What is trade financing?

Trade financing refers to the financing of international trade transactions, including the purchase
and sale of goods and services across borders. Trade financing can be complex and involves a range
of financial instruments and services that are designed to facilitate trade between buyers and
sellers.

Trade credit is an important component of trade financing, as it allows buyers to obtain goods and
services on credit terms, while providing sellers with a means of financing their sales. Trade credit is
typically offered by suppliers to buyers, and it enables buyers to defer payment for a period of time,
usually 30, 60, or 90 days, or sometimes longer.

Trade credit can play an important role in trade financing by providing short-term financing to
buyers, which can help to improve their cash flow and working capital position. This can be
particularly important for small and medium-sized enterprises (SMEs) that may have limited access
to other forms of financing.

In addition to trade credit, other forms of trade financing include:

e Letters of credit: A letter of credit is a financial instrument issued by a bank on behalf of a
buyer, guaranteeing payment to a seller upon the fulfilment of certain conditions, such as
the delivery of goods.

e Export credit insurance: Export credit insurance provides protection to exporters against the
risk of non-payment by foreign buyers.

e Supply chain financing: Supply chain financing is a form of financing that is designed to
improve the cash flow of suppliers in a supply chain by enabling them to access financing on
the basis of their receivables from their customers.

Overall, trade financing is an important component of international trade, and trade credit is a
critical tool within this broader ecosystem. By providing short-term financing to buyers, trade credit
helps to facilitate trade and supports economic growth and development.

Despite its benefits, offering trade credit can also present risks for businesses. One of the main risks
associated with trade credit is the potential for bad debt, where buyers fail to pay their debts in full
or on time. This can result in a significant financial loss for the business, as well as damage to its
reputation and creditworthiness.

To mitigate the risks associated with offering trade credit, it is crucial for businesses to implement
effective credit risk management strategies. These strategies should focus on assessing the
creditworthiness of buyers before extending credit and establishing clear credit terms and payment
policies.



