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Relevance of the study on supply chain finance
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- Finance is a trade facilitation component that is ‘overlooked’
in trade discussions

- Growth in efficiency of physical supply chain has outpaced
growth in efficiency of financial supply chain

- Yet, supply chain finance holds high potential, especially for
SME financing, especially in light of the increasing trend
towards ‘open account’ trade financing vs. traditional trade

financing e.g. L/Cs

- What are impeding the growth and development of supply
chain financing? _—




Supply chain and SMEs
SMEs potential is stymied

by lack of financing Asia-Pacific

Economic Cooperation

especially with increasing
use of open account trade

Example of a Global Value Chain (in fina nCing-

one economy)
Lead firm(s) Lower-tier suppliers Second-tier suppliers First-tier suppliers Lead firm(s) Distributers Consumers
1
SME(s) R R4
1\ large firm(s) —>  Large firm(s), 3 Original manufacturer (in Distributers (department
Design and perhaps MNCs general MNCs and large —> store, mass merchandise
Development SME(s) SME(s) firms) chains, factory outlet, —> Consumers
Large firm(s) < mail order etc)
\ N
SME(s) R
A\
Su.
Product development Input OT raw Transfonnat.lon and Assembl){ and Marketlr'lg L Distribution Consumption
materials processing packaging branding

Large strategic suppliers 'SMEs are usually lower
may be MNC subsidiaries tier suppliers in GVCs; raw

or arms-length large materials or intermediates

domestic corporates suppliers to strategic
suppliers




Methods of payment in international trade f-( aec))
and the balance of risk
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l tr.\e/l\rl1isr1‘eer I |Credit cardl
Increased payment risk to exporters

Cash-in-advance

4 — { transactions
. (@bout 20% of total
transactions)
ocumentaryl

I Letters of
collections ‘ - credit
J!l 0

: I Traditional bank-intermediated
Factoring

transactions (approximately 40% of

capital total transactions)

I Working
financing I

Open account
transactions
Non- (about 40% of total )
guaranteed transactions)

Increased payment risk to importers
ECA- I

guaranteed

Think of ‘open account’ transactions as akin to a ‘buyers’ credit’

. Importers
pay later after receipt of shipment.

Increasing use of trade on open account terms squeezes exporters’ working
capital. Harder for SMEs




Trend towards more open account trade financing
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Increasing use of open account trade financing squeezes 2T
working capital of SMEs. ( APEC |

* Possibly part of the reason why firms, especially SMEs, Asia-Pacific
. . . Economic Cooperation
consider access to finance as a major concern

APEC, Small,
Medium, Large
Firms
20 B . . .
Enterprise Survey of APEC economies, all firms:
18 1 Access to finance is biggest obstacle to business,
16 - especially for SMEs.
14 -
12 -
10 +
8 .
6 .
4 -
2 -
0 -
Accessto  Practices of the Inadequately Tax rates Business Crime, theft Corruption  Transportation Political Labor
finance informal sector  educated licensingand  and disorder instability regulations

workforce permits

B Small ®Medium © Large



Simple example: Buyer-led supply chain finance
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* With SCF, Fl provides
financing to seller
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o visibility that can
trigger financing at
e Buyer usually asks its.l.:.I":co structure diffelienthst.ages of the
supply chain

a supply chain financing for its

suppliers
* Fls use different financing
* Provides Fl with its suppliers’ list instruments e.g. PO, AR, invoice
financing, other pre-shipment
* Fl onboards suppliers in the SCF or pre-export as well as post-

platform after performing KYC export financing




Benefits of SCF

Asia-Pacific
Economic Cooperation

- Under ‘open account’ trade financing’ buyer’s market position allows them to
bargain for longer and longer terms of payment, which creates working capital
problems for SMEs. Without sufficient funding, suppliers may be unable to
deliver thereby disrupting the buyer’s supply chain

- SCF: helps supply chain stability by allowing earlier payment to suppliers
(reduce DSO- Days Sale Outstanding) , while allowing buyers to have longer

payment terms (increase DPO- Days Payable Outstanding)

- Win for supplier, win for buyer, win for Fls.

g



Multiple variants of supply chain

finance —

Economic Cooperation

One bank, buyer-led, multiple suppliers + 3PL e.g. Walmart buying from suppliers

One bank, supplier-led, multiple buyers +3PL e.g. General electric providing
financing for buyers to purchase equipment

e Credit quality check of buyers are more rigorous;

Many Fls, one buyer, multiple suppliers + 3PL (e-platform provided by third party
provider)

Many Fls, multiple buyers, one seller +3PL (e-platform provided by third party
provider)

Many Fls, many buyers, many suppliers + 3PL e.g. Amazon

Platforms can also be provided by Fl or lead buyer or lead supplier or third party

service providers or government (e.g. Mexico)
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Source: Chainl ink Research




SCF makes financing possible at different points of the m
transaction lifecycle (even without recourse to a credit lineand  (( APEC )

- =

only a mouse click away) Asia-Pacific
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IMPROVE WORKING CAPITAL

REDUCE RISX AND COST OF GOODS

Order Issuance Shipment Invoice Approval Payment

T —_—



Issues affecting supply chain finance
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* ‘Onboarding’ of each supplier in the platform requires multiple KYC/CDD/AML effort
by banks;

e Having cross-border suppliers and different regulations in each jurisdiction
compound the KYC difficulty.

* ‘Policing’ expectations plus hefty penalties lead to increased compliance cost
and exits from existing correspondent banking relationships

» Eventually to expected higher cost of trade financing

» Possibly, also to financial exclusion, especially of some developing economies
and SMEs

» Also to the rise of less regulated non-bank institutions that seek to fill the trade
financing gap

* Higher capital requirements for trade finance due to Basel3 implementation is also
expected to reduce the available trade financing lines by banks. Ongoing discussions

» Regulations on cross-border data flows (e.g. localization requirement) is another
threat to the development of supply chain financing in developing economies

because SCF e-platforms requires free flow of information.




Another way to look at supply chain finance is to consider the supply
chain itself and understand factors that affect the granting of
financing. A major issue is the quality of secured transactions law in

Asia-Pacific

various jurisdictions given risks at each stage of the supply chain. Economic Cooperation

Performance

risk
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% “Traditional \"\
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through L/Cs
Transport :
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underpinned by
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Warehouse




Spectrum of risk

Supplier Risk : Good Non Performance or Warehouse Risk : OK

Track Record Insufficient Quantity Covered by Insurance Asia-Pacific
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Example: Qingdao
i i - metals; missing quantity
; | in warehouse
: ' : Delivered to
Start Iron Ore Performance Risk : Warehouse pending One receipt used as
Supplier Covered by sale collateral from multiple
lnsurance
; \ lenders => chase for
Quality Risk | e e °
Nil 4 i . Buyers’ Default collateral security
v f:onverted to pig
ron Credit risk
\4 insurance on
Delivered to buyers
No warehouse risk : Delivered
delivered to final Final Buyers
buyers
Financing Bank < Pre-Approved
Buyers’ list
Buyers pay Bank
Source: PSU; Cenzon

(2014) .




These have costs that add

Key risks in the transaction L*
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1. Iron Ore delivery Low High LC Payment
risk

2. Quality, off specs Low High Quality inspection
risk certificate

3. Steel Mill Medium Very High Track Record
production risk

Low Very High Good Balance Sheet
4. Steel Mill credit risk

Low Very High Contractual relationship
5. Sales Diversion Risk with client
6. Warehouse Low Low Fidelity Insurance
reputation Risk

Low High LC Terms ; Buyer Credit
7. Buyer Credit Risk Risk Insurance: AA Rating
8. Political Risk Low High Update situation of
affecting Payment country; political risk

insurance if necessary

9.Transportation Risk Medium High Insurance
10. Country Risk Low Medium Political Risk Insurance



Analysis of UNCITRAL cases gives an idea of what have gone

wrong and can go wrong within the supply chain
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Non-conformity of goods

Quality of goods

Non-delivery of goods

Non-payment of goods

Unilateral termination of obligations
Termination of distributorship

Non-issuance of L/C

Late delivery of goods

Post-purchase issue

Non-acceptance of goods

Do not abide to stipulated/agreed national rules
Partial non-payment of goods

Damaged goods during shipment

Unilateral reduction of price due to quality of goods
Responsibility for loss of goods during shipment
Pricing mechanism disagreement

Ownership claim to unpaid goods
Non-willingness to amend L/C

Non-liability with regards to quality of goods
Inability to obtain import license and quota
Failure to implement price reduction agreement
Existence of valid contract

Delay in payment

Cashing of L/C sooner than agreed
Breach of non-competition agreement

Performance risk appears high
in the list (quality risk,
nonconformity, nondelivery).




What makes financing possible, despite risks, is if security interests
can be cheaply and easily created, perfected, and enforced.

In this regard, APEC Economies have varied secured transaction
environment
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APEC

Singapore

MNew Fealand
Malaysia

Hong Kong, China
Australia

us.n

Wiet Nam

Korea

Peru

Japan

Canada

Brunei Darussalam
Mexico

Chile

Thailand

Chinese Taipei
Papua New Guinea
Indonesia

China

Philippines

Russia

Financial institutions may still

finance deals despite weak Else, they don’t enter certain
security interests but for a higher markets because of very
price (costs of mitigants at each high (hard to mitigate) risks
point of the supply chain add up) => SMEs lose source of

finance
- Source:WorldBank



Looked at from this perspective, the issues related to

development of supply chain financing rest heavily on:
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« Quality of domestic commercial laws, regulations and enforcement.
Specifically, economies need:

— Aclear legal framework with broad permissible scope and sufficient creditor rights
— A-central and Internet-based Collateral Registry
— Supportive banking regulations and supervisory practice
v Including a friendly environment to create and operate non-deposit-taking lending
institutions (NDTL)
— Efficient and reliable support services (collateral management companies, credit
enhancement companies, etc.)
— Availability (or possibility to create) e-platforms linking up value chain actors

Source: Lai, J., Shanghai APFF Forum

————#




Recap of the Presentation:

Aéia-Paciﬁ?
O Integrating SMEs into GVCs is an important topic because there are substantial benefits
but huge barriers. Finance is an important concern especially for SMEs.

1 Some thinking is needed to balance need to prevent ‘unwanted’ financial transactions and
the regulatory compliance burden on Fls.

L Current regulatory landscape is leading to financial exclusion (especially in emerging
markets where cost of banking relationship has increased due to financial crime
regulations compliance)

(d Economies can develop a central database or KYC registry to facilitate and
complement FIs’ own KYC effort.

[ Cross-border data flows should remain free; Balance needed to protect privacy and need
for data. Without information flow, not only supply chain financing but trade is impossible.

O Emerging markets need to improve the regulatory environment, enforcement and
‘infrastructure’ for credit e.g. through development of collateral registry, quality of

collateral management companies, etc.
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APEC Policy Support Unit (PSU)

APEC Secretariat
35 Heng Mui Keng Terrace
Singapore 119616

Telephone: (65) 6891 9600

Fax: (65) 6891 9419

Email: psugroup@apec.org

Website: http://www.apec.org/About-Us/Policy-Support-Unit.aspx
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