Watson, Farley & Williams

Grocers’ Hall

Wednesday 7t May 2008

Watson, Farley & Williams

Michael Kenny




Pre-export financing structures

Pre-export financing for the commodity producer

Pre-export financing for the commaodity trader,
incorporating collateral management arrangements

Combined limited and full recourse financing for the
commodity trader, incorporating advance payment
arrangements

Financing through the commodity production cycle

Supply chain financing: reverse factoring
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Pre-export financing for the
commodity producer
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Pre-export financing for the
commodity trader
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Combined limited and full recourse
financing for the commodity trader
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Financing through the commodity
production cycle
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Supply chain financing: reverse
factoring

Relationship Bank

Lends @ LIBOR + 1%

Assigns receivable

Debt due — 60 days

Payment terms — 120 days| Purchaser:large
Goods > retailer

Supplier

Credit — LIBOR + 3% Credit — LIBOR + 0.25%

Watson, Farley & Williams




Reverse factoring: legal
issues

Although this relies on the credit of the purchaser, the bank must
rely on a legal relationship with the supplier, with whom it previously
had no banking relationship

Rely on supplier to perform under its supply contracts. Non
performance = no debt due from purchaser

Cross border legal issues if supplier and purchaser are not
incorporated in the same jurisdiction

Issues on assignment of debts/receivables: disputes, enforceability
of the debt, rights of set-off, prohibitions on assignment

Banks operating on the Basel 2 standardised basis may have
regulatory capital issues given that their counterparty is the supplier.
Major international banks will have to ensure that the
security/transfer of the receivable is Basel 2 compliant.

Watson, Farley & Williams

Practical risk mitigants (1)

Conflicts of law issues:

carry out appropriate legal due diligence

move part of the transaction to a “favourable”
jurisdiction (eg choice of law for offtake contracts;
location of collection accounts)

Cover ratios:
monitor performance and market risk
over-collateralisation
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Practical risk mitigants (2)

Allocation of performance risks onto other parties:

in a facility combining full and limited recourse,
involvement of the trader mitigates performance risk on
the producer

in a receivables purchase facility, repurchase rights if
non-payment by reason of quality disputes

in limited recourse/receivables purchase facilities,
obligation of borrower to assist lender in enforcing
claims

Collateral management

Insurance — preferably Basel 2 compliant
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Introduction

Focus on security issues

Problems which have arisen in practice when looking at
deals

Issues on legal effectiveness

Basel 2 compliance
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Pre-export financing: the
commodity
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The Commodity

Borrower was a producer of an agricultural commodity
Impressive track record
Prices for the commaodity consistently high

Excellent offtakers
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The issues

Commodity was held in field warehouses and port
warehouses

The field warehouses were owned by the borrower
Commodity was transported to port warehouses by road

The potential borrower was helpful, but “drew the line” at
ceding control of the commaodity to the bank before sale

The bank had recently completed a financing in a

neighbouring country where effective security was granted
without taking control away from the borrower
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The legal analysis

Security is a property right: it defeats other creditors on an
insolvency by taking the asset out of the debtor’s estate

The parties to a deal cannot choose the law which governs
the property aspects of the deal (they can choose the law
which governs contractual aspects)

The relevant law for property rights is usually the law of the
place where the asset is held (the lex situs)

For Basel 2 capital relief purposes, security must be robust
and legally effective in all relevant jurisdictions
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Problems with the lex situs

Local law had little to offer other than a very basic pledge:
possession had to be transferred from the debtor to the creditor

The neighbouring country proved to have an English law based
system, which had more flexible ways of creating security than the
country of our deal

On investigation, it transpired that local law did have another form of
security, which did not require a transfer of possession: BUT

It was not recommended, because enforcement required a court
order and local lawyers estimated a period of TEN YEARS before
the proceeds of enforcement would be received (cf Basel 2: security
must be realisable “within a reasonable period”)
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The solutions

Possession had to be transferred to the bank’s agent
The field warehouses were leased to a collateral manager
The weak link of the road transport of the commaodity to the

port was a major issue. Goods in transit had to be excluded
from the asset cover under the facility
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Goods in transit

Two major concerns
Insolvency of the borrower: will a liquidator challenge
the validity of the security?
Misappropriation, loss of the goods en route
Insolvency is essentially a legal problem
Depending on the transaction, you should be looking at
creating security under the legal systems applicable at one
or both ends of the journey
Misappropriation and loss is a legal minefield!

The key is insurance and collateral management
agreements
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Insurance

Recently become high profile in commodities finance
Where a commaodity financing goes wrong (mercifully rare!)
there is almost invariably a hard fought claim against an
insurer

Metro, Olvepar

Certain types of insurance can now be eligible risk mitigants

for Basel 2 purposes (e.g. political risk insurance, credit
insurance)
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Insurance: practical issues

Always check the terms of the cover offered

Make sure it covers the risks you expected (e.g.
misappropriation)

If it is the borrower’s cover: ask your lawyers to confirm that
you can claim payment on the borrower’s insolvency

Where using insurance for Basel 2 capital relief: check that
there are no clauses excluding cover on the basis of events
outside the insured’s control

Insurers have worked actively to take these kinds of
exclusion out to improve Basel 2 compliance
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Conclusions

Every commaodities financing contains legal challenges
In practice, default rates have historically been low

When considering legal risk, the key is to understand the
issues and then find a pragmatic solution (not a perfect one)

Insurance and collateral management fill some of the gaps
in the legal structure: particularly in “unfriendly” jurisdictions
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Collateral Management Agreements
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Typical CMA Flow
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CMA risk considerations




WR Fraud Case Study: The Bank
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The Bank’s Client:




The Buyer




Deal elements




How the deal (and the fraud) worked:
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How could the bank rely on the warrant list?




The English High Court Judgment
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