countries will range from 0.3 to 3.0 per cent of factored
sales. For recourse fTactorimng the supplier should expect a
reduction of betwesn 0.2 and 0.3 per cent in comparison with
& nomeerecourss guotation.

The supplisr when comparing the oost of full factoring with
his existing costs, oust decide F his business s going to
allocate sufficient resources, on a continuing basis, to
credit management. IT not, what adverse effect will this have
on the businesszi and if such resources are allocated, to what
gxtent will management time be diverted from the primary aim
of increasing profits through growth coupled with containment
of oot TOAR)

Recourse or Non—recourss

Mo perceived credit risk :Mamy suppliers may consider that
they do not run any risk of bad debts, either because of their
assesment of the credit-worthiness of their customers or
eoanss of Lthe naturs of their customers.

Some suppliers  may  sell their products only to major
corpaorations, to bhlue-chip customers whose financial results
are gasily available for inspection. If the fTactor agrees with
the gensrally good credit assessment of the customers, his
charge will include omly a wvery semall amount for bad debt
cover. Nevertheless the supplier may consider the risk as zero
and refuse to pay for bad debt protection, despite the factor
citing classic cases of major companies and household names
ceaning o trade.

A9y Anthomy M. Coz Fos o~ Mobe & Meackenzde, dbdd, pa?
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Where the supplier receives & guotation form & non-recourse
Factor which ds the sams, or lowsr, than that from & rsoourses
factor, he will effectively be getting the credit protection
glement fres. The non-recourse fackor will have included a
cost for bad debts, but may be able to be competitive with the
recourse factor because of his cost structure and the volums
orf business he de handling. (B0}

Bwgminary of Faoiliti ~Full Factooring

=300 N bad debt protection (nonerecouwrse faollities only)
Crecdd b management
Dales ledger administration
Ginarantesd cash Fflow
= Frepavments - opticonal

Commmon Elsments dn a Supplier Sought by a Facotor

Gowad gquality product or serreice
Managemant @5 perian i oin their bhasiness
= Good dnternaticonal control systems
e berms ofF trades
- kMo loeg term contracts
Mo male or retuwrn oor consigrnment selling
- Mo stage payments
= Minimal oconter--a
igriable delbto
i spread of receivables
- Growth - the prospect’'s growth i= major importance in a
sucossstul relationshipd S

s b

Finance, with Full Service (Disclosed — Non-recourse)

Many prospective usesrs of factorin facilities =ee the
availability of additional {finance as prime obijective. This
not ho dendgrate the dindustry o ite users, because raising
finance by way of factoring is wvery effective for many
business, and particularly growing businesss. (It is foolish to
look to factoring to fund a business which is standing still
and has no prospect of expanding  because its market is
saturated:; there will bse & ong-off injection of cash but a
Figh price to pay for it

o
&

The Ffactor will mormally allow up to 80 per cent of the value
of the receivables purchased at any time to be taken by the
supplier ae Finanoe on those receivables. fs the receivables
haovs besn parchased b the Factor, such fFinanos ds known a
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awmanhe"  (de.e. parment  to the supplier dn advance  of
by date o before bhe recsivables ars padd by the
customers) The factors recovers repavyments from subseguent
ramd ttancss From the owstomses.

Business in many countries have alwayve offered their customers
discounts for early or prompt settlement of receivables. Often
the amount of discount available is highly favourable to the
customer when compared with prevaling interest rates and
reflects the supplier’'s desire to improve the cash flow of his
business. Howsver, it is the customer who chooses whether or
not to pay easrly — the supplier camnot insist om it. Under a
Factoring arcangement  cbhe supplier controls his casb drneflow,
because it is who can edercise the option to receive esarly
pacemeEnh wp to agreed percentage.

For many suppliers a major bensefit of the pre—-payment facility
iz that it is expressed as a percentage of receivables, not as
a  fihxed amount or related to shareholder s Funds,. Tt ds not
necessary for the supplier to reguest an increased facility in
anticipation of incressed sales-the finding rises with sales.
The supplier has the flexibility to call of prepayvments as and
whety  required  and  dn amournts according to his nesds, but
wsually there iz no commitment fee or minimuam  usage
pecpidremsEnt . @ Furbher mador benefit for suppliers is  that
Jxt nervhs arse ot subidect to dmmedisate recall as areg many
alternatics Fooerms of fuanding.

fomargdn ds reguired bo o ensure that the faotor can "oollect
ot {recover his prepayments) or the receivables if
mecessary. Senerally, it is when the supplier is in breach of
iz agreement, and in particular when he ceases to trade, that
disputes arise as the customers snsure that they only pay for
valid deliviries from the supplier and have sufficient
financial cover for a&ny disputes o third party

warrar e, L 5E)

foency or Bulk Factoring {(Disclosed}

Agency or  bulk  factoring is development of full service
factoring. A& mature business might have developed perfectly
zound sales accouwnting and credit managemnent functions and a
factor may agree that these two aspects of & Tull s=service
facility are unlikely to provide any direct or indirect
bemefit to the supplier. However, the businesse may still need
credit protection, and the supplier may also consider that the
fimance provided by & factor is the most efficient from of
Funding For his bosine

i thony M. Gor Fos - Hobn Ae Macksngde, dbid, p.l@




In =uch a case a factor may agree to offer an agency or bulk
factoring facilitv. Under this arrangement the factor will
purchase the receivables and appoint the supplier as his agent
for thedir ocollection. & legend o the invoice will disclose
the Ffactor's dinterest +to  the customer but  instead of
instructing him to make pavment to the factor it will ask him
to send his pavyment, in fTavouwr of the factor, to the supplier
acting &s an agent For the faobor.

For reasons of security the factor will only deem & supplier
sl table For an agency facility if he has a wide spread of
customers. A tranche of thesse may well be self-insuring, and
in recognition of this the coredit protection provided by the
factor may wvary from that provided under a full service
agresment, by oexcluding this  bend of  oustomers  Tor  oredit
cover purposes (but including them for pre-payment purposes).
Credit approvals therefore will be given only on those
customerse with significant balances outstanding, where non-
pavment would adweersly affect the supplir’s business

"

This arrangement has the advantage that the factor’'s workload
S 1 W 6 o o O ment are reduced, so reducing the
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Non—disclosed

Where finance only iz reguired it may alternatively be
provided on a non-disclosed basis, gensrally known as invoice
discounting, receivables financing, or cinfidential factoring.
A non-disclosed arrangement is generally considered to be high
riek arnd will be offered only where the supplier is relatively

slhrong Finanaially

A8 non-disclosed facility will usually provide more finance
than the simple pledging of the receivables to a bank. A
factor camn provide more fTinance because he is able to use his
gxpertise and wunderlving information base to asses the systems
ard controls of the supplier and to monitor these on a regular
hasis. He will be able to asses more accourately than a bank
the overall guality of the supplier’s customers. With this
areater insight he is able to make prepayments at a level
which provides more funds for the suppligr than sguivalent
borrrrowings From oa bank seoussd b the receivables

The purpose of invoice discounting is to provide finance; and
the supplier’' s funding requilremnsnt, rather than sales
accounting and crerdit management, is the driving force in
Lacting an agresmsnt with the factor.  The funding may bes
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A the sole siternal Funding of busins

by complementary to obher funding (e.g on Filxed
3 3 I
oy octo cater for se

amcrral peals dn the business.

The factor will want to ensure he has a reasonable spread of
receivables and to minimize his monitoring of the receivables
purchased. Similarly the supplier will wish to limit the
administration required under the facility. Where the funds
are ocomplemsntary oo o oover sessonal pesaks the factor can
agres to purchase receivables in respect of selected customners
orily, rather than ingisting upon all receivables being sold to

o g

Friom . © e

The Practice of Intrnstional Factoring

In international factoring, where the supplier and his
customers are in different countries, the factor will

usually employ a correspondent in the country of the importer
o manage the collection and cover the oredit risk

The basic operation of international factoring has fTour main
slages.

iy wEporter signs & Factoring agreement with an e=zport
Faotor. By odrtue of the agresment, his accounts recsivable
are assigned to the factor.

This cbor dn twrn ds responsible to The seporbter fooe o all
aspects of the Teoctoring operaticon.

The sxport faok : ol &: conrrespondent b oact ss dmporh
fartmr 3n the cuunir» o which the sxzports are going. The
racsdvable arse then reassigred  bo that dopoet

S
fautmru

s dinvestigated that the

orf hhe exporter s goods
that the dmporter can

‘m i e acoant barms

Iy the meantime, dopoet
cradih s anﬂiﬁm orf Lovgal
and has takd dmhed crver Jnnua
ol mrdwrw Four The i nr
Cud thout opening letters

Drice The authordzed salss talw place, the dmport Factor
Marndies the collection of the acoounts receilvable arising
From Lhsm.

The dmport faotor ds also
ramiting bhe funds ool leo

ible for
ible way. (!

o coarse 7

P T E
in bhe k

Jaes

{54 Anthony M. Cox Foa - Hobin &. Plackenzie, dbid, p.ola
35 Fress Information, Factors Chain International,
L0, 1990,
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Export and Import Factoring

The risk assumed in granting credit are increased where &
company 1s selling to customers abroad and the credit is on an
unsecured basis. The risk of bad debts is greater. not because
af any inherent financial weakrness of importers, but for the
Feol lowing resascnss

-~ The exsporter will find it more difficult to esvaluate the
craedit-worthiness of potential customers. Bank credit agency
reporbs may  be avallable as for domestic customers, but the
information will have to be interpreted within the context of
the fiscal and mercantile circumstances of the particular
country . A businsss whiloh asssss Lhe orsdl ewoorthiness of dbs
domestic customers on & number of standard criteria may well
find that the information available from overssas is
relatively limited in its scope, and decisions will need to be
macle  with this Llimited insight. Evern where full financiszl
information is availabls, analysis is complicated by differing
accounting and auditing standards in di-fferent countries.

= The sEporter de less likely to hawve access Lo "grapescsine”
information about his buver. In many countries this source is
gepecially  important, particularly where an  industry is
geographically concentrated and intelligence of lay-offse or
other tell-tale signs are guickly circulated. A& good local
agent may reduce this knowledge deficiency, but this can not
always be relied apor.

~ The esporter may call for credit information from a wvariety
of sources. If only some respond within the time scale the
gxporter has availlable to make his credit decision (prior to
acceptance of order or shipment date), then his assessment may
well e based o dnswfficient dnformation.

- Lredit terms granted by exporters tend to be longer than
those in  domestic trade, historically reflecting longer
transit times and the need for sxportesrs to have a compestitive
edoe over  dndigencous suppliers. The time elemsnt in brade
credit iz an  important constitwusnt of the risk in a a
transaction,; and the longesr the credit granted the higher the

-8 L

Howesseryr oredi t-worthy bhe customer may be i his own right,
his country of domicile may represent a credit risk, arising
from perceived political instability or economic weakness. On
exporter selling to & Third World country will look  for
payment in hise o ocurrency o a major  trading currencys
perhaps U8 dollars, sterling or Deutschemark. He will almost
certainly ot want to e pedid din the deporter s currency 4T
that iz not conwverdtible to a haord owrrenoy . (58D

Hobhrn fAe Macksnzie, dbid, p.2l
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Reciprocal Export/Import Factoring

The most common way Tor & Tactor to provide facilities for
edmurters ds  bhrouwgh & swvetem whereby he will suboontract
certain elements of his services to & factor in the importer’s
countries. This is & reciprocal arrangement because he in turn
will act on beshalf of those overseas factors in respect of
buasiness desuwing from those countrigs dinto bis own country.

Thus the relationship of supplier-factor-customer is replaced
by that of supplier-ezport factor-import factor-customer. (59

Direct Export Factoring

This form of factoring ise often used for exports to countries
where there are no factoring companies; or it may be offered
by factors whe have a sound krowledge of particular import
countries, their economic position, and the creditworthiness
of specific customers.

Direct Import Factoring

This fTorm of factoring workes well for exporters to countries
with & developed factoring service., For axample, a
manufacturer in the United States may wish to increasze his
turnover by exports to bhe Undted Hingdom. & Britieh factor
with specialised knowledge of finnacial and commercial customs
and practice in his country would be in & position to help the
U.8. esuporter to administer the accounts receivable, to
FTimnance immedisately such sales (thereby possibly reducing
carren sy Filak) o and to Limit possibls oredit losses

This instrument of direct import-factoring is also often used
by companisse in the Comecon countries for their exports to
Westarn Europe ., {58

Responsibilities of Export Factor and Import Factor

The export factor retains the full legal relationship with hisg
zupplier as for domestic business.The supplier doss not enter
into a legal agresement with the import factor. However, he
will be aware of the import factor's part in the transaction

amd  thds will ke dncluded  within  the factoring agreemsnt,
together with the requirement to stamp each export invoice
with the assignment notice of the specific dimport faotor.

frvthony M. Cox Foa - Hobey &, Mackenzie, dibid. p.@88
s

(573
CHRY Hednrioch Sommer, dbid, p.?#2




The esport factor will subcontract the following to the import
Faotors

Underwriting of the trade credit risk on the customer
in the dmpoet o S w oo by, anod tThe wnd
matus pasmeEnt of unpaid oredit approved recedvable
tadn bime after dos date, (This wari bug bween X
arvgd 180 daye depending on conditions in the countey of
the dimport Factor).

alodngg ches

ke &
§

g X

Collection of the receivables From the customner,
ircluding any Legal tion which may e ns
costs of the legal action, in the absence of disputes
or wrnapproved deblts, will normally be borne by the
imponrt Faotor.

RN U B S 1]

The rationale of this is especially sasy to see when, as is
invariably the case, the import factor is conducting domestic
factoring as his mainstream business. What was an export
receivable for the sxport factor becomes a donesstic receivable
for cbhe dmport faotor . (5%

Relationship of Export Factor and Import Factor

Factors conducting international business on a reciprocal
basis will belong to & group or chain. This can be one of four

L [

Lo Central holding company -~ where all o bthe madority
g bhee membezr Faot s Pavee @ Sodnmon peocsn o
@ata Heller Group cwned by Fudi Banlk

2a Branch network -~ whers bhers b only ones csnbral
operacting company ., having subsidiaries, & choackers oo
ranchess dn omors than ones cownbeyy sag. Oredit
Faoctors International owned by the Mational

Wastmins ter Banlk.

Fo Trndeperdent and sxolasive - where there sare no
sigrificant egquity links and where the group allows
oy one menber per countryi: 2.0 Internaticnal

Fantoors Doy

4. Independent and noneexclusive ~ where there sare no
sdgrd Ficant sguity links and where the groupg sl lows
meaee Lharn one member per countrys e.0. Factors Chaoin
Internaticonal.

HMohn M. Macksnzde, dbid, p.@0

{59y dmbhony M. Gox F
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Factors wishing to dodin an existing group will have only
aptions (3) and (4) open to them, and the esxclusive group (35
option will only be available where there is not an existing
o omamber dn theilr own country. (400

4500 wons 1eus suss 0sse 4L0s seas er0s Suve BHes SH0d base SH0t 440D SUS S0ty Gers S04 SHOY FOOS S00R G0LE Pese Seme Trve

{a0) Anthony M. Cox Foa ~ Hobin fd. Flackenzie, ibid, p.249
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CHAFPTER I1I

FACTORINMG APPLICATIONS

1.FACTORING IN THE WORLD

Historvy of Factoring

Factoring had its originm in fourteenth century England, where
it was used solely in the wool industry. Wool cloth was
exported by sellers as & consignment basis and sold to other
merchants and exporters, for a consideration, these dealers
guararntesd the oredit responsibility of the puarchaser. Their
sl were of  particular walus  in Toredgn trade, where
commurel cations  were  slow  and  the assistance of a relialkde
agent abroad was essential to the succes of any commercial
uwndertaking. For this reason factoring bacame importanat in
Lhee perdod of colonical siploration and development. (ALY

ki

The worldwide fFactoring industery din dts modern form has ite
origins in the U.8. textile trade of the 18%0s, when the
introduction of high tariff=z on imports turned many East Coast
tewtile agents effectively into factors for American

suppliers. (480

By the begining of the twentieth century, the picture began to
change rapidly. Imports from Europe dwindled and United States
factores found themselves with a rapidly decreasing number of
buvers. The factors realized that, to survive, they had to
cancentrate on services that Filled din & need dn the United
states economy. These nesds were finance and coredit: finance
to aseist bthe eipeansicon of the nascent textile industry and
credit to enable the mills to distrubute their products to
grvary  megment of the Undted States economy. By makinmg their
large rescurces available to the growing textile
organizations, they became, in & sense, bankers to that major
industry, and their highly efficient and resourceful credit
departments took over the task of credit supervision that was
o) har s laoegs bhee domestio mae ket

YV Export Fimancing, International Trade Center, Geneva,
1974, p.?3
i)

Charles Batohelor, Financial Times, 24.01.198%



fArnother change ococursed was  the relationship between  the
partiss. Formesd ously, the relationship  had Erezary caver oF
principal and agenty now the factoring Firm  becams  an
independent  commercial oorgandzaticon suapplying Financing and
credit service on a contractual basis to other business
concerns which it referred to as clients. Simultaneously,
change began to take place in the type of goods handled by the
Factor. although the madiority of the factoring olients were
originally in the textile industry, factors are now used
extensively by footwear, pharmaceuticals, glectronics,
furniture, hardware and other industries, and the trade aresas
where Tactors are operats baoes incoreased annually.

Sine the Second World War, the growbh of international trade
hazs created a demand for specialized technigues of factoring.
Seevwral Facotoring companies hawve Tormed ocerseas eanches to
handls business with foreign countries, while others have
dednt s b e s arsc crthee comoparative

arrarigemen ha . f

Factoring in the WU.8. has remained largely based on  the
textile trade, but in the 1%60s bthe technigue was imported
into Britain and bthen dnto the rest of Buropes.

In thse early dave of fTactoring in the UK, too many uwnsound
business were backed and the industry got & name for being a
"lender of last resort"”. Despite the early difficulties, the
present domination of the industry by the banks iz lesading to
change dn percepticns.,

Britiam, the third largest factoring market atter the US and
Ttaly, now has soms 30 factoring companies servicing clients
with tuwrnover of more than GBEF.10bm in 1788, Two-thirds of
them are grouped into two associations. The Association of
British Factors (ABF) represents 10 of the larger, generallwy
bank-owned companies, which acocount for about 20 per cent of
211 W factoringy; and the Associstion of Invoive Factors ie &

grrcntpeing of ndne of the soaller factors. (440

Estasblishment of Factoring Companies

Generally, factors do not compeste with commercial bhanks but
cary Loy wrpp L et thedr BEF L CEE Faotors, in LARE o Ee
dependent upon commsircial banks for coredit accomodationg in
fact, Europesn factoring companies have typically brezr
sstablished by banks, often as seperate sntities, while in the
United States about hald of the total Ffactoring volume is

Mandled by Ffactors ownsd by banlks.

{&35) Euport Financing, Intermational Trade Center, Geneva,
19%d, p.73
(&4 Oharles SBatochelor, Financial Times, 24,01, 198%
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Most factoring companiss throughout the world are owned by
known conmercial barnks, finance houses or 1arger
conglomerates. Some Tactors specialise in certain prcduct
crhhsrs aors sxperienced in, Ffor dnstanos brade with o
countries or South Americe. Strong co-operation e"lmtc hetween
factoring companies; and most of them belong to one of the
impoortant international factoring organisations. (&5

Factoring companies can be classified into fouwr groups and
main characteristics of each group ds given belows

1. Central holding company — where all or the majority of the
member fTactors have & common parent: e.g. Heller Group owned
b Fudd Bank

2. Bramch network - where there is only one central operating
company . hasing subsicdisaries, associates or ranches dn more
than one countrys; e.g. Credit Factoring International, the
Mational Westminister Bank group was the fTirst of the British
banks to move into intermnational factoring and at the end of
1284 the bank’'s chairman was able to report that Credit

F: cdrg Tocternational  "has established dteeld as s leading
comparny dn dts held" . (8A7

Z. Independent and exclusive — where there are no significant
sopa i by Lindks  and where the group allows only one member per
conn by ®ag. Iinberna 2l Factors Greoop

4., Independent and non-exclusive -~ where there &are no
significant equity links and where the group allows more tham
ore  member per country: ©.g. Factors Chain International. A
qQroup of independsnt companies maintaining & central
secretariat in Ameterdam. FCI i= currently represented
throughout Western Euwrope, MNorth America, South Africa and
Igsrael and is extending its activities to the Far East and

Latin fmeridca. (&F)

Developing Countries and Factoring

Mothwithstanding its obvious advantages, Tactoring is hardly
kricwrn in developing countries. This ise unfortunate, since may
of the advantages mentionsed above are a particular relevance
tor the special problems Ffaced by exporterse in developing
moagy b « #wuch asg the small size of firme and the lack of
adequate capiltal and low-hooe dn expoort marketing . The
mmblnatlmn of Tinance and coverage of credit risk and related
2 arvos wi Ll great help to small or

a
Ll Y

e

Intermaticonal Trade Center, Genesva.

Harl, Laowwcdor, L9P8&

o dbedcd, .

Banking, Published by Barola
Ma Gox Foa - Hobe &, Macksensis




inesperienced exporters who have to depend at present upon a
variety of institutions for assistance in these matters. The
Limit talent seailable in esport management could  then be
utilized Ffor the main business of edport promotion, namsly
marketing, instead of being dissipated in activities relating
o bhs collection of sdpoet proocseds. Porsosse, bhe poerochachs

in which the Jfactoring companies have been specializing for
decades, such as textiles, footwear, tovs, pharmacsuticals,
electronice, fuwnitwe and other consumer goods are  of
particular dnterest Lo s larges oumber of developing cowntriss.

fArother  advantage of particular  importance to developing
countries is  that in factoring arrengements the foreign
gxchange burden of the edporting country dis  immediately
shiflhed to b dmporrber e oo bey.

Developing countries desiring to make use of export factoring
Mg bwer madin waes of dodng s sa

Ercouwraging sdporters to contact factoring comparic
opsrating A Fooredgn marksds.

tablishing some tvpe of ssport factoring organdsation at
P o

In most developing countries the government would have to take
the initiative by establishing factoring companies as semi-
governmeantal organisations dn collaboration with Factors Chain
International. Countries which already have xport credit
insurance organisationz may be &able to entrust factoring
business to these institutions or to & new company that is
gdodrntly operated b cbhem and commercial banks

brivig  wsed Lo help Finsnce international
E:] o f & gronedng numbaere of countriess. Factors Shain

Internaticonal has recently beesn attempting to encourage the
growth of Tactoring in Greece, Turkey, India and Indonesi;
while Griffin Factores, part of the HMidland Bank Group becams

the First UokK. factor to finance saports from China. (48)

{68} Exvport Financing, Internaticonal Trade Center, Geneva, 1974,



Factoring in the World by Mumbers

% Factoring Turnover,

Europe 21,591 24,889 24.3%01

fmerica 28.884 30.037 32.423

Africa 903 1,413

fisia 1063 2,586 2,982 2.3

fustural, 530 90%

81 82

83 B4 83

25,491 25.600 26,700 39.

31,770 32.940 38.523 38,

843 879 723 319

674 780

764 670 1.304

Horid 82,983 39.460

Sowross Faotors Chain

Intrrnational

61.419 60.958 54,382 71.067 B3.320

1979 — 1983 (in US$% Million)

% FCI's Cumulativ Factoring Transactions in 1788

Domestic Factoring

Export Factoring

Import Factoring

FCI Turnover

Souroe s Factors

Chain

{in US$ Million)
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2 The Most Sucessfull Ten Countries in 19990

Country Mumber of Comp. Turnover (in US% Million)

Italy B P FE0D
usa 17 AL 0L
UK ts} a5 L8RS
Japanese L 14,8494
Franch 1¥ 13,325
Germany 14 10, 345
Holland & 10, D
Mexico i P S0
Sweden 1%

Sputh Korea 1% Rl T

Factoring in United Kingdom

Factoring in Undted Kingdom dis srplained here for the parpose
af indicating the changes, improvements and approaches of
factoring in an active market. It i= thought that to see the
panaroma of Factoring-world dn UK will help to understand the
Factoring applicaticons in the world.

Factoring has flourished both in Britain and worldwide during
the 1980=. 1t i=s perhaps not surprising that demand for a
gservice which can, at short notice, pay a businessmen up to 80
per cent of the value of his cutstanding sales invoices should
M sy panded during s bime of strong soomomi o growbh

And vet, despite the factoring industry’'se improving fortunes,

the reputation acguired by factors as a lenders of last resort

to failing companies persists. Many businessmen resist  the

idea emploving a factor to handle their inveoices, for feasr of

what thedir customers might think. Others use the service on a
X



corrfidental basis so thedr customers mever know a factor is
involved. Factoring has taken longer than most  financing
imnovations — hire purchase or credit card - to shake of this

s bomesr resletan o,

Growth haz alec been hampered by the wvary name factoring,
which means little to most people outside the industry other
than wvague connections with trade. To improve the industry’'s
image, the fAssociation of British Factors, which represents 10
of the largest companies, is boosting its promotionsl budget
arch adopting a highser prodidls.

The combined turnover of companies serviced by ABF members
rosse by 28 per cent to GBEBR.8.34bn in 1988, while ths amount of
cash advanced to clients at the yvear-end rose by 33 per cent
& I::

ton G502

' R .

The totzal number of cliente served by ABF memberse rose by 14
per  cent to 4,180, They represented a wide spread of
industries, including manufacturimg with 446.4 per cent,
distribotion with 54,3 per cent, and services with 132.7 per
TR

Factoring also expanded on & worldwewide basis during 1788
though thes most recent intermnational figures, for 1787, show
an inorease of 34 per cent duwrdng that wear to $013%.8 b

{(GBF 78bn), according to Factors Cahin International, which
Limbkes Ffaoctors i 34 countries For the puarpose of dmport and

wa el Factoring. (H%)

The Ffactoring industry hazs  taken the Tull force of the U
recession &s the small and medium sized companies which make
up the bulk of its clients attemplt to weather the storm. The
rapid sxpansion of the second half of the 1780z has slowsd -
but not stopped- as some of the newer entramts to the industry

[REARRE 2 Lo e

Their prospeocts.

But for all the problems which confront factoring in the UK,
on the world stage the industry has besn growing at s rapid
pracer . WorLdwice, Factoring  companies oid #2494 worth of
s dre i 1920, & 2% per cent leap on 1989, according to
Factors  Cahdn International, &5 netwoork of factors in 35
countries. Mature factoring markets such as Italy, Bweden and
Germany continued to expand &t a rapid rate.

"Factoring i nob & periphsrcal business any omore” saes e
Dawvid Storey, managing director of Barclavse Commercial
Services. "It is big money. It is starting to cover all the
rungs of the corporate ladder and is no longer just for the
smal lar oompany”

o Financial Times, Sd.00. 1989

iy



Irn the LWH, though, the pace has slowed. Industry statistics

connped Led by bhe Association of Breditish Fachtors and Disoounters

o

(ABFDY, representing 12 of the largest companies in  the
bhusiness, showed a 1% per ocent rise in the twnover of
companies serviced by its members to GBF.1Z.8bn last vear. In
128w, turnoesr rosse 29 per osnh.

The much smaller companies which make up the Asscciation of
Invoice Factors (AIF) fared better. The 10 members of the AIF
reported a 47 per cent rise in their business volume to
GBEP.220m last vear but this had little impact on the overall
lerverd of activity in the industry.

Most telling, though, was the rise in bad debts which ABFD
members absorbed on behalf of their clientse. This figure rose
to GBEF.11.1lm compared with just GBF.4.93m in 198%, denting
factoring profits. The number of bad debte which bad to be

abwogbed ross FF paer o osnt bo B, FAD,

The owtlook For dmmedisate Fotuwrse ds subdued. According to o a
rnumber of lgading factors, though they are optimistic in the
medium term. "It will be difficult for the mnext =id months but

e the end of the sear T haes bopes of  an uplhurn” says i,
b lie Bland, ohairman of the SBFD and manaeging director of
Cartury Faotors.

"He base rates come down companies will start locking for
money to expand. The bank’'s recent loan superience is likely
to make them reluctant to push momey out s companies will
turn to the factors. Our money is available automatically as a

company T8 sales riee’.

Im the early dave of factoring in the UK the industry backed
too many unsound business and got a name for being "a lender
of last resort”. This has megant that many businessmen are
unwilling to consider wusing a Tactor for fear of sending the
wrrormg signals to their customers. The factors complain that
this image is outdated but even the presence of many large
bank-—-owned factoring companies has not completely dispelled
This nsgative perospbion.,

The pereistence of this view of the factoring industry is one
FERB0N o the rapid growth of confidential involices
discounting over the past two to  three vears. Invoice
discounting dispenses with the service side of factoring - the
males ledger management and credit assessment - ard
concentrates solely on providing cash against invoics. Since
the client continues to handle his own sales  ledger his
customers are not awars that a factor or invoice discountesr is
irvecdlwved at all.



Confidential invoice discounting. however, holds extra dangers
for the factor. Since he iz not in day-to-day charge of his
client’'s sales ledger there is & greater risk of
maladministration or even of Fraud. Some Ffactors have been
awWwitching invoice discounting client over to full service
factoring in recent months sc that the factor has & closer
wiamw of whal ds going on. (F0)

Factowing ds one of those rare financial services which, in
theory at least, should be almost recession—proof. As interest
rates rise and company cash flows come wnder pressure businesss
shouwld be in even greater nsed of the advances which the
Factors provide against dnvolces.

Industry statistics compiled by (ABFD) show that up to the end
of 192872 this argument held up. The combined tuwrnover of
companiss serviced by the asscociation’'s 11 members rose 24 per
cernt  Jlast wear  do GEPLVLLLED . continuwing the rapdd  groeth
rates of much of the 1980s. The number of companies making use

of Factoring and dovodos discounting rose by 1% per cent

o e iy "
b FLR0F

Factoring has also pandcd on & worldwide basis, rising by 18
pe cent bo $. 190 dn according to FOL.

However the optimistic rnote set by  these statistics is
unlikely to be maintained in the WK in 19%0 amid growing signs
that high intrest rates are fTorcing many companies to postpone
wmrpansion plans.  $F compandies  sare markdng tdme  drnetead  of
sxpanding they have less need of the cash injection provided
bew bhe faobor.

Mr. Allan Walker, asscciate director of H & H Factors, savs:s
"1990 will b= a tough vear for us and for the industry. We are
i the front line when it comes to risk because most of our
clisnts are woung companies whicoh sore highly geared. WHe are
sdrrg s Lok omoeoes cses owd bl oowe perebfoldio of olients'.

The mneed for care has already been demonstrated in the ABFD s
figures for 198%9. They revealed a 44 per cent increase, to
GBRF.Sm, in the valug of bead debts abzorbed by members and & 41
per cent rise in UK debtors where legal action was  in
PO I R .

FovBoot Factors began to notice the downtuwrn in the auwtmn of
1 i e pdoolkeed oup agadn dn bhe Fiest

2 and while buwsdne
guarter of this year Mr. Jdobn Butterworth, managing directoer,
expects a difficult pericd in 1990, "High interest rate force
comparies Lo damtmcl and to sell prapcrtv and subsidiaries so
| i ] X capltal declines. (7L

LAy Charle Batohslor, Finanoial Times, OL.05, 1990
(ALY Charles Patohelor, Financial Times, 068,064,199

-
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2. FACTORING IN TURKEY

In this section of the study general improvements of foreign
trade is stated From the viewpoint of 1980 stabilisation
package. Since factoring based on open economic policies
applied in Turkey from 1980, the brief information bouwt these
policies iz edplained as an introduction. It i=s considered
that to know the main steps applied in foreign trade will be
wseful to understand the dmportanoe and walue of factoring.

The  opercing-upe of drade dn 1980 was & key Factor in the
development of the Turkish economy. Throughout the 1970s
geonomic policy had tended to favour import-substitution at
Yl @ peEnss of maport, griving Tittle  encouwragemsnt Lo
production for suport and progressively tihtening restrictions
on imports. Under the ecornomic stabilisation programme of 1780
incentives weare introduced to encourage exports. The lack of
domestic demand, az well as confidence in the government’'e

commitment to policy refoirm, hiel ped T boost wporis
corslderably  dn bhe following wears. This was despite the

recession in the Western world which meant that overall trade

was stagrant o gQrowing only slowly dn o sarly 1980s. (P22

The 1980 Stabilisation Package

The adminiztration implemented a number of measures which
prphasised an  owtward-orientation of the esconomy  and &
liberalisation of market forces to esnsuwwe a more sfficient
allocation of resources in the economy. Although major steps
were btaken to improve the free working of the domestic
goonomy . im terms of liberalising interest rates and reforming
the system of incomes taxes most reforms were geared at
improving the trade climate, arid , i particular, at
@ncowraging exports. This was done in thres major wayvs:
introducing new esport incentives, liberalising imports for
giporters and introducing and exchange rate policy which
gneuwred competitivenssse of the Turkish lira, and liberalising
Lhee BEREs

Export Incentives: MHew export incentives were introduced and
ald incentives allowed to operate more freely following policy
recrientation in 17280, HNew incentiwves: included the right to
import duty free input materials and intermediate products,
income tax reductions on new and incremental exports:; reduced
interest rates on edport orientated investments; and increased
inddrect tax rebat

]

(&Y Harah Mewin -~ Fbicohsod O7Brien ~ FPetre Finlay, Turkey’'s
Intermational Role, Fublizhed by Euwromoney Fublications, 1983,
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The Toreign eschange retenticon scheme was expanded, with a
mich greater number of exporters allowed to retain 50Y of
their net export earnings. There was alsc a simplification of
the administrative regulations covering sexport incentives and
shortening oof administrative delavs iry approving the
incentives. Administration of the incentives was centralised
in the Directorate of Incentives and Implementation (TUB) in
the State Flaning Organisation. The same was trug of
investment incentives with dnvestment in export industries,
fordsm and agrerioalturs given predori by

Import Liberalisation and Devaluation: A second meEasure was
import liberalisation. Initially, import licernces were mors
freely granted and forgign exchange allocated with less delay.
In 19221 import guotazs were abolished and the list containing
restrd oted dmports sharply outb,

Reform of the State Economic Enterprises: The third madior
reform exposed the State Economic Enterprises to ths operation
of market forces. Consumer subsidies were abolished or heavily
cut and the SEEs allowed to raise prices to cover costs.
Investment programmes were scaled down sharply, and the SEE
labor force more tightly controlled. One aim was to eliminate
Phe market restrictions which bad discouraged private seoctor
investment and production, and to make foreign markets
attractive to Turkish eaporters onoe more.

Between 1981 and 1%985% exports performed spectacularly well,
gepecially when considering that the overall world market was
in recession in the early 1780s. Euports grew at an annual
ANET A 6 Fate  of 2% s cerrt between 1981 and 1985,
substantially espanding the range of goods sold abroad and
developing new markets world-wide. The main improvements were
seen in industrial  and manuwfactursd esuporits, which were
particularly encouwraged. In 19890, manufacturers accounted for
Just over one-third of total exports, and these products
consisted almost entirely of textiles, varns and processed
agricultural goods. By 1985, three guartesrs of exports were
manufacturers, and new exdport products had been developed, so
that teztiles and sarns sccounted for only 40 per cent. The
share of agricultural wpaorts  in total esxports declined
gharply from almost 60 per cent to under & guarter of all
grports. The former poor climate exports meant that the suport
infrastructure, in terms of cervices and institutions, was
vary wunderdevelopsd in 19280, Enowledgs and understanding of
gxporting grew raplidly after 1980, This improvement in export
performance was oritical in improving Tuwrkey's image in the
gves of the internartionsal fimancisl community encouraging and
garly recovery of new bank lending. The boom in suports also
contrituwted strongly to GRHFP growth dan the fFiest bhalf of Lhe

Ly
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Creation of Export Credit Bank

Faporters  have acknowledged the need for an ssport oredit
agency to provide insuwrance cover for exporits and also to make
credit mo e sasliy available four exporters. Turkish
cantractors have long felt themselves to be disadvantaged when
Bidding Ffor contracts abvoad becawse of the lack of support
from amn official Ffinacial package. In competition, price
advantages may not be sufficient to finalise a deal it foreign
contractors can baok up thedy bid with o Financing package.

ATter several Teasibkilty studies it was decided in summer
1787 thet the State Investment Bank should take on the role of
arn Eximbank in Turkey. The Turkish Eximbarnk, predominantly
state-owned, provides short and medium-term export and buvers’
credite, exdport guarantees and credit insurance, as well as
mezchiowm-tarm and special purposs Pinanocing . (F5)

Uneven Progress on the Trade Account

Fart of the reason for a continusd trade deficit is that, as
gxports  rise, more imported  inputes  are  required for  the
production of exdports. In this sense the deficit the deficit
is the natural response of increased importe of  wealth-
creating capital goods, which will build up and modernise the
industrial investment base. Increased imports can therefore be
regarded as the natural counterpart to an actively developing
sconomy  and edsport sector. It is importanat that this aspect
af trade should be emphasised over the new few vears. Earnings
from export need to cover an incressing proporition of imports-—
at present, sxports pay for around two-thirds of imports. This
proportion negeds to rise graduslly to four—-fifths if  the
cveent acoount defioit ds o ho be eliminated.

The outlock for the ftrade account and its contribution to
growth in Turkey depends crucially  upon an assessment of the
curirent climate Tor exports and imports, and o how  the
climate can be improved. The problems faced by sxporters are,
i the main, associsated with declining markets and  with
gkt o d sm. Lo by growth appears Lo alid Lirbed Lo
continued problems in domestic production and in & high
propensity to import-that iz, 8 high degree of responsivensss

ot dmpesets he F oo gromth. (P40
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Mixed Export Performance

Since 1980, Turkey' = export markets have uwundergone major
changes. In 1280, the HMiddle East and Gulf countries were
underdeveloped as Turkish export markete. The rapid growth of
income and wealth amongst the odl szporters Following the

firet and second oil shocks of 1973 and 1979 meant that many
OFEC members has embarked upon major development projects and
rapid-growth economic programmes. As & supplier, Turkey ' s main
rale became to export transport eguipment and machinery for
the investment programme, and consumer goods to the fast
girowing consumer market of thess countries. (770

Increased Protecticonism

The extent of protectionism  against Tuwrkish export is  a
papsmated complaint by TurPi“h grportersa,  The problem relates
prdmarily ho the wndtes States and BC countries. Protectiondism
atfects Turkey' ' = major wport products, textile and
agricultural goods. FProtectionism against both elicits major
grievances: textiles are felt to be highly competitive in the
world market and are an important foreign currency esarner for
Turkey, az well as employing a large proportion of  the
industrial workface. Nevertheless, they are subject to guotas
which are =ub=tmntlally lower than those imposed on the newly
industrialis comarbidss (MICs) of bhe Far Bast.

Strong Potential for Export

The response of Turkish exporters to these problems has been
to persist with markets which are currently imporitant (either
by zseeking government help in financing exporits to the Middle
East or by continuing to put pressure on the Ewuropean
Community and the UHited States Tor larger gquotas). Exporters
urder  bhe government s leadership, heve also been deselopdng
new markets in the Far East. The authorities, as well as
grcouraging  export  to these countries  improve the trade
position, bhave recently proposed offset financing, whereby
Feored g compandes  would agres to sarrange offset deals  Tor
Turkish exports as part of their payvment for a project to be
carvied ouwt i Turd

2&n

There are wtill good prospects of growing opportunities for
Turkish porters  in traditional markets, as well as in
developing new marketz. The Gulf and EC countries could
present major market opportunities in the future, and Turkey's
close lln} with both regions mean that it would be in &
ALHC= R eretd . From such opportond bies. (P8

SZarab Mewin ~ Richsrd O 8rien ~ Petre Finlay, dhbdd, p.G%
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Factoring Applications in Turkey

Opened economic policies applied in Turkey from 1980 aims more
foreign relations end accordingly more foreign 2 Change
imooms. This brings nesd for new Financing technigues Like
leasing, Tactoring and forfaiting together. These technigues,
uwsed commonly in the West, and also bhegin to take an important
role din Turkey. (P9

Factorimg ie & credit management and finacing method appears
i Turkey at the end of 1980=. Iktisat Bankasi is the leadsr
of this =subject and has studied too much to introduce this
s Lhaod Lo owy @oonomy .

Firstly factoring sactivities have been carried on as &
factoring department in the structure of Iktisat Bankasa A.S.
"Facto Finans Alacak Alams 8.5." was established by Iktizat
Bankasi A.8. as a result of series of activities on the
subject. This company takes an important role in our country
because of being the first factoring company, azs well as,
i the Firet Twrkish member of Factors Chain International.
M. Ben Hosh is the general managerand Mrs. Rengin Ekmekcioglu
contintes her aotivities as Turkish managerof the company . (80)

Although factoring is introduced by Ihktisat BRankasa A.S. to
gur country in 1988, most of the banks realized the importance
of this method and they have esstablished factoring departments
in thedir own structures. Torkiye Ealkanma Bankasa is one of
the banks which s2till carrving on to supply factoring servicess
to hie customsrs in bis own structurs. (81D

The business volume and competition in the market is growing
rapidly in the voungest sector of Turkey. Facto Finams Alacak
SBlama ML E ds affechtsed ¥9 per ocendt of factoring transactions.
Ferruh Tanay bas left Facto Finans Alacak dlamas &.5. with &
team and contributed the organisation studies of a new
Factoring company , for entring into this growing marrket.

n the other hand, Turkiyve Garanti Bankasa A.5. and Vakaiflar
Barnlass, f.5. bhave decided to doin the establishment of this
independent factoring company instead of continuing thedir
activities as & banking sered o,

"aktif Finans Factoring &.8." ; the second factoring company,
has joined ouwr economy on October 01, 1270, Four banks and a
Foreign trade company are the sharebolders of this company.
15 per cent of Turkive Garanti Bankaal ﬁ,a,, Finansbank A.S5.
and Eximbanl. GED doins i as bhe share of ’

e oent Lidke VMakiflar Banleas it pmVLlhlpﬂtimﬁﬁn
CAPY Dus Tihoaredle ﬁurnmn Mayas
(R0 Y Cumburdyvet, 1 E W« CHER L L0
R &umhuw;yuL” 14 u"l??
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(Vakif Leasing and Gumes Sigortal. "Aktif Finans Factoring
A5 iz the =zecond company which takes place a= a Turkish

meamlir oF Faotors Chadin Internaticonal. (FCEHD

"Domesetic Factoring Bervices fgreement and General Facltoring
Terma" and "Eaxpoet Faoltoring dSgresment” i areanged b AkbiTF
Fimans Factoring A.5. and factoring is begun to used in
domsstio markset as well as dnternational markets.

The new improvement in factoring world of Turkey is= lived on
May  1991. The third factoring company "Devir Factoring
Hizmetleri A.5." ils established by Demirbenk A.5. and Dervo
levi (a weall known businessman). The goal of ihis company is
to serve in internaticonal factoring and to =z=upply all new
twohridgues applied dn bhe world fto Tarkish seporters.

Factoring Enviroment of Turkey

are  two madin sectors
Companies are desirable
ferrert  dncdustries of  the

ol bhoagh hesbile  sod gsoerment s
which use factoring services common
toy wxpand cbhedr facilities boo odid
ta

LIRSS M R

Factoring companies investigsate their client’'s financial
position in details. Financially strong clients are alwavs
considered as & potentizxl client and factoring companies
present their proposals to these clients in order to entsr int
Factoring contract.

e 4t dis kEnown, Tactoring iz & new method of fimancing and
competition in  the market is growing rapidly. Factoring
coappandes by ho assess potentiad  olients A the  domestio
arvd o fer bheem all bhedr factoring Faoilities.

sy b

The position of the potential clients is diferred in
international Factoring.

3, G
arcl wegetabhle and Frodl

work with free zone dmporters

pEoren oo
Codnparles 8
Coanpar s

These companies are not accepted to work with because of they
bear high risk.,

Faotoring CIOHT AT L s drvestigate Thesd v olisnt s wonr ki g
capacity, management facilities and evaluate the availablity
of the client according to  international credit norms.
Therefore the credibility of the firm, which is accepted and
takern into the system, will be higher in domestic market and
far financial institutions. In this concept the svaluation of

Fx



the banks will be different aftter factoring. As medium sized
industery proves dts modern management uanderstanding, dyramism

and available trade wvolums by wtilizing factoring credit

8
Limes of the dndustry will be dinoreassed by the bardas. (82

Zince textile sector constitutes an important part of ouwr our
goonomy , intermnational factoring will obviously improve itself
in Turkey. HMoreover, black market for bills is one of the
besic domestic trade problems which cause increase in demand
for domestic factoring companies. Theree Tactoring companiss
which are carrving om their studies in Turkey will not be
sufficient to supply all demands in the markelt. Foundation of
rmew factors will obvicu=sly provide new solutions for problems
ir chowmsstio oollsobions . well as snoouragment of export. (35

Turkey takesz place at the top of the list inm Middle East
courntiries with factoring volume of %.30bLn per annum. FCI draws
attention to this volume and express that; new plans will he
applied in Turkey to improve factoring. On the other hand, one
of owr company’'s tuwrnover is %2.100m per & quarter and expected
Turnoever ds FaL0bIED

Froblems of Factoring in Turkey

Although factoring has numarous advantages, it is hardly Enown
in our country. The main reason of this situation, is being =&
new method in the market. As it iz less known firms are not
willing to wse this method. In order to prevent thiz lack of
knowledge, factoring companies must asses the clients and
giplain  them advantages, costs and characteristics of the
met g o Ly oas well as encowraging them Lo uss facloring.

fis other fimancial institutions like commercial barks,
irsurance or leasing companies, Tacbtoring compandies are also
subject to some regulations. Establishing conditions, systems
capital styles, principles and bounds of their activities,
principles of their consulting, rules for risk assessment,
terme of their commissions and rates, &ll of these activities
angr Legal regulaticons.® legal bas must be crested by
abhoa-d tiss Ao crder  bto prevent s Lhle comefliot

5 ireolved in Lhs

rreed
.l.' l..“

ari

bvem Tz Lhe paorties

Ue of Lhe madin preoblems faoed in factoring transactions is
tagation. If financing i= supplied through a bank, "banking
insuwranos bransaction hax? CRITTY will be accrued and this
canse cost increasing. However, asz "value added tax" is also
collected, the client is double taxed. It ise expected from the
avthorities to decide applving only one  tasd tor these
tranzactions in respect of encouraging factoring applications
arel sxporet Finanos.

Plmwa, 28.10.010990
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Thee  oobleer poroblem ds the lack of trained and esxpesrienced
peaople on this subject. As the method is very new for our
ooty ., backoround of factoring dis dnsufficient. Peopls must
be trained by =zome courses given in the country or abroad to
g pearsel bhis method.

Facioring Advantages for the Economy

Fatoring applications support economy by increasing both
competition force in foreignm  markets  and export volume.
Morsover, supplies pavyment of foreign xchange without any
lopss. In addition to  these while providing early advance
payment of export value to the economy, helps to determine new
crechit Limits  dn the merket for export financing like as
banking system. As a result of this the country will find a
new scource to utilize two limits to finance export and supply
moes dnooms Lo bl s

i pEn lIll ¥

fe factoring gives an opportunity to deferred payment, trade
will bse more actiwe snd this activity will bring production
increase together, and accordingly this will belp to solve the
probdem of unempd oomen t. (8BS

Conclusion

Most of the companies are interested in factoring because of
cronical crises living in domestic market. As our banks have
serious problems about unpeaid leoans and uncertainity of marbket

corehd bdoues,  bhemre ars some doobibs about domsstic factoring.

The availabilty of thise Tinancing method is limited by country
composition of our sxiport. Creditworthiness of the importer
amch  dompao tesd znuntr: e bhe most dmportant points dn special

Fararnairg  mehhods iber Factoring and forfaiting. fAs dt ds
sy dn dnternational  factoring trade risk ds  coversd b
carrespondent factoring company established in importer’'s
country. It is obvious that these companies will desire to
purchase the receivables of well-known reliable and bearing
less risk companies and countries. The position of Turkey in
this respect has some difficulties. Our country scale of
gxport relations shows some characteristics. As HMiddle East
couwntries take an important share of our swport and they have

some payment difficulties, to ask which factoring company will
desire to purchase these recalvablc" will be a good gquestion.
(83

Dilrvway, 30,08, 1%
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Factoiing ds more available for wporterse  working  with
industrialised countriss. International factoring provides
impoa-tant  advantages entering dinto BEC countries, also Undted
Bltates and Far East, In the term of organisational weakness
and lack of international relations, factoring will be very
helpful to our exporters. While exporting to these countries,
cowtrterguaran tes of correspondent Factor will not be s problem
and ouwr goods will be produced according to the standards of

These oo bries. [

L. IThean Ersan, Para ve Sermaye Pl
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F. FACTORING FROM THE VIEWPOINT OF SUFPPLIER

Whern a suppliesr sells bhis goods or services, be usuzally has to
allow a credit period to his customers (or debtors) before he
can edpect pavyment. Thiz credit facility (open account terms)
i commonly wsed  angd omuch appreciated by oustomers. T ods &
big sales benefit for the supplier but it increases his
administration costs, risks and financing regud remen ts.

siedrg company bBave cbhe  aocounts recedwvable Trom the
supplier (his client). The factor can provide the supplier
with dmmediate parment without affecting the oredit faoility
faor the supplier’s customers. The customer then pays the
factor instead of the supplier on exactly the =same conditions.
The customer 1is no worse off, the supplier has his cash

Eomercliactely . (8%)

0 Fac

Even more important. the company using & factor does not have
to wait for customers to pay their bills, so it has funds
dmmeciately  available to finance work dn progress o osand new
orders. Finally, the credit assessment services reduces the
risk of bad debte or, if the company is insured. can eliminate
Them entirely.

A major problem fTacing the growing company is the difficulty
in raising overdratt finance from its bank to Tund further
growth. Once a bank has lent up to what it considers prudent,
the branch manager is uwsually uwunable to go any further, esven

£

2F obhe busdinessman bas Firm orders g needs Lo Finance.

"The bank manager tells the businsssman to consolidate, to get
Mis assets up, "save Mr. David EBezzant, sales director of
Lombard Natwest Commercial Services., "Yet it is hard to
consclidate. It means twrning away customers. The factor on

thee orbher hand saes "o one Bepand?

The factor is able to advance funds against invoices because,
wrnlike the hank manager, he keesps in daily or weekly touch
with the client and sees the flow of inveices and payment
cheques., The banksr, by contrast, may be judging his client on
a balance sheet and accounts which are up to 18 months

(89) Fress Information, Factore Chain Intermnational,

A LN k0

(903 Charles Batchelor, Financial Times, 24.01.19%0
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Cost of Factoring

The oot of factoring dis expressed in twoe Fforms:

1. Commission: The Tactor charges the client a Fee for his
sarwdoss based on Fowr beasioc slemsntss Anmuwal sales wolune,
avarage invoice =size, guality of customer list and length of

e FAC N

trade terms. Poemal o eange O90FR% doo 1L70E

2. Interest: The rates, wer who talue adwy
Choorrowings) ., bend o . v aboeve prime.  Bince  advanoes
arg taken only as neededﬂ the interest is charged solely on &
money i use basis.This commission is accrued for coredit
irvvestigation, ocollscobion servios and risk ooveragse. (P11

Advantages of Factoring

Factoring offers certain special advantages to the szporter,
thee most dmportant of which ars the followings

- The exporter no longer finances the importer, this function
hawing been shified to the factory

- Foney that becomes immediately available to the seller
enables him to meet his own obligations promptly and thereby
resclves ies ligudity proablems

- 8Senior executives no longer have to waste their valuable
time on sales ledgers and collection of debtsg

- The factor is in a position to give information and advice
o foreign markets which can prove to be of great benefit to

e o MOk i ¥

Y

o factor ds normally authorized to handle exclusively all
the client’'s credit sales for an agreed period; this benefits
both parties, enabling the factor to understands &11 the needs
of b ~wljm and  cho assess more accowratley to the seller s
Credltwmrthlnesa and his own risks. An increase in sales
Factor to poroecdde serwioss to the exporter at a

Tomgesr ohaaege g

- Factor specializing in foreign markets open up new vistas to
amall flrms that would otherwise be reluctant to engage in

(91) Thomas Fli»ﬂﬁrdld - Gylwvico Fasola - Johnson Cheng
Factorang Semanar, The Cir Group/Factoraing, HManufacturers
Harnceeser Commerocial Corp, 15,000,198, pa.10




(98 Export Fipanoing, dbidd, p.d%

-  Factoring can  provide  the means to buy i bulk at
atbvan tageous prd ops g

- Factoring can enhance his own credit standing because he i
able to pay his creditors promptly, and this can lesad to
certainty of supplies dn times of shorlage

"

= To suppliers involved in =service industries or business with
a high labor content, where trade coredit doess not play a
significant role dn the Financing of of the busine:
pre-payvment facility can reduce the eguity required to fund

The wnlerprissy (95

o bhi

- Factoring eupands sales in foreign markets by offering
comnpetd i condibions and terms oot pasmenty

- Factoring offere open account termse, simply by invoilcing the
importer and granting deferred payment terms, usually of 30 to
PO daveg

wrrber ds Tully covered against oredit 1o

Factoring avoids the delavs so often encountered in the
pegotiation of letiers of oredits

= secbion and

yesind b

acbinrdrig
AT

iyt L oo b Fasdt ceadl
e din admindsteat

- Factoring haz access to flexible scurce of working-capital

Fiamaros gearad bo sxport salssg

Factoring svolds the problems of smulti-owrrency acoountingg

~  Imporiters expand their purchasing power without using
el ating band oredit Linessy

~  Importers  buy goods  without  dncurring the delavs  and
comp bl cations of opening Lebthbers of orsdity

of product supply s (¥

- Faotoring generaleas nese SO s
= fAs an advance pavment paid in forelgn ocuwrrency, the suport
file camn be closed immediately and exporter can apply for
value added tax to use more funds garlier. This is one of the
characterisetic benefits of factoring for Turki=zh
mutpplisrs. | 3
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FACTORING

FORFAITING

Pl

CREDIT INSURANCE

e

LOAN ABARINST RECEIVABLES

Continius

Receivables are bought

Finance available {B0X) after ship
Risk cover available {100%)
Beneral Agreement

Only invoice required

Open account

No bank aval reguired

Terms up to 120 Days

Consumer goods

No political & Transfer risk cover
No secondary Harket

Receivable ledger administ.

Collection

One off transaction
Receivables are bought
Finance available (100%)
After debtor acceptance
Risk cover avallable (100%)
No agreement

Draft/B/L or promissory note
Letter of credit or CAD
Generally bankaval required
180G Days - 10 Years

Capital goods

Political & Transfer

risk covered

Secondary market

No administration

follection

e ——
e C——

——

Continuous
No Finance
Risk cover available(80%)

beneral agreement

_____
-----
-----
—————
—————
- -

Generally continous

Recivables are taken as collater
Finance (70%}

Ho risk cover

General Agreement

Generally draft is required
Benerally CAD

No bank aval required

- -

- -

Secondary market is possible
No administration

Collection

|




Disadvantages of Factoring

—- fe factoring companies taeakes risk irrevocably they collect
commission in addition to interest. Therefore the cost will be
higher .,

-~ Factoring is considered as a dangerous finance policy by
some narraow-minded firms. According to  their opinion. a
company applyving to factoring sells its ligquid assets. For
this reason some firms do not sell their goods as deferred
pecement basis to the compandies whioh work with factors.

- If the value of the sach sale for different customers is low
and excess number of invoice is considered, the cost of
Factoring will e very high.

It is gztimated that despite of these disadvantages,
gepecially rapid development in computer techonology general
expenses wWill be decregased and little amount sales will hbe
Fimamoed by Factoring. (%487

&

Supplier Considerations

A supplier whose turnover is merely keeping pace with
inflation and who has little prospect of achieving real
growth, should not be encouwraged into & relationship unless
the poropossd Factoring oharge  de D thare  the supplier s
direct costs, i.€. thers is an immediate financial benefilt to
fam. IF this is not the case then the factoring charge, on
part af it, will be an additional overhead cost to the
brsd res s

Ly

The supplier’'s evaluation of the service and the coredit
protection will usually be based on a clear perception of his
meeds. The supplier will base his evaluation ons

Thee matuwrs of his prerocdacty

= bhe counted and customers to whioh he sellss
The terms of payment on o which b sellsy
the nature of his oustomery
The mumber of ouastomsrss
the dwocadlabdlity of an siport oredit soheme and its
s e bl v ;
the need for Tinance and svadlability of syport finance on
prsferntial herms.




Pay Dlmpa, 0. 06. 1788

The individual supplier must calculate his own costs, but far
Tl o s Fomepnpardson b owid DL nesd Lo o dnolades
sbacfting
atmebmdstraticn e pen
3 ; 1o} comp b o :
legal o s redlating bo receicabless
- ooeadd b odnformationg

= b debts (anddSor oredit dnsurance premiamsd s (PP

sy BUCh & staticonery. telephones,

A1l of these costs are fairly easy to assess, and & direct
comparison can be made with the charge proposed by a fTactor.
This comparison alone may well be sufficient to induce the
supplisr Lo uses i

The  swy ing  the cost of full factoring with
b s whing  wosts, b decide GF his business ds goding to
allocate sufficient resowrcss, on & continuwing basis, to
credit management. IT not, what adverse effect will this have
on the busingss; and if such resouwrces are allocated, to what
extent will management time will be diverted from the primary
adtm o drcresasing Foroefd b through greowth coupled with

cor badnment of 1

f2 L

Mamy business will subcontract services such as payroll,
cleaning., catering, transport and computing, because of
specialist subcontractors can provide these services cost-
effectively. factoring is closer to the heart of a business,
ineafar as the fTactor has continuing and regular conatct with
the supplier’'s customers, but the principle and and rationale
of subcontracting is still valid for the =sales accounting and

credit managemsnt o seredoss 4L poroecddes.

A Tactoring company sseks bo satisfy the needs of suppliers
who are capable of growing—increasing their sales and customer
base. Mot only doss this provide an incoreasing twnover  (and
therefore greater income and economises of scale) for the
factor., but there is a happy association of ideas in the

Aprgadd ’ i Faebwergry fagsin : suecess ard a  faotoo
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Factoring Effects on_ the Company

Another financing method of the company is to apply banks for
loans. Although fTactors and bamks aim to supply funds to their
clients Tor financing their activities, they have essentially
gdiffer in  their approach to business financing. The main
dhi-fference depends on base of providing funds. While a bank
provide finance to its customsrs on a recourse basis, the
factor purchases account receivables on & non-recourse basis.
Factors deal with the credit standing of the importer abroad

The factoring companies ensure its financial wviability by
spreading its risk among & wide range of buvers and products.
Moreover, factoring companies offer a package of services to
their customers like accounting, administration, risk coverage
and finance. On the other hand banks are limited to financing
and the collection of credit information. (%9

of fa

G shoordng on client s balance sheedt ds complstls
grant  from any other type of fimancing. The client does
not have a liability on his statement but rather than an asset
tiarmg  the smount due From the fTactor. This causes a
lal effect on owrrent ratios and factoring improves Lhe
Bralance sheet and oredit standing.

To suplain the effect in details ABC Company is examined and
gisven here ss an exampla.,
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ABC Company euports $.59m per annum. His clients state in
Ttaly, France, Germany and United States. In order to compste
with other Ffirme in the market ABC Co. wtilize 60 davs
deferred letter of credit to finance his sales. However, this
financing method creates some problems. For the purpose of
matching funds, purchasing raw materials is affected by
deferred payment basis. This causes to pay &4 deferred pavm@nt
iz toper month. Financial position of dhe company tigh
b margiane . Inventory tuwenover of the ABRD Co. o ds
Fimancial statements are given belows

INCOME STATEMEMNMT (millon T.L.)

31.12.198%9

ﬁt; 3 ;
Derferred pufmvnf interest

FRCOF LT s

BEALAMECECE SHEET {( millon T.L.)

F1.12.1989
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Current Ratiosz1.0%9

8



Although the managers of ABC Co. has been faced with the
requestes per working with opened account and deferred payment
basis, they could mot accept this advises because of financing
gdiffuculties and lack of confidence. In addition  to these
Feasons, they know that in 1992 E.C. countries will be common
market and letter of credit applications will not be utilized
anymore. ABC Co. examines the conditions of the market and
decide to apply a factoring company to find scoluticons. After
discussing the terms in details they arrange a factoring
agresmert whioh corctadns below Listed termss

R

Factoring commission:z 1 .20%
~ Discounting charge : libor+2 (It iz estimated that this
rate iz is egual to bank lcan interest uwitilized by the company
before this agresment. This interest is indicated on income
statemsnt din Qeneral sepensssl.

Advance payment

Signed Tactoring agreement has an effect on the balance sheet
of the COMPENY « ARC Co. placment the advance pavment
Theed o &&EPm, (HON of dts seles) showern belows
Tl . F00mMm . iz uwsed to  fineance his  short  term  commercial
borrowings. He buvse raw matrial costs TL.100m. and  use
Th o @&&Fme o deocrsass bils bandk Doerrowings.

BEALANCLCE SHEET ( millon T.L.}

01.01.1990

Liabilitios
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The balance sheet of the ABC Co. became more liguid as of
agreement date. On the other hand, while an increasing is
observed in the guality of the receivables. fs recsivables
paid by Ffactoring company, the fimancial position of the
Comnpranyy bE S LIrongEr now.

The effect of factoring can not be seen on profit. NMow we are
estimating that factoring agreement was realized a year aga
and  going  on owr assumptions. A proportion of raw materials
was paid in advance therefore. Only factoring commission ws
padd  to bhe Factoring  company  instead  of  deferrved payment
commisisan. Aocording to these assumptions the incoms
steactamart of the ABLC Co. is like bhelow:

INCOHME STATEHMENT ( millon T.L.}

ot oo
1 sEpenes
oo ach Ao
chosrdng ccamm
s paceinen b

dircbap

PO LT T

The effect of factoring on balance sheet and income statement
will be appear later. Factoring agreement causes Llncraase on
the profit meorgine heoanses

PR Do will w
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ricy noney and  time toosoles oolleotion

wi bing abrosd for collection

AEC Cow will dmprc
ko Lidwedng Faoher

wINNi
Pos porochucbs as

sir Pde tuwrnoeer dn the competd tive marbketl
» oof bmding padd o and will o continue to osell
awmert basd e

We assume 20% of increase in company s sales while general
gypenses increasing less than this rate. Dur assumption based
o the absence of collection, oredit and sales-accounting
services at the end of the year. On the other hand, Casa SFA,
the customesr of ABC Co. in Italy gone bankrupt in this year
and the receivable of ITL.BOm. will be paid by the factor as
it was guaran besd under Factoring agresment Lerms.

"
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According to these assumption fimancial statemsnts of the
company WLl o dmporoece Like belows

INMCOME STATEMEMNT ({( millon T.L.)

31.12.197%0

General ex
Depraeciation
Factoring commission

Doferred parment intersst

PRIFTT L. ab57

ARC Co. will save only TL.200m. because of the guaranteed
amount, however, wvisitings to collect this receivable. lawver
and court expenses is taken inteo consideration the importance
of Factoring can be wndesretood olearly.

While increasing of sales 30%, profit dnoresse

Felating balanos sheet i helows

BEALANCLCE SHEET {( millon T.L.)}

21.12.1970

et
Barnls
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Faomivables
Trover tory
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Total Mosoedls 4. 46FE Tortaldl Liabhilities L AEFE

Current Ratio:2.146 The balance sheet of the company is more
liguid now



As it is seen, ABC Co. utiliza factoring for management of
receivables and collection and solve all its problems. After
using factoring tha managers begin to evaluate their time to
improve their products, increase their sales, palnning and
applying new methods and strategies.



CHAFTER IV

CONCLUGION

International trade is one of the importatnt tolls  for
economises which desire to catch the improvements and changes
lived in all over the world. At the end of 20th century, we
live fundemental changes and thise brings closing of the
countiries together. While this procedure is going to  be
gdistence of one country in the world, &1l borders will
falling down and intergration of the sconomies will be
completed in the near Ffuture.

In orer to adopt thess changes and having strong esconomies in
this changing a&rd competitive market of the world,

o chowed .

itnternational trade dsows

Wi le mentioning international trade, the concept of Financing
international trade comess into consideration. At the begining
of intermational trade transaction, centuries before, people
concluded tranzactions bassd on individual’' s word of honor. In
those dave sellers bore the risks and were fTaced with loscses
in the event of non-payvment. In order to arrange the trade
terms  and  supply necessary Tinanoilal  services, &8 well as
offer international trade facilities some institutions, i.e.
Baris, factooring companies entered into the marbet.

The trade cyvcle must be financed in every step of the
procedure. From purchasing raw material to the producting and
ghoring of  bhe Ffindshed products, deliwvering ard  peaoyment
within the agreed time nesed financing as well as need
preckeotion againet wiak.

From the viewpoint of the buver, to posses the goods on agresd
date and agreed gualifications bears the main importance. On
the other habd, the seller wants to obtain the money on the
agresd dats e thout any loss.

The trade oyole can e Ffinenced in many differsnt wars. The
wact method or combination of methods differ from  one
tramsaction to ancother. Fimnancial situstion of the buver
{importer) and seller {(exporter), their degree of mutual
trust,. currncy, country characteristices determine the method
of Finanaing.
I¥ exwporter knowsn the importer very well and trusts his
reliability ships the goods and deliver the documents to the
importer. When the importer posees the documents and goods, he
pays the money. This method called "open account” but ussd
Farely because of besaring high visk of nonepayment.







