Chapter 2
Background I—What Is Buyer-Led
Supply Chain Finance?

2.1 Defining Buyer-Led Supply Chain Finance

SCF is at the evolutionary frontier of financial services that are closely related to the
supply chain cycle (Templar et al. 2016). These services, mainly offered by
financial institutions, leverage the use of documents, orders and contracts traded
between companies, granting them to access to better payment terms and thus to a
cheaper form of financing that generates liquidity and improves their working
capital.! The Global Supply Chain Finance Forum proposes the following sum-
marised definition of SCF

SCF is the use of financing and risk mitigation practices and techniques to optimise the
management of the working capital and liquidity invested in supply chain processes and
transactions. SCF is typically applied to open account trade and is triggered by supply chain
events. Visibility of underlying trade flows by the finance provider(s) is a necessary
component of such financing arrangements usually enabled by a technology platform
(GSCFF 2015, p. 11).

To better define SCF, we now discuss the three key elements of the definition:
(a) working capital management; (b) open account (O/A) trade; (c) technology
platforms.

Working capital management

In an increasingly competitive and globalised landscape, working capital control
has become a key metric for chief executive officers focusing on profitable growth
(Aite Group 2014, p. 6). Corporate clients can optimise working capital by

'"Working capital (WC) represents the amount of day-by-day operating liquidity available to a
business and is calculated as: WC = (AR) + (Inv.) + (Cash) — (AP), where (AP) stands for
accounts receivable, (Inv.) is the inventory value (raw material + Work in Progress
(WIP) + finished goods), (AP) is accounts payables and (Cash) is self-explanatory.
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managing to shorten its cash-to-cash (C2C) cycle, which allows companies to
release originally locked up and idle capital to increase free cash flow (FCF),
improve the internal funding ability and increase the enterprise value (Hofmann and
Belin 2011, p. 7). The C2C cycle time is calculated as follows:

C2C cycle = DSO period + DIH period—DPO period.

The equation shows a clear conflicting situation between the trading parties: to
shorten the C2C cycle, suppliers have to shorten their DSO (days sales outstanding)
or DIH (days inventory held), while buyers have to lengthen their DPO (days
payables outstanding). This means that by shortening the DSO or extending the
DPO, the capital is tied for shorter periods, and additional liquidity is unlocked
(Fig. 2.1). Due to the specular relationship that binds the trading parties, without the
intervention of a third party, these two objectives are impossible to reach at the
same time. SCF programmes release this tension, offering suppliers the possibility
to be paid earlier by an external third party (e.g. banks or other investors), while the
buyer has the possibility to pay at a later date. This approach allows both parties to
improve the working capital and creates a win-win situation (Hofmann and
Zumsteg 2016).

Open account (O/A) trade

Because of the intense competition for export markets, buyers often press exporters
for open account (O/A) terms. For this reason, the world trade volumes have seen a
dramatic increase in O/A transactions over recent years in front of traditional trade
finance (Fig. 2.2). O/A transactions mean that the goods are shipped and delivered
before payment is due (usually in 30-90 days). Open account trade entails lower
fees and more flexibility than traditional forms of trade finance, such as letter of
credit (L/C), bank payment obligation (BPO) or other bank intermediation products,

C2C Cycle
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Fig. 2.1 The cash-to-cash cycle (Hofmann and Belin 2011, p. 7)
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Fig. 2.2 Development of open account versus letter of credit volumes, from 1978 to 2013
(GSCFF 2015, p. 18)

but it leaves firms bearing more risk and a potentially greater need for working
capital. SCF solutions are a direct response to this evolving situation (GSCFF 2015,
p. 18), and such solutions offer the corporate clients involved in such trade flows an
option for mitigating this problem.

Technology platforms

As underlined in its definition, SCF is usually enabled by technology platforms.
One of the most important factors of successful SCF programmes is the improve-
ment of software and technology solutions that allow businesses to come together in
partnership and speed up cash flows throughout the supply chain as a result of the
automation of processes (Camerinelli and Bryant 2014). While services have tra-
ditionally been provided by banks through their own channels and products, the
market has been recently entered by fin-tech companies,” who are specialist
financial technology firms that provide platforms and software-based services to
support SCF operations (McKinsey & Co 2015, p. 1). These technology providers
offer platforms that connect all parties together in order to facilitate the process of
reconciliation, facilitate the exchange of purchase orders (POs), invoices, credit
notes, payments and related information and facilitate the integration of this
information between the different supply chain constituents (Hofmann and Belin
2011, p. 33). The importance of technology platforms was already emphasised in a
study of Oliver Wyman (2008), which underlined that the typical client of a large
SCF programme requires seamless integration in the client’s enterprise resource
planning system (ERP) and accounting package, while for middle market firms, the

2A McKinsey study (2015) estimated that 10—15% of the SCF market now involves fin-techs, and
their growth is likely to accelerate.
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bank’s Internet-based trade platform is sufficient to successfully handle the
financing programme (p. 19). The study also underlined that there are links between
technology platform companies and banks in order to provide clients with the
expected level of IT integration that they expect. Bank proprietary platforms that
allow the information flow of the events that trigger the financing processes are
often white label solutions of specialised SCF platform providers (p. 20). This is
because many mid-sized and even some large banks have found it more efficient to
collaborate with an experienced third-party technology platform provider than to try
and develop an in-house solution (Leonard 2013, p. 63).

Table 2.1 gives an overview of common SCF platform providers (data: based on
self-declaration).

SCF portfolio

All kind of documents, contracts and orders traded between members of a supply
chain can be used to initiate a financing solution. Figure 2.3 illustrates the oppor-
tunities trigged by supply chain events starting from a good being warehoused and
the respective issuance of a warehouse receipt until the invoice approval. The
techniques can be classified as PO-based or invoice-based depending on the doc-
uments used as collateral.

In the case of inventory finance, the financing is usually confined to finished
goods where a buyer has already been identified and for which a PO has already
been issued. In this case, the financing party provides funds against the inventory
(as collateral) or by way of a sale and repurchase agreement for the duration of the
transaction. Similarly, with pre-shipment financing, the PO represents the evidence
of repayment before production or shipping for the financing provider. The funds
usually cover the working capital needed for the order’s execution, such as raw
materials, wages or packaging costs. Similarly, for these financing instruments, the
intrinsic risk is higher than for invoice-based financing techniques due to the
financing party being engaged in the very early stages of the transaction.

To date, invoice-based financing techniques represent the largest share, with an
estimated 80-90% market share, whereas the remaining market share is held by
inventory and pre-shipment finance instruments that are more specialised and not as
widely practiced outside of certain industries. Depending on whether the programme
is initiated by the buyer or the supplier, with invoice-based finance techniques, it is
possible to distinguish between supplier-led and buyer-led financing instruments.

In a supplier-led architecture, the financing programme is initiated by the sup-
plier and is set up to finance the receivables of the (any) vendor company. For
invoice discounting instruments, the collection of the receivables remains under the
control of the supplier, and the counterparty (i.e. the buyer) is usually not informed
of the sale of the invoice (i.e. undisclosed assignment). The classical factoring or
forfeiting instruments also fall under the supplier-led category, but the buyer is
usually informed of the transfer of the title, and the collection is managed by the
financing party (receivables purchase in Fig. 2.3).

In a buyer-led programme—approved payables financing—the liquidity is
instead provided by the initiative of the buying party (i.e. ‘reverse’ factoring).
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Purchase order (PO)-based Invoice-based
L

I\
r 1 [ 1

Trigger Good PO Invoice Invoice
event / warehoused agreed issued approved

Financing Inventory Pre-shipment Receivable Approved
opportunity finance finance purchase payable finance

Fig. 2.3 Supply chain financing opportunities (adapted from Camerinelli and Bryant 2014,
p. 136)

Although in both cases, the financial intermediary provides the funds by purchasing
the receivables (i.e. the invoice with the embedded rights). Seifert and Seifert
(2009) identified three important differences between these two categories: (a) Due
to risk and volume issues, the focal company in a buyer-centric programme is
normally a strong buyer. Thus, factors carry less risk and they can charge lower
fees; (b) The bank has to evaluate only the buyer and finances the receivables of any
supplier that the buyer cooperates with without worrying how creditworthy they
are; (c) As the buyer participates actively, the banks obtain better information and
can release funds earlier.

According to Camerinelli and Bryant (2014), payables financing instruments
only account for approximately 20% of the SCF invoice-based market but have
strong growth potential (p. 30). Figure 2.4 illustrates the SCF instruments portfolio.

SCF Instruments

Invoice-based

Purchase order-based

Supplier-led Buyer-led
* Pre-shipment = Factoring and = Approved
finance ] invoice payables
= Inventory finance discounting financing
- Bank models - Dynamic
- Securitisation discounting
= Forfeiting - One bank RF
model
- Multi-bank RF
model
- Reverse
securitisation

Fig. 2.4 The SCF instruments portfolio
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2.2 Overview of Approved Payables Financing
Instruments

As illustrated, buyers have the option to choose between different solutions to
finance their supply chain and thereby their suppliers. In order to discuss possible
blockchain applications, it is important to first understand which parties are
involved and which role they play. This subsection describes the different approved
payables financing instruments derived, as well as fundamental key drivers.

2.2.1 Dynamic Discounting

Dynamic discounting is a short-term financing instrument initiated by the buyer,
and it offers to the buyer the opportunity to invest directly in its own suppliers,
while suppliers have the possibility to benefit from an early payment of their
accounts receivables (A/R) at a variable discount rate. Funds are typically provided
directly by the buyer from its own liquidity resources. Dynamic discounting
abolishes the formerly rigid interest calculations of an early payment (e.g. 2/10, net
30) and offers the possibility of a flexible discounting rate over the entire life cycle
of the invoice. This solution enables suppliers to access cost-effective financing,
which can be modified based on the current needs, while buyers can strengthen their
supply chain and optimise their profits by collecting discount incomes, thus gen-
erating a win-win situation. Typically, dynamic discounting is most attractive for
cash-rich buyers that do not have to focus on working capital as by paying the
payables earlier to the suppliers the buyer’s DPOs become reduced.

2.2.2 Reverse Factoring

Within a reverse factoring model, the approved payables can be bought on a platform
by one or more banks (or legal entities that are permitted to purchase receivables),
consequently offering a wider range of solutions to provide the early payment of the
invoice. Corporate clients’ reasons for choosing a multi-bank solution are to not be
dependent on one single financial institution (Zakai 2015, p. 2) or to access to a
broader range of financing opportunities that would be otherwise limited by the
single bank commercial condition, geographical scope, product features or pro-
gramme credit lines limit. A multi-bank programme permits the overhauling of the
maximal programme limit of a single bank-driven SCF programme—corporate
clients can then be served by another bank when the credit lines of an existing one
have been exceeded, reaching a greater funding supply in a single programme.
Figure 2.5 illustrates a reverse factoring model with one or more banks acting as
investors who finance the early payments. The starting point is the underlying
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Fig. 2.5 Successive actions in a reverse factoring financing bank model

transaction between the buyer and the supplier (1). The invoice for the transaction is
therefore submitted from the supplier to the buyer via the platform or any other
form accepted by the buyer (2), enabling the buyer to receive it into its ERP system
(3). As soon as the buyer has approved the payable,® the approval is communicated
via the SCF platform (of the bank or other service providers) (4), allowing the
supplier to see it. The supplier can therefore either choose to wait until the payment
term expires and the buyer pays the invoice or decide to request the early payment
from the bank (5). If the supplier decides to request the financing, the bank accepts
the early payment request via the platform (6) and pays the invoice, withholding the
discount (7). At invoice maturity, the buyer makes the payment to the bank for
invoices that have been financed (8).

To protect the global financial system from being used for illegal activities by
money launderers, criminals or terrorists, banks have to perform ‘know your cus-
tomer’ (KYC) policies for every new customer (i.e. the suppliers) in order to
undertake financial business with them. Identifying the customers and collecting the
relevant information is a time-consuming and costly task, particularly for multi-
national corporations’ programmes that have suppliers from all over the world.
Given that a single KYC costs for a bank somewhere between 500 and 2,000 Euros
in a normal case, if a bank wants to take part in a programme with 50 to 100
suppliers, the costs could therefore represent an important barrier. A survey from
McKinsey & Co (2015) showed how the key to a successful SCF relies on the ease

3It is important to note that only eligible payables can be financed, submitted to a series of
decisional constraints. For example, payables must be free from any liens or security interests and
not have been previously pledged or sold (Alite Group 2014, p. 10).
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of onboarding suppliers (p. 13). Also, a survey from ICC Global Trade Finance
(2014) also points out how the principal reason for rejecting trade financing pro-
posals relies on the burden of KYC procedures, particularly when dealing with
foreign suppliers (APEC 2015, p. 35). Compliance requirements could thus be
identified as one of the principal barriers in delivering SCF.

Barrier # 1 KYC requirements

2.2.3 Reverse Securitisation

This SCF instrument uses a securitisation technique in order to provide funds for
early invoice financing. According to Katz (2011), given that receivables are typ-
ically the largest single asset category on companies’ balance sheets, they are a
natural choice for monetization through securitisation processes (p. 26). The pric-
ing, transparency and structuring discipline of the capital markets should result in
the best possible funding option for companies. It is expected that securitising the
obligations out to the capital markets reduces the capital exposure for the involved
parties, lowers risks and creates more efficient prices with benefits for the entire
trade community involved in the SCF programme (Miller 2007). This provides
smaller and non-rated suppliers with increased positive financing arbitrage and
allows them to win bigger suppliers that have low marginal finance costs (CRX
2015). Securitisation programmes can also be carried out under a buyer-led
architecture, and they are discussed in detail in Chap. 3.

2.3 Key Drivers of Approved Payables Financing
Instruments

Beside the optimization of working capital for buyers and suppliers and the global
shift to O/A, the motivations for the supply chain community and banks to enter in
an approved payables financing programme are shaped by certain contingency
factors. We now aim to identify the most important ones.

For small and medium enterprise (SME) suppliers particularly, liquidity repre-
sents one of the most dominant objectives for financing needs (Lussi 2009, p. 22).
As identified by Altman and Sabato (2007), liquidity is one of the key financial
ratios for measuring the riskiness of SMEs (i.e. the probability of default) (p. 5).
A recent analysis of these indicators shows that they are falling sharply since the
last crisis years, and by consequence, the creditworthiness of SMEs has been
negatively hit (EBA 2015, p. 25). Even profitable businesses can suffer from lig-
uidity problems, making them unable to invest in growth and development. SCF
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solutions offer the possibility for suppliers to deal with this problem and leverage
the higher credit rating of the buyer in order to obtain lower financing costs.

For buyers, the increased risk of supplier’s default has pushed them to adopt
solutions to preserve the health of their supply chain while at the same time
maintaining pressure for economies and efficiencies (Kerle 2009). Another key
advantage for the buyer is that normally trade payables are not treated as debt for
balance sheet purposes, which could bring a lower rate of financing over time due to
unchanged debt-ratios. As reverse factoring reduces costs across the supply chain,
some of the resulting value is captured by the suppliers, some by the buyer and
some by the financial intermediary and service providers (Aite Group 2014, p. 15).
Accounting treatment could, however, become a particular issue if the buyer wants
to capture some of this value by sharing returns with the financing bank, which is
also one of the main drivers for large buyers to initiate a programme. This operation
can result in the reclassification of trade payables to bank debt and impact buyer’s
loan covenants, their leverage and their access to additional credit (Gustin 2014).
Thus, a barrier in providing SCF is represented by the accounting treatment issue,
which will be discussed in relation to possible solutions offered by blockchain
applications in Chap. 5.

Barrier # 2 Accounting treatments

For banks, SCF represents an opportunity to deal with Basel III regulatory
framework. Initially seen as a threat for trade and SCF solutions (APEC 2015,
p- 39), the low risk profile and the inherent liquidity of trade credit solutions has
made them an attractive asset class for dealing with the restricted capital ratio
calculation directives imposed by regulators (Camerinelli and Bryant 2014, p. 87).
As underlined by Leventi-Perez (2014), buyer-led SCF solutions are even more
attractive because as counterparty risk shifts from suppliers to larger buyers with a
better risk profile, banks can increase profitability as a result of lower capital
requirements compared to other trade finance solutions. Another important moti-
vation for banks to enter in a SCF programme is the lead generation created once
the supplier has been submitted to regulatory compliance. Banks, then, have the
opportunity to deal with a potential new commercial customer for any other product
or business relation.

As seen, the rigid structure of invoice discounting can be eliminated using
technology platforms that provide flexible solutions for exploiting the entire life
cycle of the invoice, such as dynamic discounting. Usually, this option is adopted
by cash-rich companies that can finance the programme without involving
third-party investors (PwC 2014).

In the classical SCF model (i.e. bank-models), the funding is provided by a
financial institution—usually the buyer’s commercial bank—which sets the pro-
gramme and finances the early payments at the supplier’s request. Bank-created
network approaches are likely to grow and find themselves as a preferred model.
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Two or more banks—or a pool of banks—allow greater flexibility and offer new
possibilities for not only the trade community but also for the financial institutions.
Banks can leverage potential for risk distribution with other financing partners or
reach higher scalability by using specialised technology platforms. Clients and
suppliers would then benefit from the price efficiency arising from the enhanced
competition between market players.

Additionally, the payables securitisation technique allows the parties involved in
a SCF programme to reach the higher degree of competitiveness, transparency and
flexibility provided by the capital markets. The demand for lower capital cost is in
fact seen as the most common characteristic of securitisation (Pfaue 2003, p. 169;
Katz 2011; Leonard 2015). These premises create a spectrum of possibilities, which
are illustrated in Fig. 2.6.
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