	Power of Factoring

	Factoring can be a beneficial tool for companies facing liquidity crunch … … 
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Key learnings: 
· Companies can sell receivables to a factoring agency and receive immediate funds to meet critical payment obligations 

· Similarly, under reverse factoring, buyers can get financing against payables 

Efficient management of working capital helps support critical operations of an organisation with adequate funds and also in enhancing shareholder value by maximising profits. Factoring, a fund-based financial product, is one of the important tools available for prudent working capital management. 

Tripartite deal 

When a company sells its products to buyers on credit terms, invoices will be settled by buyers only on or after the due dates. Hence working capital of the firm gets locked due to accounts receivables. If the buyer requires funds urgently before the due dates, it can sell its receivables to a factoring agency at a discount. In other words, the factoring agent acts as an immediate financier to the seller of goods, by buying the pending payments from customers. Hence factoring releases the amount locked up as receivables. Normally, the factoring agency pays the seller 80-85 percent of the receivables immediately and the balance after realising the debt from the buyers. 

The seller relinquishes the right over the receivables to the factoring agency and informs all buyers to pay the invoice amounts to the agency. The buyer will continue to enjoy his credit period and will not be legally obliged to pay until the due date. Thus factoring involves three parties - the seller of goods; the buyer of goods and the factoring agent. Lending agencies generally take up factoring also, as an extended arm of lending. Though factoring is a non-banking financial activity, many banks also are in this line of business. 

Recourse or non-recourse 

Factoring arrangements can be negotiated as recourse or non-recourse transactions. Under a recourse transaction, the seller must repay the amount it received from the factoring agent, along with the factoring fees, if the customers do not settle their outstandings within a specified recourse date. In contrast, under a non-recourse transaction, the factoring agent assumes entire risk of any payment default by customers. If the debt becomes bad, the factor has no recourse to the seller, unless there are trade disputes or returned goods. The agent will scrutinise its risk in non-recourse factoring more closely by evaluating the creditworthiness of the customers. The agent charges additional premium besides normal discount charges, as it assumes the risk of bad debts. 

Discount Fee 

The discount fee charged by factoring agents generally ranges between one to five percent. The actual rate will vary depending upon the agency and the age of the receivables. 

Advantages 

Advantages of factoring are: 

· There is immediate injection of cash flow into the business of the seller. This eliminates the need for raising funds by issuing further equity or tying up additional debt. 

· The factoring agency does not ask for any separate collateral for releasing funds in advance. 

· Predicting the actual cash flow will be difficult for the seller as customers generally do not stick to due dates for payment. In contrast, the assured receipt of funds from the factoring agency helps in trouble-free cash flow and financial planning. 

· The factoring agent is concerned mainly about creditworthiness of buyers than that of the seller. Hence this is highly beneficial to start-up firms, who face difficulty normally in getting access to more traditional financing like bank loans. 

· Companies in rapid growth phase can use funds received through factoring effectively for pursuing other profitable growth opportunities. 

· Factoring serves as a flexible form of financing as there is no long-term commitment with the factoring agency, unlike working capital arrangements with banks. 

· Bank loans offer only a fixed line of credit. However, as factoring facilitates a seller to receive payment proportionate to its level of sales, the company can get funds automatically to finance its growth. 

· The factoring agency assumes the responsibility for collection of receivables. Hence the seller can use its resources more effectively in other aspects of its business. Moreover, it can cut down on its administrative costs too. 

· Factoring will help in maintaining credit rating of a company, as it will have the ability to honour all its payment commitments on due dates, using funds provided by the factoring agency. 

Disadvantages 

Factoring however has its own dose of disadvantages. 

· Factoring may prove to be more expensive than traditional forms of financing because of the discount fee. 

· Customers may get dissatisfied if the factoring agency does not deal with buyers appropriately during collection process. This can have an inadvertent negative impact on seller’s business. Hence, using a reputed factoring agency is very critical. 

· Factoring may reduce the possibility of borrowing by the seller, as it knocks receivables out of the books. 

Reverse factoring 

Factoring can be done by buyers of goods also, against their payables. This is termed as ‘reverse factoring’. With the cash received from the factoring agent (without offering any collateral), a buyer can make immediate payment to the seller and avail of early payment rebates. The buyer would have to pay the invoice amount to the agency on the due date, along with the associated factoring charges. 

Finally … 

As factoring is an expensive proposition, a company, must weigh several factors before going ahead with the arrangement. These include amount of working capital locked up as receivables, immediate cash flow requirements, alternative interim financing options and creditworthiness of its customers. 

Factoring will be a viable option if there is a large time gap between sales and eventual collection from customers and if the firm cannot raise other loans. Similarly, any business, which has immediate payment obligations but faces liquidity crunch, will benefit highly by factoring. The company will be able to manage difficult times without any additional debt burden and without any negative impact on its credit rating. Factoring will be a boon to start-up ventures and firms on a rapid-growth curve, who may have to struggle with traditional lending agencies for raising funds for critical activities. 


