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Foreword

At the dawn of 2013, the world continues to wrestle with several serious global
challenges, including ongoing impact of the financial crisis which began in 2007, more
recent sovereign risk issues and concerns about the future of the Euro and the
European Union, challenges in the US and some signs of slowdown in other key
economies. In addition, there continue to be ongoing serious issues in the banking
sector.

Amid these difficult realities, political and business leaders continue to look to robust
trade and investment flows to sustain the global economic system and to serve as the
engine of recovery from the most serious of the crises we face together. With an
expected growth of 8% per year until 2020, trade has powered the growth of several
economies that can now claim positions of leadership in the international community;
trade remains a cornerstone of many efforts related to international development,
poverty reduction and economic growth in the developing world.

This growth has driven an evolution in and extension of global supply chains, and a
demonstrable change in sourcing patterns, both pre-and post-crisis. The industry now
speaks of physical, financial and information supply chains, and supply chain
fi e ¢ 0 s y sThaesenecasystems, involve an increasing number of small and medium-
sized enterprises T many in emerging markets i with varying commercial and financial
profiles that have an impact on the overall nature, robustness and sustainability of those
supply chains.

One of the enduring lessons learnt at the peak of the global economic crisis, was the
central T even indispensable i role of trade finance in enabling the successful conduct of
cross-border commerce. At the peak of the inter-bank liquidity crisis, trade finance (like
other forms of credit) became scarce and expensive, with pricing at the short-term end of
the business reaching levels four to five hundred percent of normal. Difficulties in
securing pre-export finance resulted in a striking drop of 40% of trade flows from Asia to
Europe and the Americas, with the cost of ocean transport dropping by 90%.

While the situation has stabilized significantly since that time i even normalized in many
respects i the link between trade flows and trade finance (including supply chain and
working capital finance) has been brought sharply into focus: a reality well-known among
practitioners is now well appreciated among senior business and political leaders and
key players in the family of international institutions engaged in global commerce.

A second lesson i and a central reality of the current environment i relates to the
imperative for effective, but equitable regulation of banking activity. Trade finance has
suffered a partially self-inflicted injustice in the context of regulatory developments
around banking, but senior industry leaders have now fully engaged to help shape the
dialogue i and the business realities T related to the regulation of international banking
and trade finance.
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This Paper seeks to explore selected characteristics of the trade and supply chain
finance market today, doing so with a view to illustrating the evolution of the trade
finance value proposition, the evolution of global trade, the needs of corporate clients in
trade-related liquidity and risk mitigation, and the emerging solutions offered by bankers
and other providers of trade finance.

Yours sincerely,

Alexander R. Malaket, CITP, President André Casterman,
OPUS Advisory Services International Inc. Head of Corporate and Supply Chain
Canada Markets, SWIFT
Member of ICC Banking Executive
Committee
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BACKGROUND

The business of trade finance is well-established, with a solid set of traditional
instruments that have earned global trust and proven their effectiveness over a period of
several hundred years, perhaps longer. While the demise of the documentary letter of
credit has been predicted for the last two decades or more, the letter of credit (L/C) has
proven to be very resilient, still supporting approximately ten percent of global
merchandise trade flows. There have been a variety of attempts since the late nineteen
nineties, to devise technology-b ased sol uti ons, even to

l inked to the use of L/ Cb6s, the promise
commercial terms though recent developments in this area merit attention.

There has been a clearly observable shift, particularly pre-crisis, but once again
discernible in current market dynamics, to the conduct of trade on open account terms.
This shift was initially driven by large retailers seeking to reduce transaction costs and to
improve competitiveness. The shift to open account as the preferred mode of settlement
has become pervasive, even in markets that were previously considered relatively risky
and therefore perfectly suited to the documentary credit.

As the primary providers of trade finance solutions, trade banks globally responded to
the shift to open account by developing
chain f i reanduste iitially ddbated whether supply chain finance represented
an evolution in the trade finance value proposition, or nothing more than a marketing-
based repackaging of well-known banking products.

In the end, the process of attempting to develop a value proposition in response to shifts
in client expectations, has driven an evolution in the nature of trade finance, and has
motivated trade bankers to take a far more holistic view of trade, in the context of global
supply chains and the commercial ecosystems which enable those supply chains. It is in
this area that trade banks anticipate significant opportunity for growth in the coming
years.

Corporate executives from leading organisations across the globe have indicated an
appreciation for the robustness and flexibility of traditional trade finance mechanisms
such as the L/C, while at the same time, expressing a desire for greater efficiency,

6demat er
t ec
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a

S

u

speed and flexibility, r educed compl exity and, not surprising

particular continue to decry the lack of accessible and affordable financing (including
trade finance), and are therefore receptive to solutions based on supply chain finance,
that facilitate access through the borrowing capability of their larger trading partners.

There is evidence of a growing expectation among importers and exporters, that service
providers should leverage technology, and should work to devise 21st century models
and processes to facilitate international commerce, whether in the physical supply chain,
the financial supply chain or the information supply chain. A combination of
circumstances and shifting client expectations have motivated trade financiers and trade
bankers i jointly with their key partners i to seek such new models and propositions,
and the recent (and ongoing) global crisis has reminded trade bankers to draw from the
successes and lessons of traditional trade finance.
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STATE OF THE TRADE FINANCE MARKET

The Four Elements of Trade Finance

Trade Finance, at its most simple or its most complex, involves some combination of
four elements:

A Facilitation of secure and timely payment across borders

A Provision of financing to parties in a supply chain or trade transaction
A Effective mitigation of risk

A Facilitation of information flow

The nature ofacl i ent 6s requirements, driven by the
involved, and the needs of the client company itself, will determine the relative priority of

one element over the others, and the exact mix of solution elements in a particular
transaction, or in the context of a given trading relationship.

Four Elements of Trade Finance

Payment Financing Risk Mitigation Information
= Secure * Available to importer or =Risk transfer = Financial flows
> rter

® Timely & Prompt &i‘(pt)l . , =Country, Bank and = Shipment Status

= Several stages in the c wcial Risk ) o
= Global cransaction ,ommau‘ s = Quality of Shipment
= L ow-cost * Noimpact in Operating = Transport insurance = [/C systems include web
= All leading currencies Line for exporters =Export Credit insurance & desktop solutions

Source: Practical Insights: Documentary Letters of Credit
OPUS Advisory Services International Inc.

In the end, widely accepted industry estimates suggest that 80-90% of merchandise
trade flows globally, are supported by some form of trade finance, including supply chain
finance and support linked to open account transactions.

The WTO on Trade Finance

Trade finance is at the low-risk, high collateral end of the credit spectrum but this has not
insulated it from the crunch (US Department of Commerce 2008). Some 80% to 90% of
world trade relies on trade finance (trade credit and insurance/guarantees), mostly of a
short-term nature. The potential damage to the real economy of shrinking trade finance
is enormous (IMF 2003). International supply chain arrangements have globalised trade
finance along with production. Sophisticated supply-chain financing operations &
including for small- and medium-size companies 8 have become crucial to trade.

Source: www.wto.org, fiThe Chall enges of Tr ad
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The Trade Finance Market

Trade finance in its traditional form is a highly specialised element of the value
proposition provided primarily by banks, with some smaller, non-bank providers also
active in the market, most commonly servicing the small and medium-sized enterprises
that are typically under-served by banks across the globe. The business of financing
international commerce is highly concentrated, with the top global banks accounting for
the vast majority of trade finance activity.

Traditional trade finance has been in use for at least several hundred years if not longer,
and one of the most familiar instruments of trade finance, the Documentary Letter of
Credit, traces its origins to the very early days of this form of financing. The Letter of
Credit (L/C) is acknowledged as a flexible and highly effective instrument of trade
finance, however it is in some respects complex and cumbersome, highly process-
intensive, prone to error and therefore unpopular among importers and exporters in most
markets across the world.

The complexity of use of the L/C, together with the process intensive nature of its
transactions and the (perceived) high cost of this instrument, have been at the root of a
decades-long shift away from the L/C toward the conduct of trade on Open Account
terms, where the importer and exporter simply agree to settlement via credit to the
account of the exporter, largely eliminating the need for bank intervention in trade
transactions.

Import Volumes and Expected Bank Revenue Pools

Global imports (Trn USD)
50 4

Revenue pools Bn USD
100 -

(+80%)
40 - / 80 L)
e 70

(+8.7% )

g
30 4 / 60 -
20 - 40 -
14 91%
] 20 -
;
0 0 < .
2011 2020 2011 2020

] Open accounts
I Documentary trade
] Payments

] Open account
[ Documentary trade

Source: BCG, June 2012

The growth rates going forward through 2020 are clearly evident in both traditional
documentary trade and in trade on open account terms, with the latter expanding at
much faster rates and resulting in new revenue opportunities, as illustrated in the above
graphic.
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While industry metrics are difficult to obtain, the illustration below provides an estimate of

the breakdown of various types of trade finance

letters of credit) accounting for up to 40% of trade finance activity in 2008, and Open
Account terms applied in up to 45% of trade transactions in that period, which it bears
noting, is in the midst of the global crisis.

Trade Finance Market Size

Trade Finance Arrangements
Market Share of Financing Arrangements
Open Account
Bank Trade Finance (38%-45%, 56.0-57.2 trillion)

35%-40% ECA Arm's-Length
55.5-56.4 trillion Guaranteed Mon-Guaranteed Intra-Firm

$1.25-1.5 trillion

$15.9 trillion in global merchandise trade {2008 IMF estimate) )I

Source: IMF Working Paper January 2011

It is widely accepted that somewhere in the range of 80-90% of global trade flows are
facilitated or enabled through some form of trade finance, and it has been clear over the
l ast thirty vyears, that the use of L/ Cbs has

total trade finance.

Evolution of Trade Finance

That said, the L/C remains disproportionately important to trade in certain markets,
notably the Middle East, and demonstrates robustness in times of crisis, as importers
and exporters return to this mechanism based on its adaptability and its highly effective
risk mitigation capabilities.

Traditional Trade Finance

The average value of a Letter of Credit in 2011 was USD 603,000

From 2004-2009, the total value of Letters of Credit on SWIFT was of the order of
USDL1.5 trillion per annum. The indicative market share of world merchandise trade for
Letters of Credit on SWIFT (MT700) is 9.3%. Documentary Collections account for about
1.4%.

Source: SWIFT, as Quoted in
ICC: Rethinking Trade & Finance 2012

The letter of credit remains a significant instrument in enabling global commerce,
however, trade flows were clearly shifting to Open Account over a period of several
years prior to the global financial and economic crisis, driven largely by the demands of
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large retailers, and taken up more broadly thereafter, by companies of all sizes engaged
in import/export activity.

Letter of Credit Volumes (SWIFT MT 700 Traffic)

4,500,000 7.0
=259, 5.39
4, 700,000 a
3.5%
6.6%
4,500,000 - 1.82
-1.9%
0%
4 500,000 | s |
4 400,000 3 5o,
2008 2008 2010 2011

Source: SWIFT, 2012

Emergence of Supply Chain Finance

The shift to Open Account terms represented a clear challenge to trade finance banks,
rendering them largely irrelevant except as facilitators of payment, and presenting a real
threat to their activities as key enablers of cross-border commerce.

While there had been numerous attempts-since
based trade settlement and finance platforms, such efforts evidenced limited take-up,

and even the most successful of these initiatives did little to raise substantial concern in

trade banking circles.

Just prior to the global financial crisis, trade bankers had been working to devise a new

value proposhnteomedioatfieroe t hemselves as key
solutions, aiming specifically to respond to the needs of companies trading on Open

Account terms. These propositions were most commonly envisioned in the context of
international and global supply chains i and were coll ectively ter

Financeo.

The global crisis, erupting in late 2007, initially derailed efforts to innovate around trade
and supply chain finance, as the inter-bank lending crisis caused pre-shipment and trade
finance more generally to evaporate. Over the medium term however, the
unprecedented profile accorded to trade finance by senior political and business leaders
across the globe, has positioned the industry for greater innovation and has put into
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sharp focus, the invaluable contribution of trade and supply chain finance as an enabler
of global commerce and of economic growth and prosperity.

The Impact of Regulation

Robust trade was quickly positioned as one of the primary facilitators of global economic
recovery, and the core role of trade finance was widely and acknowledged, raising the
profile of the industry to unprecedented levels, and motivating investment and innovation
at rates previously unseen in the industry.

As trade remained in focus, the global banking sector attracted far less favourable
attention for a variety of legitimate reasons. Political pressure to subject the industry to
more stringent regulation 1 including tougher capital adequacy requirements 1 gained
momentum, and trade finance, through its own lack of engagement in the consultation
processes, suffered adverse consequences despite its widely acknowledged low risk
profile.

Trade continues to be seen as one of the key contributors to global stability and eventual
economic recovery, and trade finance i provided by banks, export credit agencies and
increasingly active international financial institutions i continues to benefit from high
profile and visibility. The regulatory environment has motivated the industry to gather
and disseminate portfolio-level data to prove, objectively, that the business of trade
finance exhibits highly effective risk mitigation and very low levels of default and loan
loss, to the long-term benefit of the industry and to the benefit of global trade.

The Asian Development Bank led an industry initiative to collect portfolio-level data, and
to undertake the analysis necessary to demonstrate in objective terms, the risk profile of
the trade finance business, down to the product level. This initiative has been a critical
first step in providing a view of the trade banking business to regulators, political leaders
and to senior (non-trade) banking executives, based on data contributed initially by
eighteen leading trade banks from around the world.
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Trade Finance Default Data

Product Transactions $ in D0Os Default % Loss %
Loans for Export — Bank 955,201 355,073,525 0.1733 0.0127
Risk (2008-2010)

Loans for Export — Corp 1,009,922 234 398,914 0.2918 0.0167
Risk (2008-2010)

Loans for Import - Corp 655,199 389,796,641 0.0597 0.0697
Risk (2008-2010)

Import L/ICs {2007-2010) 1,438,291 727,012,390 0.0673 0.0061
Export Confirmed L/Cs 389,129 195,664,331 0.0807 0.0349
(2008-2010)

Performance Guarantees/ 396,059 347 828 425 0.0135 0.0007
Standby L/Cs (2009-2010)

Source: ICC: Trade Finance Global Risks, 2011

Default rates in the initial portfolio data are strikingly low, and even of those transactions
in default status, an average of 60% of funds are recovered. When default rates such as
those above are viewed in the context of the complex, cross-border nature of trade
banking, and contrasted against loss rates in mortgage or credit card portfolios, the
attractive profile of the trade business becomes clearer and even more compelling.

While trade finance pricing has normalized from its crisis-driven peak of 500% of normal
levels, regulatory demands applied to conventional banking, and extended by default to
the business of trade finance, risk adversely impacting both the availability and cost of
trade and supply chain finance, at a time when the international economic system can ill-
afford such adverse impact.

Senior leaders in trade finance continue to engage with key stakeholders to redress the
situation related to capital adequacy requirements. Though there has been some
positive progress, challenges remain, and the industry continues efforts to advocate for
equitable treatment, while working to gather additional data in support of requests for
revised treatment of trade banking and trade finance.

Political and business leaders continue to point to robust trade flows as a means of
recovery and sustained prosperity, however, inequitable regulatory treatment of the
industry poses significant challenge to the assured availability of fairly-priced trade
finance, creating the risk that added costs incurred by the banks will be passed on to
importers and exporters, with direct implications for the conduct of international trade.
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Regulatory Impact on Trade Finance

According to estimates from Standard Chartered Bank, the new proposals [Basel I11] will
lead to an increase in trade finance pricing of between 15% and 37%. This in turn,
according to the bank, could lead to a reduction in trade finance volumes of 6%, which
would also mean a reduction in global trade by $270bn per annum, and a 0.5%
reduction in global gross domestic product.

Source: The Wall Street Journal, February 2011

Financing Global Supply Chains

As the industry continues to wrestle with the issue of regulation, and seeks to secure fair
treatment of its asset class from stakeholders at the supra-national and national levels,
trade finance is engaging in an unprecedented effort around innovation and the
redefinition of its value proposition for importers and exporters, largely along the path
initiated prior to the advent of the global crisis: the development of mechanisms and
solutions suited to the needs of global (increasingly complex and often fragmented)
supply chains. These mechanisms combine long-established bank products in a suite of
solutions aimed at importers, exporters and other participants in global supply chains.
Such solutions increasingly aim to address the varying requirements of business of
various sizes and commercial and financial profile.

Supply Chain Finance

SCF 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 instead of
60 days at 500 bps). According to industry sources, SCF could unlock $100 billion to
$500 billion of liquidity by accelerating the cash conversion cycle for suppliers and
extending days payables outstanding for buyers.

Source: SCF: From Myth to Reality, McKinsey, 2010

Whether such efforts were initially no more than a repackaging of existing products, or
whether they represented true innovation, is almost irrelevant at this stage: the business
of trade finance has evolved a more holistic view of its value proposition, and has
positioned its offering in terms of commercial solutions, in the context of broad
transaction banking activities, as opposed to in the traditional, silo-based product view,
long favoured by the banks. Additionally, the critical role and ongoing importance of
export credit agencies and international financial institutions has been undeniably
reaffirmed, to the long-term benefit of global commerce.

Where certain banks and trade finance providers focus on a subset of activities, such as
buyer-centric programs, others (typically global banks and international institutions)
envision a wider suite of solutions around supply chain finance, seeking to provide value
across a transaction lifecycle, and potentially to several parties in the supply chain
ecosystem.
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Leading financial institutions now position trade and supply chain finance within broadly
mandated transaction banking units, with several linking these activities to the provision
of liquidity and working capital solutions i both cross-border and domestic in scope.

Supply Chain Finance

(Sub-) Buyer ‘\. Re-seller / |

1 3 v\ End- \
Supplier Supplier Sl seller Distributor ‘,’Sub—distributor -',,‘ customer ¢

GTSF/Receivables financing >

< K GWFP >
oA N . "

. - - 3 ~
Structured trade solutions > >
\\‘: ------- -/ rmmmmmmmmmmmmmTTTTTTT L/ ------------ L -

L

h [ Ir\
< Potential reach of distributor finance > » >
4 W v

Approved:
* GTSF: Provides affordable working capital financing to Suppliers by taking Buyer payment risk on confirmed payables.

* GWFP: Supports increase in banks agribusiness finance portfolio through commdity backed lending against warehouse
receipts or collateral management agreements.

* Structured Trade Finance: Supports supply chain for commodities to facilitate movement of traded goods within
borders and facilitate cross-border trade.

Source: International Finance Corporation (IFC)
Short Term Trade Finance, 2011

The evolution of the trade and supply chain value proposition, and the high profile which
continues to accompany this business today, combine to create a set of circumstances
which enable senior trade financiers to truly champion their business, and to secure
organisational support for further investment and innovation.

Working Capital and Liquidity

Supply chain finance propositions positioned in terms of working capital and liquidity,
have allowed banks to decouple the traditional tension between importers and exporters
as relates to settlement and financing by accelerating the Cash Conversion Cycle (CCC)
T where the exporter seeks to accelerate payment (reduce Days Sales Outstanding -
DSO) and the importer seeks to delay settlement (extend Days Payables Outstanding-
DPO).

Trade banks have positioned Supply Chain Finance as one means by which the
objectives of both exporters and importers can be attained simultaneously.
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Supply Chain Finance

Payment Due Date

Exporter: Accelerate Payment Importer: Delay Payment

Reduce DSO Extend DPO

Source: SWIFT/OPUS Advisory Analysis

Trade and Supply Chain Finance: Current State

The business of trade finance is in an environment of innovation and potential, at the
same time as it faces unprecedented (and in many ways unintended) regulatory
pressure arising from the impact of the global crisis, and from an ill-advised historical
approach to engagement with regulatory authorities.

Trade financiers have a unique opportunity to champion their industry and to shape its
future under a complex set of commercial and political circumstances, while facing
continuing demand from customers of all sizes to innovate, and to shift decisively from a
product orientation to a solution orientation.

Current realities provide a unique opportunity for transformational evolution in the
proposition, processes and value of trade and supply chain finance, and those who
perceive this opportunity, and can shift from incremental refinements of long-established
processes to truly innovate in support of global commerce, will benefit from this
temporary set of circumstances unlikely to be seen again in the foreseeable future.

It is in this context that leading providers of trade finance across the globe have
partnered with SWIFT and the International Chamber of Commerce (ICC), to conceive,
design and launch the Bank Payment Obligation or BPO.

The BPO is an irrevocable undertaking given by one bank to another bank that payment
will be made on a specified date after a successful electronic matching of data according
to an industry-wide set of rules, the ICC Unified Rules for Bank Payment Obligation. In a
BPO, sellers send shipping documents directly to the buyers, accelerating the settlement
process.
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This new Supply Chain Finance instrument has been developed to provide bank-
assisted trade risk mitigation services that offer the security of documentary credits and
the payment flexibility required by global supply chains.

Bank Payment Obligation

Payment
Assurance

Collateral
for
receivables/” |
finance

Structured
data and
Bank e-maiching
Payment
Obligation

" Risk
mitigation
for all
parties

Collateral
for payables
finance

Source: SWIFT
The BPO addresses the key four elements of Trade Finance, identified earlier:
1. Payment

The BPO is a payment assurance. On one hand, sellers get the assurance to be
paid on time as per the payment terms, while buyers can control the payment
execution and optimize their banking credit lines. Compared to documentary
instruments, BPO is expected to improve the cash conversion cycle for
exporters.

2. Financing

The BPO is positioned, and has been accepted by banks, as possible collateral
for financing. It has been recommended that the BPO be granted similar
accounting and capital treatment as an L/C. Sellers can benefit from pre/post-
shipment financing from their own bank based on approved purchase order or
approved invoice under a BPO, while buyers can negotiate extended payment
terms with their respective bankers under a BPO. The use of a Bank Payment
Obligation allows for the provision of financing to either the importer or the
exporter.

3. Information

The Electronic information flow related to a BPO transaction is based on ISO
20022 standards:
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For exporters, the available data will help to improve liquidity forecasts and
discrepancy/amendment management. The 1ISO 20022 structure will facilitate the
integration with e-invoice services.

4. Risk Mitigation

The BPO transfers risk from the buyer to one or several banks. Sellers can
mitigate the financial, commercial and some transport and economic risks as
described in the table below.

Buyers can pay suppliers on time to avoid a physical supply disruption, reduce
inventory outages or eliminate demurrage costs. More importantly, buyers who
have deployed a high level of agility in their logistics process will have the
flexibility to meet market demand.
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Risk descriptionand relative protection of

. ) . Open SBLC/ Unconfirmed Confirmed .
each trade finance instrument from the poir p ! ! Comments and rationale
. Account guarantee L/C L/C
of view of the seller
Weak credit rating or financial solvability of . . . .
the buyer O O [ ] ® ® Substitute by bank's credit worthiness
< | Temporary liquidity shortage of the seller P P PY PY PY Finance production and shipment or forfaitin|
% (offer shorter terms to the seller ) using a collateral instrument
=
L Transfer risk from issuing to confirming ban
] A (L/C and BPO) or spread the risk among ba
3rd fi | risk " . :
rd party financial ris © O > 9 L (theoritically possible with L/C, expected to b|
easier with BPO)
Full protection for SBLC, LC and BPO but
shorter process, more objectivity and less
Payment default o A A A L complexity for BPO than others shall reduce
related operational risk.
Faster compliance verification for BPO
8 . . compared to others (for L/Cs mitigation
g Unpredictable cash-in flows to payment delay O [« ] 4 ] 4 ] [ ] throfgh dditional fin(ancing' impa?:t on
% discounting for L/Cs at sight
O | Refuse to honor payment - contractual 0 0 > PY P Irrevocable for L/C and for BPO
dispute
- ) +FEARFGS | dziKSydAOAd
False or falsified information (do not match ; R .
oods)r tea fon @] O [« ] [« ] (] electronically (BPO) - Link BPO to the carrie|
9 for fraud detection
g Early or late shipment O O [ ] [ ] [ ] Specify last shipment date
c
E Loss, theft, deterioration O O O O O Mitigate through additional insurances
o
g Fluctuations in foreign currency, interest, Can predict cash flows in FX risk hedging,
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Source: SWIFT

The Bank Payment Obligation is arguably the most promising innovation in trade finance
in the last decade or more.

The driving issues and major themes related to the trade and supply chain finance
business can perhaps be summarised as follows:

A Dis-Intermediation
A Innovation

A Regulation

A Evolution
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STATE OF GLOBAL TRADE

The State of Global Trade

Global trade flows have a long history of outpacing global GDP growth, annually and
over sustained periods of time. The global financial crisis adversely impacted economic
conditions in leading markets across the globe, notably the United States and the
European Union, with the effect that trade flows were also impacted, and macro-
economic conditions globally were adversely affected.

Merchandise Imports & Exports by Region, 2011
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While certain economies, such as China, were able to sustain robust trade-driven
growth, and other emerging market economies were able to contribute to offsetting
dismal results in traditionally strong OECD economies, it is no exaggeration to note that
trade flows have been materially reshaped by the global crisis.

The US, at the epicentre of the toxic mortgage crisis which triggered the global crisis,
and Europe, exposed to those same assets through its banking sector, and currently in
the throes of major sovereign risk issues, have been unable to maintain consumption
levels at pre-crisis levels. These two traditional destinations for the bulk of global trade
were suddenly required to curtail import activity, forcing exporters from Canada to Asia,
the Middle East and Africa i and beyond i to seek alternative markets for their
merchandise and service sector exports.
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The redefinition of the map of international trade flows has had direct impact on the
activities and focus of trade finance providers, and is expected to have medium and
longer-term implications for the flow of commerce across the globe.

Highlights

Intra-regional trade flows across Asia, the Middle East and Africa have evolved as areas
of greater focus, as exporters in those markets have actively sought alternatives to the
US and Europe.

I:S%rj?remtotal world trade r Asia-Europe = Intra-Asia =
20%
- Asia-N. Amer. 4% 6% ﬁﬂ_—: Asia- Mid. East
01 & 20 01 # 20
5% 3% T | 1% 2%
| e —
01 = 20 / 01 *20
r Asia-LatAm — r Asia-Africa — Asia-ANZ —
1% 2% 0% 1% 1% 1%
| — e——] | — ——] | — ——]
01 20 01 # 20 01 #20

Source: ITC, EIU, BCG, June 2012

Several trade finance banks and other providers have shifted their strategic approach to

be based upon servicing the needs of customers engaged in commerce across selected

Aitrade corridorso, with even the | argest gl obal
emerging niches on the basis of such corridors.

Whether a financial institution possesses a unique regional footprint or differentiated
understanding of markets at the endpoints of such corridors, or whether such institutions
can leverage especially effective correspondent banking relationships in service of such
trade flows, there is a view among trade financiers that targeted approaches are both
necessary and appropriate under current conditions.

This view is motivated by both the reshaping of trade flows, and the demand on trade
finance banks to be significantly more selective in their pursuit of business opportunities.
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Numerous leading and mid-tier trade banks were forced to retrench domestically or to
scale back international operations and exposures, with the effect that a trade corridor
based approach has become attractive to a number of trade finance providers.

Traditional Trade Transaction Volumes, 2001 - 2020
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Source: ITC, EIU, BCG, June 2012

The focus on and priority attributed to Asia Pacific is almost axiomatic at this stage, with
continued strong growth in China and India, and significant potential perceived in
Indonesia, Malaysia and numerous other jurisdictions in the region. Similarly, Africa has
shown attractive growth driven by a combination of trade and inward (resource-focused)
investment flows.

Trade and supply chain finance will be at the centre of activity in these growing markets,
even as trade financiers continue to remain engaged in the United States, the EU and
other markets globally.

Global Currencies, Global Trade

In addition to the reshaping of trade flows, and some emphasis among trade banks on
service strategies linked to trade corridors between two well-known endpoint markets,
another major development over the past several years relates to the emergence of the
Renminbi (CNY) as a currency of international trade.

The US Dollar remains dominant as the currency of global commerce, commanding by
far the largest market share of trade transactions (and other financial and capital
markets transactions), and while the Euro was once seen as the only real alternative to

March 2013 Page 20 of 63



Observations on the Evolution of Trade Finance and Introduction to the BPO

the American currency, economic and political uncertainty about the European Union
and about the future of the Euro have resulted in a loss of momentum for the Euro as a
global currency.

Rise of the RMB

RMB as world payments currency
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The rise of the RMB has been meteoric in many respects, and this despite lingering

concerns about transparency and certain fundamentals linked to the currency. According

to industry sources, the RMB now plays a role in transactions that represent
approximately 1 0 % of Chinaés trade fl ows, andooby some e
global trade flows, with every indication that the growth of the RMB will continue apace.

The implications for trade finance are significant, both in terms of the impact on foreign
currency risk (reduced overall, in transactions where one of the trading partners counts
the RMB as its base or home currency), and in terms of the demand for global trade
banks to develop/grow capabilities and facilities linked to RMB-denominated trade.

Longer-term, senior leaders in the trade banking business perceive net benefit in the
evolution of a system that can transact across borders in multiple currencies, with the
RMB and the Indian Rupee cited as contenders for eventual status as trusted currencies
of global commerce. Recent challenges around US Dollar liquidity in international
banking and trade illustrated the perils of a single-currency system to many bankers
unable to respond to the trade and supply chain finance needs of their customers, due to
limited access to the American Dollar within their financial institutions.
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Small and Medium-Sized Enterprises

In addition to the focus on trade corridors and the rise of the RMB, the business of
international trade, in the context of ongoing economic and financial sector issues, has
developed a focus on the role of small and medium-sized enterprises across the globe.

While the issue of the underserved SME segment is perennially present in banking,
including trade finance, and while that issue is raised almost universally, from developing
economies to OECD member states, the global crisis has forced a political focus on the
importance of small business, and has resulted in demands from leaders in key markets,
for banks to respond more effectively and more consistently to the needs of SME clients,
even as financial institutions are challenged to improve the credit quality and risk profile
of their portfolios.

The focus on small and medium-sized enterprises links directly to the evolution of the
trade finance value proposition, with leading banks positioning supply chain finance as

an effective model to serve the needs of suppliersi many of t hiecagrosSthEE 6 s
globe.

Trade and The SME

Prime Minister Davi d] Ca me r case the oumbee of SMEs
that sell overseas by 100,000 it has the potential to add £30 billion ($47.8 billion) to the
UK economy. In other words if we boost the number who export from around one in five
today to over one in four, we could pretty much wipe out the trade deficit and create tens
of thousands of jobs at the same time. T

Source: Trade Finance Magazine, November 2011

SME6s continue to suffer from the |l ack of |iqui
financing, which resulted in further delay in settlement timeframes and a related

extension of the cash conversion cycle by an average of 1.5 days, according to analysis

conducted by PwC in its 2011 European Working Capital Study. Though authorities are

developing legislation such as the European Late Payment Directive to tackle the issue

of late payment for goods and services, conditions continue to be challenging for the

SME segment.
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Small and Medium-Sized Enterprises

SMEG6s are owed ain late pagnments, WitB a8 risé bfri0% over the last
year. SME®& are owed an average of £39,000, and are waiting up to two months to get
pai d. Hal f 0-f861000Ifirm&-kare 8uNMdntly experiencing late payments.

Source: BACS, November 2011

Export Credit Agencies

The role of export credit agencies and international financial institutions in supporting
and enabling access to trade finance has been highlighted over the course of the crisis

and beyond. AMar ket Gaps 0 hve hdad tobbg adfiressed Nnc i al ir
through public or quasi-public sector export credit agencies, and through the

engagement of I FlI &6s and regional institutions s
InterAmeri can Devel opment Bank, the World Bankds |

The role of such entities has proven to be so important, and demand for their services so

robust, t hat |l eading ECA6s and | Fl d&ds are at t h
supply chain finance, devising comprehensive programs aimed at meeting the financing

requirements of their target client base in some of the most challenging markets on the

globe.

IFI Trade Finance Programs

EBRD IFC IDB ADB
Program tithe Trade Facilitation Global Trade Finance Trade Finance Trade Finance Program
Program {TFP) Program {GTFP) Facilitation {TFP)
Program{TFFP)
Mumber of countries 20 ™ 20 16
of operation
Program commencement 1999 2005 2005 2004
Mumber of transactions 11,600 11,255 1,966 4,236

since commencement (year
end 31 December 2011)

Value of transactions EUR 7.2 billion USD 15.8 billion USD 1.96 billion USD 8.8 billion (USD 3.5

since commencement equivalent to USD 9.5 billion of which in 2011)
billion

Number of 800 800 264 112

confirming banks

Claims to date 2 claims, zero losses ZEro ZEro zero

Website www.ebrd.com/tfp www.ifc.org/gtip www.iadb.org/ www.adb.org/tip

tradefinance

Source: ICC Rethinking Trade and Finance 2012

Just as the close connection between trade and trade finance is now far more widely
appreciated, the link between trade flows and trade-related market dynamics, and the
evolution of trade finance, is now far more robust, with providers of trade and supply
chain finance increasingly ready to respond with innovative solutions and programs
aimed at enabling global trade flows.
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The dynamics currently shaping international commerce, and the requirements of
importers and exporters, and other parties to the trade value chain, will increasingly
influence the evolution of the business of trade finance. The luxury of long product
lifecycles and slow, incremental evolution is far less a reality in trade finance today, and
the pace of change will only accelerate in the coming years, driving trade and supply
chain finance to levels of evolution and innovation not seen to date.
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TRADITIONAL TRADE FINANCE: LESSONS FROM THE L/C

Highlights

The Documentary Letter of Credit, or L/C, has been in existence for hundreds of years,
possibly significantly longer, and has proven to be a robust, enduring and in many

respects, effective instrument of trade finance.

Despite its relative complexity as a banking product, its labour and paper-intensive
history, and generally low popularity among exporters and importers, the L/C is arguably
the single most versatile mechanism of trade finance in the suite of traditional trade
finance instruments. Despite this, the volume of trade transactions involving both the L/C
and the Documentary Collection are clearly in decline in most markets across the globe,

as illustrated below.

L/C and Collection Transactions by Region, 2008 - 2011

SWIFT trade traffic sent by region, 2008-2011, category4and 7

4,800,000

sin-pacic

| ;
: :
4,400,000 -/——\\/_--———.
4,000,000 /v
| : :
3,600,000 i i i
|

}s’w‘"rf' Extract your own statistics with the SWIFT product: Watch
Find more on: http:/fuvew swift. com/business_intelligence

¢
E 3,200,000 -
= 2008 | 2009 2010 2011
C 2,300,000 ' ! !
I ‘ ! !
g i | |
c 3 .400,000 —\ Europe - Euro Zone 5.85%
t i e —
& 2,000,000 | E———
C ! .
g  1600,000 i i DioghSmeric -4.77%
< | !
€ 1200000 3 Middle East -5.54%|
E —_— T ———— . e —
800,000 i Europe - Non Euro Zone [l
Africa | I -2.43%
400,000 .
_-_—‘—u—._+‘_ 1
Central & Latin America | i 0.67%
. : ! i !

' 1 . . .
2008 2008 2008 2008 i 2009 2009 2009 2009 i 2010 2010 2010 2010 i 2011 2011 2011 2011
al Qz a3 Q4 | a1 Q2 Q3 Q4 I Q1 Q2 a3 Q4 I Q1 Qz a3 Q4

Source: SWIFT

The Documentary Credit offers important lessons worth noting both in terms of its
effective features and its less desirable characteristics, in the context of a consideration

of the evolution of trade finance.

As shown below, financial institutions report that the L/C (also known as the Commercial
Letter of Credit) accounts for a significant portion of their traditional trade finance

port f ol i o of product s, wi t h

AOpen Account o

trans
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popularity among importers and exporters, and despite the focus of supply chain finance
in responding to the requirements of businesses trading on open account terms.

Trade Finance Product Mix: Banks
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Source: Rethinking Trade & Finance: ICC Global Survey 2012

L/ Cébs remain relevant and i mportant to the cond!
and in markets (or under conditions) that are particularly high-risk.

The longevity of the letter of credit and its applicability and effectiveness in a wide variety
of commercial contexts, serves to illustrate the potential breadth of emerging
propositions in trade and supply chain finance, particularly if those propositions are
meant to encompass all the capabilities of the L/C.

The Documentary Letter of Credit has evolved into a versatile and highly effective

instrument of trade finance, encompassing a variety of features and characteristics that

should be considered when designing the Onext generati on
finance solutions.
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Independence: Credit Enhancement and Risk Transfer

The letter of credit, by virtue of the role of financial institutions issuing such instruments
as standalone payment undertakings, provides a level of independence from an
underlying commercial relationship between buyer and seller that is core to the effective
functioning of the L/C. The independent nature of the payment undertaking, and the
financing and other services which flow from this key characteristic, is at the core of the
well-balanced security offered by the L/C to both trading parties.

This independent status enables importers and exporters to benefit from credit
enhancement 7 the replacement of commercial (importer) risk with generally higher-
guality bank risk, as well as to arrange various forms of risk transfer between parties at
numerous points in the transaction lifecycle, be it through the incorporation of Incoterms
in the L/C, the use of credit insurance solutions or the leverage of selected features of a
letter of credit, such as Confirmations.

Infrastructure: Supporting Framework and Practices

The L/C exists and is rendered more powerful as a tool of trade and trade finance due to

its connection to a sur r oundi ng transactional i nf-rastruct.
established and broadly supported set of quasi-rules (the Uniform Customs and Practice

for Documentary Credits, or UCP) that have evolved to be integrated to some degree

into commercial legal systems. Similarly, the linkage to Incoterms importantly supports

the proposition of letters of credit, and financial infrastructure such as the existence of a

mar ket f or Banker 6s Acceptances, and t he i nter
practices around Bills of Exchange, further serve to sustain the proposition and longevity

of the L/C as an instrument of international commerce.

The L/C does not operate in isolation, but exists and is supported by an ecosystem of
processes and practices that broaden its appeal and effectiveness across a wide variety
of jurisdictions and in a wide range of commercial and financial contexts. This includes
well-established mechanisms and processes related to dispute resolution, and highly
advanced secure communications and payment transmission networks such as SWIFT.
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ing an Understanding of

Commentary on UCP
ommenta 600

Article-by-Article Analysis by the
UCP 600 Drafting Group

1CC Publication No. 680, 2007 Edition

"The aim has been to provide a Commentary that enlightens practitioners as to the
thought processes behind the changes in each article and te explain why a change
was introduced and, in some cases, why no change was made.”

Gary Collyer
Chair of the UCP 600 Drafting Group

The International Chamber of Commerce (ICC) has established rules on documentary
credits worldwide for more than 70 years. UCP 600, the latest version of ICC's
universally used rules on documentary credits, came into effect on July 1, 2007.

Members of the Drafting Group that developed the new UCP have produced an
article-by-article Commentary on the rules. Commentary on UCP 600, which reflects
the Group’s personal views*, explains their rationale behind the changes in the rules
and clarifies the general principles that underlie them.

It frankly addresses the contentious issues in the new rules, ameong them:

+ the term “on their face” and why it was dropped in all but one UCP article;

* the removal of the words “reasonable time";

« the language allowing discounting of deferred payment credits; and

» the new article on “Definitions"”, containing terms such as “"henour” and
"“negotiation”.

Source: ICC Publications

Versatility: Financing and Risk Mitigation Across Markets

The L/C has been extremely effective in devising transactional solutions to meet the
widest range of financing and risk mitigation requirements of importers, exporters and
banks, in markets and under commercial conditions of all types across the globe. In
particular, the L/C has been an effective means of providing liquidity, including access to
foreign currency in times of limited supply, as well as enabling solid risk mitigation during
crises or in higher-risk relationships or markets.

By way of general illustration, the selection of trade financing and settlement mechanism
relates to both the maturity and trust level in the trading relationship, together with the
commercial and financial impact of loss of product or revenue in the transaction. The
L/C is well-suited to scenarios where trust levels are low, and the adverse impact of a
failed transaction or a dispute is high.
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OA OA Collection
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Source: SWIFT

Relationships: The Core of Trade Finance

The L/C relies fundamentally on the genuine desire of trading parties to conclude a
transaction, and, despite its versatility as a financial instrument, rests firmly on a
foundation of goodwill between importer and exporter, such that even globally high rates
of non-compliance of export documentation do not, in the end, seriously impede the flow
of international trade.

The L/C does not purport, nor attempt, to resolve all potential issues that may arise
between an importer and an exporter, but operates on the basis that parties have
entered into a commercial agreement, and in general, wish to see the transaction
complete successfully. The L/C works effectively to balance the risk protection and other
propositions, including financing, to both parties, whether they be equally expert, or
whether one partner is a novice and the other, highly experienced in international trade.

Adaptability: Evolution to Meet Changing Needs

The L/C has had a history of adapting to changing requirements over a long period of
time, hence its continued relevance and effectiveness, including in times when
technology has so advanced, as to make possible

In this dimension however, the L/C provides a lesson also in its failure to fundamentally
evolve to meet the changing trade needs of importers and exporters. The same robust
processes and mechanisms which made the L/C successful, contribute today to the view
that it is cumbersome and out of date with current commercial practices.
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The L/C today provides its greatest long-term value to the business of trade finance, by
serving as a model for future approaches to trade and supply chain finance: a product
that has perhaps reached maturity, and provides ample experience upon which to draw,
in developing and designing next-generation trade and supply chain finance
mechanisms.

In addition to the foregoing broad categories of lessons from the letter of credit, the L/C
offers a rich history of practices and case studies at the transactional level, that can
serve to inform the design and deployment of trade and supply chain finance solutions: a
reality that is well recognised in the market, and one that can still be applied today in
relation to emerging solutions in global trade finance.
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OPEN ACCOUNT & SUPPLY CHAIN FINANCE

Highlights

The demands and commercial requirements of importers and exporters drove the
evolution of traditional trade finance, to now include products and solutions aimed at
addressing trade finance in the context of trade on Open Account Terms and in the
context of international and global supply chains.

While the industry continues to develop standardised definitions and language around
supply chain finance, and around solutions linked to Open Account trade, the rate of
progress over the last three years in particular, has been notable.

Supply Chain Finance: Perceived Market Need

Yes = and we have Yes = and we are about
standard solutions to to roll out new solutions
offer them

Yes = and we respond
with tailor-made solutions
but don't have standard
products yet

Yes = and we would like
to offer them more than
we cummently have

Mo = our corporate
customers are not
demanding financial
supply chain services

Source: Misys/Finextra Survey 2011

The level of maturity and evolution of the Supply Chain Finance (SCF) proposition varies
both among providers and among the corporates whose trading activities are driving the
shift in emphasis to SCF programs from traditional trade finance.

Just as certain providers are focused on a subset of potential SCF activities, importers
and exporters are expressing varying levels of interest in comprehensive, end-to-end
programs, versus more tactical, transaction-focused options, with larger corporates
predictably more interested in the full-scale SCF proposition.
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Supply Chain Finance: Corporate Uptake

Supply Chain Finance (SCF) techniques are becoming prevalent in the portfolios of
options among survey respondents - with 43% of buyers and 34% of sellers using this
method to manage open account associated risks. Buying companies with revenues
above US$1 bn are more mature in the use of SCF instruments to reduce risk of open
account transactions.

The adoption of SCF programme instruments outpaces practices to improve and
streamline internal operational processes, for example leaner management of the supply
chain. Forty-five percent of respondents said that they would review possible launch of a
supply chain finance programme in order to use the possibilities in its balance sheet in
the future.

Source: SEB/GTNews Survey 2011

There has long been dialogue around the integration of the physical with the financial
supply chain; of late, a third dimension i the information supply chain i has been added
to the mix, and banks continue to work on developing compelling propositions in this
space, even as senior trade specialists debate whether SCF brings something new to
the market, or simply repackages a collection of existing banking products into a bundled
proposition called Supply Chain Finance.

Whether SCF currently offers net-new business solutions is less critical than the reality
that trade on open account terms, and focus on SCF, has motivated (even forced) trade
financiers to take a far more encompassing view of their business. Additionally, industry
leaders are taking a far more holistic, solution-oriented approach to the needs of their
clients, than has historically been the case in product-driven silos of service delivery.
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Physical and Financial Supply Chain

Source: Deutsche Bank

SCF Proposition

As noted earlier in this document, leading providers of trade finance, including
international financial institutions and export credit agencies, have invested intellectual
capital in the articulation of SCF propositions. Single-product approaches, program-
based options and comprehensive solutions addressing the needs of importers,
exporters, banks and other contributors to the working of global supply chains i all are
available based on the variety of approaches in the market today.

Reverse factoring products, or larger programs meant to provide liquidity to (typically)
small and medium-sized suppliers working with large/global buyer entities, can be
obtained from a number of bank and non-bank sources.

Buyer-centric programs allow SME suppliers, often in developing and emerging markets,
to gain access to liquidity and financing based on the borrowing capabilities of the large
buyer, on the basis that overall funding costs is reduced, and the financial viability of
suppliers is assured, through timely, affordable financing and working capital support.

Numerous buyers have been receptive to leveraging their borrowing capability to assure
the health of strategic suppliers and the overall smooth functioning of often global, far-
flung supply chains. Some suppliers have expressed reservation about joining such
programs, due to the requirement to divulge financial details and to request financing
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