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Role of Factoring In Financing SMEs in India
Dr. Anirban Ghatak, Asst. Professor, Christ University Institute of Management, Bangalore
ABSTRACT
Factoring is one of the upcoming sources of finance for SMEs in India. It is particularly, relevant if a
company is growing on a daily basis and when new customers are added regularly there are chances of
ending up with huge invoices. The notion that SMEs experience disadvantage in relationship with the
capital market i.e. the existence of credit rationing and also finance gaps in their relationship with
banking institutions have been popular for decades. This problem often directs many businesses to look
for alternative source of finance like factoring.
The study shows that the demand for factoring services will tend to reflect the impact of acute cash
shortage due to delayed payment by debtors causing liquidity problems. From the research it is also
evident that SMEs use these services during their start-up and growth stage, since this is the stage were
organisations find it difficult to raise finance due to lack of financial data about its performance history.
Even though the service providers of factoring charge 10%-15% of the receivables as their commission
still there are organisations that prefer factoring services.
Key Words: Factoring, SMEs,
Introduction:
Growth of the corporate sector is important in the process of economic development. The issue of
finance has been identified as an immediate reason why business in developing countries fails to start or
to progress. It is imperative for firms in developing countries to be able to finance their activities and
grow over time if they are to play an increasing and predominant role in providing employment as well
as income in terms of profits, dividends and wages to households. Financing of SME in the country is
largely seen as a part of the regulated lending through a network of state-created institutions. While it is
an achievement on the part of the banking sector and shows the credit absorption capacity, there is a
definite and visible gap in its support to the sector. This problem often directs many businesses to look
for alternative source of finance. Factoring could be helpful when a company holds a lot of capital in
unpaid invoices, and wish to sell those receivables, mostly at a discount to the face value of receivables.
It would be financially more secure as all the risk of default is taken by the factoring company.
Factoring provides the company with a professional credit management service that will allow you,
more time to concentrate on your business. Various studies conducted in the U.S states that factoring
services are used by almost 80% of the garment industry. Factoring is not yet common in the Indian
industry. It acts as an effective tool to manage the working capital and also streamline the cash flows for
an organisation. It is an effective tool that can be used to reduce the cash cycle which helps
organisations manage the day to day activities with the cash flows rather than going for various other
methods like overdraft facilities from commercial banks.
Following this line of research, the aim of the study is to identify if factoring could increase the
profitability and helps managing the cash flow. Specifically, this study will try to investigate whether
and to what extent can factoring be used as a source of finance. To achieve this goal a panel data
methodology, controlling for individual heterogeneity, will be adopted and a more complete and bigger
sample, than the foregoing studies, will be chosen.
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Reviews of Literature:
Khaled Soufani (1994), in his paper titled “Factoring as a Financing Option: Evidence from the
U.K” cited on how use of factoring by business, varies according to difference in characteristics of the
firm. Their relationship with their banks varies through the availability of credit, size and value of the
collateral, total value of firms debt and also if the business is experiencing financial distress. The study
found that factoring services are used by small firms more likely in manufacturing and associated
industries. The demand for factoring services is evident from the financial constraints upon firms and in
particular impact of delayed payment on working capital.
Leora Klapper (2005) in the paper titled “The Role of Factoring for Financing Small and Medium
Enterprise” examined how factoring helps SMEs as an innovative source of financing. Factoring is all
about linking the value of the supplier’s accounts receivables to the credit provided the lender.
Therefore, factoring allows high-risk suppliers to transfer their credit risk to their high-quality buyers.
“Reverse factoring”, which is a technology that can mitigate the problem of borrowers’ informational
opacity in business environments with weak information infrastructures if only receivables from high
quality buyers are factored.
Florette, Gerson, and Postrick, (2008) in the paper titled “Enhancing the role of factoring and
leasing companies in providing working capital to SME in Namibia” examined how factoring and
leasing could be used in making working capital accessible to SMEs in Namibia. The study shows that
factoring and leasing services seem to have lower default rates than conventional loans in all three
countries. After being granted financial assistance, SMEs are not left on their own but, the lending
institutions take constant follow-up action on them.
Jill Malick (2009), in the paper titled “Factoring can help your business with cash flow” gives a view on
how poor cash flow can bring a company totally down. The study shows that Factoring is the innovative
source of financing that will reduce the cash crunch.
Chris Miller, (2009) in his paper titled “Factoring can be an option when traditional financing
isn't” showed that Factoring may decide a company’s growth, survival or bankruptcy. The study also
showed that Factoring business is growing at a stage greater than that of growth of SME businesses.
Glen J Katlein (2010), in the paper titled “Financing small business growth - The factoring option”
states that for some small business owners factoring is misused and becomes a high cost financing
source that is challenging to eliminate. In some cases – especially during tight bank credit environment factoring may be used as a cost effective solution to finance working capital for growth.
Objectives of the study
The present study has been undertaken with the following objectives:
 To identify how factoring helps in effective working capital management.
 To identify impact on factoring if the credit availability from financial institutions declines.
 To analyze the capital structure that leads an organization for factoring.
Variables of the study
Dependent variable
The dependent variable in the study is Factoring
Independent variable
Independent variables used in the study are Turnover, Ownership Structure, type of source of finance,
bank credit, number of employee, turnover, bank credit, capital structure.
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Hypotheses
Primary Hypothesis:
Hypothesis 1: Business using factoring is relatively small when measured by turnover.
Hypothesis 2: Factoring services tend to be more focused upon manufacturing.
Hypothesis 3: Factoring services are used by firms which are 1-5 years old.
Hypothesis 4: Factoring is availed by organisations when the availability of bank credit declines.
Hypothesis 5: The higher the amount of debt, the more the business would prefer factoring.
Hypothesis 6: The greater the financial difficulty the business is facing, the higher is the use of
factoring.
Hypothesis 7: Factoring services are more focused on limited liability companies.
Sampling procedure
The primary research instrument used in this study was the questionnaire. Based on the proportionate
sampling method the researcher has selected 200 manufacturing SMEs from Bangalore for the current
study.
Data Analysis:
Factoring is one of the upcoming areas in the Indian SME sector. It is one of the ways to better manage
working capital requirements. The primary data was collected with a purpose of studying the objectives
and to arrive at a conclusion that will determine the role of factoring in financing SME. The primary
data obtained from questionnaires helped in understanding the views of the SME’s towards factoring.
Testing of Hypotheses:
Hypothesis 1: Business using factoring are relatively small when measured by turnover.
Insert Table No 1
From the above result, by taking the significance of ANOVA, the hypothesis can be proved. The
acceptance rule is: If significance is less than 0.05, then reject the H0. Here as the value is 0.468, the
null hypothesis is not rejected. The beta factor of .592 depicts a positive correlation between factoring
and turnover.
Hypothesis 2: Factoring services tend to be more focused upon manufacturing.
Insert Table No 2
From the above result, by taking the significance of ANOVA, the hypothesis can be proved. Here as the
value is 0.187, the null hypothesis is not rejected. The beta value being .636 states that there is a
positive correlation between organisations into manufacturing and those using factoring.
Hypothesis 3: Factoring services are used by firms which are 1-5 years old.
Insert Table No 3
From the above result, by taking the significance of ANOVA, the hypothesis can be proved. Here as the
significance is 0.529, hence the null hypothesis is not rejected. The Beta factor of .505 states a positive
correlation exist between age of the organisations to that of factoring.
Hypothesis 4: Factoring is availed by organisations when the availability of bank credit declines.
Insert Table No 4
From the above result, by taking the significance of ANOVA, the hypothesis can be proved. Here as the
significance is 0.016, the null hypothesis is rejected. The beta factor of .550 signifies a positive
correlation which means bank credit has only a small impact on factoring.
Hypothesis 5: The higher the amount of debt, the more the business would prefer factoring.
Insert Table No 5
From the above result, by taking the significance of ANOVA, the hypothesis can be proved. Here as the
significance is 0.01, the null hypothesis is rejected. The beta factor of .546 signifies a positive
correlation which means bank credit has only a small impact on factoring.
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Hypothesis 6: The greater the financial difficulty the business is facing, the higher is the use of
factoring.
Insert Table No 6
From the above result, by taking the significance of ANOVA, the hypothesis can be proved. Here as the
significance is 0.486, the null hypothesis is accepted. The beta factor being .504 shows a positive
correlation between financial difficulty and factoring since the value is close to 0 the impact of financial
difficulty on factoring is less.
Hypothesis 7: Factoring services are more focused on limited liability companies.
Insert Table No 7
From the above result, by taking the significance of ANOVA, the hypothesis can be proved. Here as the
significance is 0.365, the null hypothesis is accepted. The beta factor being .516 indicates sign of
positive correlation.
Findings of the Study
After undertaking the study, the following findings were made about the role of factoring in financing
SME.
• The role of factoring is to finance companies during the start-up and growth stage as their
funding requirements may not be met by banks.
• Factoring being post shipment finance is mainly used by organisations in manufacturing sector.
This is because in manufacturing there is physical delivery of products to clients and hence there
is an underlying physical asset where as in service sector physical delivery of an underlying does
not take place.
• Factoring is not used by organisations when bank credit declines or during financial difficulty.
This is because a factoring company is also tends to reject an organisation on the grounds of
which the bank rejected them.
• Ownership of an organisation does not have an impact on factoring services. The factoring
service provider analyses the past financial performance and also the track record of debtors for
past twelve months before offering factoring services.
• Factoring is not used as a tool to manage credit risk rather it is used to better manage working
capital requirements.
• The cost incurred in availing factoring services is quite higher as the factoring companies charge
a commission as high as 20% of the receivables a part of which may be released once the
payment from debtors is received.
• On availing factoring services the entire cash flow of debtors of the company will be managed
by factoring service provider and if one debtor defaults then the factoring service providers
make the loss good from cash inflows from other receivables.
Conclusion:
The paper focuses to identify the role of factoring in financing SMEs in India. The evidence supports
the hypotheses presented in terms of size, sector, age and ownership.
The evidence that was collected from users of factoring services confirms that the service is availed to
better manage their cash flows and improve working capital management. The demand for factoring
services will tend to reflect the impact of acute cash shortage due to delayed payment by debtors
causing liquidity problems. The factoring companies offer the services based on past performance of the
organisation as well as the performance of debtors.
From the research it is also evident that SMEs use these services during their start-up and growth stage,
since this is the stage were organisations find it difficult to raise finance due to lack of financial data
about its performance history.
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Even huge organisations are availing factoring services. This industry is in the initial stages of its
growth and hence has a great growth potential. Even though the service providers of factoring charge
10%-15% of the receivables as their commission still there are organisations that prefer factoring
services.
To further regulate these factoring service providers an apex body is to be formulated who could
regulate and lay down policies on the working of factoring service providers. As factoring service also
includes export financing were in foreign receivables are also discounted by factoring companies there
is huge possibility of exchange risk involved in such transactions causing loss to organisations availing
factoring services.
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Annexure
Table No 1

Model
(Constant)
Turnover

Unstandardized Coefficients
B
Std. Error
4.124
.821
.159
.217

Standardized Coefficients
Beta
.592

t

Sig.

5.024
.732

.000
.468

t

Sig.

4.891
1.339

.000
.187

t

Sig.

Table No 2

Model
(Constant)
Manufacturing

Unstandardized Coefficients
B
Std. Error
2.790
.571
.194
.145

Standardized Coefficients
Beta
.636

Table No 3

Model

Unstandardized Coefficients
B
Std. Error

Standardized Coefficients
Beta
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(Constant)
Years of operation

3.904
.094

.602
.148

.505

6.481
.634

.000
.529

t

Sig.

3.864
2.506

.000
.016

t

Sig.

7.430
.848

.000
.001

t

Sig.

Table No 4

Model
(Constant)
Bank Credit

Unstandardized Coefficients
B
Std. Error
2.166
.561
.409
.163

Standardized Coefficients
Beta
.550

Table No 5

Model

Unstandardized Coefficients
B
Std. Error
3.969
.534
.125
.148

(Constant)
Amount of debt

Standardized Coefficients
Beta
.546

Table No 6

Model
(Constant)
Financial difficulty

Unstandardized Coefficients
B
Std. Error
3.296
.364
.101
.143

Standardized Coefficients
Beta

9.065 .000
.702 .486

.504

Table No 7

Model
1

(Constant)
Ownership

Unstandardized Coefficients
B
Std. Error
3.222
.366
.164
.179

Standardized Coefficients
Beta
.516

t

Sig.

8.803
.916

.000
.365

***
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