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FOREWORD

Since the global financial crisis and the subsequent implementation of 
stringent financial regulations, banks have been consistently moving 
towards the so-called originate-and-distribute model, keeping as 
much of their lending portfolio off balance sheet in order to retain 
working capital flexibility. Today, technology developments are 
making it possible to implement such a model on a much broader, 
automated scale. Banks can increasingly bring non-bank investors into 
the process. This creates more capacity in the trade finance market. 
With the industry at a tipping point, regulators should encourage 
financial institutions to expand their distribution activities and to see 
the originate-and-distribute model for what it is: a brilliant solution to 
handle capital constraints without restricting trade finance availability 
for clients the world over.

“If we are going to bridge the $1.5 trillion 
trade finance gap, we need to understand 
how banks and non-bank trade finance 
specialists can combine to deliver the 
necessary finance to fund global growth. 
This report shines a useful spotlight on a new 
model of working that we can all learn from.”

Chris Southworth,
Secretary General, ICC United Kingdom
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A NEW 
REGULATORY 
REALITY

While needed to protect consumers against the potential failure of 
investment banks, financial regulations drafted since 2008 also created 
some challenges for the trade finance market. Trade finance in particular 
has been affected by a range of legal and regulatory instruments, including 
systemic regulations (designed to mitigate stability risks for the financial 
system as a whole), and prudential regulations (which ensure the stability 
of individual financial institutions). Basel III measures, which started 
being implemented from 2011, are an example of systemic regulations 
meant to stabilise the global financial system, having significantly 
increased capital requirements for financial institutions.

Several of Basel III’s proposed directives were particularly challenging 
for trade finance, and were scrapped or modified by the Basel Committee 
following sustained lobbying efforts by industry bodies. For example, the 
CCF (Credit Conversion Factor) used to calculate the Basel III leverage 
ratio was changed from 100% to 20% for short-term self-liquidating 
letters of credit secured by the underlying shipments, and 50% for other 
transaction-related items (including performance bonds, bid bonds and 
standby letters of credit).

Many are still finding this CCF regime “unduly conservative”, and are 
advocating for a further breakdown according to the type of commitment, 
whether the facility is unconditionally cancellable (in which case some in 
the industry have asked for a 0% CCF), the type of counterparty to which 
the facility is granted, and the residual maturity of the underlying facility.

Despite the concessions by the Basel Committee, Basel III capital rules 
have significantly increased the cost of trade finance, specifically because 
of the risk-weights applied to claims on foreign banks, and the higher 
capital ratios, including the conservation buffer. To comply with the 
liquidity coverage ratio, banks need to set aside a certain amount of assets 
as a sort of reserve for every dollar of trade finance. 

On top of Basel III, a number of other directives have added to the 
regulatory challenges of trade financiers, including anti-money laundering 
and counter- terrorist financing regulations, tax transparency regulations, 
and economic and trade sanctions, particularly within the United 
States and the European Union. This set of new laws resulted in the 
strengthening of so-called ‘know your customer’ (KYC) requirements, and 
the steep rise of compliance costs.
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According to the World Economic Forum (WEF), these changes have had 
one particularly adverse unintended consequence: they have contributed to 
the withdrawal of correspondent banking relationships (CBRs) worldwide, 
with consequences for developing countries.

Using data from Swift, the Financial Stability Board (FSB) regularly 
measures the scale of the decline in CBRs. In its latest update, published 
in March 2018, it found a clear reduction in both the number of active 
corridors and the number of active correspondents per month from 2011 

to the first half of 2017. The drop became 
more marked from 2014 onwards, with 
7.9% fewer active corridors and 8% fewer 
active correspondents. The most affected 
areas are Africa, the Caribbean, Russia 
and countries in Central Asia and Eastern 
Europe.

While lobbying was important in the 
early days of Basel III, it is now time 
for trade finance lenders to accept their 
new regulatory landscape and try to 
plug the funding gap with a different 
approach. In particular, the originate 
and distribute model, whereby a 
primary lender sells transaction and 
counterparty risks onto the secondary 
market, presents both proven benefits 
and tremendous growth potential.

 “Trade finance is the oldest banking 
product and the only one that couldn’t 
be efficiently accessed by institutional 
investors. Smart technology 
now enables investors to access, 
understand, and execute trade finance 
investments. This will open a trillion 
dollar opportunity and create additional 
funding for corporates worldwide.” 

Nils Behling, 
Tradeteq Founder and CFO
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THE CHANGING FACE 
OF THE ORIGINATE–
AND–DISTRIBUTE MODE

To address the world’s trade finance gap, estimated at US$1.5tn in 
2017, the WEF recommends a four-pronged approach: (1) building 
local regulatory capacity; (2) establishing a regional initiative for trade 
financing; (3) better tailoring the international regulatory dialogue to 
the needs of local stakeholders; and (4) fostering new and innovative 
solutions. “First and foremost, new approaches to trade finance should 
be encouraged, including through the use of technology and non-bank 
financial services,” the organisation adds in its 2017 report, The Role 
of Law and Regulation in International Trade Finance: the Case of 
Correspondent Banking.

Involving non-bank financial service 
providers is key to the expansion of 
global trade finance capacity. According 
to the Boston Consulting Group, there 
were US$79.2tn of global assets under 
management in 2017, a 12% year-on-
year increase. Bringing just a fraction 
of that into the trade finance space 
would be more than enough to plug 
the funding gap, and it shouldn’t be too 
difficult to  
do so, given trade finance’s low-risk 
profile, demonstrated yearly by the 
International Chamber of Commerce’s 
Trade Register. Yet to this day, 
distribution to non-bank financial 
institutions remains a rare practice.

 “Distribution of trade risk was once 
simple but, with the introduction of more 
stringent regulatory requirements and 
capital rules, has become more difficult 
to achieve efficiently. Technology offers 
the greatest opportunity to overcome 
these challenges and also brings in a 
potential new source of liquidity in the 
shape of new non-bank investors.” 

Sean Edwards, 
Chair of ITFA and Head of Legal SMBC Europe
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Because of the post-crisis regulations, banks have gradually attempted to keep their 
balance sheets as light as possible to achieve more favourable leverage ratio calculations. 
One of the ways they have accomplished this is through increased supply chain finance 
(SCF) activity: here corporations themselves use their own cash balances to finance their 
supply-chain operations, and the bank simply provides the framework and infrastructure 
for such financing, earning a fee in the process without committing their own funds.

It has also become common for banks to offer an import or export loan to a corporate as 
primary lender. The bank then sells parts of that loan to other banking institutions to share 

the risk burden. This process, 
called syndication or distribution, 
has also created new income 
avenues for banks, allowing them 
to charge secondary lenders a fee 
for originating the transaction. But 
so far, this distribution exercise 
has been mainly limited to the 
banking sector itself - without 
involving non-bank investors 
that hold the key to US$79.2tn 
of capital. The main reason is the 
lack of standardised infrastructure 
that would allow for large-scale 
distribution to a wide array of 
investors. But this is changing.

In recent years, the drive to create 
new, innovative approaches to 
trade finance has resulted in the 
so-called tradetech ecosystem. 
This sector aims to solve sector 

issues with online trade-document management, paperless transactions, digitised letters 
of credit, purchase orders and bills of lading and distributed ledger technology. These 
innovations have the potential to ease trade finance transactions and reduce their cost. The 
largest potential, however, lies in trade asset distribution platforms. These platforms can 
create new financing capacity, allowing banks to expand their distribution reach to private 
investors.

This should also be of interest to all financial players, but more particularly to multilateral 
development banks, since their main purpose is to make financing available to underserved 
firms in emerging countries, and they generally have fewer resources than commercial 
banks to invest in their own technology platforms. By collaborating with tradetechs, they 
can immediately increase their lending capacity and reach without the need to change their 
traditional business model. 

International development institutions have already begun to involve private investors. The 
Islamic Trade Finance Corporation (ITFC), part of the Islamic Development Bank Group, 
recently partnered with Federated Investors to create a sovereign energy trade finance fund. 
Through the vehicle, the ITFC will raise private funding to be invested in a portfolio of 
energy trade finance transactions. 

 “Trade Finance is the lifeblood that makes businesses 
thrive in our communities. It is imperative that the 
financing community works together to support the 
growing requirements.  In order to meet this aspiration 
it is paramount that banks seize the opportunity of 
utilising digital technology to raise trade finance to the 
forefront as a highly attractive asset class.  This will allow 
the market to harness the capacity of new alternative 
investors.” 

Damian Kwok,
Head of Trade Portfolio Management 
and Head of Trade and Supply Chain, 
Australia, New Zealand, Pacific 
Australia and New Zealand Banking Group Limited (ANZ)
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CONDITIONS 
FOR 
SUCCESS

In its May 2018 white paper, The trillion-dollar trade finance 
opportunity, Insight Investment argues that trade finance assets can be a 
powerful portfolio tool and a structural source of yield enhancement for 
private investor, with low correlation to other traditional asset classes. 
The firm adds that trade finance can play an effective role as “a liquid, 
short-duration yield enhancer in secured finance portfolios, multi-credit 
investment mandates and absolute return strategies”. Yet according to 
the Alternative Investment Management Association (Aima), just about 
2% of private credit is currently committed towards trade finance. 

For the transformation to continue, and for the full funding capacity of 
the investor market to be unlocked, certain conditions are crucial. 

INVESTMENT AUTOMATION: 

The specific skillset needed to source and originate trade finance deals 
and understand complex legal documentation has been identified as one 
of the biggest barriers to entry for non-bank investors. Technological 
advancements in recent years are seen as the key to improving market 
access. Dedicated platforms can create a rules-based workflow to ensure 
eligibility criteria and portfolio guidelines are met, so investors can 
make sound credit, diversification and pooling decisions in the trade 
finance space, even without specific expertise.

 “As the World’s #1 trade finance bank 1, HSBC is 
at the forefront of the industry in harnessing the 
power of new technologies to make trade faster, 
safer and more competitive.

While Trade Finance is currently an attractive asset 
class for banks, we believe technology will unlock 
investment from non-bank investors by removing 
complexity and making the underlying asset data 
both more structured and accessible.”
1 Oliver Wyman / Euromoney

Surath Sengupta, 
Global Head of FIs, Portfolio Management & Distribution, 
Global Trade and Receivables Finance, HSBC
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CREDIT RISK TRANSPARENCY:

Given stringent KYC regulations, investors require a high degree of transparency on 
the counterparts they are exposed to. This includes credit risk transparency, which also 
has the advantage of allowing them to make efficient return projections. The continued 

progress of artificial intelligence (AI) technology will 
certainly play a part in this process. On the investor 
side, AI solutions use algorithms to evaluate clients’ 
risk exposure, providing precise asset pricing and 
predictions on returns. But AI can also be harnessed 
to deliver advanced credit analytics, scoring, and 
reporting on companies the world over, leveraging 
non-homogenous data from multiple sources to 
improve the quality and timeliness of credit event 
prediction.

COLLABORATION: 

The collaboration between banks and fintechs is well 
underway, with the former capitalising on its existing 
infrastructure, network and lending capacity, and 
the latter making standardisation possible through 
technology. The more stakeholders get involved, the 
more relevant the solution will be, and the more 
information is shared between them, the more 
transparency will be created in the market. 

The breadth of research on the benefits of the 
originate-and-distribute model, coupled with growing 
interest into trade finance as an asset class for non-
bank investors, and the rise of the tradetech sector, are 
creating the perfect conditions for these conditions to 
be fulfilled.

 “Closing the financing gap in Trade Finance 
is about providing financing to small and 
medium sized enterprises. 

To help bridge that gap, banks will need to 
access alternative investors with appetites 
for diversified and granular portfolios 
of Trade Finance as a high quality asset 
class. This requires developing new digital 
solutions to package those portfolios in  
a standardised format accepted by a 
broad range of investors and to achieve 
speed of execution.” 

Nicolas Langlois, 
Managing Director, Global Head of Trade Distribution 
& Liability and RWA Optimization, 
CSDG & Transaction Banking, 
Standard Chartered Bank
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CONCLUSION

Regulatory constraints surrounding the trade finance sector are here to 
stay. Even if ongoing negotiations pay off, one can expect the victory 
to be only partial. In the meantime, non-bank investors are waking 
up to the trade finance opportunity and recognising its potential as a 
yield enhancer. Banks are already practising distribution of assets on 
the secondary market. All they need to do now is expand their reach 
beyond the banking sector - and luckily, technological platforms have 
emerged to do just that. Now that all the conditions are met for the 
originate-and-distribute model to grow in size and variety of investors, 
it should become the go-to solution for the market. The days of balance 
sheets dependency may well be over.



www.tradefinancedistribution.com


