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UNIT 19 FACTORING,FORFAITING AND
BILL DISCOUNTING

Objectives
After reading thisunit, you will beableto:

e explainthemeaningand scopeof Factoring, Forfaitingand Bill Discounting
Services;

e  appreciateoperationsin respect of Factoringand ForfaitingServices;
®  distinguishbetween Factoringand ForfaitingServices,

e  appreciatevariousaspectsof Discountingand Rediscounting of Commercial
Bills,

e understand thereasonsfor Growth of Factoringand Forfaiting Businessin
Indian market; and

e understanddevel opmentsin Commercial Bill Market in India.
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191 INTRODUCTION

We have seen in the previous unit how venture capitalists come to the rescue of
entrepreneurshby providingrisk bearing capital known as venturecapital. It isusually
along terminvestment either in theform of equity, conventional loans, conditional
loansand convertibleloans. Venture éapital has potential for significant growth and
financial returns. In the present unit we will be discussingin detail three servicesused
for financing short-term, trade, i.e. factoring, Forfaiting,and bill discouting.

Factoring serviceshave becomequite popular al over the world now, with morethan
900 companiesoffering these services. Factoring is a contract like any other sale-
purchase agreement regulated under the law of contract.

Eorfaitingisa sourceof trade finance which enables exporters to get funds from the
institution called forfaitee on transferring the right to recover the debtsfrom the
importer.

Another source of short-term trade financing known as bill discouting where one
party acceptstheliabilitiesof trade towardsthe third party.

Let us now discuss about all thesethree servicesin the subsequent sub sections of
thisunit.

19.2 FACTORING SERVICES

Factoring services started in the United States of Americain the 1920sand were
introducedto the other parts af the world in the 1960s. Today there are morethan
900 companiesoffering factoring servicesin more than 50 countries. Factoring
services have become quiet popular al over the world.

Factoringisafinancial servicecoveringthefinancing and collection of accounts
receivablesin domesticas well asin international trade. Basically factoringisan
arrangement in which receivables on account of saleof goodsor servicesare sold to
thefactor at a certain discount. Asthefactor getstitle to the receivables on account
of the factoring contract, he becomes responsiblefor all credit control, sales |ledger
administration and debt coll ection from the customers.

Functions of the Factor
Broadly speaking the main functionsof the Factor are as under :

1) Toprovidefinance against book debts, say upto 90 per cent of the invoice value
immediately. Thustheclient getsfundsimmediately for hisworkingcapital.

2) Tocollect cash against receivables on due date from the customers of the clients
and furnish reportsto theclient.

3) Toundertakesaesledger administration(i.e. accounting work) for theclient in
respect of client's transactionswith its customers.

4)  Under the non-recoursefactoring arrangement, if the customer becone
financially insolvent and cannot pay up, the Factor provides protection to
theclient against bad debts on all approved invoices. Thus the Factor pravides
debt insurancefacility to theclient against possiblelossesarising from
insolvency or bankruptcy of thecustomer.

5)  Factor aso provides other information such assales analysisand overdue
invoiceanalysiswhich enablethe client to run the businessmore effectively.
Besides, the Factor al so provides relevant expertisein the areas of marketing,
finance, etc., to the client.
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There are three parties involved generally in afactoring contract, viz.,

1) Buyer of goods (i.e. customer) who has purchased goods or services on credit
and as such has to pay for the same once the credit period gets over.

2) Seller of goods (i.e. client) who has supplied goods or provided services to the
customers on credit terms.

3) 'Factor’ who purchase the invoices (receivable) from seller of goods and
collect the money from the customers of hisclients.

193 TYPES OF FACTORING SERVICES

The varioustypes of factoring arrangements can be classified into thefollowing
categories.

1) Full Servicing Factoring: Thisis also known as without recourse factoring
service. It isthe most comprehensive type of factoring arrangement offering all
typesof services, namely: (a) Finance, (b) Sales ledger administration, (c) Collection,
(d) Debt protection, and (€) Advisory services. The most important characteristic of
thistype of factoring service isthat it gives protection against bad debts to th client.
In other words, in case the customer fails to pay, the factor will absorb the losses
arising from insolvency or bankruptcy of theclient's customers.

2) Recourse Factoring: In such a type of factoring arrangement, the factor
providesall types of facilities except debt protection. That means, in other words, the
client isresponsible for any bad debts arising from insolvency of theclient's
customers.

3) Muity Factoring: Under this type of factoring arrangement, except for
providing finance, all other facilities are provided to theclient. Asfar as financeis
concerned, theclient ispaid at theend of a predetermined date or maturity date
whether or not the customers have settled their duesin respect of credit sales.

4) Invoice Discounting: In such typeof arrangement, only finance is provided, and,
hence, no other services are offered in respect of receivables.

5) Agency Discounting: Under this arrangement, the facilities of fi nance and
protection against bad debt are provided by thefactor. Asagainst this, the saies
ledger administration and collection of book debts are carried out by the client
himself.

Theaforesaid classification of various factoring arrangements along with the typeof
services provided under each classification isshown in the Chart 19.1.

Chart 19.1: Types df Services Provided By Factors

Types of Factoring Finance | Collection of | Sales Ledger Credit
Accounts Arrangement | Administration | Protection
1 Full factoring Yes Yes Yes Yes
(without recourse)
2 With recoursefactoring Yes Yes Yes No
3 Maturity factoring No Yes Yes Yes
4. Invoice discounting Yes No No No
5 Agency factor Yes No No Yes
6 Terms and Conditionsd
Fact ori ng Contract
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19.4 TERMS AND CONDITIONS OF FACTORING
CONTRACT

Factoring contract is like any other sale purchase agreement regulated under the law
of contract. The terms and conditions on which factor agreesto purchase the debts
fromseller aremutualy settled keepingin view the businessconnections and
customs. Nevertheless, some of the important aspects which are supposed to be born
in mind and incorporatedin factoring agreementsare asfollows:

1) Offertosdll debtsfromtimetotimearising out of businesstransactions, on such
termsand conditions as are stipulated in the agreement. The offer shall
specifically mention about theinvoi ces relating to each debt as an evidence of
thededlivery of goods or rendering of servicesto the customer.

2) Acceptance of the offer shall be comprehensive, covering all interestsin the
purchased debts, with all remediesfor enforcing the debtsand rights of unpaid
sdller being vested in the factor.

3) Condition to have no recourseto the supplier by the factor in the case of non-
recourse factoring contract on the failuredf the customer to pay the dues.

4) Power of attorney from the firm to the factor so as to empower thefactor to the
factor.

5) Payment of purchase price of debts.

6) Noticeof saledf assgnment of debt be endorsed on invoices sent to customer to
entitlethefactor to recover their dues and issue discharge receipt o the
customers.

7)  Non-collection of dues by thefirm: Firm (client) not to collect duesfrom
customers assigned to the factors.

8) Noticedf credit alowed to customer to begiven to thefactor.
9) Warranties and covenants.

10) Factoringcommission, charge, feesand mode of payment.
11) Durationsof agreement.

12) Noticed termination.

13) Jurisdictiondf court to entertain dispute between the parties.

The above conditions may be elaboratedin view of the business practices and
incorporatedin the letter of confirmationto be issued by thefactor of the clientand
be accepted by the client through a Board Resolution. It isaways safeto enter into
formal agreement between the parties so as to cover al assignment of debtsand
powers to affect recovery thereof in legal way.

19.5 FACTORING: ADVANTAGES AND
DISADVANTAGES

Benefits of Factoring to Clients

1)  Under thefactoring arrangement the client receives prepayment upto 80-90 per
cent of theinvoicevaueimmediately and the balanceamount after the maturity
period. Thishepstheclient toimprovecash flow position which emables him to
havebetter flexibility in managing working capital fundsin an efficient and
effective manner. Besides this, such arrangement al soimproves the ability of
theclient to develop sales to credit worthy customers.
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2) If theclient avails the services of thefactor in respect of salesledger Factoring, Forfaiting and
administration and collection of receivables, he need not have'any administrative Bill Discounting
set upfor thispurpose. Naturally thiswill result into a substantial saving in time
and cost of maintaining own salesledger administrationand collecting
receivablesfrom the customer. Thus, it will reduceadministrativecost and time.

Asaresult of this, theclient can spare substantial timefor improving the quality
of produ'ction and tapping new businessopportunities.

3) When without recoursefactoring arrangement is made, the client can eliminate
the losses on account of bad debts. Thiswill help him to concentrate moreon
maximizing productionand sales. Thus, it will resultinincreasein sales,
increasein business and increasein profit.

4) Theclient can avail advisory services from thefactor by virtueof hisexpertise
and experience in the areas of finance and marketing. Thiswill help theclient to
improveefficiency and productivity of hisorganization. Besidesthis, with the
help of data base, thefactor can readily provideinformationregarding product
design/mix, prices, market conditionsetc., to theclient which could be useful to
himfor businessdecisions.

The above mentioned benefits will accrueto theclient provided he developsa
better businessrelationship with the factor and both of them have mutua trustin

each other.
Disadvantages of Factoring

1) Imageof the client may suffer asengaging afactoring agency is not considered
agood sign of efficient management.

2) Factoring may not be of much use wherecompaniesor agents have onetime
sales with the customers.

3) Factoringincreases cost of finance and thuscost of running the business.

4) If theclient has cheaper meansof finance and credit (where goods are sold
against advance payment), factoring may not be useful.

19.6 MECHANISM OF FACTORING

Operation of Factoring Services
There are three parties to adomestic factoring arrangement:
1) Theclient whoissupplier or seller of goods and services.

2) Thecustomer who isadebtor or buyer of goodsand services provided by the
client.

3) Thefactor whoisafinancial institution or intermediary betweenclient and
customer who provides thefactoring services.

In normal business, the client sells the goodsto the customer on credit. He sends®
invoicesto the customer directly and also collects payment directly from the customer
asshownin thefollowing diagram.

| (1
CLIENT ' ; CUSTOMER
(Supplier of goodsand/or | (Buyer of goods and/or services)
services) [-‘
(2)

1) Goodsaresent on credit along with invoicesto the customer.

2) Payment is made by the customer to the client on due date.
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When aclient entersinto an agreement with afactor then athird party namely the
factor isaso introduced and their relationshipcan be shown hereasunder :

—_—

1 1
CLIENT W CUSTOMER _
(Supplier of goods and/or services) |———————| (Buyer of goodsand/or services)

i —

I__P e @

E

]

ORONY) |
|

| |

l e FACTOR
—_

)

o

1)  Customer placesan order with the client for goods and/or serviceson credit.
2) Client Deliversthe geods and invoice with anoticeto pay to the factor.
3) Clientsendsof invoicetothe factor.

4)  Factor providesfinance (pre-payment) to the client say 80-90 per cent of the
invoicevalueon the production of a copy of invoice.

5) Monthly statement of accountsar e sent to the customer and follow-up if invoke
remains unpaid by due date.
6) Customer paysmoney to the factor on duedate (i.e. collects book debts). .

7)  Factor makesthe balance payment of the invoice valueto the client.

Once the goodsor services aredelivered or suppliedto the customer by theclient, he
sends invoicesto the customer in thenormal'way. However, all the invoices must
bear the notification that the invoices havebeen assigned in favour of the factor and
accordingly payment must be meade tothe factor. After the client has sent the
invoicesto thecustomer, he offersto sell to the factor, the book debts on standard
form, supported by copiesof invoicesand delivery orders.

The factors buysthe book debts and immediately makes the agreed upon advance
payment (Normally upto 80-90 per cent of the invoice value) to theclient. Tha
remaining balance(i.e. 10-20 percent of theinvoice value) will paid to theclient after
the factor has been paid by the customer on maturity date depending on the type of
factoringarrangement.

Using theinvoicessubmitted, the facter maintainsthesalesledger for the client and
statements of accountsare sent to the customer on amonthly bass. :The factor tskes
over thecollection of book debts, and remindersare sent when theinvoicesare
overdue. Client iskept informed of al | thefactoring transactionsthrough mnthly and
weekly reports provided by the factor.

Cost of Factoring
These are two types of costsin factoring services

1) Service Feeor Charges

2) Discount Charges
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The servicefee for domestic factoring ranges from 0.30 per cent to 0.75 per cent and

Service Fee: Servicefeeislevied for the work involved in administeringthe
salesledger as well as protection against bad debts, Itiscalculatedasa
percentage of gross value of the invoicesfactored and is assessed on the
followingcriteria

a) Grossannual salesvolume;

b) Number of customers;

¢) Number of invoicesand credit notes; and

d) Degreeof risk represented by the customer.

it would be higher when non-recoursearrangementsare made.

2) Discount Charge (interest charge): The discount chargeislevied on the
advance provided by thefactor and is computed on the basisof primelending rate of
banks plus premiumsfor credit risk basis. It iscalculated on aday-today basison
the advances outstanding and ranges from 1 to 3 per cent above the reference
bank's prime lending rate.

19.7 MAIN CHARACTERISTICSOF FACTORING

SERVICES

The main characteristics of factoring are noted below :

1) Factoringisamoney marketinstrument.

2) Book debts represented by invoicesare assigned in favour of afactor.

3) Since, factoring isnot a negotiableinstrument, customer's consent isrequired
about the factoring arrangement under which he will make arepayment directly
to thefactor but not to theclient.

4) Dudl pricing stractare comprising discount chargesand services chargesis
followed.

5)  Under without recoursefactoring credit insurancefacility is offered totheclient.
In view of thiscost of factoring servicesis more under without.recourse
factoring as against with recoursefactoring.

6) Marginiskeptin therangeof 5 per cent to 20 per cent. In other words, usually
about 80 to 95%of theinvoice valueis provided as pre-finance by thefactor to
the supplier which isknown as prepayment.

7) Remainingamount of the valueof invoiceis paid to theclient after collectionof
money from the customer and after deducting his own charges.

Activity 1

State whether the following statementsare Truear False

)

Factoring service isconsidered only in respect of receivabtes arising on account

of credit sales. True/False
Factoring services can be offered with recourseonly. Truc/False
Maturingfactoring doesnot involvefinance True/False
Factoringinvolvesassignment of book.debt by clientin favour

of thefactor. True/False

Factoring, Forfaiting and
Bill Discounting

Tl

Content Digitized by eGyanKosh, IGNOU



ignou
THE PEOPLE'S
UNIVERSITY

©)

Fund Based Services

198 EXPORT FACTORING

Export factoring services are offered to the exporters(clients) who sell their products
or servicesto theimporters (customers) in other countrieson open account terms
having a credit period ranging from 60 to 180 days. Beforethe goodsare shipped to
the customer, export factor is expected to investigate the customer's creditworthiness
and assumeresponsibility for collecting all amountsowed as well as affording credit
protection. Export factor can offer benefits of export factoring both to the exporters
aswell asto theimporters. The mechanism of export factoringissimilar to that of
domesticfactoring, theexception being the exporter and importer belong to two
different countries.

Four different typesof arrangements are possiblefor export factoring :

a) Tweo Factor System

b) Single(Direct) FactoringSystem

c) Direct Export Factoring

d) Direct Import Factoring

Under the twofactor system, which is morein voguein international factoring, both
the export factor in theexporter’s country and theimport factor in the importer's
country will beinvolvedin providinginternational factoring servicesto theclients

(exporters). Since both areintegral part to the two factor system, naturally the
functions of thefactors will be divided between theexport factor and import factor.

The mechanismaf thetwo-factor system in international factoringalongwith the
functions of export and import factor areillustratedin Figure 19.1.

Figure19.1: Mechanismd t wo Factor System

Country A Couniry B
.L Goods and Invoices
Exporter > Importer
l Stagel
T \
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The main function of the export factor relateto : Factoring, Forfaiting and
) ) Bill Discounting
e Assessment of thefinancial strength of the exporter.
e Prepayment to the exporter after proper documentation, regular audit and post
sanctioncontrol.

e Follow-upwiththeimport factor.
e  Sharing of commission with the import factor.
The main functions of the import factor are as under :

e Maintenanceof booksof the exporter in respect of salesto the debtorsof his
country.

e Collection of book debtsfrom importersand remitting proceedsof the sameto
the export factor.

e Providing credit protection under non-recoursefactoring arrangement in case of
financial inability on part of any of thedebtorsof hiscountry.

Need for Export Factoring

Many exportersfind it difficult to eval uate creditworthinessof potentia importersdue
to lack of'information and data. Further, on account of various reasons, they also
experiencedifficultiesto recover duesfrom import customerson maturity dates. This
poses the problem of credit risk. All these problemsin respect of export trade can be
solved by offering export factoring servicesto the exporters. Use of such services
will help exportersto sell goods or offer servicesin abroad on open account terms
and eliminate credit risk aswell. Suchfacilitieswill help exportersto expand the
business with the existing customers and search new marketsfor the business.

Precautionsto be taken by the Export Factor

If at dl any institutionintendsto launch export factoring services, it must take, among
others, following precautions:

1) Inview of theavailability of export finance by banksat concessional rate to the
exporters, export factor hasto provide prepayment facility against purchase of
export receivablesunder factoring servicesat competitiverates. For this
purpose, factors have to mobilisefunds at most affordablecost.

2) Most of exporters may demand export factoring with without recourse
facility. Therefore, afactor must bein aposition to offer thisfacility alongwith
other servicesas a part of factoring services package. For this, he can take
help of factoring company operatingin importerscountries(knownasimport
factor) for absorbing credit risk.

3) Factorsmay requireto becomea member of any one of theinternational chains
like Amsterdam based Factors Chain International (FCI). FCI facilitates
dealings between the two factors in different countries (where the local laws
and usages and practices may be different) by setting up of appropriate business
standardsfor bilateral dealings between Export Factor and Import Factor. In
view of this, export factor will requireto follow uniform rulesto operatein the
international market.

RBI Guidelinesfor Factoring Services

The RBI hasissued guidelines subject to which bankscan undertake factoring
servicesthrough departmentally. These guidelines are as under :

1) Banksshouldframe an appropriatepolicy on factoringserviceswith the
approval of their Boards.

73
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2) Asactivitieslikefactoring services requiresskilled personnel and adequate
infrastructurefacilities, it should be undertaken only by certain select branches
of banks. Thiswill haveto be suitably published for the benefit of banks
customers.

3) Theactivitieslikefactoring servicesshall be treated on par with loansand
advances and thereforeshould accordingly be given therisk weight of 100% for
calculation of capital to risk asset ratio. Further the guidelineson income.
recognition,asset classificationand provisioning normswould alsobe applicable
to the portfolioof factoring.

4) Thefacilitiesextended by the prepayment under thefactoring serviceswould be
covered within theexposureselling fixed upto 25% of bank's capital fundsto an
individual borrpwer and 50% of bank's capital fundsto agroup of borrowers.

5) Banksshall maintain abalanced portfolio of financingreceivablesunder
factoring services vis-a-viz the aggregatecredit portfolio. The exposure
towards prepayment in respect of purchase of receivables under factoring
services should not exceed 10%df total gross advances as on the date of
previous balance sheet.

199 FACTORING SERVICESIN INDIA

Though factoring services have been introduced since 1991 in Indiastill it isquite
new in the sense that factoring product is not widely known in many parts of the
country. Recognising theutility of factoring servicesfor small and mediumsize
industrial and commercial enterprisesin India, for thefirst timethe Vaghul Committee
which submitted its report on the Money Market, recommended the development of a
system of factoring of open account salesparticularly for the small scale industrial
units. Thiscommittee further observed that both banksand non-bank financial
institutionsin theprivatesector should be encouraged to set up institutionsfor
providing factoring services. Later, the Kalyanasundaram Committee, which was
appointed by the Reserve Bank of India(RBI) in 1988 specificaly for exploringthe
possibilitiesof launchingfactoring servicesin India, found an abundant scope for such
servicesand hence strongly advocated for the introduction of factoringservicesin
India. Thiscommitteea so observedthat bankswereideally suited for providing
factoring servicesto theindustriesin the economy. However, the said Committee
expressed the view that to begin with only four or five bankseither individually or
jointly should be dlowed on zonal basisto undertakefactoring services. The
recommendationsof Kalyanasundaram Committee were accepted by the RBI.
Subsequently asuitableamendment was madein the Banking Regulation Act 1949,
soastodlow banksto set up subsidiary company for undertaking factoring
Sservices.

To begin with, the RBI permitted both the State Bank of Indiaand Canara Bank to
start factoring services through their own subsidiaries. Accordingly, two factoring
companiesin India, i.e. SBI Factorsand Commercial Services Ltd. arid Canbank
FactorsLtd; sponsored by the State Bank of India and Canara Bank respectivety,
commenced operationsin 1991. In the beginning they wereallowed tc operatein
Western and Southern Zone of Indiarespectively. However, later on, the RBI lifted
thesearearestrictionson their operations and accordingly, both thesecompanies
were given permission to expand and operatetheir businessin other parts of the
country. In view of this, they can operateon all-Indiabasis. In 1993the RBI
allowed all the scheduled commercia banksto introducefactoring services either
departmentally ar through asubsidiary set-up. Besides SBI Factorsamd Cotrmercial
Sarvicesand Canbank Factors Ltd., there are a few non-banking finance companies

such as Formost Factors Ltd., Globa Trade Finance Pvt. Ltd. (a subs diaryz o B
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Bank) and Integrated Financial ServicesLtd., which arealso in the business of Factoring, Forfaiting and
domestic factoring in India. OFf these, Global Trade Finance Pvt. Ltd. and Formost Bill Discounting
Factors Ltd. have undertaken the business of export factoring also. Besides these

non-banking finance companies, Small Industries Devel opment Bank of India

(SIDBI), Hongkong and Shanghai Banking Corporation have been offering factoring

servicestotheir clients. Almost all of them have been providing factoring servicesto

the SSI and non-SSI units.

Activity 2

Identify th¢ reasons for the need of an Import Factor.

19.10 FORFAITING: AN INTRODUCTION

Forfaiting isthe purchaseof receivablesa ongwith avalised negotiableinstruments
like promissory note or billsof exchange (without recoursetoany previous holder of
the instruments) due on a specific date to be matured in futureand arising from the
exports of goods on credit. Thus, Forfaiting isa source of trade finance which
enables exporters to get funds from the institution called forfaiter on transferring the
right to recover the debtsfrom theimporter. The debt instrument is purchased by the
forfaiter at an appropriatediscount. Thisfacility isalways provided with non-recourse
feature. Normally all exports of capital goods and other goods made on medium to
long term credit are considered for providing finance through Forfaiting arrangement.
Now-a-days, in many developed countries, aforfaiter providesafinanceeven in
respect of commodity exports wherein the credit periodisupto 180to 360 days. (It
isestimated that about 15 to 20 per cent of Forfaiting market worldwideis
represented by transactions involving commodity exportsupto 180 to 360 days).

Features of a Forfaiting Arrangement
1) Itisaspecific form of export trade finance.
2) Export receivables are discounted at a specific but fixed discount rate.

3) Debt instruments most commonly used in Forfaiting arrangement are a bill of
exchange and a promissory note.

4) Payment in respect of export receivables which isfurther evidenced by bill of
exchange or promissory notes, must be guaranteed by the importers' bank. The
most usual form of guarantee attached toa Forfaiting agreement isan aval.

5) Itisalwayswithout recourse to the seller (viz. Exporter).

6) Full value of export receivablesi.e. 100 per cent of the contract valueis taken
into account.

7)  Normally theexport receivables carrying medium to long term maturitiesare
considered.

Cogt of Forfaiting Services

A Forfaiting service is subjected to various costs such as commitment fee, discount
rate and documentation fee. Of these, discount rate, which isfixed, formsalarger
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portion of cost of Forfaiting service. Thediscount rate charged by theforfaiter is
based onthefollowing elements:

1

1

A charge for the credit extended or finance provided. Thisisthe main element
and isroughly equivalent to theforfaiter's own costs of raising the money.

A charge based on the risk of interest rate and exchange rate movements in the
currency in which the credit isextended.

A charge based on the sovereign risk, political risk and transfer risk e.g.the

probability of achange of government and imposition of exchangecontrols
preventing the discharge of the debt.

A charge based on the credit risk attached to the importer as well asavalor.

1911 BENEFITS OF FORFAITING SERVICES

Thebenefits accruingto theexporter arenumerous. Few of these benefitsare stated below:

1)

2)

3)
4)

5)

Exporter can convert export transaction under deferred payment arrangement
into acash transaction. Thushecan improve hisown liquidity position.
Sincetheforfaiter takes al risks, naturally exporter isrelieved of the risks
arisingout of the default by the buyer (importer) asalso the political and
exchange risk.

Since the Forfaiting isafixed rate contract, the exporter is hedged against
interest raterisk and exchangerate risk.

Exporter gets finance upto 100 per cent of the contract value (which isto be
reduced to theextent of Forfaiting cost).

Exporter isfreed from credit administration and collection problems.

19.12 MECHANISM OF FORFAITING SERVICES

The communication channelsand module of transactions in Forfaitingare shown in
theFigure19.2.

Figure19.2: Mechanism of Forfaiting

S Agreement (1)
) Delivery of goods - export (2) |

Exporter Delivery of billsofexchangeor J importer

| promissory note with guarantee
from the importershbank (4)

- 5 ‘

Value of bills less discount

amount {cash poyment) {7)

H‘I‘ttm:hl with the Bank for

availised negodiabhe inscrument (3)

avalbsed negotiable instnament {6}

Forfafer Agreement (5)
Sade ol expart hills with endorsement of

Presentation of bills on maturity (8)
Forfaiter Payment on Muturity of Importers
negotiable instrument (9) Bank g
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Detailsare as under : Factoring, Forfaiting and
_ _ Bill Discounting
1) Commercial contract between exporter and importer.

2) Déelivery of goods by exporter toimporter on credit.

3) Contract between importer and his bank to have guaranteeswhich will begiven
in respect of payment against negotiableinstrument on due date.

4) Délivery of availised negotiableinstrument either bill of exchangeor promissory
note to the exporter.

5 & 6) Forfaiting contract between exporter and forfaiter under which availised
negotiableinstrument will be endorsed without recoursein favour of the
forfaiter.

7)  Cash payment of discounted availised negotiableinstrumentby forfaiterto
exporter (face valueof bill lessdiscount amount).

8) Presentationof availised negotiableinstrumentto theimporter's bank.

9) Payment on presentationof availised negotiableinstrumenton maturity.
Activity 3

Completethefollowingstatements:

i)  Factoringdoes not involvethe use of any negotiable instrument wheress...........

iy Farfaiting services involve Cost SUCH @S ...

i)  Infactoring usually 80-90 per cent of theinvoicevalueis paid to theclient
whereas in FOrfaiting ........cccooiiviiiiniiii e

1913 MARKET GROWTH

During the period 1970-1980, both the primary and secondary marketsin and for non-
recoursetrade paper increased considerably. Specialist banks in additionto traditional
depositand clearing banksdevel oped Forfaitingdepartments, usually withintheir
trade finance departments.

Later, specialist Forfait Houses were set up and there was a perceptiblegeographic
growth and shift of the market from Switzerland/Northern Italy to Western Germany
and more markedly to London. In 1984 L ondon ForfaitingCompany PLC, theonly

publicly owned and U.K. Stock market quoted specidist Forfaiting Company, wasset up.

The primary forfait market has devel oped along side state backed credit export
schemes, sometimes as a competitionand sometimes as an adjunct to the state credit
export schemes. Between market professionalsa secondary market also evolvedin
forfait paper, which in effect securitiesthese exporter receivables. During the period
1980-90 an increasing awareness of the forfait market was developed in many

devel oped countriesamong busi nesscommunity.

1914 FORFAITING SERVICES IN INDIA

Recognising the utility of Forfaiting servicesto Indian exporters, the RBI decided to
make available such servicesto the exporters. At the beginningthe RBI authorised
EXI MBank in 1992 to offer Forfaiting services. Theroleof the EXIM Bank hes
been that of afacilitator between the Indian exporter and the overseasForfaiting
agency. Scheduled commercial banks have also been permitted to offer Forfaiting
services by acting as an agent or afacilitator between Indian exporter and the
Forfaiting agency operatingin some other country. That meansin other words,

77
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Fund Based Services

scheduled commercial banks can undertake Forfaiting servicesas a part of fee based
financial services. A subsidiary of EXIM bank namely; Global Trade Financial
Services PrivateLtd. has been engaged in providing Forfaiting servicesto the
exportersin India Asper theRBI's A D Circular No. 3 Dated February 13, 1992,
discount fee, documentation fee and any other costslevied by aforfaiter must be
transferredto the overseas buyer. In view of this, the exporter, who intendsto avail
Forfaitingfacility, should finalisethe export contract in amanner which ensuresthat
the amount received in foreign exchangeby him after payment of Forfaiting discount
and other feesisequivalent to the price which he would obtain if goods were sold on
cash payment terms. If the banks are able to act as an agent to structure Forfaiting
dealskeepingin view therequirementsof our Indian exporters, then there will be
demand for such product. For this,commercia banksand others may have to
introducealotd flexibility whileactingas an agent or afacilitator in thisregard. For
example, the minimum valuedf the Forfaiting transaction may be required to be kept
at areasonablelevel. Instead of acting smply as an agent, with the permissionfrom
the RBI, banksandfinancial institutionsin Indiamust explorethe possibility of taking
up Forfaitingactivity asafund based activity. With the disseminationof knowledge
about Forfaitingamong Indian exporters, it may be possibleto create awareness
about it and subsequently demand for the same.

19.15 DIFFERENCES BETWEEN FACTORING AND
FORFAITING SERVICES

1) Factoringservicesis mainly meant for financingand collecting of receivables
arising from short term credit transactionssay upto 180 days. Asagainst this,
Forfaitingis meant for financing credit transactionsof having deferred credit
period of more than 1 yesr.

2) Factoringarrangement can be with recourseor without recourse depending on
thetermsd factoring contract between aclient and afactor. Asagainst this,
Forfaiting transaction is always without recourse whereforfeiter absorbs credit
risk also.

3) Factoring servicescan be considered either for domestic transaction or for
export transaction. As against thisForfaiting transactionis always considered
for export transactionsonly.

4) Factoringisdoneon thestrength of salesinvoicesonly. WhereasForfaiting
involvesuse df availised negotiableinstrumentslike bill of exchangeor
promissory note.

5) Inafactoring arrangement, a margin of 5 to 20 per cent iskept. In other
words, financeis provided immediateon the purchase of invoiceto the extent
80 to 95 per cent of invoicevaue. Asagainst this; aforfaiter discountsthe
entiresalevaueof the export transaction without keeping any margin.

6) Factoringservicesincludesaesledger, administration, collection of receivables
and other advisory services. Ont he other hand, Forfaiting is a pure financial
arrangement.

7) Factoringisdone on wholeturnover basis, whereas, Forfaiting can be doneon
transaction basis.

1916 BILL DISCOUNTING: AN INTRODUCTION

Bill financing isconsidered tobe an apprepriate form of financing trade and business
Under this form of financing, seller of thegoods draw abill of exchange on the buyer
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(who acceptsand returns the same to the drawer). Subsequently seller of the goods
discountsthebill of exchangewith bank or financecompany and avail thefinance
accordingly. Only thosebillswhich ariseout of genuinetrade transactionsare
considered by the banks and financecompaniesfor discounting purpose.

Parties to a Bill of Exchange
Partiesto a bill of exchangeare asfollows:
A) Thedrawer (seller of the goods)
e  Whodrawsthehill.
e Whoensuresthat the bill is accepted and paid according to its tenor.

e  Who promisesto compensatethe holder or any endorser of thebill if itis
dishonoured.

B) Thedrawee (buyer of the goods)
e  Theperson on whomthebill isdrawn.

e  Who hasshown assent by signingacrossthebill for payment at maturity
(thus becoming the acceptor)

e  Theperson whoassumeslegal obligation to pay thebill.
C) The Payee

The person to whom or to whose order the bill is payable.

D) The Endorser

The payee or any endorseewho signsthebill on negotiation.

If thebill isnegotiated to several personswhosignsit in turn becomes an
endorser.

e Theendorserisliableasaparty tothehill.

If t he bill of exchangeis not endorsed then drawer and payeewill be the same
person.

1917 BENEFITS OF FINANCE THROUGH BILL
DISCOUNTING

Following arethe benefitsof bill discountingfor thedrawer :

Cheaper form of Credit: Banksusually discount bills at aratelower than therate
charged for cash credit. In view of this, drawer of the bill can reduceits cost of
fundsby raising thefundsthrough discounting of billswith banks.

Better Funds Management: Bills seems to have certainty of payment on due dates
and this helps to haveefficient working capital management, It aso leadsto greater
financia disciplineasbillsarediscounted only against genuinetradetransactionsas
compared with bank overdraft facilitieswhich may be utilised for any other purpose.

Following arethebenefitsaf providingfinanceagainst billsfor thebanker.

No Risk in Lending: By providing financeagainst bill, the bank can ensuresafety of
fundslent. Asabill isalegal negotiableinstrumentwith theSignaturesof two
concerned parties, enforcement of aclaim iseasier. Further, with recourseto two
parties, it impliesalower creditrisk. In other words, if the acceptor of thebill failsto

make payment on the due date the bank can claim the whole amount form the drawer

aof thebill.

Fuctoring, Fartaidng and
Bill Discounting

9
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Fund Based Services Greater Liquidity: A banker whoisin need of funds can rediscount bills with various
financia ingtitutions as approved by the RBI. Thus bank can raisethefundseasily
and quickly against the bills which arediscounted.

No changein thevauedf thebill: Asasecurity, the valueof abill isnot subject to
fluctuations which arefound in case of valuesaf tangible goods and financial
securities. Theamount payableon account of a bill isfixed and the acceptor isliable
for the whole amount.

Precautionsfor Bill Discounting

Beforeapprovingahill for discounting thefoll owing should beensured by the banker :

e Thesignatureas wel ascredit limit of the bank's borrowers have been verified.
(Need to ensurethat limit for bill discounting has been sanctioned by thecredit
manager).

e Thenatureof thetransactionis mentioned on the bill and al invoicedetailsare
provided. Thereisaneed to verify and ensurethat bill isdrawn against a
genuinetradetransaction. (i.e. bill coversonly sale of goods transactions).

e Theorigina tenor of thebill doesnot exceed 120daysif Bill Discounting Facility
isto beavailed of.

e Thepaymentinstructionsand maturity dateare clearly mentioned on thehill.
Thehill isdrawnin favour of or endorsed to thediscounting bank.

e All material alterations have been authenticated.
e Noaticeof dishonour and presentment have been waived.

19.18 SCHEME OF REDISCOUNTING OF BILLS

In order to make commercial bill an activeinstrument in the secondary money
market, the RBI introduced bill rediscounting schemein November 1970 and the
same was revised fromtimeto time. The features of revised rediscounting scheme
are as under :

1) Thebank, whichoriginaly discountstheusancebill, will haveto issuean
instrument known as "' Derivative Usance Promissory Note'™ in favour of the
bank or other approved financial institution with which it isrediscounting the
bills. Such usance promissory note should be payable not morethan 90 days
from the date of rediscounting. (Government has exempted stamp duty on
derivativeusance promissory note).

2)  Theusance promissory note should be backed by unencumbered usancebills of
exchangearising out of genuinecommercial transactionsevidencingsal e of
goods.

3) Thenegotiationof the usance promissory note shall be restricted to the
participantsin the Bills Redi scounting schemeas approved by the RBI.

4) Rediscountingof billsmust befor aminimum period of 15days.

19.19 DEVELOPMENTSIN COMMERCIAL BILL
MARKET IN INDIA

Even though theroleof commercial bill market as an important segment of money
market was recognised as early asin 1930s, deliberateefforts were not made to -
ensuredevelopment of commercial bill markettill 1952.
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Bill M ar ket Schemeof 1952 Factoring, Forfaiting and
Bill Discounting

In January 1952, the Reserve Bank of India (RBI) introduced a Bill Market Scheme
under section 17(4)(C) of the RBI Act, 1934. Thisscheme was introduced with the
objectived providingliquidity to banksin theform of demand loansagainst the
security of usance promissory notesor billsdrawn on and payablein Indiadf their
constituents provided they arose out of bonafide commercial or trade transactions. In
order to avail refinance under the above section, the scheduled banks were required
to convert a portion of the demand promissory notes obtained by them from their
congtituentsin respect of loans, overdraftsand cash credit granted to them into
usance promissory notes maturing within 90 days. The accommodation which was
initially restrictedto licensed scheduled commercia bankshaving depositsof Rs. 10
crore or more, was later extended to all the licensed scheduled commercia banks
irrespectivedf size df deposits. The scheme however, did not devel op into agenuine
bill market asit was primarily intendedfor providing accommodationfrom RBI to
banks.

Bill Market Schemefor Exporters

In 1958, the RBI extended the Bill Market Schemeto export bills also to encourage
banksto extend credit facilitiesto exporterson amore liberal basis. The banks,
however, could not avail of thesefacilitiesasexporters were reluctant to draw
usance promissory notesas required by the RBI, after having tendered to banksfor
purposesaf negotiation, documentary usanceexport bills which the banks sent abroad
for acceptanceand collection.

In 1963, the RBI introduced a new Export Billscredit scheme whereby advances
could be made by the RBI to scheduled banks against their promissory notesonly and
upon their declaration of holdingsof eligibleusanceexport billsdrawn inforeign
currenciesor Indian rupees and discounted or negotiated by them.

New Bill Market Scheme

The next significant measure taken by the RBI for promotion d a bill market was

in November 1970 when on the recommendation of aStudy Group chaired by

M. Narasimham, it introduced the New Bill Market Scheme (NBMs). This schemes
was an improvement over theearlier schemein that only genuinetrade bilk, maturing
within 90days, arisingout of bonafidecommercial or tradetransactionsinvolvingsale
or despatch of goods were made eligible for rediscounting with the RBI by all
licensed scheduled commercial banks.

19.20 REASONS FOR NON-DEVELOPMENT OF BILL
MARKET IN INDIA

Despite various measurestaken by the RBI to activate bill market, the same is yet to
befully developedin India. The various reasonscan be identified in thisregard. Few
of these reasonsare given below :

1) Reluctancedf industry as well as trade and Government undertakingsaswell as
departmentsto movetowards bill financing sinceit does require observancedf
strictfinancial discipline. In other words, industriesand Government
departmentsare not prepared to subject themselvesto the strict commitment to
honour financial obligationson theagreed date.

2) Theprocedura delay involvedin thecreditor gettingaprompt legal remedy in
cased dishonoured bills.

£l
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Fund Based Services 3 With theeraof globalisation and reformsin the economy, the domesti c market
has become highly competitive and hasturned into a buyer's market. Asa
result, sellers of goods are not ableto bring around the buyers to accept biltof
exchangefor sale of goodson credit. From the buyer's point of view, they
would like to retain thecharacter of thetransaction asapure credit transaction
with simpledebtor-creditor relationship rather than elevateit to anegotiable
instrument.

4)  Operationa and procedural constraintsin thediscounting and rediscounting of
bills.
e  Lackof uniformity inthedocuments to be submitted for availing bill
discounting facility.
e  Widegeographical soread of the buyers

° Delay on the part of drawers bank in sending the billsfor presentation/
acceptance

° Delay on the part of draweein accepting the bills within a reasonable time
frame.

e Deélay in remittance of proceeds by the bank at the drawee's end.

° Delay in the approval of new customers (drawees) in the absence of
reliable credit information especially in respect of small and medium size
enterprises aswell asunlisted and unincorporated entities.

53 Costof availing credit through bill discounting isperceived tobe high compared
tocost of cash credit facility. In addition tothe discounting charges, collection
and handling charges arealso levied. Inview df this, effectivecost of bill
discounting turnsout to berather highespecially in caseof billsof smaller
amount.

1921 REVITALISING BILL MARKET IN INDIA

Since theintroduction of the New Bill market scheme, the RBI has introduced
several measuresto encourage use of commercial billsand thus widen the
commercial bill marketin India. Few of these measures are stated below :

e  Simplification of the rediscountingprocedures by dispensing with theactual
lodgement of billsin respect of bills below theface valueof Rs. 10lacsand
replacingit with derivative bills. Theminimumamount of bill at Rs. 5600/
prescribed under the scheme was also done away with.

e Promotion of Drawee Bills Scheme, by making it mandatory for banks to extend
atleast 25 per cent of the cash credit limit to borrowersin the form of billsand
requiring bankstoensure that their corporate borrowers financed their domestic
credit purchases from SSI units, atleast to the extent of 25 per cent, by way of
acceptance billsdrawn on them by their suppliers, and advising banksto monitor
thecompliance of this requirement through a suitable monitoring system (These
mandatory stipul ations were subsequentty withdrawn with effect from
2nd November, 1999)..

e Remission of Stamp duty by the Goverrtment of Indiaon billsof exchange drawn
on or made by or in favour of acommercia bank or a co-operative bank and
payable not morethan three months after date or sight.

e Thelicensed scheduled commercia bankshave been alowed to rediscount bills
with afew financial institutions such as Life Insurance Corporation of India
(L1C), Genera Insurance Corporation of India (GIC) and its subsidiaties aind

22 Unit Trust of India (UTT) and such other financial ingtitutions, incorporated in
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India, as may be approved by the RBI on areferencemadetoit. (Infactthe Factoring, Forfaiting and
RBI hasenlarged thelist of approved institutionsfor rediscountingbills). Bilt Disconnting

e In1981,inadditiontoall Indiafinancial institutions, RBI alowed M utual Funds
to participatein Bill Rediscounting market thusaugmentingthesupply of fundsin
the secondary market.

e TheDiscount and Finance House of IndiaLtd. (DFHI) was set-up by the RBI
jointly with public sector banksand All IndiaFinancia | nstitutionsto devel op
secondary market for commercial hill.

e Tosmplify theprocedurefor rediscountingdf billsby banksand to enable
multiplerediscounting of bills, the RBI hasintroduced arevised procedure under
which derivativeusance promissory notesdrawn by banksfor suitable maturities
upto 90dayson thestrength of underlyingbillsdiscounted by the banks
respective branches can be rediscounted with other banks, approved financial
ingtitutions and primary dealers. The Government of 1ndiahas exempted the
payment of stamp duty on these usance promissory notes.

e Dedlinkinginterest rates applicableon discounting of billsfromtheprimelending
rates of banks thusgiving commercial banksthe freedom to charge market
determined interest rute on bills.

1922 SUMMARY

In this unit we have discussed the financia servicesnamely Factoring, Forfaitingand
bill discounting. Factoringinvolvesfinancingand collection of accountsreceivables in
domestic as well asinternationa trade. Thisserviceis rendered by thefactor who
provides finance against book debts, collects cash against receivables, undertakes
salesledger administration, provides protection against bad debts, etc. Therearet hree
partiesto a factoring contract: buyer of goods, who has to pay for goods bought on
credit terms, seller of goods, who has to realize credit salesfrom buyer. and the
factor, who acts as an agent and realizes the sales from the buyuer.

Forfaiting isa source of trade finance which enablesexportersto get funds from the
forfaiter on transferring the right to recover the debts from the importer. It denotes
the purchaseof trade billsor promissory noteshy abank or financial institution,
without recourseto seller. Bill discoutingisasourceof short-term tradefinance. It is
known as acceptance credit, where on party acceptsliability of trade towardsthird

party.

1923 KEY WORDS

Factoring: isafinancial service covering thefinancing and collection of accounts
receivablesin domestic as well asinternational trade.

Factor: actsas agent in realising credit salesfrom buyer and passes on the realised
sumto seller after deducting hiscommission.

Forfaiting: denotesthe purchaseof trade billsor promissory notes by a bank or a
financial institution without recourseto seller.

1924 SELF ASSESSMENT QUESTIONS

1) What do you mean by factor and factoring services?
2) What do you mean by without recourseand maturity factoring?

3) Explainthe benefitsand disadvantages of factoring services. B3
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4) Explain themechanismof factoring services.
5) Explainthevarioustypesaf export factoring arrangement.
6) DefineForfaiting services?
Ty What are the differences between factoring and Forfaiting services?
%) Comment onfactoringand Forfaitingservicesin India.
%)  Explainthebenefitsof finance through bill discounting.
10} (i) What do you mean by rediscountingof bills?

(ii) Explainin brief RBI's schemeof rediscountingaf bills
113 Writeshort noteson :

(1) Bill Market Schemeof 1952

(2) New Bill Market Scheme of 1970.

12} “Despite various measures taken by the RBI, the commercial bill market is not
developedin India"’. Comment on thisand give the reasonsf or the same.
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