Trade Finance – An Asset Class for Smoother Sailing in Rough Waters 

Trade finance originates from the financing, or investment in, payment obligations due at a future date, arising from import/export of essential goods.
A quick illustration: an importer in one country buys goods from an exporter in another country; the importer’s bank issues a letter of credit to the exporter’s bank; the terms of the letter of credit call for payment to be deferred for 6 months after acceptance to allow the importer time to move the goods through its distribution channels; the exporter requires immediate liquidity to pay its suppliers; so the exporter sells the letter of credit acceptance at immediate discount to a trade finance bank.  

Because the transactions are largely evidenced by bank-issued deferred payment letters of credit that require clearing through a bank documentation department, trade finance assets have traditionally been the preserve of commercial banks, with the deferred payment acceptances taken onto banking books following the delivery of trade goods to corporate clients.
Tricon’s introduction to trade finance investment began over twenty years ago in a family office environment when a client in Southeast Asia asked that we develop a program to increase liquidity for the letters of credit taken onto the balance sheets of the family’s companies for their sugar exports.

To Tricon’s pleasant surprise, we found ready investors among the global trade finance banks … as well as a great deal of information that had not migrated to the mainstream equity and debt investment markets.
Tricon noticed that, even when the letter of credit acceptances originated from the emerging markets, once the investor banks had priced the political risk of the issuing country and the credit risk of the guarantor bank into their yield, they were far less concerned about the future monitoring and performance of their trade finance assets as they were about the bonds in their collateralized bond obligation (CBO) exposures or the syndicated loans in their collateralized loan obligation (CLO) exposures. 

When Tricon began to analyze the trade finance asset class, we found that, contrary to our assumptions, trade finance instruments had substantial liquidity because they are issued globally under uniform banking practices in standard formats: usually, letter of credit acceptances, notes, bills of exchange or collateralized payments. They are endorsable, transferable and typically guaranteed for unconditional payment of specified amounts upon specified due dates.
Moreover, because trade finance instruments are utilized to guarantee the cross-border shipment of goods and commodities by substituting the importer’s credit profile with the greater credit stature of the issuer or guarantor, there is always full transparency to credit worthy obligors: usually, sovereigns; state owned entities; financial institutions; and multinational corporations.

Banks actively trade the instruments in primary and secondary markets that are:

a) well established, with current  markets operating for over 50 years;

b) sufficiently large, with estimated annual trading volumes approaching US$3 trillion in the primary markets and US$100 billion in the secondary markets;

c) liquid, with trade finance assets trading freely between most of the world’s major banks;

d) global, with trade finance assets originating from all parts of the world, and being purchased and sold in both the primary and secondary banking markets in all major financial centers.

At the same time, Tricon found that the banks had always considered trade finance instruments to have a preferred payment status of “essential payment for essential goods”, should a country experience limitations in its US$ reserves, because countries must pay for essential goods, or the flow of those essential goods stops.

The instruments are purchased, without recourse to the previous holder, from importers and exporters seeking to increase their own liquidity and reduce foreign exposure on their balance sheets. 
Bank are willing to buy, or trade, the instruments on this without-recourse basis, particularly where yields are greater in the emerging markets, because the instruments offer inherent risk management necessary for emerging markets exposures in form of:

a) close connection with the underlying necessity of importers/guarantors making preferred payment for essential goods;

b) relative simplicity of banking documentation;

c) readily available credit assessment of transparent obligors/guarantors.

On the basis of this initial information, Tricon began to develop trade finance investment portfolios for institutional investors, tailoring the inherent risk management components to meet a primary objective of conservation of capital. Although gross yields ran below many emerging markets bonds, the portfolios demonstrated less correlation and less  volatility than emerging market bonds to deliver overall excess risk adjusted return.
	Measured Oct03 to Jun09
	Standard Deviation
	Sharpe Ratio
	Trade Finance Beta to EMBI+

	Trade Finance Portfolio
	0.11
	0.723
	(0.002)

	JPMorgan Emerging Market Bond Index+
	2.84
	0.131
	


Tricon found the one draw-back of this non-exchange traded asset class was that it had no universal clearing. This was solved by partnering with a global trade finance bank for back office services to obtain documentation clearing and custody facilities.

As expected, in a portfolio of global exposures, and especially when utilizing selected emerging market issuers, the asset class generated proven returns that exceeded the risk-free rates such as 3-month treasury constant maturities. 


[image: image1]
Moreover, the bank-to-bank nature of the trade finance market offers investment opportunity arising out of inefficiencies resulting from the absence of a central trading exchange. Undervalued assets regularly become available as banks are required to sell their trade finance assets in order to adjust risk concentrations on their books, meet capital adequacy ratios or accommodate new trade finance business from key relationship customers.

Through comparative tracking and analysis, Tricon also established that trade finance instruments exhibited lower  volatility than most bonds or syndicated loans with the same country/credit risk because their payment is insulated in varying degrees from:

· political risk in country of issue

· economic risk in country of issue

· regional market volatility

· global interest rate movement

Tricon also found that volatility and correlation is further mitigated by the fact that the trade finance asset class is concentrated in maturities largely limited to less than 3 years, and often less than 1 year, which greatly reduces the influence of: fluctuations in long-term interest rates; other external factors, such as movement in equities markets; or macro-economic factors, such as changes in GDP or inflation.

In trade finance instruments, it is estimated that 20% to 60% of the yield is derived from a political/country risk margin which is not tied to interest rates, so asset yields do not move fully in tandem with the interest rate markets.

In essence, while no investment is without risk, trade finance instruments are among an issuing country’s instruments where the risk can be largely identified and evaluated in advance so that investment yield can be bid in excess of risk . This additional yield bid into the asset’s political/country risk margin often provides an arbitrage opportunity to acquire medium-term yields using shorter-term assets, and this naturally provides an opportunity for excess risk-adjusted return. 

Minimal risk was evidenced in the tracking of our Sharpe Ratios for a trade finance portfolio against the J.P. Morgan Emerging Markets Bond Index+ (EMBI+) and the MARKIT Trade Finance Index. 
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Our Tricon asset selection process concentrated on indentifying alpha in advance of investment to maintain an efficient frontier within the portfolio; we also utilized a long only investment strategy without leverage; as a result we consistently exceed the performance of comparative benchmarks on a risk adjusted basis.

Moreover, Tricon found that, not only was the alpha “portable” to some degree, but the beta was “blendable” with other asset classes such that the trade finance assets could be used to “soak up” some of the volatility of other assets.
For Tricon, what began as arranging financing for commodities export shipments has evolved into a strategy and process for investment in financial instruments utilized in the shipment of goods, allowing us to capitalize on the unique opportunity of an alternate asset class.

F. W. vom Scheidt is the Managing Director of Tricon Trade Management Limited, the Bermuda based investment manager of Tricon Forfaiting Fund Limited.

 He can be contacted at fvomscheidt@globaltricon.com. 
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