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Abstract 

Trade finance plays an important role for India's small and medium-sized enterprises to grow and 

participate in global markets. Indian SMEs confront numerous hurdles, including restricted access to 

working capital, complex regulatory frameworks, and high transaction costs. Trade finance products 

such as letters of credit, export financing, bank guarantee , channel financing, factoring, dealer 

finance, pre and post shipment, EPCG, and supply chain finance etc. help to enhance cash flow and 

secure transactions which makes national and international trade more accessible. 
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Introduction 

A useful and necessary instrument for 

assisting developing nations in increasing their 

export competitiveness is trade finance. Both 

short-term and long-term trade financing can 

be set up as a secured kind of funding. Over 

90% of global trade transactions (mainly 

short-term borrowing) use trade financing 

because it facilitates the flow of products and 

services across borders. In practice, the lack of 

a sufficient infrastructure for trade financing 

is the same as a trade barrier.The trade and 

export potential of an economy, especially 

that of small and medium-sized businesses, is 

likely to be hampered by a lack of insurance 

or guarantees, excessive expenses, and 

restricted access to finance. By simplifying 

trade procedures and processes, trade 

facilitation seeks to lower transaction costs 

and times.  

To fund their trading activity, traders need 

working capital, also known as short-term 

borrowing. Before getting paid, exporters 

typically need funding to process or produce 

goods for the export market. Pre-shipping 

finance is the term for this type of funding. To 

purchase items abroad and resell them 

domestically before paying for imports, 

importers, on the other hand, will require a 

line of credit. Foreign purchasers typically 

expect to pay just when the items arrive, or 

later if at all possible, but never before. At the 

very least, they favour a deferred payment 

plan or an open account. Getting a contract 

sometimes depends on being able to give 

customers an enticing payment schedule, 

which necessitates exporters having access to 

financing. Therefore, governments that use 

trade development as part of their economic 

growth plan need to help and promote the 

creation of an effective financial 

infrastructure as well as export financing. 

 

Small and Medium Size Industry 

Small and medium-sized businesses make up 

a significant and vital portion of the industrial 

sector in the majority of emerging nations, 

including India. They contribute significantly 

to the development of jobs, the use of 

resources, the production of money, and the 

slow and progressive promotion of change. 

Since the beginning, they have been accorded 

a significant position in the Indian planning 

framework for both ideological and economic 

reasons. The explanations are clear. Because 

investment costs per job are significant in 

large and medium enterprises, India's lack of 

capital severely restricts the number of non-

farm jobs that may be created. To the degree 

that it is economically feasible, a successful 

development strategy must aim to enhance 
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the usage of labour in comparison to capital. 

Compared to larger organizations, small 

businesses typically require more labour. In 

actuality, the Indian economy's small-scale 

sector has become a more dynamic and 

livelier one in recent years. In addition to 

economists and industrial planners, 

sociologists, administrators, and politicians 

have all taken a keen interest in it. 

 

Problems Faced by Small and Medium Size 

Industries 

Small and medium-sized businesses in India 

face a number of challenges, including a lack 

of skilled labour, issues with credit assistants, 

irregular raw material supply, a lack of 

organized marketing, a lack of machinery and 

equipment, a lack of adequate infrastructure, 

competition from large business 

organizations, inadequate project planning, 

inadequate management, outdated and 

traditional designs, a high degree of 

obsolescence, and numerous false concerns. 

However, in addition to the aforementioned 

issues, small and medium-sized company 

organizations also face the financial challenge. 

Banks and other financial institutions play a 

crucial and proactive role in overcoming such 

issues.  

 

Importance/Benefit of Trade Finance  

To the greatest extent possible, trade finance 

is essential to resolving small and medium-

sized company organizations' liquidity issues. 

In addition to resolving their liquidity issues, it 

advances their company. Trade finance offers 

these companies a number of advantages, 

including:  

1. Rapid expansion that has depleted all 

available funds. 

2. Purchasing more raw materials or inventory 

when price increases have significantly 

outpaced inflationary increases 

3. Expanding the selection of products. 

4. Opening general banking services that 

Letters of Credit have prohibited 

5. Seasonal or cyclical variations in cash flow 

that are not accommodated by standard 

banking services. 

6. Periodically making opportunistic purchases 

of inventory parcels 

7. Making use of suppliers' early settlement 

discounts 

8. Better prices for large purchases 

9. Combining orders to get better shipping 

prices 

10. Eliminating the requirement to provide 

settlement discounts that reduce profit 

margins  

11. Preventing the necessity of switching 

commercial banking connections in order to 

acquire better facilities 

12. An extra layer of funding that offers more 

flexibility than standard banking lines  

13. Gaining access to seasoned people who 

can consistently offer an unbiased assessment 

of the company  

 

Trade Finance Products 

Depending on the needs and demands of 

various industries, hundreds of trade finance 

solutions are available. However, the 

following goods are appropriate for small and 

medium-sized enterprises. 

 

1. Letter of Credit (LC)is a commercial 

document that bears a payment guarantee 

responsibility in the event of an unfavorable 

circumstance and is issued by a bank in the 

regular course of business. On a client's 

request, a bank will issue an LC in the 

beneficiary's name. It is a crucial tool insofar 

as it streamlines and secures transactions, 

guaranteeing the party to whom the LC is 

opened that, in the event of a bad 

circumstance and the client fails to make the 

payment, the issuing bank will make the 

payment in accordance with the terms and 

conditions specified at the time the LC was 

issued. When both parties are conducting 

business for the first time, this paper is 

crucial. Because the bank guarantees the 

safety of both parties participating in the 

transaction, these parties can conduct 

business with little to no risk. 
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Issuance of Letter of Credit 

 
 

2. Bank Guarantee (BG)is a guarantee that 

a bank makes on behalf of a client (typically a 

well-known corporate client) in the event that 

the client is unable to fulfill the payment; in 

effect, the bank becomes a co-signer for one 

of the client's purchases. Guarantees are 

crucial tools for reducing the risks associated 

with business agreements. According to one 

interpretation, relying too much on the main 

contract to enforce ordinary commitments 

could result in needless disagreements and 

legal action from the main contract. These 

disagreements could materially impact the 

guarantee, preventing monies from being 

used in court. Therefore, a novel tool was 

required to allow the guarantee to fulfill its 

initial function, which was to offer a measure 

of security. One such cutting-edge financial 

tool is the bank guarantee, which allows the 

beneficiary to cash the guarantee and take 

the money right away without having to deal 

with the difficulties of legal action if he 

believes the other party has broken the terms 

of the agreement. Consequently, a bank 

guarantee becomes relevant. 

 

 
 

3. Factoring 

One financial solution for receivables 

management is factoring. Simply said, it is the 

process of turning credit sales into cash for a 

brief time frame, such as 15, 30, 60, 90 days, 

or up to the authorized trading cycle. In 

factoring, a financial institution (the factor) 

purchases a company's (the client's) accounts 

receivable and pays up to 70% to 90% of the 

invoice value right away. When the factor 

receives 100% of the money from the client's 

debtors on the due date, the factoring 

business pays the remaining 10% to 30% to 

the customer (after deducting financing costs, 

such as interest costs, invoice handling 

charges, and service tax). 

In factoring, the account receivable may be 

for a service or a product. Examples include 

factoring against purchased commodities and 

factoring for construction services (often for 

government contracts where the government 

entity can repay the debt during the factoring 

period). In order to receive money right away, 

contractors file invoices, etc.  
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Factoring Works 

 
 

Channel Financing 

One creative way to provide working capital 

financing to dealers that have commercial ties 

to big businesses is through channel financing. 

The process by which a bank or other financial 

institution satisfies the different funding-

related needs at the supplier's end of the 

supply chain is known as channel financing. By 

doing this, the supplier is able to maintain a 

smooth business flow and steer clear of issues 

relating to working capital. Discounting trade 

bills that are drawn by a business and 

approved by its dealers, distributors, or 

channel partners is typically covered under 

channel finance. Additionally, it offers 

overdraft facilities to distributors or dealers 

that do business with major corporations. 

 

Dealer Finance 

Dealer finance is the term used to describe 

loans that a retailer originates for its 

consumers and then sells to a bank or other 

third-party financial institution. Also known as 

an indirect loan, the bank buys these loans at 

a discount and then collects principal and 

interest payments from the borrower. Auto 

dealers who provide financing for car 

purchases are a well-known example of dealer 

financing. A lot of auto dealers mark up the 

interest rate charged by the credit company 

and keep the difference as extra profit. Let's 

see how dealer financing operates below: 

 

 
 

Warehouse Financing 

This type of inventory finance involves lending 

money to producers and processors using 

products or commodities that are held in trust 

as security. The items may be stored in field 

warehouses situated within the borrower's 
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premises but managed by a separate third 

party, or they may be kept in public 

warehouses that have been authorized by the 

lender. When a financial institution offers 

warehouse financing, it typically assigns a 

collateral manager to provide the borrower 

with a warehouse receipt attesting to the 

quantity and quality of the commodities or 

items stored.  

 

Pre Shipment Finance 

A financial institution will offer pre-shipment 

finance if the vendor requests payment for 

the items prior to shipment. The major goals 

of preshipment finance, also known as pre-

export finance, are to make it possible for 

exporters to acquire raw materials, complete 

the manufacturing process, offer a safe 

storage facility for goods and raw materials, 

process and package the goods, ship the 

goods to customers, and cover other business 

expenses. 

 

Post Shipment Finance 

An exporter or seller receives a sort of loan 

from a financial institution called "post 

shipment finance" in return for a cargo that 

has already been made. This type of export 

finance is provided from the time the credit is 

issued after the goods are sent until the 

exporter makes money. Exporters do not wait 

for the importer to make a deposit before 

doing so. 

 

EPCG 

In the early 1990s, the government 

introduced a number of export-promotion 

programs, including the Export Promotion 

Capital Goods (EPCG) plan. The scheme's main 

goal was to enable exporters to purchase 

machinery and equipment at reasonable costs 

so they could manufacture high-quality goods 

for the global market. The government 

permitted exporters to import capital goods 

at a 25% import charge since, at the time, the 

import duty on capital goods, like all other 

commodities, was high and drove up the cost 

of capital goods by about 50%. Exporters were 

expected to enter into a "export obligation"—
a commitment to export—based on the duty 

concession they had secured in order to have 

the remaining portion of import duty waived. 

 

Conclusion 

I would really like to learn more about the 

various trade finance processes, but time is 

not an issue. India's small and medium-sized 

businesses are a major source of jobs, but 

they often struggle with the efficient 

movement of operating capital. Such issues 

are resolved as much as possible with the aid 

of trade financing. Our international trade 

policy should include trade finance and safe 

payment methods. I hope the topics discussed 

have at least given you an idea of what you 

stand to gain from approaching your trade 

finance needs practically. 
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