
INTERNATIONAL ASSOCIATION OF COMMERCIAL FINANCE BROKERS  1 

Chapter Two 

LEARNING TRANSACTIONAL BASICS 

The Basic Concepts of Factoring  
As we have already discussed, consultants are utilized throughout 

various industries as a result of having a specialized expertise or  

unique knowledge of a product, service, concept, etc.  As a new  

factoring broker, you will need to gain such expertise in factoring 

and several related areas of asset-based finance if you want to be  

a true professional.  The more you understand about the industry  

and the more knowledge you accumulate, the more valuable you  

become to small business owners as well as to your important 

sources of referral such as bank lending officers and accounting  

professionals.  In short, you need to know your stuff.   

 

Fortunately, factoring is a relatively simple form of commercial  

finance and once you grasp a few basic concepts, your product 

knowledge will expand fairly rapidly.  Factoring is really just a  

financing method used by businesses to obtain cash.  Factoring is 

considered a type of asset-based finance (ABF) along with asset-

based lending, equipment leasing, inventory finance and purchase 

order finance among others.   
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Asset-Based Finance is pretty much exactly what it sounds like, a 

method of financing based on the assets of a business.  In the vast 

majority of instances, however, asset-based finance will involve only 

the “primary” assets found in almost any business entity.  Primary  

assets include:  

• accounts receivable 

• inventory 

• equipment   

 

Real estate, also an often found business asset, is usually excluded  

in discussions of asset-based finance since real property is more  

typically financed in a separate transaction utilizing long-term  

amortized loan structures.   

 

Asset-based finance often tends to deal with the financing complexi-

ties associated with collaterals which are dynamic and whose value 

and location can change rapidly.  An example would be business  

inventory, which is constantly being decreased as sales are produced 

and increased as replacement goods are purchased or manufactured.  

Real estate, on the other hand, tends to be more static in nature and 

an asset whose value (and location) is always easy to ascertain and 

monitor by the lender.   

 

Important Factoring Terminology 

All industries tend to have a certain amount of industry-specific  

jargon associated with day-to-day operations and the factoring  

industry is no different.  To follow are some basic (but important) 

terms you should become very familiar with as an industry broker.   

 

• ADVANCE:  an initial disbursement of funds by a factor to 

the seller  upon purchased invoices.  (Typically 80 percent) 

• ACCOUNT:  an account receivable or simply, an invoice 

• ACCOUNT DEBTOR:  another name for the customer or 

the party obligated to make payment upon an account  

• ASSIGNMENT:  the assignment of ownership to a factor of 

the invoices and rights involving such invoices 
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• CLIENT:  the business that is selling its invoices to a factor 

• CUSTOMER:  a more common term for the account debtor 

obligated to make payment on an invoice 

• DISCOUNT:  the fee amount charged over the period an  

account is outstanding for the factor's service  

(the "Factoring Fee”) 

• NON-RECOURSE:  a factoring arrangement in which the  

factor assumes the non-payment risks associated with  

the bankruptcy or insolvency of a customer 

• NOTIFICATION of ASSIGNMENT:  a notice sent to an  

account debtor regarding the assignment of ownership in 

the accounts of a business and rights to payment upon 

those accounts 

• RECOURSE:  a factoring arrangement where the factor has 

the right to charge-back purchased invoice amounts to the 

client if payment is not received from the account debtor 

within a specific period of time (usually 90 days) 

• RESERVE:  the percentage of the face value of an invoice 

not advanced and used to secure the factor against trade 

disputes, reduced invoice payment, or non-payment  

• RESERVE DISTRIBUTION:   commonly called a "rebate",  

is the periodic payment to the client of the excess reserve 

held by the factor  

 

Factoring Traditionally Defined  
Fortunately, and as previously mentioned, factoring is a relatively 

simple form of commercial finance and it takes very little to become 

knowledgeable regarding it’s implementation.  Factoring is  

traditionally defined as: 

 A method of commercial finance in which a business  

(known as the client) periodically sells its accounts receivable  

or invoices to a specialized finance company (known as the factor).  

Such “factored” invoices are purchased by the factor at  

a discount to their face value. 
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A Simple Discount Transaction 

So factoring is simply a discount transaction where an asset of a business is 

purchased at a small discount of its face value.  In the case of factoring, the 

asset is commercial accounts receivable.  The purchase discount or fee 

charged to the seller for such services depends on many things such as: 

 

• The size of the invoices to be purchased (dollar value) 
• The total dollar amount sold weekly or periodically 
• The creditworthiness of the account debtor (customer) 
• Type of transaction (recourse or non-recourse) 
• Other risks (international, governmental, perishable goods, etc.)  

 

Say a client generates $5,000 in invoices each week but each invoice is  

only $250 (20 invoices).  Let's also say that those invoices represent sales  

to customers who might be best described as very small "mom and pop"  

operations.  The discount charged by the factor would be higher than  

average for such a transaction due to the amount of additional work  

necessary for processing such small accounts as well as the risks. 

 

Conversely, if a client generates one single $5,000 invoice per week  

representing a sale to a single, large, creditworthy customer, the discount 

would be less than average reflecting the minimal amount of work needed 

to process the transaction and the minimal amount of credit risk.   

 

Case Studies 

Before we delve any deeper into factoring, its time to look at a few real life 

examples.  One of the best ways for new brokers to learn about any new 

concept is through case studies.  For our purposes, the case studies  

featured in this guide will provide you with some true life examples of how  

factoring has been used to solve particular problems of various small  

businesses.  All are based on real client examples, although the names of 

clients and customers have obviously been changed.  The following three 

case studies are very typical examples of what you will run into as a  

freelance factoring consultant.      
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Lester Thornton started Lester’s Security Plus on a shoestring budget in 2015 initially financed with a $20,000 

Home Equity Line of Credit (HELOC).  Lester’s Security Plus primarily provides guards for local gated 

communities and has gained a good reputation among the real estate management companies in the area.    

 

Last year, Lester received an offer to provide gate guards for four existing communities from a local 

management company.  The management company, ManageCo, was replacing their previous service and 

wanted Lester to provide a bid which he did.   Lester was awarded the new contract but immediately found he 

had a problem.  The new management company was a very slow payer on its invoices, taking nearly 60 days in 

fact.  Lester had always paid his guards weekly which meant he would have to fund the payroll for the new 

guards for roughly nine weeks before the first check came in from ManageCo.  With guards required around 

the clock at all four facilities, Lester would be making payroll for the new guards of over $6,000 per week   

(168 hours per week x $9 per hour x 4 facilities).  He would need to make that payroll for 9 weeks or come out 

of pocket nearly $55,000 before he received ManageCo’s payment on the very first invoice.   

 

Lester simply did not have that kind of money available and unfortunately, had no ability to borrow more using 

his HELOC.  He did, however, remember meeting a small business finance specialist named Jerry Goggins at a 

recent Chamber of Commerce meetup.  Jerry and Lester had discussed the possible use of something called 

factoring to finance Security Plus if it ever became necessary.  Well, it had suddenly become necessary and 

Lester made a call to Jerry.   

 

After the call, Lester and Jerry met for lunch to discuss financing and Jerry quickly recognized that factoring 

would solve this problem.  Jerry worked with a factor that specialized in service sector finance and he knew the 

factor's flat fee rate was about 5-6 percent for 60 days.  Lester had over a 50% profit margin on his services so 

he could easily absorb the factoring fee.  After lunch, Jerry went back to Lester's office and they made a quick 

call to the factor who was immediately available to discuss a factoring arrangement. 

 

On the call, the factor asked about the business loan and was assured it was secured by Lester's home and not 

the business assets.  The factor gave Lester a tentative rate of 1.25% for 15 days which meant the 60 day 

payment would only be charged 5% but it also meant Lester could factor all of his other receivables, which 

were usually paid in 30 days or less.  All in all, Security Plus would be financing about $120,000 per month. 

 

Lester's finance problem was solved.  Jerry, because of his relationship with Lester, now would earn a monthly 

referral commission from the factor.   FACTORING COMMISSION EARNINGS:  $400 - $600 per month. 
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Jackson Sprockett, better known as “Cactus Jack”, was a metal fabricator specializing in custom fenders and  

fuel tanks for motorcycles.  He started Cactus Jack's Custom Tanks in 2010.  

 

Jack was an expert in the use of an English wheel, a special tool used to shape sheet metal, and had become 

well known in the custom bike community after being featured in a well-read biker magazine with national 

circulation.  Business had picked up dramatically after the article and his shop was always busy, although 

primarily for one-off custom fabrications for individuals. 

 

Shortly after the featured article, Jack was contacted by a regional motorcycle custom parts supplier about 

supplying an exclusive line of "Cactus Jack" fenders and tanks.  The supplier had 37 stores and would be 

carrying "Cactus Jack" inventory in each along with special order options.  They estimated they would need 

about $3,000 in tank and fender inventory in each store monthly or a little over $110,000.  Terms of sale  

would be 45 day net which gave the supplier ample time to sell the goods prior to payment. 

 

Jack was delighted with the prospective order but his was a small custom shop and he would need to hire at 

least one additional aluminum fabricator and one gas welder skilled at thin gauge aluminum welding.  Neither 

would come cheap.   He would need some payroll financing because of the 45 day terms of payment required 

by the supplier.   

 

Jack's brother had a local janitorial service that had been using something called factoring for years to finance 

its payroll and he wondered if factoring would also work for him.  He called his brother and got the phone 

number of the factor and made a call. 

 

On the call, Jack explained the opportunity to his brother's factor who quickly looked at the credit rating of the 

parts supplier.  It was excellent and would be enough to provide a credit limit of $100,000 so that Jack could 

finance 100% of the supplier's invoices.  Jack had no bank financing in place so the factor could enjoy a secured 

1st lien position in accounts receivable which is always required in factoring. 

 

The factor assigned an account executive to the account and the Jack received a factoring contract (called a 

Master Purchase and Sales Agreement) via overnight courier.  He quickly executed the contract and returned  

it to the factor.  Cactus Jack's Custom Tanks could now comfortably hire the two new employees needed to 

fabricate the quantity of tanks and fenders needed to meet the new orders. 

FACTORING COMMISSION EARNINGS (Had one been involved):  $350 - $450 per month. 
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Dieter  Ziggens started Ziggy's Welding Specialties in Tampa, FL to provide onsite welding services for 

construction equipment.  Ziggy's has grown rapidly since opening in 2005 and currently has two (2) mobile 

welding trucks to provide services to local contractors. 

 

Dieter Ziggens was pleasantly surprised to receive a call one day from a national steel building contractor in 

need of mobile services.  The contractor was beginning operations in Florida and would need an onsite mobile 

operator for at least the next 24 months to service new steel building being erected.  The hourly fee offered 

was exceptional, however Ziggens would need to submit a single invoice each month for all work completed 

during that calendar month.  The invoice would then be paid within 30 days.  That meant Ziggens might have  

to wait as long as 60 days to be paid on some work.  Additionally, Ziggens would likely need to outfit another 

vehicle just to handle the steel building contractor's additional business which was estimated to be $100,000 

per month.   Ziggens was already billing about $150,000 per month with local contractors who paid in 30 days 

or less.  This new business meant billings of roughly $250,000 and Ziggens decided to talk to his banker about a 

loan. 

 

At a meeting with a loan officer at his local bank, Ziggens was given the unfortunate news that the bank would 

not be able to help since they only offered real estate financing and not asset-based loans.  The loan officer said 

it really sounded like Ziggens could use something called factoring and he provided Ziggens with the name of a 

local consultant  he had referred business to before that specialized in factoring for the construction industry. 

 

After leaving the bank a little worried, Ziggens called the consultant who met with him that afternoon.  The 

consultant agreed that so long as the steel building contractor's credit was good, factoring would do the job 

and a conference call was set up with a factor for later that afternoon. 

 

On the call, the factor quickly researched the credit of the steel building contractor and found it was good.  He 

also requested an accounts receivable aging report to pull credit on Ziggens' other clients.  Once received, he 

would provide Ziggens with a "Terms Sheet" with pricing. 

 

Within 48 hours, Ziggy's Welding Specialties was provided with a $250,000 factoring credit facility.  Ziggens 

would now be factoring all of his invoices and the factor would act as his accounts receivable finance and 

management team.  At an average discount rate for services of 4%, the factoring fees would be little more than 

accepting a credit card and Ziggens could now hire additional staff as well as purchase and outfit an additional 

vehicle.     FACTORING COMMISSION EARNINGS:  $1,000 - $1,250 per month. 
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Factoring vs. Lending 

Factoring is easily distinguished from the more common methods  

of business finance provided by most banks in that true factoring 

is never a structured as a loan, but rather as a purchase and sale  

transaction.  Also, since factoring only relates to invoiced sales,  

it is strictly a method of financing business-to-business or B2B  

transactions.  It is very important for brokers to understand that  

factoring is not used to directly finance retail consumer transactions.  

Understandably, when immediate payment is received by cash or 

credit card at time of sale, there is no invoice or extension of  

payment terms and factoring would be, by definition, unnecessary.  

 

Rather than just the two parties commonly involved in an normal 

business loan (the borrower and lender), there are always three  

parties involved in any factoring transaction.  These are the: 

• client...the seller of the invoices  

• factor...the buyer of the invoices 

• account debtor...the client’s customer obligated to make 

payment upon the invoices 

 

Working capital generated by factoring business accounts receivable 

can be used for hundreds of purposes such as payroll, buying  

equipment, paying suppliers, purchasing inventory, etc.  The  

factoring process itself is only utilized for one thing, however, and 

that is to provide a method of financing extended terms of payment 

for customers.  Financing sales made to customers on credit terms is 

an essential component of good cash flow management.  Factoring 

provides that financing solution for small businesses worldwide. 

 

The use of the term “factoring” has grown over the years to include 

any financial transaction which involves discounting.  For example, 

buyers of structured settlements are said to “factor” the annuitized 

settlement payment streams when making lump sum annuity  

purchases.  Credit card companies are said to be factors due to the 

discount charged to the merchant for guarantying the payment made 

by a consumer.  For our purposes, however, we will limit the  

discussion of factoring and the presentation in this guide to the  

simple discounted purchase of business trade receivables. 
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Understanding Terms of Payment  

Because factoring tends to be used solely to finance the terms of pay-

ment extended by a business to its customers, brokers should be-

come very familiar with this concept and why the granting of  

terms of payment is so important (and often problematic) to small 

business.   

 

In everyday business transactions, terms of  

payment are simply the conditions set forth  

regarding payment for delivered goods or  

services.  When providing over-the-counter  

retail products or services, terms of payment  

are NOW, by immediate cash or credit card!    

In invoiced sales transactions between  

businesses (B2B), extended terms of payment are 

granted and will set forth the amount of time the  

customer has to remit payment for the goods  

or services purchased.    

 

In B2B commerce, common terms of payment granted to buyers  

are 10, 15, or 30 days.  In large international transactions, terms of  

payment can become much more complex and may include payment 

"conditions" such as trade documents processing or the posting of  

a trade or standby letter of credit guarantying timely payment to the 

seller.  Terms of payment granted to customers may also feature  

discount offers for fast payment.  For example, terms granted to  

a buyer of “two percent net 30” means the seller can discount the 

amount due upon the invoice by 2% of the balance if the payment is  

remitted in less than 30 days.  

 

There are many reasons for a small business to grant terms of  

payment to its customers.  In some cases, it is simply because the 

customer is a large, creditworthy company that demands them.   

The small business will agree to grant terms of payment so it can  

receive the order.  In other instances, extended payment terms are 

granted to keep existing customers happy and to maintain competi-

tiveness in the marketplace.  Attractive terms of payment can also be 

used to “woo” customers away from more established competition.   
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But, no matter what the reason for granting terms, the result is  

always the same.  The small business owner has suddenly found 

himself in the position of financier and is, in fact, financing a  

customer’s business by granting credit in the form of payment 

terms.   

 

Unfortunately, by helping to finance the enterprises of customers,  

a business owner may also be creating a serious cash flow problem 

for his own company.  All of those attractive payment terms granted 

to customers can suddenly add up and an owner may find himself 

chasing the checks of late paying customers just to make sure the 

cash is available for his own weekly employee payroll.   

 

For businesses with limited working capital, there are really only  

two ways to attack the terms of payment issue: 

 

1. Stop extending credit to customers (which may result  

in losing existing customers and may cripple the ability 

to attract new ones).   

2. Arrange for a method of financing accounts receivable. 

 

Factoring, and several other forms of asset-based finance, are  

specifically designed to remedy such cash flow problems associated 

with invoiced sales.  For smaller, non-bankable companies with a  

limited credit history, factoring is often the only readily available  

financing choice.  That is because of how factoring is structured,  

as a “purchase and sale” transaction and not as a loan. 

 

Almost everyone has heard of the term OPM or “other people’s  

money”.  Factoring is a readily accessible cash flow solution for very 

young companies with minimal financial history because it operates 

on OPC or “other people’s credit”.  Unlike a traditional bank loan 

where the bank looks at the borrower’s creditworthiness, with  

factoring, the business owner’s credit (or lack thereof) is of a 

secondary consideration.  When underwriting a new client, the factor 

is much more interested in the credit history of the business owner’s  

customers, the ones who will actually be making payment on the 

purchased invoices, rather than the business owner himself. 
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Factors are NOT buyers of delinquent debt or invoices with perceived 

payment problems.  While this concept may seem relatively straight 

forward, it actually is not.  This is because not all invoices are creat-

ed equal and certain types of invoices having conditions for  

payment, can disqualify them for purchase by a factor, such as... 

• CONSIGNMENT INVOICES:  Goods sent to a customer on 

consignment are goods which the customer will use its best 

efforts to sell but will not actually purchase.  In the event 

the goods do not sell, they are then returned to the  

manufacturer / distributor and payment is only made  

upon the goods actually sold.   

• PRE-SHIP INVOICES:  This is not a valid invoice since the  

service has yet to be performed by the client or the goods 

have yet to be shipped and delivered. 

• GOVERNMENT RECEIVABLES:  Invoices payable by cities, 

states, or the federal government will sometimes not be  

acceptable to a factor.  This is usually due to the factor's 

inability to properly “notice” the governmental entity  

regarding payment.  Fortunately, there are specialized 

"niche" factors that routinely handle such difficult  

transactions involving governmental entities. 

• OVER 90 DAY RECEIVABLES:  Factors only purchase  

invoices payable under normal terms (under 90 days).   

Factors are NOT bill collectors and do not purchase  

delinquent debt and questionable invoices. 

• INVOICES SUBJECT TO LIEN:  Invoices which are subject  

to a mechanics lien represent a minefield when purchased 

since payments can be subject to "priming" or having  

someone jump ahead of the factor for payment.  This is 

very common when factoring general contractors and can 

also occur when factoring certain food producers.  

• CONTRAS:  A contra occurs when a factor's client and an 

account debtor sell goods or services to each other and  

subsequently exchange invoices.  When a contra exists, 

there is always the risk that both parties will agree to  

simply offset or cancel invoice payments due.   
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• CONTINGENT INVOICES:  A contingent invoice is one 

whose payment is dependent upon the performance of  

another service.  For example, the payment upon an  

invoice for computer equipment and hardware might be 

contingent upon the seller's proper installation of that 

equipment and hardware.   

• FOREIGN ACCOUNTS:  Foreign accounts are those payable 

by a business in a foreign country.  When dealing with  

foreign accounts, even though a factor may be able to  

perfect a foreign security interest, the problems which can 

occur regarding actual collection often make such foreign 

accounts undesirable. 

• POOR CREDIT QUALITY:  Some receivables are simply  

ineligible for purchase due to the poor credit quality of  

the customer. 

As you begin to generate your first leads from your marketing  

efforts, you will probably get responses from quite a few small  

businesses with accounts that are "problem" accounts.  Many small 

business owners carrying delinquent debt would love to sell some to 

a factor and recoup 80 percent of their money.  Very few factors, 

however, are in the delinquent debt business.  Brokers can earn  

commission income, however, by placing delinquent debt with debt 

collectors.  In fact, making cold calls to business owners regarding 

delinquent debt can often lead to a conversation about financing 

their regular trade invoices through factoring or asset-based loans. 

 

Another type of problem every broker is sure to run into is that of 

pre-ship invoices or invoices where the work has yet to be done  

or where the goods have not been delivered.  For example, a  

janitorial service may actually invoice a client on the first day of the  

billing month for cleaning services which WILL BE performed over 

the next 4-5 weeks.   This is pre-billing and such invoices cannot be  

purchased by a factor until the work is completed.  Some factors, 

however, have gotten creative regarding client advances based upon 

monthly pre-billing by only releasing a portion of the advance, week 

by week, as the work is actually completed.  
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8 Reasons to Employ Factoring 

The need for factoring is usually the result of an inability of a  

business to access traditional bank loans or lines of credit, a trait 

that is of even greater importance during periodic times of economic  

downturn.  So it is really no surprise that modern business owners 

are becoming increasingly more aware of factoring as a ready form 

of alternative commercial finance and one which can be employed 

quickly in times of cash flow and working capital crisis. 

 

From a technical financing standpoint, and as you now understand,  

factoring is only utilized to address the cash flow problems caused 

by extending terms of payment to customers and the working capital 

shortfalls such extensions can ultimately create.  Shortages of  

working capital can result in serious problems for business owners 

who will then seek out some financial option as a remedy.  Problems 

associated with working capital shortages which can drive a small 

business to seek factoring include: 

 

 PAYROLL:  Shortages of cash when payroll is due are by  

far the most common reason for a business to seek out  

the services of a factor. 

 SUPPLIER PAYABLES:  Making timely payments to  

suppliers or also being able to take discounts for  

early supplier payments. 

 TAX OBLIGATIONS:  Especially payments associated with 

employee 941 payroll taxes. 

 EQUIPMENT:  Raising cash through the sale of invoices  

to purchase equipment when leasing is not an option. 

 INVENTORY:  Purchasing inventory when other forms  

of lending are not available. 

 MARKETING:  Expanding and increasing marketing  

operations. 

 EXPANSION:  Raising capital to enter new markets, buy  

out a competitor, or other forms of business expansion. 

 INVESTMENT OPPORTUNITIES:  Raising cash for an 

investment opportunity such as buying a building or  

purchasing an additional franchise. 
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Avid bass fishing pro, Bill "Sawtooth" Snagmaster is well known around the pro bass fishing circuit as a  

designer of the world's finest turbo sinkers.  Due to popular demand throughout the pro bass circuit, he began 

producing his always-in-demand Mag Force Deluxe Turbo Sinkers out of his garage and selling them to other 

pro fisherman.   

One day, to Bill's surprise, he received a call from a major fishing equipment retailer, Batfish Bobbers,  

wanting to order 50,000 turbo sinkers per month (in various popular colors) for its retail chain.  Bobbers would 

pay 50 cents per sinker ($25,000 per month) and the terms of payment required by Bobbers was 60 days.   

In spite of running his business from his garage, Bill felt he could easily meet the $25,000 monthly order size 

and he currently had over 50,000 sinkers in inventory….enough to meet the first order.  But, there was a small 

problem.  While he had plenty of inventory for the first order, he would need to order bulk lead, special sinker 

ferrules, and waterproof color dye for the subsequent two sinker orders if he was to meet the required  

shipping dates.  He estimated the cost of these raw materials at about $10,000 per order and this was money 

Bill simply did not have at hand.   

Fortunately for Bill, one of his closest fishing buddies and Mag Force Turbo Sinker fan, Pete, was a freelance 

factoring broker who worked the fishing circuit looking for opportunities just like this.  Pete had already talked 

to Bill about financing in case he ever landed a big order so it was no surprise when Bill called and explained 

the situation.  Pete immediately concluded that a small factoring arrangement was all Bill needed and quickly 

set up a conference call that very afternoon with a factor. 

To begin the call, Pete made the introduction between Bill and the factor and within just a few minutes, the 

factor recognized the opportunity and had conditionally approved Snagmaster Turbo Sinkers for factoring.  In 

addition, because of its excellent credit rating, Batfish Bobbers was approved with a credit limit of $200,000 

which gave Bill plenty of financial room to increase shipments and order size if required. 

ANALYSIS...ACCEPTED:  This deal was accepted.   Bill was provided with a factoring arrangement featuring an 

80% advance, a fee rate of 2.5% for 30 days and just 4.5% total for 60 days.  The 80% initial advance on the 

first invoice purchased provided Snagmasters with $20,000 in immediate funding (80% x $25,000 invoice) so 

Bill could comfortably order the raw materials for the next orders.  More importantly, with the factoring  

arrangement now in place, Bill could easily handle what he felt would be new orders from other retailers 

which were competitors of Batfish Bobbers. 

As the factoring broker of record, Pete earned a standard monthly referral fee of approximately $340.00 for 

every month Bill factors.  BROKER COMMISSION EARNINGS:  $350-$400 per month to start but may grow  

significantly as Snagmasters attracts new orders from other retailers and competitors of Batfish Bobbers. 
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Froggie's Tennis Racquet Grips, Inc. is a manufacturer of custom frog hair replacement grips for tennis and  

racquetball racquets.  Ron Ribbit, owner of Froggie's, sells to over 500 tennis equipment pro shops nationwide 

and has financed his business to date with an SBA loan of $150,000 which was used to purchase inventory.   

Ribbit was approached by Product Crammers, an online / infomercial marketing company, which wanted to 

shoot several infomercials for Froggie's Grips and market the product through various late night televised  

merchants. Product Crammers estimated it would need about 10,000 grips at a wholesale cost of $10 per grip 

to fulfill the anticipated orders.  This would amount to about $100,000 in new inventory.  

Ron Ribbit has always wondered if his genuine frog hair grips could be sold using infomercials and told Product 

Crammers he was interested but would like more information regarding the transaction.  Specifically, what 

would be the terms of payment and who would fulfill the orders as they come in.  Product Crammers told him 

they would fulfill the orders and he would be paid in 30 days for the merchandise sold.  Ribbit agreed to the 

transaction but told Product Crammers he would need to arrange for additional credit at his bank to purchase 

enough imported fine Italian frog hair to make the grips for an order this size. 

Ribbit arranged an appointment with his loan officer at the bank to discuss accessing some additional credit.  

Unfortunately, his loan officer informed him that his line of credit was maxed out unless he could provide  

additional collateral, which he could not.  The loan officer did, however, have an idea for Ribbit and suggested 

he contact a commercial factor to finance the receivables payable by Product Crammers.  And, although the 

bank did have a collateral position secured by "All Assets" of Froggie's Tennis Racquet Grips, Inc. to secure the 

existing SBA loan, they would subordinate their senior lien holder status on all of the receivables payable by 

OnlineCo so the factor would have rights to collect payment on the purchased accounts.   

Ribbit contacted a local factor suggested by his loan office and explained the deal to him.  The factor immedi-

ately provided Ribbit with a conditional "Terms Sheet" outlining the factoring fees, advance rates, and financing  

requirements and subsequently created the factoring contract (Master Purchase and Sales Agreement) so the 

account could be established while due diligence was taking place.   

ANALYSIS...DECLINED:  While Product Crammers' credit was solid enough for the factor to provide the  

financing, another problem unfortunately surfaced during the due diligence process which was the payment  

arrangement set forth in the purchase order.  Under the purchase arrangement, Product Crammers only agreed 

to pay for the number of grips actually sold during the infomercial promotion.  The balance of the grips left  

unsold, would be returned to Froggie's and that amount deducted from the payment of the invoice.  This  

arrangement made the transaction one of consignment and due to the uncertainty of receiving full payment on 

the purchased invoices, this particular transaction would be declined by the factor.  BROKER COMMISSION: 0 
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The entire list of reasons for a business to utilize receivables finance 

and establish a factoring arrangement is fairly expansive.  In most 

cases, however, savvy brokers know working capital shortages will 

tend to first appear when cash is in short supply for the timely  

payment of employee payroll.  

 

As we will discuss in later chapters on marketing, one reason why  

experienced factoring brokers focus much of their business  

development efforts on payroll intensive, services related prospects 

such as staffing companies, guard services, janitorial services,  

landscaping companies, etc., is because of their typically large  

payroll responsibilities.  These are businesses that tend to have an  

abundance of employees and sizable weekly or bi-weekly payrolls. 

For brokers, they can represent "low hanging fruit" for prospecting  

and as we will discuss later, such small service companies with an 

abundance of employees are a great place to start marketing.  

 

Characteristics of a Typical  

Factoring Client 
You can now better understand why terms of payment can cause 

cash shortages and also why a small business owner would look to 

factoring as a ready solution to such shortages.  But now let’s look  

at factoring from the another viewpoint, the factor’s viewpoint.  So, 

what characteristics make a business a good candidate for factoring? 

 

Over the last 50 years, factoring has expanded rapidly in the U.S.  

and now touches hundreds of industries.  Still, all business owners 

in every industry do not qualify for factoring.  For industry brokers, 

being able to focus your marketing efforts and campaigns on those 

business types which will yield the best results and have the highest 

possibility of becoming commission-generating clients is important.   

The following are some common characteristics of an acceptable 

prospect, from the factor’s (and broker’s) perspective. 

 

• UNENCUMBERED INVOICES:  The factor must have a 

FIRST PRIORITY lien secured by the accounts receivable of 

the client.  This means there can be no previous lender in 

place that has a prior right to invoices as a collateral.  
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• BUSINESS TO BUSINESS (B2B) INVOICED SALES:  As a  

method of business finance, factoring only addresses one 

area, and that is the cash flow problems associated with 

granting terms of payment upon invoices.  As such, only 

businesses that invoice to other businesses (B2B) for  

goods or services are eligible for factoring.  Factoring, 

as a financial tool, MUST ALWAYS INVOLVE AN INVOICE.   

The goods must have already been delivered or the  

services already performed. 

 

• ASSIGNABLE INVOICES:  Factors will require the ability  

to "notice" the customers of a client so they will make  

payment directly to the factor's address or lockbox and  

no longer to the client.  For legal notification, this requires 

that the purchased invoices be "assignable".    

 

Notification is typically not a problem with any normal 

trade invoices.  Assignment provisions, however, can  

become complex when dealing with federal or certain state 

or municipal governmental entities. 

 

• ACCEPTABLE PROFIT MARGINS:  Factors will look at  

profit margins before taking on a new client to ascertain 

whether the client has enough transactional profit to  

absorb the costs of factoring.  Most factors will want to  

see at least a 15% profit margin.  Very few small business 

owners operate below or near this level.  You will find 

most service providers to be in the 30% or above and many  

manufactures in the 50%-100% range or even higher.   

Still some industries, such as agricultural growers  

(fruits and vegetables), can operate on very low profits.   

 

• FEDERAL TAX LIENS:  Prior to establishing a factoring  

relationship with a new client, the factor will search for  

existing federal tax liens.  Federal tax liens usually involve 

unpaid 941 taxes (payroll).  Federal tax liens are "super 

liens" and can prime or jump ahead of a lender's  

assignment rights.  A factoring relationship cannot be  

established if there is an existing federal tax lien which 

cannot be satisfied, remedied or subordinated. 
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 NOTE:  While an existing tax lien will often prohibit a  

 financing relationship, there are several methods of dealing 

 with such liens so a relationship can be established.   

 These include: 

 - paying off the tax arrearage out of the first financing 

 - obtaining a lien subordination from the IRS 

 - making payments to IRS under an existing payment plan 

 Many experienced, well "seasoned" brokers will look for  

 businesses suffering from tax liens and prospect them with 

 a possible solution to their tax problem.  In virtually all  

 cases, a business owner with back taxes owing would much 

 rather deal with a factor than with the IRS. 

 

• CONTINUOUS NEED FOR FACTORING SERVICES:  A  

business seeking the services of a factor should exhibit  

a continuous need for financing.  In fact, most factors will 

require a minimum of a one year contract with a specified 

minimum acceptable amount of invoices submitted for  

factoring each month.  Business owners that have only a 

periodic or a very occasional need for factoring will find  

it much more difficult to attract a suitable provider.   

 

While most factors are relatively strict regarding the 

continuous need provision, exceptions are routinely made 

for those clients requiring only "seasonal" factoring.  This 

is very common for certain companies whose business 

spikes markedly during the holiday season, for example, 

when sales to large, creditworthy retailers increase  

significantly for just a few short months.  

 

 Some businesses will not require factoring on an ongoing 

 basis but will need a financial accommodation only once  

 or twice a year for an extremely large, out-of-the-norm 

 billing which they simply cannot handle without some 

 method of financing.  Such periodic transactions are  

 routinely accepted by roughly one half of all factors  

 (see SPOT FACTORING).  Business owners seeking a spot 

 factoring arrangement must usually meet some rather 

 strict guidelines and must also be prepared to pay  

 slightly higher fees.    
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Factoring Styles 

Factoring is one of the oldest known forms of commercial finance 

and though it has grown steadily through the centuries, its basic 

structure and list of services is still very  

similar to those found in transactions  

referenced during the Middle Ages.  Over  

the centuries, factors have created many 

transactional programs to accommodate  

particular customer types.  Today, factoring 

programs and specialty areas are expansive 

and nearly as numerous as the factors  

themselves.  Still, the nuts and bolts basics of 

accounts receivable factoring remain the 

same and can actually be divided into just 

two major styles;  Maturity Factoring and  

Advance Factoring.  

 

Maturity Style Factoring 

Maturity Factoring, with its historical roots imbedded firmly in the  

garment and textile industries, has been common in America since 

the 1920's and is known by a variety of other names such as  

Traditional Factoring or Old Line Factoring.  All true maturity  

factoring arrangements are primarily structured around the factor's 

provision of credit and collection services rather than that of  

actually advancing cash for financing.  In a standard maturity style   

factoring transaction:  

 

• The factor provides credit analysis of a client's customer 

or group of customers. 

• If not paid timely by the customer, the factor pays the 

owed amount upon credit approved accounts in an agreed 

upon number of days after sale, delivery, and invoicing. 

• If a credit approved customer is unable to pay an invoice 

due to insolvency or bankruptcy, the factor provides  

payment as guarantor.  There are no "advances" of cash 

made under a true maturity factoring arrangement.   

Payment is only made at the average maturity of the  

invoice batch if the purchased accounts remains unpaid. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

FIRMLY IMBEDDED 

IN GARMENTS 

AND TEXTILES 

 

 

 

 

 

 

 

 

 

NO ADVANCES 

OF CASH 



INTERNATIONAL ASSOCIATION OF COMMERCIAL FINANCE BROKERS 20  

Learning Transactional Basics 

As mentioned, maturity factoring is historically related to the  

garment and textile industries where it is still routinely found.   

In fact, some aspects of modern maturity factoring in America are 

easily traced back to the Colonial era of “king cotton”.  Because of 

the massive (and ever growing) amounts of offshore manufacturing 

now prevalent in this industry, true maturity factoring arrangements 

are no longer as common as they once were.  In fact, recent polls of  

the industry reveal that well under twenty percent (20%) of all factors  

now offer a maturity-styled factoring product.   

 

Advance Style Factoring  

(California Factoring) 

Since maturity factors historically purchased and had control over  

a client's accounts receivable, a natural and eventual service addition 

to the maturity style was to provide some form of "pre-payment"  

or finance option upon the invoices purchased, rather than just  

traditional credit analysis and collection services.  Such requests 

were already occurring on occasion in the maturity factoring arena 

and enough in fact, for some creative California-based factors to 

style a completely new type of factoring based upon an immediate 

advance of cash rather than just credit and collection services.   

 

California factoring, most often called advance factoring, focused on 

industries other than garments and textiles and created a powerful 

new and accessible form of small business finance now available to  

cash-starved entrepreneurs nationwide.  Unlike maturity factoring  

arrangements where the client expected to wait 30-60 days before  

        payment was received, the new advance factors tended to put  

            their clients on almost a C.O.D. basis.  Advance factoring  

               was initially directed towards smaller clients, typically  

                those business owners generating under $150,000 in sales  

                each month, since this was a business segment largely  

                ignored by the nation's large maturity factors. 

 

            Once the advance factoring transaction was perfected, this  

          new factoring style grew exponentially.  Today, the advance 

style of factoring represents a strong majority of all transactions and 

an ever growing segment of the asset-based finance industry.   
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The Growth of Advance Factoring 

As the prevalence and popularity of the modern advance-style of  

factoring grew, hundreds of industry types and segments were added 

to the range of prospective factoring clients.  It’s now safe to say that  

the days of factoring services being primarily associated with the  

garment and textile industries have likely ended forever. 

 

In a standard advance-styled factoring transaction today:  

 The factor advances funds on purchased accounts  

immediately with cash being wired directly into the  

client’s business bank account. 

 The factor still provides expert credit analysis and  

collection service for the client's benefit. 

 If a credit approved customer is unable to pay an invoice 

due to insolvency or bankruptcy, the factor may make  

payment as the guarantor under non-recourse arrange-

ments or may not under recourse arrangements.   

(See Recourse / Non-Recourse on the following page) 

 In a non-recourse arrangement, the factor's guaranty  

of payment only extends to matters of insolvency or  

bankruptcy of an approved customer and not trade  

disputes related to poor performance. 

Though California factoring originally tended to focus on small,  

entrepreneurial startups, that has changed over the years.  Today,  

it is not unusual to find this method of factoring employed to  

finance businesses generating a $1,000,000 or even more in monthly 

receivables.  Internationally, the growth of the advance style of  

factoring has been explosive and currently accounts for trillions of 

dollars of small business financing each and every year.  Factoring 

brokers should be aware that maturity factoring still exists for the 

very rare occasion.  Virtually all prospects you meet, however, will 

likely require the immediate injection of cash which is characteristic 

of the advance-styled transaction.    
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Recourse and Non-Recourse  
Factoring 
One of the questions most often asked by prospective clients is:  

What happens if one of my customers doesn't pay?  The answer  

depends on the kind of factoring facility provided or more  

accurately, whether the factoring arrangement is one of recourse or  

non-recourse. 

 

As you already know, traditional factoring (maturity factoring) was  

a service which provided credit analysis and collections rather than 

financing.  The factor paid the face value of invoices ONLY if the  

customer failed to pay within the allotted time under the terms of 

payment granted.  Since the factor is the guarantor in a maturity  

      factoring arrangement, all such  

      arrangements are non-recourse by        

      definition, meaning the factor has no   

      option if the invoice is unpaid due to  

      insolvency or bankruptcy.  The factor  

      takes the loss and pays the client. 

 

      In modern advance factoring  

      arrangements, factors can provide  

      their services either on a recourse or  

      on a non-recourse basis.  Under a  

      non-recourse method, the factor  

      will be responsible for the losses on 

credit-accepted accounts which are not 

paid based on the insolvency or bankruptcy measure.  Under a  

recourse method, however, the client is said to "warrant" the  

payment of the invoice by the customer.  If the purchased invoice 

goes uncollected after a stipulated period of time (usually 90 days), 

the factor will charge back (force the repurchase of) the invoice to 

the client's account.    

 

Its important to note that California-style recourse factoring, is most 

often employed to deal with smaller clients, often with even smaller, 

marginal account debtor credits.  Non-recourse factoring simply 

doesn't provide the necessary service to the client who is primarily 

in need of financing and immediate cash under all circumstances. 
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         Factoring brokers should strive to develop    

   relationships with both recourse and  

       non-recourse factors.  In fact, many factors 

offer both services only with different cost 

structures.  Some even offer a modified 

recourse product which has certain 

characteristics of both recourse and  

non-recourse factoring.  When building your 

lenders database, make certain you create 

group segments for both recourse  

and non-recourse factors. 
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Obviously, a factor is not going to agree to guarantee and purchase 

large amounts of invoices generated from sales to very small  

retailers that could realistically "close up shop" tomorrow.  

 

So in some cases, small customers may be responsible for a  

relatively large portion of the total sales of the factor's client.  In 

such instances where a client sells to a majority of small “mom and 

pop” businesses and establishments, the guarantees provided by 

non-recourse factoring are unrealistic and simply will not do the  

job.  Only a recourse-style transaction can provide the much needed 

working capital and cash flow solutions. 

 

Verification of Invoices 

From a lender's viewpoint, accounts receivable are generally looked  

at as a very high-quality collateral.  This is because invoices are  

self-liquidating.  They will routinely be paid at or near their face  

value by the customer within a very short period of time and usually 

without so much as a collection call.  And, even if there is a small 

deduction from full payment for a product flaw or poor service, 

such a deduction is seldom large enough to detrimentally affect the 

overall factoring transaction.  The factor's advance is normally only 

at or near 80% of the invoice's face value, so the factor temporarily 

retains the 20% balance as a "reserve" just for such occurrences.   

 

Still, even though a very high-quality collateral, an invoice is a  

business asset very easily falsified.  It is really only a piece of paper 

evidencing a commercial debt.   

Anyone can print thousands of  

fraudulent invoices from their home  

computer and submit them to a  

factor for purchase.  Unfortunately, 

such attempts at fraud are not  

uncommon.  This is why factors, 

with tens or even hundreds of  

thousands of dollars at risk on a  

single client advance, have become 

experts at the verification of invoices 

and the detection of fraud. 
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During the verification process, factors will contact a client’s account 

debtors to ascertain the validity of invoices subject to advance.   

This is done prior to purchase and the factor’s operations staff will  

most often verify an invoice by speaking directly with the purchasing 

or accounting department of a debtor.  In cases where invoices  

involve physical goods and are of substantial size, factors may  

require a copy of a purchase order from the customer as well as 

shipping documents from the client to show that the order is valid 

and that the goods have actually been delivered.  In some instances, 

the customer’s accounts payable or receiving manager will be  

required to “sign off” on the invoice, evidencing the goods were  

received as ordered and that the invoice will be paid under normal 

terms of payment.   

 

Fraud and the Independent Broker
 Verification is always one of the most important steps in the  

factoring process but is of premier importance when it comes to  

a broker’s new client submissions.  Fortunately, verification has  

become quite a bit easier with the growth and expansion of the  

internet.  It has, for example, become much easier to verify the true 

existence of account debtors and it is much more difficult to pass 

off a fake.  Brokers should understand, however, that even though 

they are independent in the nature of their business relationship 

with a factor, they are also there to protect their financing source 

from fraud.   

 

A well trained and knowledgeable independent broker is a factor’s 

first line of defense against fraud.   Factors will very often accept 

small factoring referrals without physically visiting the prospective 

client’s business offices.  For brokers, however, that is most often 

not the case.  Most brokers work locally and will almost always call 

on their prospect at the workplace.  And while factoring brokers  

never get involved in the actual contacting of account debtors and 

verification of an invoice, they should always stay alert and be  

“tuned in” to a prospect’s local business operation, making certain  

it is legitimate, at least in its appearance.   Always be alert for the  

possibility of fraud and a fraudulent client.  If you sense anything 

wrong or not aboveboard when visiting a prospective client's office, 

report it to your factor immediately.   
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The Concept of Collateral 
Factors, as you know, are members of the asset-based finance (ABF)  

community of lenders and as a group, all asset-based financiers  

operate based on the concept of collateral.  What really sets this 

group apart from traditional "financial statement" lenders, such  

as most banks, who gauge loan approval primarily on a borrower's  

financial strength, is that asset-based financiers focus more heavily 

on collateral assets and the ability to quickly liquidate a particular 

collateral in the event a financed party defaults on its obligations.  

For example, an equipment leasing company depends on its ability  

to repossess a piece of equipment and sell or re-lease it to recover  

or protect its invested capital if the lessee fails to make its timely 

lease payment.   

 

Put simply, collateral is just a pledge of an asset which secures a  

borrower's repayment of a loan or similar financial accommodation.  

Anyone who has ever purchased a home is familiar with this concept 

with the mortgage lender having the right to foreclose on the real 

property if monthly payments are missed.  The same is true for any 

business asset which is used to secure a commercial loan.  In  

business finance, such lending is termed "secured lending", since the 

loan is secured or backed up by a collateral which can be liquidated 

in the event of default. 

 

For factors, collateral is the accounts receivable of their clients, even 

though true factoring is never a loan.  As you know, factors actually 

purchase the accounts of a business at a discount and contractually, 

the business accounts (and rights to collection thereon) are assigned 

to the factor by the business owner at the time of purchase.  The  

accounts are pledged as collateral for the factoring arrangement at 

the time of contracting.  The factor then becomes sole owner of the 

accounts and when due, will receive payment directly from the 

seller’s customer, the account debtor.   

 

You should also know that in almost all instances, the pledge of  

accounts as collateral for a factoring facility includes both purchased 

and non-purchased invoices.  In an event of default by the client, the 

factor has the right to collect on all invoices, purchased or not.  
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The Uniform Commercial Code 
Although the factor’s purchase of the invoices through payment  

and assignment provides rights to collection, there exists another 

problem.  What is to prevent a business owner from securing a loan 

from a bank or traditional lender, pledging its accounts to the bank 

as collateral, and then subsequently applying for a factoring  

arrangement and pledging the same accounts a second time to the 

factor?  If done, the collateral would be financed twice and in  

theory, shared equally by both the factor and the bank.  A battle 

surely would ensue to see who gets paid first in the event of default 

by the borrower.  To prevent such a problem and enjoy a truly secure 

transaction, factors and lenders file a document called a Uniform  

Commercial Code Financing Statement.  

 

The Uniform Commercial Code (UCC) is a body of business related 

law that governs commercial transactions in all 50 states and  

especially those transactions involving the sale of goods, their  

transportation and delivery, and the payments upon such goods.  

The UCC is comprised of a series of articles or sections which, among 

their many focuses, define certain transactions and rights  

regarding those transactions.  Included among these are sales,  

leases, deposit transactions, letters of credit, negotiable instruments, 

etc.  Most important to factors and the asset-based finance  

community, is something called “Article 9”, which deals with the  

laws and rules involving secured transactions.  

 

When financing a company based on an asset or assets, a lender  

will file a “security interest” in the assets as collateral for the loan or 

financing.  This filing document, called a UCC-1 Financing Statement, 

is said to "perfect" the lender's security interest in the collateral.   

In layman’s terms, the UCC-1 filing: 

 

• notices the world that a financing is in place 

• describes what specific collateral secures the loan 

• determines the "pecking order" regarding who's  

entitled to the collateral in the event the borrower  

defaults on the loan.   
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When filed, a UCC-1 is time stamped and in the world of UCCs,  

first to file wins.  The first filer (lender) is said to be senior lender, 

and is entitled to collect upon the collateral first in the event of  

default.  Second or lower position filers are junior lenders.  In the 

event of default, a junior lender is only entitled to proceeds from 

the collateral after the senior lender is satisfied fully.   In factoring  

financings, the factor must always be senior lender on accounts.   

 

Searching the UCC for an Active Lien 

When underwriting a new client, one of the very first tasks a factor 

or any lender will perform is to search the appropriate UCC data-

base to determine if the collateral for a loan is available or is already 

pledged and subject to lien by some previous lender or factor.  The 

UCC requires that a UCC-1 security interest filing be: 

 filed in the UCC filing database in the  

borrower’s (client’s) state of incorporation.   

 filed under the legal name of the borrower and  

exactly as it appears in the corporate  

records in the Secretary of State’s office.   

 

Such a standardized filing and database system makes  

determining the availability of any collateral a relatively 

simple process.  Lenders can search confidently for current 

active UCC filings on most business collaterals. 

 

So as you now know, factors must have a senior 1st position lien on  

accounts in order to provide financing.  If a search of the UCC filing 

database evidences a current active filing upon a prospective client 

where the client's accounts receivable are pledged, the ability to  

finance the prospect through factoring is prohibited unless: 

 the current lender will subordinate (release) its senior  

position on accounts. (This will normally only occur if  

the lender has an abundance of other assets it can use  

to collateralize the loan).  

 the existing loan is of such a small size that the factor's 

initial cash advance upon invoices can pay off the 

loan's balance and take out the previous lender. 
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Even prior to the final contracts with a client being signed, it is not  

unusual for the factor to file a UCC-1 financing statement to secure 

its first lien position in accounts.  In some instances of fraud, a  

borrower will apply to multiple lenders at the same time, attempting 

to quickly secure financing more than once on the same asset and 

thus defrauding the lender.   

 

In the event the contracting with the new client is not finalized and 

does not occur, the factor will simply release its lien.  Such a lien  

release is performed by filing a UCC-3 amendment statement  

which is used to extend, modify or to terminate an existing, related 

UCC-1 financing statement.  

 

Notification of Assignment  

Once invoices are purchased, factors monitor their investment and 

turn to collections.  In fact, at this point factors are simply “waiters", 

but not the kind you might find in your favorite  

restaurant.  Factors wait for THEIR money on THEIR   

invoices.  The use of  “their” is emphasized here  

because as you know, factoring is a purchase and sale 

transaction and never a loan.  Factors own the invoices.  

 

Once purchased, the invoice is assigned and the factor is 

the legal owner of the invoice and has all rights to the 

invoice payment.  In fact, if a factor’s client receives a 

payment on an assigned invoice and doesn’t immediately 

remit that payment to the factor, it can be construed as civil theft 

with varying legal ramifications and penalties, depending on the 

state of jurisdiction.  In the industry this is called a misdirected  

payment or more commonly, collection.  

 

To help avoid such problems of misdirected payments, factors will  

notify a client’s customers of the invoice purchase, assignment of 

rights, and the existing financing arrangement in a process called 

notification of assignment.  The rules regarding such notification are 

set forth in Article 9 of the UCC and basically state that once legally 

noticed, the account debtor’s payment obligation is now to the  

noticer (factor or lender) and no longer to the borrower (client).   
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All Invoices of the Account Debtor 

When a client’s customer receives notification, the notification  

pertains to ALL invoices currently payable or payable in the future.   

It includes invoices factored as well as those invoices not factored.  

UCC law is written to be very black and white with little gray area 

for lawyers to argue over.  Although the client may have an  

arrangement with a factor under which all invoices of a customer 

do not have to be factored 100% of the time, all invoice payments 

must, none the less, be made to the factor’s address whether they 

were financed or not.  Payments made to the factor on invoices not 

purchased will simply “flow through” to the client’s bank account 

when reserve distributions are made.   

 

If properly (legally) noticed, the account debtor has really no  

option but to pay the factor going forward.  To ignore the factor’s 

notification of assignment is to risk being sued and forced to make 

payment on an invoice a second time.  Requiring ALL invoice  

payments of a noticed customer to be made to the factor preserves 

the legal integrity of the notification so there will be little  

available defense for the account debtor based on confusion or 

ambiguity if legal action is ever necessary. 
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LEARN TO USE THE 

UCC PROPERLY 

In many states, basic UCC 

searches are free and brokers 

will be able to access the service.  

If available to you at no cost, 

always do a UCC search on any 

prospective client prior to 

submitting a deal to a factor. 

Learning to use the UCC properly can be an excellent 

method of prospecting.  You will, for example, be able 

to explore active businesses financings in the state, 

determine if it’s the type of business that can also 

benefit from factoring, and create a marketing campaign 

based on that probability.  Don't, however, use a UCC 

search in an attempt to "steal" business from a lender.  
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Factoring Advance Rates   

When contracting with a new client, the factor will determine an  

initial advance rate (percentage rate) upon invoices it purchases.  

Throughout the industry, the most common rate of advance is 80%,  

but on occasion, factors will advance 85%, 90%, or even higher.   

This higher advance rate can occur in situations where the account  

debtors are exceptionally strong, creditworthy payers and the  

payment for goods sold or service performed has very little chance 

of being reduced with credit memos, spoilage, chargebacks, etc.   

 

Initial advance percentage rates can also vary markedly depending 

on the client's industry.  For example in the construction industry, 

where a 10% payment holdback is common (this is known in the  

construction industry as retainage), the advance rates on purchased 

invoices might be 70% instead of the more common 80%.  This is  

to protect the factor from shortfalls caused by the 10% retainage  

holdback.   

 

Advance rates on invoiced sales where the invoice amounts are very 

small may also be subject to slightly lower advance rates simply due 

to the overall increase in expense to the factor in processing such 

small transactions.  Contrarily, clients who present large invoices  

for purchase with very strong, creditworthy customers are often  

provided with both higher advance rates and lower factoring fees.  

 

 

 

 

 

 

 

 

HOLDBACK KNOWN 

AS RETAINAGE 

NOTE:  When explaining the advance to prospective  

clients, its important for them to know the advance 

is just the initial payment and there is more to come 

after the customer's payment is received.   

Do not let the prospect think that the factor is  

purchasing the invoices for 80% and that's all they 

will get.  Make sure they know there will be an  

additional rebate after payment is received.  



INTERNATIONAL ASSOCIATION OF COMMERCIAL FINANCE BROKERS  31 

Chapter Two 

The Factor's Reserve 

The percentage of the face value of the invoice not initially advanced 

is referred to as the factor’s reserve.  An initial advance rate of 80%, 

for example, means the client will receive a wire of cash for 80% of 

the invoice face value.  The 20% balance not advanced remains on  

the books as reserve or more specifically, uncollected reserve.   

 

Uncollected reserve is simply a bookkeeping entry and represents  

an anticipated amount of additional cash to be available when the  

purchased invoice is paid.  Once a payment is actually received,  

uncollected reserve, the bookkeeping entry,   

becomes cash reserve and such  

additional cash, less the factor’s  

service fee, is then available to be  

paid to the client through what is  

termed a reserve distribution, or more  

often referred to as a rebate.   

 

The availability for reserve rebates or 

distributions actually depends on a variety of circumstances.  For  

example, does the client have some additional invoices which are 

aged over 90 days and in jeopardy of being charged back or are 

there invoices not being paid due to a trade dispute?  Are there un-

foreseen expenses, such as legal or tax expenses, which must be paid 

by the  

factor for the client’s benefit?   If so, cash reserve generated from 

one invoice or a group of invoices may be temporarily held to  

guarantee the factor’s repayment for the advance on the disputed 

invoice or to pay certain required expenses. 

 

The amount of uncollected reserve scheduled for rebate will also be  

reduced by the earned factoring fees before it can distributed.  Once 

a payment is received from a customer, that check payment and  

detail information will be entered into the factor’s invoice tracking 

software and credited to the appropriate invoice.  Factoring fees will 

be tallied and deducted, a collection report will be generated, and if 

there are no other circumstances which would prevent it, a reserve 

distribution (rebate) is then readied to be made to the client. 

 

 

80% INITIAL ADVANCE 

20% RESERVE 

 

 

 

 

 

 

 

 

 

 

 

 

 

AVAILABILITY 

AFFECTED BY 

CHARGE-BACKS 



INTERNATIONAL ASSOCIATION OF COMMERCIAL FINANCE BROKERS 32  

Learning Transactional Basics 

Factoring Fee Structures 

When you begin to market the factoring product to small business  

owners, you will naturally be asked questions regarding how  

factoring works, how it will solve a particular problem, how fast  

can it be put in place, etc.  One of the most common questions  

regarding factoring will naturally be: How much does it cost? 

 

The methods by which fees are charged by a factor are set forth in 

their factoring contracts (often called Master Purchase and Sales 

Agreements) and although there are hundreds of derivations, fee 

structures generally fall into just one of two basic categories: 

 

• FEES CHARGED IN WINDOWS 

• FLAT-FEE PLUS INTEREST FEES  

 

Fees Charged in Windows 

Fee structures using this method are very common among small  

and mid-size factors with the most common windows being 10 or  

15 days.  A sample of this fee structure can be seen below for a 

$100,000 invoice, advanced at an 80% rate, and a fee of 1% for each 

window (roughly two-percent per month).   Window fees are usually 

charged on the face amount of the invoice, not the advance amount. 

DAY FEE REBATE TOTAL PAID 

1-15 $1,000 $19,000 $99,000 

16-30 $2,000 $18,000 $98,000 

31-45 $3,000 $17,000 $97,000 

46-60 $4,000 $16,000 $96,000 

61-75 $5,000 $15,000 $95,000 

76-90 $6,000 $14,000 $94,000 

 

 

 

 

MASTER PURCHASE 

AND SALES 

AGREEMENT 
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Using the previous “windows” table, you can calculate that an invoice 

of $100,000 outstanding for 40 days would be charged a factoring 

fee of $3,000 (31-45 day rate) or 3% of the invoice face value.  Once 

the invoice is paid in full, the factor will repay itself the advanced 

amount of $80,000 leaving $20,000 additional funds due to the  

client as a rebate.  Prior to wiring those funds to the client, however, 

the factor will reduce that amount by deducting the factoring fee 

earned amount of $3,000, thus leaving a net rebate of $17,000.    

 

Flat-Fee Plus Interest Fee Rates 

Fee structures using this method are very common among larger  

factors wanting to make their fees more resemble those of  

asset-based lending.  Here, a fixed discount is charged on the  

invoice face amount for the factoring services of credit analysis,  

collections, and operations.  An interest component is also charged 

on the cash amount advanced.  This is added to the fixed discount 

for a total financing fee.    

 

The interest component is usually pegged to the published prime 

rate, LIBOR (London Interbank Offered Rate) rate or the 10 year U.S. 

Treasury Rate which acts as a base rate of interest.  A margin for 

profit is then added to the base rate of interest which represents the 

total interest component charged.  An example can be seen below for 

a $100,000 invoice, advanced at 80%, with a flat factoring discount 

of 3% and 12% fixed simple interest rate for each 10 day period. 

DAY DISCOUNT INTEREST REBATE TOTAL 

10 $3,000 $263 $16,732 $96,732 

20 $3,000 $526 $16,474 $96,474 

30 $3,000 $789 $16,211 $96,211 

40 $3,000 $1,052 $15,948 $95,948 

50 $3,000 $1,315 $15,685 $95,685 

60 $3,000 $1,578 $15,422 $95,422 

70 $3,000 $1,841 $15,159 $95,159 

80 $3,000 $2,104 $14,896 $94,896 

90 $3,000 $2,367 $14,633 $94,633 

 

 

 

 

 

 

 

 

 

 

 

 

 

BASE RATE PLUS 

MARGIN 
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Using the example chart of a flat-fee plus interest method, you  

can see that a client's $100,000 invoice advanced at an 80% rate 

($80,000) and outstanding for 60 days would have been charged  

a 3% flat factoring fee or $3,000 and would have accrued an interest 

charge of  $1,578 for a total finance fee of $4,578.   

 

Generally speaking, those factors using a window style structure  

will have slightly lower fees for invoices paid in less than 30 days.  

Flat-fee plus interest factors will be slightly less expensive for  

clients with invoices paid in more than 30 days.  In the real world, 

with the broad diversity of fee structures, hybrids, and combinations 

found throughout the industry, a factoring fee structure needs to be 

examined closely to determine if one has a competitive advantage 

over another for a particular client.  Additionally, most factors are 

reasonably flexible with their fee structures and accommodative 

modifications, necessary to suit a particular “fee-sensitive” client,  

are very common.  

When you begin to market factoring to small business owners and 

even referral sources, the subject of fees will always come up.   

Incredibly, too many CPA-types will look at a factoring fee of 2 1/2 

percent for 30 days and say something like:  That’s 30% per year.   

I could never recommend that to my clients unless they were  

desperate.  That calculation is, of course, ridiculous.  The truth is,  

if a business provides 30 day terms of payment to its customers,  

the costs of factoring are about the same as taking a credit card.   

In fact, in some cases, it’s cheaper. 

 

Credit card industry statistics show the average finance cost for a 

not-in-store credit card swipe to be 2.30% - 2.50%.  The 30 day  

factoring fee for an average size client is about the same at 2.50%.  

Just like a credit card sale, factoring is a “transactional” method of 

finance.  You cannot multiply the 30 day rate by 12 to get an annual 

fee rate because the fees stop as soon as the invoice is paid.  They do 

not go on for a year.   When you add in the additional services of the 

factor such as expert credit analysis and collections, you can build a 

strong case that factoring is a bargain when compared to any B2B 

business accepting credit cards. 
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Invoice Tracking Software  

When a client’s account is approved and invoices purchased, there’s 

a lot of information which needs to be monitored and tracked.   

Documents must be prepared, reports generated (including your 

monthly broker commission report), and collection notes stored.   

All of this is the job of the factor’s invoice tracking software.  Among 

its many tasks, invoice tracking software: 

 

• Generates Advance Schedules and Collection Reports 

• Generates Client Aging Reports and Monthly Statements 

• Keeps Records of Notification and Verification 

• Calculates Factoring Fees and Interest Charges 

• Keeps Collection Records and Notes 

• Monitors Credit Exposure and Concentrations 

• Accounts for Checks and Wire Transfers 

• Generates Client Year End Tax Statements 

• Most Important...Generates Broker Commission Reports 

 

The Collections Process 

All factors will become involved in the collection and payment   

process upon purchased invoices and will typically have in-house 

personnel assigned to that task.  Each month, factors will generate 

monthly statements of account which will be mailed to all account 

debtors of all clients.  The statements of account will list all invoices 

outstanding and will be directed to the customer’s accounts payable 

department.  Courteous collection calls will be made to check up on 

those payments which have not been received by their due date. 

 

Some new factoring clients may be concerned about the factor’s staff 

contacting their clients and being too harsh in collections.  In reality, 

there is really no need for worry. A factor’s collectors are highly 

trained professionals who are well aware of the relationship between 

client and customer.  They are also aware that mistreating customers 

can lead to a client leaving a particular factor to seek another.   
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Factoring in History 

As a factoring broker, the better you understand your product,  

the higher the value of your "personal stock".  As we have already 

discussed, consultants have value because they are experts in their 

particular field.  It is easily understood that the more you know 

about factoring, the more you will be looked at as an expert and  

likely beneficiary of referral business sent your way from other local  

professionals. 

  

Unknown to most, factoring has a rich and colorful history and 

learning about its contributions to business finance throughout the 

ages can be important when it comes to networking and a good idea 

for any serious factoring broker.  

 

An Ancient Source of Business Finance 

Factoring is often referenced as having its roots traced as far back  

as the 18th century BC and the ancient Babylonians, although you  

can probably say this about all types of commercial finance.  At that 

time, the city-state of Babylon was ruled by the much celebrated 

Amorite king, Hammurabi, drafter of the Laws of Hammurabi.  

Among its 282 decrees, these laws set forth various guidelines for 

merchant transactions of the day  

and rules for the repayment of  

certain types of business debts.    

 

True factoring-styled transactions  

become more recognizable at later 

points in history and particularly 

throughout the Mediterranean trade 

corridors.  Phoenicians, the greatest 

traders of their day, are said to have 

employed factoring-related finance 

transactions as they ventured to  

foreign ports.   

 

Characteristically, factoring services throughout the ages usually  

involved the service of warehousing goods and not just that of  

financing.  This important additional feature, unknown today, did 

not really fade away until the early 19th century.   
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Ancient traders depended heavily on trustworthy warehousing 

agents for their export goods who would: 

 

 take physical possession of goods on consignment 

 warehouse the goods 

 act as sales agents and find buyers for the goods 

 collect payment upon sales for the selling trader 

 

In ancient Rome, it was common for producers to employ the  

services of a “mercantile agent” to manage the sale of and assure  

delivery and payment for goods.  There is also evidence that the  

Romans formalized methods and regulations for the sale of  

promissory notes at a discount, a direct characteristic related to  

modern factoring. 

 

The Roots of Modern Factoring 

The roots of what can be called "modern factoring" are traced to the 

textile trade in England during the 17th century and Blackwell Hall.  

Blackwell Hall, originally built in 1397, acted as a merchant clearing 

house for the cloth trade, England’s primary commodity of that era.  

Blackwell Hall Factors acted as fee-based group of agents who  

monopolized the handling of the 

sale of textiles.  

 

By the end of the 17th century, 

there were roughly fifty factors  

at Blackwell Hall who sold the  

raw materials to manufacturers 

and then additionally provided 

credit to clothiers, drapers, and 

the various exporters of the day.  

Throughout this period of  

English colonization, English  

factors were used to facilitate trade between Britain and her  

colonies, and especially her highly-prized American Colonies.  
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Factoring Arrives in America  

During America’s Colonial Era, factors provided payment advances  

to the colonists for shipments of cotton, furs, tobacco, and timber.  

As set forth in regulations contained in the Navigation Acts of the 

day, the colonists were strictly forbidden to manufacture goods in 

direct competition with the “mother country”.  They had little choice 

but to send raw materials to England, but to do so, required the  

services of a trustworthy “middleman” who could be counted on to 

transact the business.  The middleman was, of course, the period's 

trade factors and the services provided by such factors survived 

America's War of Independence, with little change in methods for 

many decades to follow.   

 

During the 19th century and the heyday of “king cotton”, industry 

cotton factors provided substantial funding for exports to Europe 

which accounted for nearly 80% of America's annual cotton crop.  

The historic warehouse district known as Factors Walk, in Savannah, 

Georgia, still evidences the importance of factoring during this  

period and in the history of this vital commodity.  

 

The actual birth of modern factoring in America is most associated 

with the creation of the Mercantile Credit Corporation which was  

established in 1904.  It is considered to be the first true commercial 

finance company.  Mercantile was started by two encyclopedia  

salesmen, Arthur Jones and John Little, who were well acquainted 

with the need for creating time payments related to their book sales. 

They wondered if such installment financing based on accounts  

receivable as collateral might be suitable for other industries.   

The factors had been using similar financing methods for  

centuries although almost exclusively in the textile industry.   

 

After some initial successes and the creation of Mercantile,  

competition quickly entered the market with the formation of  

St. Louis-based industry giant Commercial Credit & Investment  

Company (CIT) and also Baltimore-based Commercial Credit  

Company, both being started around the same time.  All of these  

early institutional lenders initially focused on developing installment 

payment systems for asset finance rather than the more expansive 

credit and collection services provided by the factors.   
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As an important feature, these early asset-based finance companies 

structured and provided services without notification to account 

debtors.  Notification was a perceived stigma of factoring which  

discredited users and evidenced a level of financial weakness.   

 

It did not take long for these early lenders to begin offering types  

of installment payment programs for automobiles, appliances, and 

many other consumer "pleasure" purchases of the time.  The 

installment finance industry began to expand exponentially with  

lenders eventually offering unsecured financing products in  

addition to those styled as asset-based loans.   

 

As for factoring, it still flourished in the garment and textile  

industries since it provided the much needed services of credit  

and collections characteristically required with the period’s large  

retailers.  From the banking and asset-based lending viewpoint,  

factoring was still looked upon as a financial accommodation for 

weak, undercapitalized manufacturers and suppliers selling goods  

to retail companies considered to be “sub-prime” credits.  

 

Postwar America saw a significant transition in the factoring  

industry as large banks and asset-based lenders realized there was 

additional business to be had by embracing this popular method  

of financing.  Although factoring had still not shed its image as a  

financing method of last resort for businesses of marginal credit,  

the banks came to realize that since they were providing the  

investment capital to finance the nation's factors, they were really 

exposing themselves to the same sub-prime lending risks by proxy.  

So the large banks made the decision to begin purchasing and  

acquiring the nation's leading textile factors.  

 

A positive result of the entry of the competitive banks into the  

factoring industry was lower financing rates.  Well established  

banking names also added a new legitimacy to the industry and in 

general, factoring began the process of building respect as a primary 

source of business finance.  Also during this consolidation period, 

factoring began to expand its service areas to include not just  

garments and textiles, but hundreds of other industries and product 

areas.  Factoring grew rapidly through the 1970s and 80s resulting  

in the creation of factoring giants such as CIT, GMAC, HSBC, Heller, 

Rosenthal & Rosenthal, Milberg, and many others.   

 

 

INSTALLMENT 

PAYMENT 

PROGRAMS 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

LOWER RATES AND 

NEW LEGITIMACY 



INTERNATIONAL ASSOCIATION OF COMMERCIAL FINANCE BROKERS 40  

Chapter 2 Quiz 

1. Factoring is considered a method of ________  

 A. asset-based finance  

 B. real estate finance 

 C. floorplan finance 

 D. none of the above 

 

2. In factoring terminology, an invoice is  

 also known as _________________ 

 A. purchase order 

 B. a bill of lading 

 C. a purchase contract 

 D.  an account  

 

3. A business selling invoices to a factor is a _______________ 

 A. customer 

 B. client 

 C. borrower 

 D. both A & C 

 

4. Factors always purchase accounts receivable ____________ 

 A. at full face value 

 B. at a discount 

 C. at a premium 

 D. all of the above 

 

5. The business obligated to pay on a purchased invoice  

 is the _________________ 

 A. customer 

 B. account debtor 

 C. client 

 D. both A & B above   

  

6. In a non-recourse factoring arrangement, the factor absorbs 

 the loss of account debtor non-payment in the event of _______ 

 A. bankruptcy 

 B. insolvency 

 C. trade disputes 

 D. Both A & B above 

Learning Transactional Basics 
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7. An initial disbursement of funds upon purchased invoices is 

 known as __________________ 

 A. a rebate 

 B. a reserve distribution 

 C. an advance 

 D. a initial charge-back 

 

8. Factoring is __________________ 

 A. never a loan 

 B. always between two parties 

 C. similar to leasing 

 D. both B & C above 

 

9. Factoring is ____________________ 

 A. a purchase and sale transaction 

 B.   always between three parties 

 C. a discount financing mechanism 

 D. all of the above  

 

10. Factoring finances ___________________ 

 A. invoices 

 B. accounts 

 C. B2B sales 

 D All of the above 

 

11. Invoices tendered to a factor for purchase which represents  

 goods not yet delivered are considered __________________ 

 A. consignment invoices 

 B. contras 

 C subject invoices 

 D. pre-ship invoices 

 

12 A condition where a client and its customer both sell to each 

 other with the risk of offsetting amounts due is called a contra. 

 A. True 

 B. False 
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