BUYER’S  CREDIT

BUYERS  CREDIT  :
A financial arrangement in which a bank or financial institution, or an export credit agency in the exporting country, extends a loan directly to a foreign buyer or to a bank in the importing country to pay for the purchase of goods and services from the exporting country. Also known as financial credit. This term does not refer to credit extended directly from the buyer to the seller (for example, through advance payment for goods and services).
The Practical  example is that foreign Bank makes payment to exporter based on either Letter of Undertaking from the Importer bank or based on their risk on Importer. Letter of Undertaking is simply confirmation by a bank here in importer country to pay to exporter bank thus exporter bank risk get reduced. The Letter of undertaking is issued by Importer bank on the basis of risk on Importer.
 
Simply , Importer Bank takes risk on Importer , This bank sends LOU to exporter bank which in turn takes risk on Imprter bank and makes payment. On fimal day Importer bank recover money from importer and makes payment to exporter bank.
This all exercise is done to exploit existance of interest rate arbitrage.
 
 
ACCOUNTING TREATMENT  FOR  BUYERS  CREDIT  :
 
If Secured then it is under Secured Loan else under Current Liablity
Check the terms of this loan and the collateral provided with it and u will have following scenarios:
 
1. Term for more than 12 months and has collateral attached to it - Secured loan under non-current liability.
 
 
 
2. Term for more than 12 months with no collateral attached to it - Unsecured loan under non-current liability. 
 
 
 
The answer will be vice versa if the term is less than less than 12 months and it will be classified under current liability.
 
RBI  GUIDELINES   FOR   BUYER'S  CREDIT : 
 
 What is Buyer’s Credit?
 
Buyer’s Credit refers to loans for payment of imports into India arranged on behalf of the importer through an overseas bank. The offshore branch credits the nostro of the bank in India and the Indian bank uses the funds and makes the payment to the exporter’ bank as an import bill payment on due date. The importer reflects the buyers credit as a loan on the balance sheet.
 
Benefits of Buyer’s Credit:
 
The benefits of buyer’s credit for the importer is as follows:
 ¦The exporter gets paid on due date; whereas importer gets extended date for making an import payment as per the cash flows
 ¦The importer can deal with exporter on sight basis, negotiate a better discount and use the buyers credit route to avail financing.
 ¦The funding currency can be in any FCY (USD, GBP, EURO, JPY etc.) depending on the choice of the customer.
 ¦The importer can use this financing for any form of trade viz. open account, collections, or LCs.
 ¦The currency of imports can be different from the funding currency, which enables importers to take a favourable view of a particular currency.
 
Buyers Credit Process flow:

 1.Indian customer imports the goods either under DC / LC, DA / DP or Direct Documents

 2.Indian customer requests the Buyer’s Credit Consultant before the due date of the bill to avail buyers credit finance.

 3.Consultant approaches overseas bank for indicative pricing, which is further quoted to Importer.

 4.If pricing is acceptable to importer, overseas bank issue’s offer letter in the name of the Importer.

 5.Importer approaches his existing bank to get letter of undertaking / comfort (LOU / LOC) issued in favour of overseas bank via swift.

 6.On receipt of LOU / LOC, Overseas Bank as per instruction provided in LOU, will either funds existing bank’s Nostro account  or pays the supplier’s bank directly.

 7.Existing bank to make import bill payment by utilizing the amount credited (if the borrowing currency is different from the currency of Imports then a cross currency contract is utilized to effect the import payment)

 8.On due date existing bank to recover the principal and Interest amount from the importer and remit the same to Overseas Bank on due date.
 
Cost Involved:
 
The cost involved in buyers credit is as follows:
 ¦Interest cost: This is charged by overseas bank as a financing cost. Normally it is quoted  as say “3M L + 350 bps”, where 3M is 3 Month, L is LIBOR, & bps is Basis Points  (A unit that is equal to 1/100th of 1%). To put is simply: 3M L + 3.50%. One should also check on what tenure LIBOR is used, as depending on tenure LIBOR will change. For example as on day, 3 month LIBOR is 0.33561% and 6 Month LIBOR is 0.50161%
 ¦Letter of Comfort / Undertaking: Your existing bank would charge this cost for issuing letter of comfort / Undertaking
 ¦Forward / Hedging Cost
 ¦Arrangement fee: Charged by Buyers Credit Agents / Brokers how is arranging buyer’s credit for you.
 ¦Other charges: A2 payment on maturity, For 15CA and 15CB on maturity, Intermediary bank charges etc.
 ¦Withholding Tax(WHT): The customer has to pay WHT on the interest amount remitted overseas to the Indian tax authorities. <The WHT is not applicable where Indian banks arrange for buyers credit through their offshore offices>
 
Regulatory Framework:

 
RBI has issued directions under Sec 10(4) and Sec 11(1) of the Foreign Exchange Management Act, 1999, stating that authorised dealers may approve proposals received (in Form ECB) for short-term credit for financing — by way of either suppliers’ credit or buyers’ credit — of import of goods into India, based on uniform criteria.
 
Over the years there has been changes in norms. Current norm as per RBI Master Circular on External Commercial Borrowing (ECB) and Trade Finance 2012 are
 
A. Amount and Maturity
 ¦Maximum Amount Per transaction : $20 Million
 ¦Maximum Maturity in case of import of non capital goods: upto 1 year from the date of shipment
 ¦Maximum Maturity in case of import of capital goods : upto 3 years from the date of shipment
 
B. All-in-cost Ceilings
 ¦Upto 1 year : 6 Month Libor + 350 bps *   (  LIBOR   =  LONDON  INTERBANK   RATE ) 
 ¦Upto 3 years : 6 Month Libor + 350 bps *  (bps  = basis  points  ) (  1bps = 0.01% )   
 
All applications for short-term credit exceeding $20 million for any import transaction are to be forwarded to the Chief General Manager, Exchange Control Department, Reserve Bank of India, Central Office, External commercial Borrowing (ECB) Division, Mumbai.
 
* With effect from 15/11/2011 RBI has increased all-in-cost ceiling on trade credit (buyers credit / suppliers credit) to L + 350 bps. The same has been enhanced for further 6 Months till 30/09/2012. Summary of review
 1.Revision in Interest Rate for tenure Upto 3 years : From 6 Month LIBOR + 200 bps to6 Month LIBOR + 350 bps
 2.Effect From: Immediately
 3.Applicable Upto: 30/09/2012 (Subject to review there after) .
 

Buyers Credit Accounting Entries : 
 
Buyers Credit Essential Accounting Entries and Disclosures in books of Accounts:
 
1. When raw material is purchased on credit
 
Purchases A/c Dr xxxxxx
 
To Party A/c Cr xxxxxx
 
2. When payment is made on our behalf to party
 
Party A/c Debit xxxxxx
 
To Bank A/c Cr xxxxxx
 
3. When Buyers Credit is availed against LC
 
Letter of Credit (name of bank) A/c Debit xxxxxx
 
To Buyers credit (name of bank) A/c Cr xxxxxx
 
4. When Buyers Credit is availed against Document at sight
 
Party A/c Debit xxxxxx
 
To Buyers credit (name of bank) A/c Cr xxxxxx
 
5. When Buyers Credit rollovered
 
Buyers credit (name of bank) A/c Dr xxxxxx
 
To Buyers credit (name of bank) A/c Cr xxxxxx
 
6. When Buyers Credit is paid back
 
Buyers credit (name of bank) A/c Dr xxxxxx
 
To Bank A/c Cr xxxxxx
 
7. When due to Foreign Currency Fluctuation income or loss is booked
 
when gain is booked
 
Party A/c Dr xxxxxx
 
To Gain due to Foreign Currency Fluctuation A/c Cr xxxxxx
 
when loss is booked
 
Loss due to Foreign Currency Fluctuation A/c Dr xxxxxx
 
To Party A/c Cr xxxxxx
 
8. When LC issuance charges taken by bank
 
LC issuance charges A/c Dr xxxxxx
 
To Bank account Cr xxxxxx
 
9. When LoU issuance charges taken by bank
 
LoU issuance charges A/c Dr xxxxxx
 
To Bank account Cr xxxxxx
 
10. When Buyers Credit Commission charges taken by bank
 
Bank Commission A/c Dr xxxxxx
 
To Bank account Cr xxxxxx
 
11. When Term Loan Interest is paid to bank
 
Bank (Term Loan) Interest A/c Dr xxxxxx
 
To Bank Account Cr xxxxxx
 
Disclosure in Profit and Loss Statement and Balance Sheet
 
In Balance Sheet
 
Buyers Credit and Unpaid LC shall be disclosed under the Head of Secured liabilities under Sources of Funds.
 
In Profit and Loss Statement
 
LC issuance charges, LoU issuance charges, Bank Commission is considered as expenses as Bank Charges and Bank Interest is disclosed under the head of Finance Cost.
 
Gain due to Currency Fluctuation is considered as income as Exchange Gain and disclosed under the head of Other Income.

What is IMO Number ?
 
The IMO ship identification number is made of the three letters “IMO” followed by the seven-digit number assigned to all ships by IHS Fairplay when constructed. This is a unique seven digit number that is assigned to propelled, sea-going merchant ships of 100 gross tons and above. It serves the purpose of identifying ships. It is a Unique number which does not change, even if when the ship’s owner, country of registry or name changes.
 
What is the Use of IMO Number ?
 
Banks are using Lloyd’s Register for checking ship details using IMO Number. Details such as owners of the ship till date, current owners, which countries flag this ship had used and  is currently using etc.
 
Purpose of doing this is to comply with US government sanctions on various countries under OFAC and other laws. IMO check is done at the time of every transaction, to avoid any violation of these laws.
 
Many buyers credit funding are done through US-based bank branches (quoting specifically US, others might also be using it), they check for IMO number of the vessel before buyers credit funding.
 
Issues which can arise in case of Buyers Credit
 1.Bank may refuse to fund the buyers credit transaction in case there is no IMO number available of the shipping vessel.
 2.In case of MultiModal Bill of Lading (B/L), there are more than one ship used either on international water or incase of part on international water and part on exporter’s country. Banks calls for all vessel name and BL details used during the transport of the goods, which is then further checked with Lloyd’s Register. In most of the cases ship moving on inland water of the country do not have IMO number, but some registration number given by local body of that country. In such a given case, funding will not happen.
 ¦Example: In one of such cases, which I had come across, goods were shipped from China to India. Part of shipment from exporter’s place to port was handled by local transport ship which did not have IMO number. An Indian Bank’s overseas branch in U.S. had refused to fund such transaction.
 
Precautions
 
At the time of entering into a contract with exporters, it can be clearly specified that transport document should be either an Ocean B/L or incase of Multimodal B/L, goods to be shipped with an IMO number.
Difference between Buyers Credit and Letter of Credit (LC)

1. LC is one of the payment mode used in the International Trade between importer and exporter to cover third-party credit risk. Meaning if the importer defaults, his bank will have to pay on his behalf. Whereas, Buyers credit is a funding mechanism used by importer to funds his transaction.
 
2. Parties involved during the transaction.
 
Under Letter of Credit (LC) : Importer, Importer’s Bank, Exporter, Exporters Bank
 
Under Buyers Credit: Importer, Importer’s Bank, Foreign Bank funding the transaction
 
3. Under LC, there is movement of goods between export and import, movement of documents and funds between importers bank and exporters bank. Where as in buyers credit there is only movement of money.
 
4. Bank charges LC commission and usance charges (mainly with PSU). In case of buyers credit your bank charges letter of comfort / undertaking charges and foreign bank charges its interest cost.
 
5. LC is governed by UCP600 issued by International Chamber of Commerce (ICC). Every LC has a mention of the same. Incase of any dispute between importer’s bank and exporter’s bank, norms given in UCP600 needs to be referred. Normally Letter of comfort does not mention of any specific rules under ICC which also needs to be referred.
 
BUYERS  CREDIT  ON IMPORT  OF  CAPITAL GOODS : 
Buyers Credit on Capital Goods
Buyers Credit can be used both for Raw Material and Capital Goods. Below article gives complete detailed information along with process and sample sanction letters.
 
Process Flow of Buyers Credit for Capital Goods
 
Term Loan Sanction –> LC Issuance for import of Machinery –> On due date of payment of LC convert it to Buyers Credit and rollover for 3 year –> At end of 3 year convert to term loan
 
Stage 1: Bank’s Term Loan Sanction:
 
¦Facility: Buyer’s Credit (capex) in lieu of Foreign L/C Capex (to be converted to Term loan after 3 years)
 ¦Purpose: Purchase of Machinery
 ¦Tenure : 36 months with rollover every 6 / 12 months till  Month / Year
 ¦Repayment: The buyers credit is under roll over every 6 / 12 months subject to availability of funds (to be converted to Term loan after 3 years)
 ¦% margin money
 ¦The buyers credit is proposed to be retired through term loan and the same will be repaid in say 24 equal monthly installments (example of 5 year term loan), starting from Month / Year. In-case buyer credit is not available for further rollover at any point of time, the buyer credit will be converted to term loan and the repayment will start immediately from the next month of conversion, repayable in monthly installments  (starting from the next month of conversion) equal divided into the balance tenor.
 ¦Pricing of the above term loan ; Base Rate + _____(margin)
 
Charges: Issuance of LOU / LOC Charges to overseas bank
 
Stage 2 : Based on the agreement with the supplier either a sight lc or usance lc get opened from bank. Based on this supplier will ship machinery.
 
Stage 3: 
 ¦The Indian customer will import the goods either under DC, Collections or open account
 ¦The Indian customer request the Buyer’s Credit Arranger before the due date of the bill to avail buyers credit financing
 ¦Arranger to request overseas bank branches to provide a buyers credit offer letter in the name of the importer. Best rate is quoted to importer
 ¦Overseas Bank to fund your existing bank nostro account for the required amount
 ¦Existing bank to make import bill payment by utilizing the amount credited (if the borrowing currency is different from the currency of Imports then a cross currency contract is utilized to effect the import payment)
 ¦On due date (6 / 12 Month) it will again get rollover (Principal + interest)  with the same foreign bank or another bank based on the pricing and availability on that day. This will keep on happening till 3 years
 
Stage 4: Based on the sanction convert the buyers credit to term loan at the end of 3rd year.
 
RBI Regulation:
 
Banks are permitted to approve trade credits for imports into India up to USD 20 million per import transaction for imports permissible under the current Foreign Trade Policy of the DGFT with a maturity period up to one year (from the date of shipment). For import of capital goods as classified by DGFT, AD banks may approve trade credits up to USD 20 million per import transaction with a maturity period of more than one year and less than three years (from the date of shipment). No roll-over/extension will be permitted beyond the permissible period. AD banks shall not approve trade credit exceeding USD 20 million per import transaction
 
Costing
 
The cost involved in buyers credit is as follows: (Bold are the cost which will be part of Indian bank or through Indian Bank. And the margin requirements)
 ¦Interest cost: This is charged by overseas bank as a financing cost (LIBOR+Margin)
 ¦Letter of Comfort / Undertaking: Your existing bank would charge this cost for issuing letter of comfort / Undertaking. (In your case there are going to be multiple bank thus check their total cost)
 ¦Forward / Hedging Cost
 ¦Arrangement fee: Charged by person who is arranging buyer’s credit for you.
 ¦Other charges: A2 payment on maturity, For 15CA and 15CB on maturity, Intermediary bank charges.
 ¦WHT: The customer has to pay WHT on the interest amount remitted overseas to the Indian tax authorities.
 
Difference between Buyer’s Credit and Supplier’s Credit  :
 
 1.Supplier’s Credit can be arranged against LC transactions only, where as Buyer’s Credit can be arranged for any type of payment mode (LC Sight, LC Usane, DA and DP) except advance payment.
 2.Clauses in the Lc would need amendment or few clauses will have to be incorporated as per the requirement of the supplier’s credit providing bank. In buyer’s credit, as the arrangement is after documents reaches your banks counter, no such clause are required to be incorporated.
 3.Supplier’s Credit has to be arranged before shipment of the goods or at the time of LC opening where as Buyers Credit can be arranged only after documents come at your bank counter for payment or on due date.
 4.There can a difference in time of your cash flow. Many banks are structuring the transaction where in overall pricing is divided between confirmation cost and discounting cost, where confirmation cost is payable upfront at the time of advising the Lc. Where as in buyers credit, as the payment is in form of interest and it is payable only on maturity.
 
Buyers Credit on Gold Import
As per RBI Circular, Bank can open Letters of Credit and allow remittances on behalf of EOUs, units in SEZs in the Gem & Jewellery sector and the nominated agencies / banks, for direct import of gold, subject to the following
 1.The import of gold should be strictly in accordance with the Foreign Trade Policy.

 2.Suppliers’ and Buyers’ Credit, including the usance period of LCs opened for direct import of gold, should not exceed 90 days.
 
 3.Banker’s prudence should be strictly exercised for all transactions pertaining to import of gold. Bank would ensure that due diligence is undertaken and all Know Your Customer (KYC) norms and the Anti-Money-Laundering guidelines, issued by Reserve Bank from time to time are  adhered to while undertaking such transactions. Bank would closely monitor such transactions. Any large or abnormal increase in the volume of business of the importer should be closely examined to ensure that the transactions are bonafide trade transactions.
 
 4.In addition to carrying out the normal due diligence exercise, the credentials of the supplier should also be ascertained before opening the LCs. The financial standing, line of business and the net worth of the importer customer should be commensurate with the volume of business turnover. Apart from the above, in case of such transactions banks should also make discreet enquiries from other banks to assess the actual position. Further, in order to establish audit trail of import/export transactions, all documents pertaining to such transactions must be preserved for at least five years.
 
 5.Bank would follow-up for submission of the Bill of Entry by the importers as stipulated.
 

