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EXECUTIVE SUMMARY
The fundamental objective of this UN/CEFAT-sponsored project is to articulate the linkages and complementary nature of Trade Facilitation activity (initially, Single Window market access programs) with the financing of international commerce under the broad array of Trade Finance and Supply Chain Finance solutions. This paper asserts the strategic importance to “bridge” Single Window, Trade Finance and Supply Chain Finance instruments, practices, and supporting technologies, demonstrating that the inclusion of financing as an in-scope element of Trade Facilitation presents significant, untapped potential in trade-based international development.

In essence, getting everything right around the physical movement of goods (i.e., the commonly understood scope of Trade Facilitation) is important. However, in the absence of adequate and affordable levels of financing and risk mitigation, such activities will only partially allow importers and exporters to conduct trade in a sustainable way. Furthermore, the economic and development objectives will only be partially achieved.

Trade Facilitation is a mature discipline, a critical contributor to development efforts, either at the policy level or  at the transactional level, and the adoption, effectiveness and success of Single Window programs (being deployed in OECD economies, as well  as in near frontier-status developing economies) represents a clear and striking success in the business of Trade Facilitation. Single Window initiatives are at various stages in development along a wide spectrum, from basic services and capabilities to comprehensive programs. 

Acknowledging the significant promise in Single Window programs, the exclusion of financing as an element of the these efforts, and as a key component of Trade Facilitation, misses a critical commercial reality that underpins global trade flows, trade relationships and international supply chains: lack of adequate levels of financing (including risk mitigation) is consistently identified as a major obstacle to the pursuit of additional opportunities in international markets.

The opportunity to integrate (i.e., bridge) Trade Finance and Supply Chain Finance practices and solutions into Trade Facilitation activities, including Single Window market access programs, is clearly there, and can be pursued through a range of industry players active in financing international commerce.

This UN/CEFACT-sponsored project provides an opportunity to undertake qualitative and quantitative analysis around the opportunities and the value-creation that will flow from bridging financing into Trade Facilitation activity, and to do so concurrently from the perspective of Trade Facilitation practitioners and Trade Finance and Supply Chain Finance experts.
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TRADE FINANCE: FOUR ELEMENTS
[bookmark: _Toc436042202][bookmark: _Toc441728561]Overview of Trade Finance
International Trade is a long-enduring part of the human experience and of commerce: one that has come increasingly into sharp focus as a force for creation of economic value, growth and recovery, since the global crisis which began in 2008.
Despite the imperfections that persist in the current ecosystem around trade and investment, there is no denying that trade creates value, and is one of relatively few levers that can be influenced by public policy to effect change on a global scale. Notably, trade flows have had a decades-long history of growing at rates that exceeded global GDP, with the recent exception linked to the global economic crisis.
While there are debates about the actual value and benefits of trade flows and differing views about the effectiveness of a multilateral system, versus the pursuit of bilateral trade agreements between jurisdictions, these debates nevertheless are giving way to a wider realization that trade creates economic value and raises standards of living for economies across the spectrum of development. Many jurisdictions, including developing economies, are placing trade at the centre of development strategies, and thus, at the centre of policy priorities – investing in the development of trade-related technical competencies and capacity (as reflected for instance in the EU-funded Hub & Spokes Program[footnoteRef:1]), and contributing to advances in market access, through Single Window[footnoteRef:2] and other focused Trade Facilitation initiatives. [1:  https://ec.europa.eu/europeaid/sites/devco/files/brochure-acp-trade-hubs-and-spokes-programme-ii-2014_en.pdf]  [2:  http://www.unece.org/trade/ctied/ctied7/ece_trade_324e.pdf] 

However, one element underpinning successful international trade, that has historically been underappreciated, is trade-related financing.
Trade finance and supply chain finance specialists have a history of pursuing their activities in the background, with little fanfare and limited visibility: a collective choice that served well in helping maintain confidentiality, but one that contributes to the reality that Trade Finance is a niche business, poorly understood even by senior bankers, finance and treasury executives, and even less appreciated by policymakers.
One outcome of the global financial and economic crisis, in the search for global solutions to a global problem, was significant focus on trade as an engine of recovery – and the resulting realization, that much of global trade is supported by some form of Trade Finance and Supply Chain Finance. Estimates suggest that over 80% of merchandise trade flows could not take place without some element of the Trade Finance value proposition supporting and enabling those flows.
While industry metrics are not easily sourced, the recent focus on Trade Finance arising directly from the crisis and its aftermath has resulted in some investment of intellectual and research energy into the domain, which facilitates a better understanding of the impact and value of financing in support of international commerce. This foundation can then lead to consideration of the potential in better linking Trade Finance and Supply Chain Finance, to Trade Facilitation practices, including Single Window market access initiatives.
Prior to delving into the core of the discussion, however, it is worth setting the stage with a high-level overview of the nature of Trade Finance and Supply Chain Finance.
The expression “Trade Finance” has very specific connotations for practitioners: it typically refers to the financing of trade flows on a short-term basis, with some institutions limiting Trade Finance to 360-day terms, and others extending up to 24 months. Transactions with longer tenors (longer periods of financing, or exposure, from the perspective of the lender) exist and are often referred to as “Medium or Long Term Trade Finance”, and might cover transactions extending up to fifteen years. The third category, referred to as “Project Finance”, typically involves major capital projects, with timelines extending to twenty or even thirty years.
Trade Finance, likewise, typically referred to traditional mechanisms and techniques for financing trade, such as documentary collections and documentary letters of credit in contrast to emerging propositions under the increasingly common term “Supply Chain Finance” (SCF). The industry, including bankers, non-bank financiers and corporate clients, is still in the process of defining Supply Chain Finance, or at least achieving some level of consensus, alignment and consistency around the terminology, and around the relationship between traditional Trade Finance and Supply Chain Finance. 
It appears that one emerging view is that Trade Finance ought to be understood to be a subset of Supply Chain Finance. What is clear is that traditional mechanisms most commonly involve trade on a bilateral basis, between one buyer and one supplier, and that Supply Chain Finance aims to look at trade more holistically, in terms of the ecosystem of commercial relationships that make up an international or global supply chain.
Whether discussing traditional Trade Finance, Supply Chain Finance or some combination thereof, on the short-term end of the spectrum, or at the longer tenor end of the business, Trade Finance and Supply Chain Finance are fundamentally about four things:

1. The facilitation of timely and secure payment (across borders);
2. The provision of financing options and solutions for one or more of the parties engaged in trade;
3. The provision of appropriate risk mitigation strategies and solutions in support of international trade;
4. The support of information flow about the state of a trade transaction, from the status of the physical shipment, to the status of related financial flows



[bookmark: _Toc436042265]Figure 1: Four Elements of Trade Finance and Supply Chain Finance
In the context of traditional Trade Finance, these ‘four elements’ can be represented as follows:
[image: ]
Source: Financing Trade and International Supply Chains, Gower, UK (2014), Malaket
1. [bookmark: _Toc436042203][bookmark: _Toc441728562]Secure & Timely Payment
One of the underappreciated elements of Trade Finance is the enablement of secure and timely payment across borders, irrespective of whether buyers and suppliers opt to avail themselves of financing, or of significant risk mitigation options.

[bookmark: _Toc436042266]Figure 2: SWIFT Message Structure[image: ]
Source: SWIFT

Interbank processing of payments across borders is most commonly effected through the use of a global, highly secure and trusted network run by SWIFT, the Belgium-based, bank member-owned cooperative. SWIFT[footnoteRef:3], or the ‘Society for World Interbank Financial Telecommunications’, is a standards and messaging organization among its other areas of focus. It provides a wide range of structured messages that are used to transmit Trade Finance instruments like (electronic) letters of credit, as well as a variety of data enabling the execution of payments and financial settlements, in formats that are standardised and thus easily interpreted (when used correctly) across all markets in the world.  [3:  http://www.swift.com/index.page?lang=en] 


The issue of secure settlement is fundamental to the conduct of international commerce, and a textbook interpretation would suggest that new trading relationships, or relationships involving trade with one or more relatively risky markets, should be conducted through secure mechanisms, the most secure (for both parties concurrently) being the documentary letter of credit. 

Similarly, well-established and trusted trading relationships, perhaps particularly those involving secure markets, should be conducted on the basis of less risk-mitigated (and thus less complex and less costly) mechanisms such as open account terms, where buyer and supplier simply agree to the transmission of a payment at a point in the transaction.

[bookmark: _Toc436042267]Figure 3: Settlement Options in International Trade
[image: ]
[bookmark: _Toc406492206]Source: Financing Trade and International Supply Chains, Gower (2014), Malaket






[bookmark: _Toc436042268]Figure 4: Characteristics of Settlement Options
	Settlement Option
	Description
	Risk/Security 
Level
	Usage

	[image: ]


Source: Forum for International Trade Training, Introduction to Trade Finance, Fifth Edition

2. [bookmark: _Toc436042204][bookmark: _Toc441728563]Risk Mitigation
Risk Mitigation is one of the fundamental propositions in Trade Finance, and an element that is increasingly being integrated into Supply Chain Finance structures.

Risk mitigation can be enabled through a particular instrument, such as a documentary letter of credit, which allows buyer and supplier to stipulate agreed terms and conditions of payment (sometimes very detailed and extensive), and where a trusted third party – one (or more) banks – act to facilitate a careful verification process to see if the terms and conditions have been met before payment is effected and the goods are released to the buyer. 

Additionally, mitigation of risk can take the form of various types of guarantees or insurance solutions, including political risk insurance, transport insurance, export credit insurance and numerous other variations that enable the successful conduct of commerce in the most challenging markets on the globe.

One of the challenges in pursuing commercial activity across borders between jurisdictions, is the significant increase in complexity and risk likely to be encountered at every stage of a transaction, from the early stages (where the conduct of basic due diligence on a potential partner takes place) to the final stages where a sudden imposition of exchange controls might prevent payment to a supplier, despite the full agreement and best intentions of the importing trading partner. Risks related to foreign currency volatility can be significant, and the risk of fraud is a serious one that bears monitoring and requires careful consideration.

In addition to well-developed and tested risk mitigation structures and solutions, mitigation is also available in the form of expert advice from specialist trade financiers who should know about both transactional solutions and regional and market dynamics likely to pose risk to either or both trading parties.

[bookmark: _Toc436042269]Figure 5: Risk in International Trade
[image: ]
Source: ITC, Trade Finance Infrastructure Development Handbook

In practical commercial terms, risk is a beneficial reality of international commerce, as it often reflects the likely reward or return that could arise from successful conduct of trade, and it tends to dissuade potential competitors from entering or engaging in markets that are (or are perceived to be) too risky relative to the competitor’s risk appetite, or their ability to devise effective mitigation solutions.

It is worth noting, too, that risk mitigation invariably implies a cost, usually in proportion to the level of risk being mitigated. Accordingly, it is more accurate to speak in terms of risk optimization – striking an appropriate balance between risk tolerance, cost of mitigation and an acceptable level of residual risk.

In any event, the identification and mitigation/optimization of risk is a core element of the value proposition of Trade Finance and Supply Chain Finance, allowing the successful conduct of trade in and with developing economies, and thus linking directly to Trade Facilitation and promotion activities that can be cornerstones of national policy and trade-based development.

The matter of risk and the credibility of banks involved in international Trade Finance are central to the conduct of international commerce. In developing and emerging markets the role of export credit agencies (often but not always public sector institutions) is complemented by programs and activities undertaken by the various multilateral development banks (also commonly referred to as international financial institutions or IFIs). The Trade Finance programs of these various IFIs have been critical in assisting developing market banks to engage effectively in the global Trade Finance business, and have notably provided various forms of support without incurring any losses.

[bookmark: _Toc436042270]Figure 6: MDB Trade Finance Programs
[image: ]
Source: ICC Rethinking Trade and Trade Finance, 2015

3. [bookmark: _Toc436042205][bookmark: _Toc441728564]Financing
Financing, like risk mitigation, is central to the value proposition of Trade Finance and Supply Chain Finance, and can benefit both trading parties, potentially one or more banks, and any number of actors that participate in the supply chain that links a buyer and a supplier.

Financing, simply put, is the lending of funds for the purposes of enabling the conduct of business, in this case, international trade. A supplier may be in need of pre-shipment financing in order to source components of production, or to fund the transport of the final product to its destination, whereas a buyer may seek financing that enables the purchase of the goods, with such a loan repaid from the proceeds of sale of the goods after they have been received.

[bookmark: _Toc436042271]Figure 7: Pre-shipment Finance: Sample Structure
[image: ]
Source: ITC, How to Access Trade Finance: A Guide for Exporting SMEs, 2009

There are many points in the lifecycle of a trade transaction, at which a financing option or solution can be offered to one or more parties; some options are linked to specific steps or phases of a trade transaction, such as the issuance of a commercial invoice, or the transfer of ownership between supplier and buyer. Such event-triggered or event-based financing might be offered, according to industry estimates, at 40 or more points in a typical trade transaction.

The same notion of linking financing options or solutions to specific events in the lifecycle of a transaction or relationship, applies in the context of cross-border or global supply chains.



[bookmark: _Toc436042272]Figure 8: Linking the Physical and the Financial Supply Chains
[image: ]
Source: Supply Chain Finance, EBA European Market Guide, v.2, Camerinelli

Finance practitioners present solutions in numerous ways, including in connection with transaction-related events that can serve as a basis for financing (for example, the creation of a purchase order, the issuance and acceptance of an invoice, the acceptance of a bill of exchange under a letter of credit). Practitioners also link Trade Finance discussions to working capital management and optimization, and the management of days sales outstanding or days payables outstanding, as discussed below.

Trade Facilitation experts have generally tended to consider financing to be outside of the scope of their core activities, but frequently present the practice of facilitation in general in terms of a model termed “Buy-Ship-Pay”[footnoteRef:4]. One version of the “Buy-Ship-Pay” model is shown below, and it is in the details of each of the three major elements, that one can find linkage to the events that can trigger a financing solution or proposal for a buyer, supplier, bank or other member of an international supply chain. [4:  http://tfig.unece.org/contents/buy-ship-pay-model.htm] 


It is worth noting that the logical clarity and ‘neatness’ of the “Buy-Ship-Pay” model does not reflect the wide range of potential events which can trigger a financing proposition, as such events can arise at any stage of a trade transaction, from the very earliest negotiation, when a supplier can offer competitive terms to a buyer, during sub-assembly of goods under production through to post-shipment, when a buyer might need financing until the goods are received and sold to an ultimate client, and revenue is collected accordingly.

[bookmark: _Toc436042273]Figure 9: The Buy-Ship-Pay Reference Model
[image: ]
Source: Trade Facilitation Implementation Guide
http://tfig.itcilo.org/info.html?iframe=true&width=840&height=580 

While financing was less critical for a number of years prior to the global crisis, as the global economy was awash in excess liquidity, the post-crisis realities are such that the ability to include a financing package with an export sale is a competitive advantage for suppliers in this cash-constrained environment. Additionally, financing can be attractive if it can be secured, through Trade Finance mechanisms, in jurisdictions where the availability of credit is greater and thus the cost of financing is materially lower. Small and Medium sized Enterprises (SMEs) based in developing economies, for example, are challenged not only due to limited availability of financing, but also by the reality that whatever financing is available, is often prohibitively expensive.

Certain techniques and structures of Supply Chain Finance are showing promise as a means of enabling access to financing for suppliers based in high-cost developing markets, on the basis of the credit standing and (cost effective) borrowing capabilities of large global buyers.

[bookmark: _Toc436042274]Figure 10: End-to-End Supply Chain Processes Illustrated
[image: ]
Source: Supply Chain Finance, EBA European Market Guide, v.2, Camerinelli

As noted earlier, there are many points in the lifecycle of a trade transaction, at which a financing option or solution can be offered to one or more parties. 

Trade Finance practitioners, particularly those that have embraced the evolving propositions under Supply Chain Finance, take a holistic view of the relationship ecosystem that makes up international supply chains in order to be able to identify such points. Additionally, a comprehensive view of a trade transaction lifecycle shapes the value proposition around Trade Finance and Supply Chain Finance, as illustrated in the above graphic. The lifecycle is referred to as “Source-to-Pay” and “Order-to-Cash”, sometimes also referred to as the “Procure-to-Pay” and “Order-to-Cash”.

Financing can be provided at numerous points in the transaction lifecycle, including against a legally recognized payment obligation (such as an invoice approved for payment) or against a receipt evidencing that the goods are held in a trusted/secure warehouse facility and can remain accessible to the lender until repayment is made. It is also an option, for a supplier or a buyer, to arrange financing under a documentary letter of credit, on the basis of a draft which represents the payment obligation under that letter of credit. 

Documentary credits are often issued on the basis that the supplier will receive payment at some agreed future date, for example 90 days after shipment, or 120 days after sight (examination and approval of the documents by a bank); in such cases, a supplier may prefer to obtain payment immediately, and would seek to do so, by having a bank discount the draft and remit monies today through a loan, with repayment of the loan to take place when the obligation comes due. Similarly, a buyer can delay the point at which it remits payment, by arranging for a bank to pay the supplier, but only seek reimbursement from the buyer at some agreed future date.

Financing can become a core aspect of Trade Facilitation and Single Window initiatives and can be particularly attractive as a benefit to developing market-based SME’s, as they can take advantage of Trade Finance and Supply Chain Financing options to engage in interest rate arbitrage: effectively, obtain loans at significantly lower cost than would be available at home. The extent of differentials in the cost of (trade) financing can be appreciated by considering the range of costs in illustrative markets in Africa.

[bookmark: _Toc436042275]Figure 11: Loan Price Ranges with Rates Expressed as Annual Interest Rates
	Country                Price range as of
	April 2013
	May 2011

	Angola*
	65%
	70%
	60%
	65%

	Cameroon
	18%
	24%
	14%
	20%

	Congo
	22%
	26%
	22%
	26%

	Democratic Republic of the Congo
	22%
	27%
	16%
	20%

	Ghana
	74%
	78%
	78%
	82%

	Kenya*
	39%
	49%
	39%
	49%

	Mozambique
	20%
	26%
	20%
	26%

	Senegal
	12%
	16%
	12%
	16%

	Sudan
	9%
	14%
	15%
	19%

	Tanzania
	25%
	35%
	10%
	13%

	Uganda
	16%
	18%
	14%
	16%

	Zambia
	13%
	20%
	13%
	20%


Source: Improving the Availability of Trade Finance in Emerging Markets: An Assessment of Remaining Gaps, Auboin, WTO, 2015 (Data from Omni Bridgeway)
4. [bookmark: _Toc436042206][bookmark: _Toc441728565]Information Flow
Trade Finance, through the leverage of technology, the use of networks like the one operated by SWIFT for prompt and secure communication, the support of intermediating parties such as banks and technology providers, as well as the leveraging of numerous web-based resources and portals can enable a flow of transaction-related status information. 

The state, condition and location of a shipment, the status of an anticipated payment, or the status of document verification processes that will ultimately determine when payment is effected: each of these is an example of key information that can flow between trading partners, bankers, insurers and other interested parties, about the business being conducted.

The pace of commerce, including international trade, has so accelerated, that parties across global supply chains increasingly demand access to near real-time information about any number of aspects of the transactions they are working on. Technology has evolved in its functionality and capabilities, in ways that begin to address those needs, and further fuel expectations of what will be possible in the near future. Timely information and rich data is of interest to trading partners, regulatory authorities, financiers, law enforcement and intelligence officials and numerous other stakeholders in trade and in cross-border supply chains.

[bookmark: _Toc436042276]Figure 12: Needs of Buyers and Suppliers: Physical, Financial and Information Flow
[image: ]
Source: OPUS Advisory Services International Inc.

While information flow might have been considered secondary or incidental to the trade transaction some years ago, the reality today is much different: data flows, transaction status and the tracking of related financial flows are integral to the management needs of actors in trade, and thus increasingly central to the solution offerings of Trade Finance providers, whether they are banks or non-bank providers.


[bookmark: _Toc441728566]SUPPLY CHAIN FINANCE
There is a clear shift to trade on open account terms that has compelled the banking industry to seek to re-engage with buyers and suppliers by developing a value proposition aimed at meeting the needs of traders operating on these open account terms. This led to the development of Supply Chain Finance, complementing the known Trade Finance methods.

[bookmark: _Toc436042277]Figure 13: Open Account vs. Letter of Credit
[image: ]
Source: Unicredit Group

While some argue that Supply Chain Finance is largely a collection of long-established banking and finance mechanisms, the innovation in Supply Chain Finance is less in the components that comprise it, and more in the way it motivates companies and banks to look at international commerce: as an ecosystem of commercial relationships that cross borders and may even cover the globe, with major buyers developing supplier communities that could number in the tens of thousands.

Supply Chain Finance is evolving quickly and is, without doubt, the high-growth and high-potential area in the financing of international commerce. SCF is a response to the near-global shift by buyers and suppliers, to trade on open account terms.



Supply Chain Finance can be based on the financing of payables or receivables, and can offer financing and working capital solutions to buyers and/or to their suppliers, enabling positive impact for each group on Days Sales Outstanding[footnoteRef:5] (DSO) and Days Payables Outstanding (DPO)[footnoteRef:6]. [5:  http://www.investopedia.com/articles/06/cashconversioncycle.asp]  [6:  http://www.investopedia.com/articles/06/cashconversioncycle.asp] 


[bookmark: _Toc436042278]Figure 14: Supply Chain Finance for Buyers and Suppliers
[image: ]
Source: OPUS Advisory Services International Inc.

As with traditional Trade Finance, Supply Chain Finance can offer pre-and post-shipment financing options, and can enable access to affordable financing in markets and/or to parties where financing would otherwise be very expensive or simply unavailable.

[bookmark: _Toc436042279]Figure 15: Scope of Supply Chain Finance
[image: ]
Source: Standard Chartered Bank (Website)

Given the nascent nature of Supply Chain Finance, some providers might offer one or two products or solutions, while the leading players possess a suite of end-to-end solutions aimed at all parties in a supply chain including (among others) logistics, customs and insurance providers. 

Supply Chain Finance is such a new phenomenon in the market, that even basic terminology and definitions are under development, with the eventual objective of creating some consistency of use and nomenclature, and ideally, a high rate of global adoption of a common set of definitions. The International Chamber of Commerce Banking Commission is leading a global initiative in collaboration with several industry associations, to develop such a set of definitions to benefit clients, regulatory authorities, service providers (like accountancy and audit firms) and others.

[bookmark: _Toc436042280]Figure 16: Draft Supply Chain Finance Techniques and Definitions
[image: ]
Source: Global Supply Chain Finance Forum, 2015

One of the more common offerings in Supply Chain Finance today is sometimes referred to as “Buyer-Led” or “Buyer-Centric” Supply Chain Finance, or Payables Finance. In this structure, a large buyer and the buyer’s bank agree to put in place a financing program aimed at a qualified subset of suppliers of the buyer in question, often those considered to be ‘strategic suppliers’ but also perhaps suppliers with a minimum monthly turnover of business with the buyer, often SMEs.

This technique of Supply Chain Finance works because the buyer recognizes the importance of maintaining a robust supply chain and decides to leverage a strong credit standing and significant borrowing capacity to provide financing to (selected) SME suppliers through the buyer’s bank.

This type of Supply Chain Finance technique is one of the more common in the market today, though bankers note that the process of “onboarding” suppliers is one of the major challenges, whether in terms of the relationship discussion (convincing suppliers that participation is in their interest, and not an indirect means for the buyer to gather financial information about them), or on the regulatory, technical and process side. 


That said, the processes and propositions are evolving, and there are a growing number of corporates prepared to offer such programs: one US-based corporate embarking on the setup of a Supply Chain Finance program even refers to it as a ‘supplier wellness program.’ 

Supply Chain Finance programs allow buyers to extend payment terms from 60 to 120 days while providing suppliers access to better financing rates (e.g., 120 days at 100 bps[footnoteRef:7] instead of 60 days at 500 bps). According to industry sources, Supply Chain Finance could unlock $100 billion to $500 billion of liquidity by accelerating the cash conversion cycle for suppliers and extending days payables outstanding for buyers. [7:  bsp = ‘basis points’, see http://www.investopedia.com/terms/b/basispoint.asp] 

Source: McKinsey & Co., Supply Chain Finance Form Myth to Reality, 2010

Suppliers, many located in developing and emerging markets, given prevailing commercial practices and sourcing patterns ultimately see value in these Supply Chain Finance programs as a means of accessing affordable liquidity through a channel that does not impact their (limited) borrowing capacity, balance sheet, or even require them to be ‘bankable’, or technically capable of putting together a loan proposal to a local lender. 

Buyer-led Supply Chain Finance programs provide value to a buyer as well as to the buyer’s sometimes very large supplier community. Additionally, such a program provides a clear illustration of the multi-party nature of Supply Chain Finance programs, in contrast to certain traditional mechanisms that were aimed at meeting the needs of one buyer and one supplier.

The growth of Supply Chain Finance programs, even in this relatively early stage of development and deployment, can be appreciated by considering that as recently as four or five years ago, successful Supply Chain Finance programs were those that exhibited usage rates on their facilities, in the range of 35-40%. More recently, high-performing programs are reported to be utilized at levels approaching 90% or even more
Source: OPUS Advisory Services International Inc.

The demand for Supply Chain Finance is growing significantly, both through the increasing engagement of banks, export credit agencies[footnoteRef:8] and international institutions, as well as through market entry by non-bank providers. [8:  http://www.investopedia.com/terms/e/export-credit-agency.asp] 



[bookmark: _Toc436042281]Figure 17: Growth in Export Trade Financing (Traditional and SCF)
[image: ]
Source: ICC Rethinking Trade and Trade Finance, 2015

The opportunity to integrate classical Trade Finance and Supply Chain Finance processes and solutions into Trade Facilitation activities, including Single Window market access programs, is clearly there, and can be pursued through a range of industry players active in financing international commerce.

It is the purpose of the UN/CEFACT-led project informed by the background paper, to further develop this notion and some specific analysis related to the integration of Trade Finance and Supply Chain Finance into Trade Facilitation practices.



[bookmark: _Toc441728567]FINANCING TRADE FACILITATION IN CONTEXT
[bookmark: _Toc436042207][bookmark: _Toc441728568]Trade, Finance and Development
The peak of the global financial and economic crisis brought sharply into focus the critical linkages between international trade, its development and Trade Finance/Supply Chain Finance.

Financing, in some form, supports the vast majority of merchandise trade flows and is increasingly important to the flow of service sector trade activity. Relatedly, financing (specifically, lack of it) has been identified almost globally as a serious obstacle to growth and sustainability of small and medium-sized enterprises in particular.

[bookmark: _Toc436042282]Figure 18: Trade Facilitation Practices Help to Reduce Poverty
[image: ]
Source: WTO Trade Facilitation Agreement: A Business Guide for Developing Countries, ITC

Suppliers linked in to cross-border and international supply chains are often based in developing and emerging markets, where the challenges of accessing affordable financing are further complicated. It is often the case that financing available locally in developing markets is simply too expensive for SMEs to take advantage of, thus the challenge is about access to finance, but also about the affordability of financing for SMEs.

Challenges and complexities of access aside, it remains clear that there is a direct connection between cross-border trade and international development. It is well-recognized that trade creates economic value and that trade can be an effective contributor to development and poverty-reduction. The success of Trade Facilitation and Development practitioners in promoting trade as a driver of development has been such, that numerous jurisdictions have incorporated trade-enabling public policy as a pillar of their development and poverty-reduction strategies.

As illustrated in the above graphic from a document prepared by the International Trade Centre, specific Trade Facilitation initiatives are tied to enhanced export trade, job creation, economic value creation and poverty reduction. This includes Single Window market access initiatives, some of the most advanced and successful of which have been deployed in developing markets.

Export performance, especially when it involves the SME sector in a particular jurisdiction, has been clearly linked to the availability of Trade Finance, including pre-shipment or pre-export finance, which can be critical in enabling SME suppliers to pursue international sales. In many jurisdictions, from developing markets (where small and micro-enterprises are central to commercial activity) to so-called advanced economies like the US, the UK and Germany, SMEs are acknowledged as the ‘backbone’ of economic growth and value-creation.

At the peak of the global crisis, as the bank-to-bank lending market ceased to function, and caused a serious shortage of bank-assisted export finance, trade flows from Asia to the Americas and Europe were reported to decrease by about 40%, cargo vessels remained empty and anchored at various ports and maritime cargo rates dropped precipitously by 80-90% or more.  The scenario was all the more critical, as authorities looked to trade to help drive the global economic system to eventual recovery.

With the link between availability of Trade Finance/Supply Chain Finance and trade activity firmly established, the further link to development is logically compelling and carries increasing credibility among Trade Facilitation practitioners, policy specialists and government authorities. 

There is an opportunity to highlight these linkages to communities of Trade Finance practitioners, Trade Facilitation experts and specialists in international development, with the ultimate objective of proposing that the integration of Trade Finance and Supply Chain Finance into Trade Facilitation practices should be fostered.

A2F, or Access to Finance[footnoteRef:9], is already an area of focus among multilateral institutions and development organizations, though typically focused on traditional finance aimed at assuring adequate cashflow for SMEs.  [9:  http://www.ifc.org/wps/wcm/connect/corp_ext_content/ifc_external_corporate_site/home] 


Finance related specifically to the enablement of cross-border trade is not typically in scope as it relates to international development practices, but it should be, as illustrated in light of the clear linkages between Trade Finance, trade, economic value-creation and development.
[bookmark: _Toc436042208][bookmark: _Toc441728569]Trade and Financing Capacity 
Rough industry estimates primarily from the Asian Development Bank (ADB) and the International Finance Corporation (IFC) suggest that there is a global shortfall or “financing gap” in the range of $1.2 to $2 trillion dollars annually, with this indicative gap estimated on the basis of stated demand for Trade Finance among buyers and suppliers, versus what is approved and declined primarily by Trade Finance banks.

ADB’s latest analysis, published in December of 2014, puts the global gap at $1.9 trillion annually, with about $1 trillion of that concentrated in Asia. 

[bookmark: _Toc436042283]Figure 19: Global Shortfall or “Financing Gap”Quantified
[image: ]
Source: Asian Development Bank, Trade Finance Gaps, Growth and Jobs Survey, 2014

The last report of the Expert Group on Trade Finance (25 April, 2014, WTO Document WT/WGTDF/W72[footnoteRef:10]) continued to point to the persistent difficulties faced by small and medium-sized enterprises in low-income countries, as well as in the higher-income countries of Asia, Latin America, the Middle East, and Africa. "The activity of Multilateral Development Banks (MDBs) was a good proxy for the existing market gap", notes the report, and "from this point of view, the demand on MDBs risk mitigation products for trade had never been so high". As regards multilateral efforts, the Group acknowledged that "there was very little appetite by private markets to venture into most of Sub-Saharan Africa, leaving the International Financial Corporation (IFC), the Islamic Development Group (ITFC), and the African Development Bank (AfDB) to fill only part of a financing gap estimated [at a minimum] of US$30 to 50 billion". [10:  https://docs.wto.org/dol2fe/Pages/FE_Search/FE_S_S006.aspx?Query=((@Symbol=WT/WGTDF/*+OR+@Symbol=JOB*)+AND+(@Title="expert+group"+AND+@Title="trade+finance"+AND+@Title=report))&Language=ENGLISH&Context=QuerySearch&btsType=&SourcePage=FE_B_007&&languageUIChanged=true#] 


The Asian Development Bank had received particularly strong and steady demand from clients in Bangladesh, Pakistan, Sri Lanka, Uzbekistan and Viet Nam. As for the Inter-American Development Bank, their program supported an all-time high (an increase of 57% on 2012) due to capital movement reversals, higher risk aversion and continued structural weakness in local financial sectors. The report also highlighted that "the European Bank for Reconstruction and Development had been quite active in supporting trade in Ukraine and Russia lately, but also in the Middle East and North Africa region, which was also benefitting from ITFC support (Egypt and other countries). IFC's Global Trade Finance Program products were equally distributed across the world and were in high demand".
Source: Improving the Availability of Trade Finance in Emerging Markets: An Assessment of Remaining Gaps, Auboin, WTO, 2015

While there may be debate on the definition of a Trade Finance gap and on its exact size, it seems undeniable that there is an excess of potential demand for trade-related financing support, and thus by extension missed opportunity in terms of economic value creation and poverty reduction/development.

The role of multilateral development banks and export credit agencies in supporting Trade Finance, even ensuring its accessibility (particularly in times of crisis) highlights the reality that pure private sector capacity is insufficient to assure levels of liquidity to meet current needs, let alone to close a significant global market gap. 

Private sector actors can quite suddenly reduce their risk tolerance, or can simply decide on a commercial basis, or as a matter of bank strategy, for example, to exit markets, reduce the size and scope of international activities, and otherwise reduce the availability of Trade Finance, as was done during the global financial crisis and in its aftermath.  Multilateral institutions and (public sector) export credit agencies ensure ongoing availability of Trade Finance and Supply Chain Finance on the basis of international development objectives and public policy, and are thus not hampered by commercial considerations or risk tolerance.


[bookmark: _Toc436042284]Figure 20:Global Trade Financing Options
[image: ]
Source: BIS: Committee on the Global Financial System, “Trade Finance Issues and Developments”, January 2014

While banks provide the majority of support in transactions through traditional Trade Finance mechanisms such as documentary letters of credit, the role of banks is less dominant when consideration is given to Trade Finance broadly defined as including inter-firm trade credit, and the financing or settlement support typically provided for trade on open account terms. 

In the latter case, even with banks now heavily focused on offering solutions under the umbrella of Supply Chain Finance, it is notable that bank portfolios in trade-related financing reflect somewhere around 15-20% focused on to open account trade through Supply Chain Finance solutions despite the market reality that trade today is conducted on open account terms in perhaps 80% of transactions, i.e. four times as much, worldwide[footnoteRef:11].  [11:  Source: ICC Banking Commission, “Rethinking Trade and Trade Finance, 2014 and 2015 Editions] 


Non-bank providers, including factoring firms, technology-based platform providers and numerous other competitors are reshaping the business of financing international commerce, and driving banks to invest in new propositions and new business models around the financing of international commerce. 

This is notable in the context of the thesis of this UN/CEFACT project, in that it implies that the addition of Trade Finance and Supply Chain Finance into Trade Facilitation practice can and should involve banks as well as non-bank providers of financing solutions.

[bookmark: _Toc441728570]A Real Example: The WTO Trade Facilitation Agreement Facility
In December 2013, WTO members concluded negotiations on a Trade Facilitation Agreement at the Bali Ministerial Conference.
The Trade Facilitation Agreement contains provisions for expediting the movement, release and clearance of goods, including goods in transit. It also sets out measures for effective cooperation between customs and other appropriate authorities on trade facilitation and customs compliance issues. It further contains provisions for technical assistance and capacity building in this area.

In more detail, the Trade Facilitation Agreement has three sections:

· Section I contains provisions for expediting the movement, release and clearance of goods, including goods in transit. It clarifies and improves relevant articles on tariffs and trade and it also sets out provisions for customs cooperation.
· Section II contains special and differential treatment (SDT) provisions that allow developing and least-developed countries (LDC) to determine when they will implement individual provisions of the Agreement and to identify provisions that they will only be able to implement upon the receipt of technical assistance and support for capacity building. To benefit from SDT, a member must categorize each provision of the Agreement, as defined below, and notify other WTO members of these categorizations in accordance with specific timelines outlined in the Agreement:
· Category A: provisions that the member will implement by the time the Agreement enters into force (or in the case of a least-developed country member within one year after entry into force)
· Category B: provisions that the member will implement after a transitional period following the  entry into force of the Agreement
· Category C: provisions that the member will implement on a date after a transitional period following the entry into force of the Agreement and requiring the acquisition of assistance and support for capacity building.
· Section III contains provisions that establish a permanent committee on trade facilitation at the WTO, require members to have a national committee to facilitate domestic coordination and implementation of the provisions of the Agreement. It also sets out a few final provisions.

The Trade Facilitation Agreement will enter into force once two-thirds of members have completed their domestic ratification process.

In essence, the requirement to implement the Agreement is directly linked to the capacity of the country to do so. In addition, the Agreement clearly states that assistance and support should be provided to help them achieve that capacity. It is according to such commitment that the WTO launched in 2014 the WTO Trade Facilitation Agreement Facility to help ensure that this assistance is provided to all those that require it. With this new Facility, developing and least-developed countries will receive the support they need to make the reforms enshrined in the Trade Facilitation Agreement and share in the substantial economic gains that it will deliver. The new Facility complements existing efforts by regional and multilateral agencies, bilateral donors, and other stakeholders to provide Trade Facilitation-related technical assistance and capacity-building support. It will act as a focal point for implementation efforts.

The Facility will support LDCs and developing countries to assess their specific needs and identify possible development partners to help them meet those needs. It also ensures the best possible conditions for the flow of information between donors and recipients by creating an information-sharing platform for the demand and supply of related technical assistance. The Facility will provide funds for the cases where countries have made thorough attempts to find assistance but have failed to receive the support they need: If a country finds itself in the situation where it simply cannot find a donor, then they can apply to the Facility for a grant of up to $US 200,000 to implement their project.

The WTO Trade Facilitation Agreement Facility is a clear example of the importance to bridge trade facilitation practices with financial support and assistance.
[bookmark: _Toc406492221][bookmark: _Toc436042209][bookmark: _Toc441728571]CONCLUSIONS
The key conclusion of this background paper and of the overall UN/CEFACT initiative is to reinforce the high-value opportunity in integrating financing into disciplines related to Trade Facilitation practices, including Single Window market access initiatives.

The intent of the project to which this background paper relates, is to deploy a team of experts from both the worlds of Trade Facilitation and Trade Finance, to undertake an objective assessment of the opportunity in integrating facilitation and finance for the purposes of positively impacting international development and poverty reduction in particular.

There are, in the end, no “showstoppers” to the integration of financing into facilitation activity. The major obstacle is likely to be linked to incomplete information about the potential and the opportunities of such an approach, and to issues of organizational culture within Trade Facilitation entities and Trade Finance banks (and other providers of Trade Finance and Supply Chain Finance).

The importance of trade to international development is well-established, as is now the critically important linkage between trade and trade-related financing. What may require further consideration is the importance of developing and emerging markets, to international trade and by extension, the importance of Trade Finance and Supply Chain Finance to those emerging markets.

This UN/CEFACT-sponsored project provides an opportunity to undertake qualitative and quantitative analysis around the opportunities and the value-creation that will flow from integrating (i.e., bridging) financing into Trade Facilitation activity, and to do so concurrently from the perspective of Trade Facilitation practitioners and Trade Finance and Supply Chain Finance experts. Additionally, presented as UN-based initiative allows for the necessary analysis to be supported through a combination of primary and secondary research.



[bookmark: _Toc441728572]Appendix

[bookmark: _Toc436042210][bookmark: _Toc441728573]TRADE FINANCE ILLUSTRATED THROUGH THE LETTER OF CREDIT
In addition to variations and combinations of the “Four Elements” of trade financing elaborated earlier, it is worth considering explicitly several characteristics of Trade Finance and Supply Chain Finance, some of which can conveniently be illustrated by reviewing the basic transaction flow of a documentary letter of credit.

[bookmark: _Toc436042285]Figure 21: Documentary Credit Transaction Flow
[image: ]

Source: OPUS Advisory Services International Inc.

A buyer and supplier will agree to conduct trade on the basis of a documentary letter of credit in cases where their relationship has not been tested, and where trust is not yet established, or in cases where the situation in one (or both) of each actor’s markets is such that it might present a risk to the successful conclusion of the intended transaction.



Trade Finance assists buyers and suppliers in a number of ways, with two key illustrations of such support being:

1. Credit Enhancement
2. Risk Substitution

Credit enhancement refers to the ability of buyers and suppliers to improve the credit risk profile of a transaction, through the involvement of reputable financial institutions. Concretely, a buyer and supplier could easily agree to do business together directly, with little or no third-party involvement. In such a case, the supplier is entirely at the mercy of the buyer’s willingness and ability to make payment as agreed. In the event the buyer goes bankrupt – an outcome related to credit quality – the supplier may well have already produced and shipped the goods, which the buyer may already have sold. The supplier faces the prospect of significant financial loss, which for an SME could lead to bankruptcy.

The buyer, under similar circumstances, may have made partial or full payment upon shipment of the goods, and may find on receipt of the container, that the goods are of materially inferior quality, or otherwise not as agreed. The buyer may be unable to sell the goods to existing customers and may be forced to sell at substantial discount, or may find that the goods are so inferior that they fail to meet regulatory standards and are refused entry.

In both cases, involving reputable financial institutions as trusted intermediaries in a trade transaction addresses each party’s concerns. A means to such involvement is the use of the documentary letter of credit.

A documentary credit is an instrument that represents a binding payment promise or undertaking by the bank issuing the letter of credit (the Issuing Bank) on behalf of the buyer, where the letter of credit specifies the terms and conditions agreed in advance between buyer and supplier, under which payment will be effected to the supplier. As banks do not engage directly in the underlying transaction[footnoteRef:12], the agreed conditions are to be reflected in a series of documents, which the supplier must prepare, gather and submit in support of an eventual request for payment under the credit: hence, the term “documentary” credit. [12:  Islamic finance and Trade Finance is an exception to this practice, in that a bank operating under Islamic or Shari’a Law, may take possession of the goods, and may engage in inspection and warehousing activities] 


The documents prepared by the supplier are presented to the banks for verification against the terms and conditions specified in the documentary credit (which is typically transmitted between banks using the SWIFT network and the appropriate formatted message), and upon verification of compliance with the terms of the credit, payment as agreed is triggered.

The payment is due to a compliant supplier, regardless of the ability or willingness of the buyer to make payment: this assures the supplier that if a set of documents is fully compliant, payment will be made, even if, for example, the buyer files for bankruptcy in the interim. In practical terms, the use of a letter of credit has allowed a supplier to substitute the credit risk of dealing with an unknown foreign buyer in what might be an unfamiliar market, with the (generally better, or higher-quality) risk of a reputable financial institution – in the simplest structures, that of the Issuing Bank[footnoteRef:13].  [13:  In variations of such transactions, the supplier may in fact end up relying on a payment undertaking of a local bank in the supplier’s home market, often the supplier’s own bank, which naturally provides significantly more comfort.] 


If a supplier should feel uncomfortable in relying on the Issuing Bank, or feel that the buyer’s (usually also the Issuing Bank’s) home country is unstable and presents a risk in terms of payment, the supplier can seek an additional and independent payment undertaking under that same letter of credit. This is a feature called a “Confirmation”, whereby another bank, usually the supplier’s bank, adds its own independent payment promise to the credit, assuring payment in the event of full compliance, for a fee. This option allows the supplier to do more than just substitute the risk of the buyer with that of the Issuing Bank; it enables the supplier to substitute the risk of the Issuing Bank with that of the Confirming Bank, typically located in the supplier’s home country and thus subject to similar, and familiar, legal obligations and the same secure, stable environment.

Just as the supplier is assured of payment in the event of full compliance, the buyer benefits from the assurance that payment will not be made without explicit approval from the buyer in the event of non-compliance relative to the terms and conditions of the letter of credit.

Trade finance mechanisms and structures also allow buyers and suppliers (and bankers) to engage in risk transfer. In the example of the role of a Confirming Bank above, the supplier not only enhances the overall credit quality of the transaction, but also effectively transfers risk from a commercial risk in a foreign market, to bank risk in the supplier’s home market: typically a significant improvement when Confirmations are sought by a supplier.

The use of insurance and guarantee mechanisms, likewise, represents a transfer of risk between parties and/or across markets and jurisdictions. A trade transaction involving a high-risk market can benefit from risk transfer, for example, when an export credit agency in a supplier’s home market covers political risk, enabling the conduct of trade that might otherwise not take place.

Traditional Trade Finance, including documentary credit transactions, benefits from hundreds of years of usage and history, a well-established set of globally understood rules, guidelines and practices mostly developed and promulgated by the International Chamber of Commerce (ICC) Banking Commission[footnoteRef:14] headquartered in Paris, France. That framework of rules and processes is indispensable to the effective conduct of trade across the globe, and has been integrated through interpretation and precedent, into the major legal systems in the world. [14:  http://www.iccwbo.org/about-icc/policy-commissions/banking/] 


It is important to appreciate that while a buyer typically applies for a documentary credit through its own bank (as it is necessary from the bank’s perspective, for a credit relationship to exist and for regulatory requirements around due diligence to be met), the nature of a letter of credit in purest form requires that the Issuing Bank make its determinations of compliance by the supplier, independently of the relationship with the buyer. Similarly, a bank acting on the supplier side of the transaction may have a relationship with the supplier, though this is not necessary; if the terms of the letter of credit allow that bank to make a payment decision, such decision should also be made independently, strictly on the basis of compliance or non-compliance with letter of credit terms.
In practice, the document verification standards and competencies of banks can vary significantly, and it is not uncommon for banks to give a great deal of consideration to their respective clients’ objectives and preferences. In the event that a shipment involves a price-volatile commodity, for example, a buyer may face a situation where the price of the commodity has dropped significantly and the buyer (paying a price agreed earlier) pays too much given the moment in time. In such cases, buyers may (inappropriately) instruct the Issuing Bank to ‘find a discrepancy’ in order to avoid payment, or as leverage against the supplier, to demand a discount.

A bank can decide that its verification process will be based on the notion of ‘strict compliance’, in which case a payment could be refused or delayed as a result of a trivial instance of non-compliance by the supplier. Another bank, perhaps involved in the same transaction, might be guided by the notion of ‘substantial compliance’, where only commercially material instances of non-compliance or ‘discrepancy’ relative to letter of credit terms will be recognized. In other words, trivial discrepancies are ignored and only those that affect the intent/agreement between the buyer and the supplier are identified as instances of non-compliance. In this approach, a level of technical expertise is required that ensures commercially sensible decisions are taken. 

In the event of disagreement between banks, the transaction may become complicated, with one institution deeming that payment is due, and another determining that an export drawing or request for payment is non-compliant. If the issues of non-compliance cannot be corrected by the supplier, for example if the cargo was shipped later than agreed, resolution becomes a matter of negotiation with the buyer ultimately having the option to waive the discrepancies identified in the documentation and authorize payment.

The letter of credit can work very well. However, an underlying reality is that no single Trade Finance instrument or mechanism can fully protect against or prevent fraud, and the conduct of trade ultimately relies on good will and a genuine desire on the part of the buyer and supplier to conclude a transaction. Even with such good will, the reality of these instruments is that they are relatively complicated, cumbersome and expensive; it has been the case over the last two decades at least, that anywhere between 60-80% of documents presented by suppliers with a request for payment are found to be non-compliant on initial presentation.

These realities contribute to a near-global shift away from the use of documentary letters of credit, in favor of trade on ‘open account[footnoteRef:15] terms’, even in the context of new relationships or risky markets, and it is as a direct result of this transformation that the momentum has shifted to open account solutions under the broad term “Supply Chain Finance”. [15:  http://trade.gov/media/publications/pdf/trade_finance_guide2007ch5.pdf] 


Additionally, there have been some very notable and potentially transformational developments in the application of technology to the business of Trade Finance. The SWIFT/ICC Bank Payment Obligation[footnoteRef:16] proposes a data-driven and automated model of trade settlement and financing, with many of the features and flexibility available in traditional documentary credits; there is, relatedly, some promising progress around the dematerialization of documents, including the long-elusive electronic bill of lading, as well as significant market focus on electronic invoicing.  [16:  http://www.iccwbo.org/About-ICC/Policy-Commissions/Banking/Task-forces/Bank-Payment-Obligation-(BPO)/] 


Each of these developments can enable direct and practical linkage of platform-based Single Window models with advanced trade financing options.


[bookmark: _Toc436042211][bookmark: _Toc441728574]PAIN POINTS AND CHALLENGES IN FINANCING TRADE
There are numerous “pain points” in the business of Trade Finance, from the perspective of clients and from that of providers. The following graphic provides a view of certain factors preventing the provision and the accessing of Trade Finance, from the perspective of finance providers and clients.

[bookmark: _Toc436042286]Figure 22: Factors Limiting Banks’ Ability to Provide Trade Finance
[image: ]
Source: Asian Development Bank, Trade Finance Gaps, Growth and Jobs Survey, 2014

From a bank perspective, regulatory pressures, demands and requirements present a very significant challenge and cost on a global basis. Those realities, together with capital adequacy/reserve requirements are raising the cost of Trade Finance for banks, while concurrently creating limitations in the capacity of banks to provide Trade Finance. Similarly, risk constraints in terms of country, foreign bank and corporate risk have been significant and again, impact the capacity of banks to respond to market needs related to trade financing.

Clients face a variety of difficulties in seeking to obtain adequate levels of Trade Finance. Prohibitive costs in the form of high interest rates, together with a lack of collateral and certain macro-factors such as high country risk attributed to the client’s home country and an absence of supporting legal frameworks all combine to contribute to the difficulty in accessing Trade Finance and Supply Chain Finance, particularly for SMEs located in developing and emerging markets.

[bookmark: _Toc436042287]Figure 23: Factors Limiting Companies’ Ability to Obtain Trade Finance
[image: ]
Source: Asian Development Bank, Trade Finance Gaps, Growth and Jobs Survey, 2014

In addition to the foregoing factors identified in the ADB Survey, there are numerous “pain points” around Trade Finance and Supply Chain Finance that could be particularly relevant to the realm of Trade Facilitation and international development.
[bookmark: _Toc436042212][bookmark: _Toc441728575]Trade Finance is Poorly Understood
Trade Finance (and Supply Chain Finance) is an esoteric, specialist form of financing, often perceived to be complex. It is even poorly understood by seasoned finance and treasury experts, whether on the banking side, the corporate side or the regulatory and policy side of the market. This suggests an opportunity for education, competency development and targeted communication about 

Historically, Trade Finance has operated under a self-imposed veil of complexity and secrecy, one that is no longer to the benefit of the industry, or the clients served by that industry, given that the absence of transparency has (perhaps unintentionally) led to an under-appreciation of the positive impact and value of Trade Finance in the creation of economic value.

A proposal that seeks to integrate or include Trade Finance and Supply Chain Finance into the disciplines of Trade Facilitation, including Single Window market access programs, must recognize and address this issue of inadequate understanding of Trade Finance, in order to ensure effective integration of these realms of activity. 
[bookmark: _Toc436042213][bookmark: _Toc441728576]Trade Financing is Perceived as High-Risk
The financing of international commerce, in addition to being poorly understood, is perceived, by virtue of its cross-border nature and frequent engagement in higher-risk markets, to be fundamentally high risk.

Non-specialists with critical decision-making authority, such as central credit or risk committees in banks, can erroneously ascribe a very high risk to the business of Trade Finance as a result of incomplete information, or an incorrect understanding of the transactional characteristics of Trade Finance.

The reality, borne out by extensive collection and analysis of transaction-level data contributed by top Trade Finance banks, is that this form of financing exhibits near-negligible levels of default and loss, even in some of the most challenging markets on the globe.

The following table, from the ICC Trade Register[footnoteRef:17] Project which collects and analyzes default and loss data in traditional Trade Finance since 2009, paints a striking picture of the very low default and loss experience in Trade Finance, over a period of multiple years and across millions of transactions from contributing banks that represent perhaps 60% of bank-intermediated Trade Finance globally.  [17:  http://www.iccwbo.org/products-and-services/trade-facilitation/icc-trade-register/] 


[bookmark: _Toc436042288]Figure 24: Trade Finance Default and Loss Rates
[image: ]
Source: ICC Trade Register, ICC Banking Commission, 2013

The favourable default and risk profile of Trade Finance supports the leveraging of this form of financing in support of international development and poverty reduction in what might be the most challenging (and thus highest-need) markets on the globe.



[bookmark: _Toc436042214][bookmark: _Toc441728577]Traditional Trade Finance is Paper and Process Intensive
The use of traditional mechanisms such as documentary letters of credit involves decades-old processes and transactions, significant paper flow and significant levels of human intervention, including levels of subjective analysis and decisioning. These historic realities, coupled with the high transaction costs, have combined to drive buyers and suppliers to seek alternate solutions – the most promising of which has been a shift to open account trade flows and Supply Chain Finance.

Given that leading models in Trade Facilitation and Single Window market access have sought to leverage technology to the greatest extent, there might legitimately be a perception that there is a mis-match in the evolution rates of Trade Finance and Trade Facilitation.

Developing markets are not constrained by limitations inherent in legacy technology. Those that benefit from the option to ‘leapfrog’ these legacy technologies (literally, the notion that one can simply skip altogether, or jump over, expensive old technologies)  and build models on the basis of the latest capabilities are also the markets most in need of the combined proposition of facilitation and financing.

Trade Finance and Supply Chain Finance practitioners have recognized the imperative to evolve, and there has been a transformational evolution in eliminating paper and process from even the most traditional of Trade Finance solutions. 

Market uptake of the data-based “Bank Payment Obligation” is increasing while the dematerialization of marine bills of lading has been achieved and commercialized most notably through the efforts of a company called essDocs[footnoteRef:18] among other market players. [18:  http://www.essdocs.com] 


[bookmark: _Toc436042289]Figure 25: Positioning the Bank Payment Obligation
[image: ]
Source: SWIFT

[bookmark: _Toc436042215][bookmark: _Toc441728578]Underservicing of SMEs and Developing Markets
Banks in general have historically been berated for focusing on the higher end of the market, typically ranging from large corporate to multinational, significantly underserving the requirements of SME clients. In the context of Trade Finance, the same critique is levelled, with additional issues around an underserving of developing and emerging markets.

In the post-crisis environment, with numerous major financial institutions being the beneficiaries of a public sector, tax-funded bailout, the issue of SME financing has garnered significant attention to the extent of authorities mandating banks to become more responsive to small and medium-sized enterprises. 

There is significant attention around the need to adequately support SMEs as drivers of a wide range of economies. Similarly, the role of trade in enabling international development is getting increasing traction in policy circles.

Developments in Trade Finance, specifically the evolution of propositions in Supply Chain Finance, provide a solid basis on which to service SMEs, including SME suppliers located in developing markets that are supplying large buyers. Buyer-centric Supply Chain Finance programs allow SMEs to gain access to affordable financing on the basis of the credit capacity of the importing corporate.
 


[bookmark: _Toc436042216][bookmark: _Toc441728579]ILLUSTRATIVE PRACTICES IN TRADE FACILITATION
The focus of Trade Facilitation practice at this time is primarily on non-financial aspects of international trade. At the highest level, Trade Facilitation aims to enable efficient trade by[footnoteRef:19] developing and implementing an enabling environment on numerous dimensions, including: [19:  For UN/CEFACT related example, see section IV.A in http://www.unece.org/fileadmin/DAM/cefact/cf_plenary/plenary15/ECE_TRADE_C_CEFACT_2015_7E_Framework.pdf] 


· Effective customs clearance procedures
· Efficient logistics infrastructures
· Enabling policy initiatives and environments
· Standardization of administrative procedures


[bookmark: _Toc436042290]Figure 26:Trade Facilitation Flows
[image: ]
Source: Trade Facilitation and the Single Window, UN/ESCWA, 2011



Trade Facilitation models differ somewhat across jurisdictions, as do their primary objectives and areas of focus. The differences are sometimes core to the objectives of a program. The various definitions of Trade Facilitation, documented in the graphic below, provide an indication of the range of views on the nature and scope of Trade Facilitation programs and activity.

[image: ]
Source: Designing and Implementing Trade Facilitation in Asia and the Pacific, ADB/UNESCAP, 2009

[bookmark: _Toc436042217][bookmark: _Toc441728580]Single Window Initiatives
As specified in UN/CEFACT Recommendation Number 33[footnoteRef:20], the Single Window concept covered in these Guidelines refers to a facility that allows parties involved in trade and transport to lodge standardized information and documents with a single entry point to fulfil all import, export, and transit-related regulatory requirements. If information is electronic, then individual data elements should only be submitted once.   [20:  http://www.unece.org/fileadmin/DAM/cefact/recommendations/rec33/rec33_trd352e.pdf] 


[bookmark: _Toc436042291]Figure 27: Single Window Model
[image: ]
Source: WTO Trade Facilitation Agreement: A Business Guide for Developing Countries, ITC, Quoting UNECE
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[bookmark: _Toc436042218][bookmark: _Toc441728581]Linking Facilitation and Finance
Trade Facilitation has not typically encompassed significant attention to the financing aspect of international trade, even broadly defined in terms of the four elements of Trade Finance introduced earlier in this document (payment, financing, risk mitigation and information flow).

The core proposition of this initiative, and a fundamental message of this paper, is to propose that Trade Facilitation ought to extend, proactively, to include attention to the dimension of Trade Finance and Supply Chain Finance.

Is it timely to explore the extension of Trade Facilitation, promotion and development efforts, to include a component focused on trade and supply chain finance? 
Trade promotion and development activities have tended to concentrate on areas such as feasibility analysis, market entry, development of local partnerships and related areas, with (generally) limited focus on the financing and liquidity dimension of international commerce. Is there an opportunity to put greater focus on financing in the context of trade development and promotion activities, and if so, in what form might this be most effectively accomplished? Best-practice trade development and promotion programs do include a degree of focus on the financing dimension; the question is, whether such a component ought to become a more common element of trade development and promotion programs.
Source: Asia Pacific Trade Facilitation Forum, Beijing 2013, Background Paper: Expanding Trade through Supply Chain Finance, OPUS Advisory Services International Inc. with/For Asian Development Bank

The commercial reality, almost globally, is that trade is fundamentally reliant on access to adequate levels of financing. The efforts of Trade Facilitation practitioners and the objectives of facilitation programs have generated meaningful successes and material positive impact, however it is a premise of this initiative, to be validated, that there is additional potential in integrating a financing component into next-generation Trade Facilitation practices and disciplines.

A global, concerted and consistent approach to the creation of an enabling environment around Trade Finance will be an important addition to the growth of trade flows and the related increase in international development and poverty reduction.

While Trade Finance and Supply Chain Finance enjoy an unprecedented level of profile and visibility in international institutions such as the WTO, the IMF and various multilateral organizations, the reality is that these disciplines do not typically attract significant attention at the level of domestic public policy.

There are clear opportunities to create linkages between Trade Facilitation programs and various forms of Trade Finance and Supply Chain Finance, as illustrated for example by the Buy-Ship-Pay model and the related event-based financing representation of a trade transaction lifecycle.
______________________________________________________________________
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