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Adam Karbowski

Forms of forfaiting

Abstract. In the following note, the concept of forfaitiag well as various forms of forfaiting
are discussed. The following criteria are usedgorayuish different forms of forfaiting — type
of financial instrument that secures a receivagllg;ing of risk, additional services, number of
parties to a transaction, territorial range. Basethose criteria, specific forms of forfaiting are

briefly characterised.

Introduction — the concept of forfaiting

Forfaiting is a form of medium and long-term finargcthat is used in international trade (cf.,
Czerwinska-Kayzer, 2006). Forfaiting involves the purchak@uture receivables of goods or
services suppliers by specialized forfaiting ingitns (cf., Kreczmiaska-Gigol, 2010). Kim
(2021) writes that forfaiting in international teds defined undefThe Uniform Rules for
Forfaiting (URF 800, cf. Article 2). Forfaiting has two fundantal functions in business

transactions:

* financing function,

* guarantee function.

The first function enables the exporter to mainfanancial liquidity or to collect the required
capital within a relatively short period of timeh& guarantee function means that the exporter
is protected against the risk of the debtor’s imsoty.

According to Marciniak-Neider (2004), the aage value of forfaiting transactions is 2-5
million USD. Some forfaiting institutions determirtee bottom transaction limit at, for
example, 100,000 USD. Forfaiting institutions cbteate globally within the framework of the
International Forfaiting Association (www.forfaiteorg), established in 1999. The Association
has developed the rules of conduct for handlinéafting transactions — the Market Practice
Guidelines — making international cooperation afdiders much easier.

The parties to a forfaiting agreement are, (Czerwnhska-Kayzer, 2006; Kreczmska-
Gigol, 2010):



o the seller of receivables — an economic operatgaged in production, commercial or
service activities,

the forfaiting institution — the purchaser of casbeivables,

the debtor,

the issuer of a security for the receivables siuligea forfaiting agreement,

o O o O

the intermediary forfaiting institution.

Forms of forfaiting
The following criteria can be used to distinguisttigus forms of forfaiting (cf., Kreczmaka-
Gigol, 2010; Marciniak-Neider, 2004; Stecki, 1994kaj-Krzewska, 1999):

type of financial instrument that secures a redgeja
placing of risk,
additional services,

number of parties to a transaction,
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territorial range.

Type of financial instrument that secures a receivable (cf., Marciniak-Neider, 2004)

Depending on the type of the financial instruméuat tsecures the receivables that are subject
to a forfaiting agreement, there are the followiogns of forfaiting: (1) bill of exchange
receivables forfaiting, (2) non-bill of exchangece®ables forfaiting and (3) forfaiting of
unsecured receivables (cf., Marciniak-Neider, 2004)

In the case of bill of exchange receivabla$afing, the security is a bill of exchange or
promissory note, usually backed by a bank. In @eeof non-bill of exchange receivables
forfaiting, the security is usually a deferred payletter of credit, but it can also be a standby
letter of credit, bank guarantee or insurance gdilaidem). In economic practice, receivables
in forfaiting transactions are usually secured bgnmssory notes. According to Marciniak-
Neider (2004), promissory notes are more popukan thills of exchange because of the nature
of commitments. In a promissory note, the expatethe beneficiary may release himself from
liability for payment by adding the “without recee’ clause. If he does that, none of the
subsequent holders of the promissory note may stdjue exporter to pay the note, if the main
debtor refuses to pay. In the case of a bill ohexge, the exporter is not only the beneficiary
and first endorser but also the issuer of the Békcause, according to the bill of exchange law,

the drawer cannot release himself from the ligbibtpay a bill, there exists the right of recourse



to the exporter. Sometimes, receivables subjeatftofaiting agreement are not secured at all.
This, however, happens in special circumstances|lysvhen the importer has a high financial
standing and good business reputation, and thaitioid institution has no concerns about him.
In practice, forfaiting of unsecured receivableplEs to large international companies
(ibidem).

Placing of risk (cf., Stecki, 1994)

Depending on the placing of risk, the following égpof forfaiting are identified: (1) genuine
forfaiting (in Germanechtes Forfaiting) and (2) non-genuine forfaiting (in Germamechtes
Forfaiting) (cf., Stecki, 1994). In genuine forfaiting, thellsr of receivables is released from
responsibility for the receivables he sells. THeresponsibility is transferred to the buyer of
receivables, that is the forfaiting institution. dwvhile, the receivables are permanently
transferred to the forfaiter. The forfaiter hasrigit of recourse to the seller of receivables, if,
for example, the debtor becomes insolvent. This, wegy forfaiter accepts all the risks related
to the recovery of the receivables he buys (Std&94). In the case of non-genuine forfaiting,
the forfaiting institution does not accept the nislated to receivables, which means that, in the
case of the debtor’s insolvency, the receivablegransferred back to their seller. It should be
noted that such arrangement is contrary to theafiéarfaiting, and non-genuine forfaiting is,

in fact, a regular receivables sales agreement.

Additional services (cf., Stecki, 1994)

Depending on whether or not additional servicesdodfered, forfaiting is classified as: (1)
extended forfaiting and (2) regular forfaiting. éxtended forfaiting, the forfaiting service is
combined with extra (additional) services providedthe forfaiting institution (cf., Stecki,
1994). In extended forfaiting, the forfaiting se®is combined with extra (additional) services
provided by the forfaiting institution (Stecki, 199 These services may include verifying the
debtor’s financial standing, applying for the regdiforeign exchange permits, analysing the
financial markets of certain States or undertakimayketing activities. resawn: altered times

from hepatics. The extra services cost extra moneygasing the total cost of forfaiting.

Number of partiesto a transaction (cf., Stecki, 1994)

Depending on the number of parties involved inaagaction, forfaiting is classified as: (1)
direct forfaiting, (2) indirect forfaiting, (3) heres-forfaiting, (4) confirming forfaiting and (5)
subsequent forfaiting (cf. Stecki, 1994). In direwfaiting (in German: direktes Forfaiting), a



financial institution purchases receivables from $eller (or supplier) of goods and services.
The subject of direct forfaiting may be either andstic or foreign forfaiting institution that
does not act through intermediaries (Stecki, 199indirect forfaiting (in German: indirektes
Forfaiting), a forfaiter purchases receivables framintermediary forfaiting institution, rather
than from the seller of goods and services. In roases, indirect forfaiting involves receivables
from export-import agreements. Hermes-forfaitings@r the first time used in the UK (also
known as additional cover), and later it becameufapin the Netherlands and Germany
(Stecki, 1994). Hermes-forfaiting may be used feceivables from debtors established in
developing countries. A government provides an tamthl cover (in German:
Deckblattbuergschaft) for export receivables thatehalready received the government’s
Hermes cover (ibidem). There are three types ombssforfaiting. The first type, called
“open”, is when an exporter sells his receivablesat forfaiting institution with the
government’s consent. These receivables are colradyuarantee of the government of the
exporter’s country. Often, the Hermes cover is led by a special-purpose vehicle controlled
by the government. The rights arising from the Hesrmover are transferred to the forfaiter and
the government agrees to maintain the cover whenotlner of the receivables changes.
Additional cover provided by the government appliedy to the forfaiting institution that
purchases specific export receivables. By providimmgver, the government undertakes to pay
receivables, if:

* the exporter is in breach of his contractual getiions,

* the exporter is late with the payment of an amailwe from him (the period of delay is
determined in the cover),

* the importer refuses to pay, claiming that theitedgoods delivered to him are defective,

* the authorities of the importer's State refusassue a permit for the importer to pay his
liabilities (ibidem).

In the latter type of hermes-forfaiting, treceivables covered by a forfaiting agreement
become detached from their original legal basistfewt for the delivery of capital goods) and
instead are founded on a new legal basis, whitheisadditional cover of the government of
the exporter’s country. The sales of receivablesaia non-confidential, the same as in the case
of the open type of hermes-forfaiting. There ialse third, still different form of hermes-
forfaiting. The exporter pays receivables fromanlgranted by the forfaiter. The loan granted
by a forfaiting institution is secured by an aduli@l cover provided by the government of the

exporter’s country. In the third type of hermestditing, the importer usually takes an active



part in efforts to secure the forfaiting institutie loan for the exporter. The use of hermes-
forfaiting is rather limited. The reason are thigorous conditions for its use. Another important
hindrance to the development of hermes-forfaitsthe fact that it does not explicitly relieve
exporters from the numerous risks of internatidradie in capital goods (cf., Stecki, 1994).
Confirming forfaiting was developed and is the momthmonly used in the UK. Forfaiting is
combined with confirming when the receivables ceddny a forfaiting agreement come from
an agreement with the confirmed clause. This classecluded in an export agreement
following careful examination of the importer’s &éincial standing and business reputation by a
specialised confirming house in the importer’s dourOnce the confirmed clause is added to
an agreement, the confirming house assumes aliskeeassociated with the confirmed export
agreement. Subsequent forfaiting is when the figmfamakes the receivables he has purchased
the object of subsequent forfaiting agreementsallisuthe forfaiter has fewer capital resources

than the companies to whom he sells the receiviigidsgs purchased.

Territorial range (cf., Stecki, 1994)

Depending on the geographic criterion, the follayvigpes of forfaiting are identified: (1)
domestic forfaiting (in German: Inland-Forfaitingid (2) international forfaiting (cf., Stecki,
1994). Depending on the geographic criterion, tilewing types of forfaiting are identified:
(1) domestic forfaiting (in German: Inland-Forfagji) and (2) international forfaiting. Domestic
forfaiting means purchasing receivables arisingifdobmestic transactions. Both the parties to
a forfaiting agreement and the debtor operate éensédime country. Otherwise, forfaiting is
international. In that case, the parties to thacblagal relationship (delivery, sales, services)
are established in different countries. It ofterpgens that the forfaiting institution is
established in yet another country than the pattie¢lse basic legal relationship.

According to Stecki (1994), international forfagjins associated with numerous currency
problems and risks that are missing from other ®ahforfaiting. Consequently, the interest
rates in international forfaiting are usually mdggher than in domestic forfaiting.

In this note, we defined the term ‘forfaitinghd proposed a simple classification of various
forms of forfaiting based on five criteria distinglied in the literature. The presented
classification can be useful to financial managerg, in general, all persons interested in the
practice of forfaiting transactions. This note ¢analso used as an introduction to forfaiting

business.
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