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This paper focuses on the usefulness of the factoring in financing the Medium Small and 
Micro Enterprises (MSMEs) to their activities. Most MSMEs face difficulty in funding their 
manufacturing activities, as the goods are sold on a credit basis. Under a credit sale basis, the 
buyers usually demand 30 to 90 days to make payment and force the seller to issue an 
invoice.The researcher tries to explain how factoring helps the MSMEs in a problematic 
situation. And modes of operation, types of factoring, and benefits available to the MSMEs if 
they opt to go for factoring service instead of other financial services. The role of MSMEs in 
the Indian economy and the role of factoring towards MSMEs to overcome the problems 
relating to the funding, collection of debts, sales ledger management, consultancy, etc. 
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1. Introduction  
The contribution of MSMEs is vital in promoting entrepreneurship and creative innovation, 
creating jobs, competitiveness, economic growth, and export business. These MSMEs require 
support from both perspectives- financial and informational.  

Financial, in a sense, most MSMEs sell their products on a credit basis as the buyers demand 
30 to 90 days to pay. In a credit sale, an invoice is raised by the seller in the buyer's nameas 
an account payable and for the seller an account receivable, which acts as liquid assets until 
the payment received from the buyer. The MSME requires liquid cash to run the routine 
business activities as most of the money is blocked in the invoice. In this situation, the seller 
approaches the factoring companies to get the immediate liquid cash. Factoring is a type of 
financial service in which a firm sells its account receivable at a discount rate (including 
interest and service fee) to receive immediate cash.In simple language, a factor is considered 
an agent who collects the dues of his clients for a certain fee. 

Informational means if the MSMEs are interested in exporting the products to other countries, 
this requires the information relating to the kind of product to be shipped, policies relating to 
the business environment, currency conversion and consultancy services, etc. 

In India,the factoring business was introduced by amending the Banking Regulation Act in 
July 1990 on the recommendation made by Mr. C. S. KalyanSundaram's commit. The 
factoring companies have played an essential role in providing working capital to MSMEs in 
India. The factoring service, which seems to be an alternative financial source to banks, 
enables the availability of liquid capital to MSME's which are not having past financial 
records, collateral, and credit profile to obtain finance from the bank. It offers specialized 
services like – providing working capital, sales ledger management, fallow-up, risk analysis, 
consultancy services. 

2. Literature Review 
(Shehzad L. Mia; Clifford W. Smith, 1992).In the paper entitled "Account Receivable 
Management Policy: Theory and Evidence,"the researcher made an effort to explain the 
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available choices for account receivable policies for firms. The researchers state that more 
prominent and more creditworthy firms setup their won captive finance unit as these units 
provide more flexibility in choices. 

(Daniel J. orgia, 1999).In the paper entitled"Reducing the Cash Gap by 
Factoring,"researchers describe the internal practices used by the firms to cope with the cash 
gap, which arises due to credit sales. After the failure, the internal practices the firms will go 
for alternative modes like- factoring. And the effort was also made to describe the factoring 
arrangement and its benefits.  

(Soufani, 2001).In his paper entitled "The Role of Factoring in Financing UK SMEs: A 
Supply-Side Analysis,"he attempted to conclude the role of factoring in financing the UK 
SMEs by conducting a face-to-face interview with executives of factoring companies. The 
study reveals that access to factoring services not open to all firms. The youngest and small 
businesses tend to need factoring, while more significant businesses with less need for 
factoring service. The bank-owned factoring companies prefer to finance the large turnover 
business whereas, independently owned factors prefer to finance the youngest and smallest 
turnover businesses.  

(Banerjee, 2003).In the paper entitled "Performance Evaluation of Indian Factoring 
Business: A Study of SBI Factors and Commercial Services Limited, and Canbank Factors 
Limited,"the researcher examines the performance of factoring business on operational and 
financial activity dimensions factoring businesses. The results showed that Canbank factors 
are performing well as compared to SBI Factors Ltd. With the help of this paper, the 
researcher made an effort to give some instructions to Bangladesh  

(Rawat, 2005).In thearticle entitled"Factoring Services in Indian Financial Market,"the 
researcher focused on the origin of factoring and the difference between traditional and 
modern factoring services. The researcher tries to explain how factoring helps solve the 
liquidity problem for a firm and presentsa scenario of factoring. The researcher states that the 
discount rate typically lies with the bank lending rate.  

(Vasilescu, 2010).In the paper entitled "Factoring–financing alternative for SMEs,"the 
researcher attempted to explain how factoring is helping the SMEs to expand their operations 
and develop new products. The researcher explains the external financial sources available to 
the SMEs, out of which how factoring is helping by providing immediate working capital 
without any collateral/security. 

(M.M. Goyal, 2011).Researcher discusses the working, features, and factoring types. An 
attempt was also made to discuss the current factoring position and the Factoring Regulation 
Act, 2011. It points out some of the bottlenecks of the post Factoring Regulation Act, 2011. 

(Sarma, 2012).Inthepaper entitled "The Conceptual Framework of Factoring on Small and 
Medium Enterprises," the researcher explains the theoretical framework of factoring, 
advantages and disadvantages of factoring, mechanism of factoring, and the cause and effect 
of factoring on Small and Medium Enterprises. 

(Ghatak, 2012).In his paper entitled"Role of Factoring in Financing SMEs in India,"the 
researcher attempted to identify how factoring extends its hands to help the SMEs in India. 
The researcher states that the factoring services are used by start-up and growth-stage SMEs 
more often. 
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(Hoti, 2014). Describes factoring's overview and historical development and it focuses 
mainly on meaning, its types, and the advantages/disadvantages of factoring. 

(Junnaykar, 2014). The researcher attempted to find the reasons behind the service's snail 
pace. In the study, the researcher considers that factoring performed very well in the initial 
few years but, later on, years it failed to carry out at the same pace. The researcher states 
some problems like- lack of awareness, better service from the banks, non-availability of 
credit insurance, fake bills, etc. 

(Muthulakshmi, 2014). Affirms that SMEs in India facing the challenges like-non-
availability of adequate/timely funds,delayed payments, lack of R&D,lack of access to 
technical information and consultancy and problems relating to raising funds,traditional 
finance normally requires adequate security/collateral, perceived to be high risk. Finally, it 
concluded that the factoring business is yet to gain ground in India wherein SMEs struggle to 
get funding support from banks. 

(Mohmad, 2015).Inthe research paper entitled "Factoring Service in India: A Study,"the 
researcher tries to explain why businesses, especially SMEs, look for alternative sources for 
finance. Further, he explains that the start-up and growth-stage SMEs prefer to use the 
factoring service. Even though financing through factoring is costlier than bank finance,many 
businesses still prefer factoring services.   

(Krishna| Subrahmanyam|Rao, 2018). Describe how the factoring institutions helping the 
business to meet their financial crunch, which resulted from the credit sale to their customers. 
And the researchers explain how the factoring institutions are adopting biased methods for 
gathering awful obligations, altering the image of factoring institutions and corporate 
employing factors. 

3. Methodology 
The present study is carried out with the help of secondary data. The secondary data has been 
collected from articles, books, world-wide-web, etc. The study was made to examine the role 
of MSMEs in the Indian economy, especially relating to funding.The study also emphasizes 
how the factoring institutions werehelping the MSMEs to carry out the smooth business 
without any hurdles.  

4. Objectives of the Study 
� To understand the concept, types, and mechanism of Factoring in India. 
� To know the role of Factoring in Financing the Indian SMEs. 

5. Factoring 
5.1 Meaning of Factoring 
The 'Factor' word is gotten from the Latin word 'Facere,' which signifies 'to do or make.' at 
the end of the day, 'to finish things.' Factoring is a resources-based method for 
financing.Financial institutions (factor) buy the account receivable from the company (client) 
regularly, pay the cash against the account receivable, and then collect the amounts from the 
client customers. In straightforward language, a factor isconsidered an agent who collects the 
dues of his customers for a specific charge. 

5.2      Types of Factoring 
• Full-Service Factoring/Without Recourse Factoring 

Under this type of factoring, factor companies provide all kinds of services like purchasing 
and collecting debts, sales ledger management, credit investigation, and consultancy services. 
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This factoring service is considered the standard one, as the whole responsibility falls on the 
shoulder of a factor if the debtor fails to repay the debts. It is also called 'Without Recourse' 
as a factor that cannot pass his responsibility to his client. 

• With Recourse Factoring 
Under this type, the factor cannot assume credit risk. If the debtor fails to repay the debt in a 
specified period, such liability is assigned back to the client; the client has to carry out 
collection work by himself 

• Maturity Factoring 
Under this type of factoring, the factor does not provide immediate cash to the client whenthe 
assignment of debts. The factor pays the cash to the client after collection is made from the 
debtors. Here, the factor makes the payment of an entire collected amount from the debtors 
by deducting factoring fees is paid immediately. Under this type, except for the remaining 
financial service, other services are provided by the client. 

• Bulk/Disclosed Factoring 
Under this type, the factor provides finance to the client after disclosing/notifying the facts 
relating to the assignment of debts to the debtors concerned. Here, the job of factor is to 
collect the payment from the debtor on behalf of the client, and the remaining work relating 
to sales ledger management, credit control, etc., has to be done by the client himself. 

• Invoice/Undisclosed Factoring 
Under this type, the debtors are not notified regarding the financial arrangement between 
factor and client, and the factor provides finance against invoices without undertaking any 
other function. All work relating to sales ledger management, collection of dues, etc., has to 
be done by the client himself. 

• International Factoring 
This type of factoring is done based on invoices prepared by the exporter. Here, the factoring 
service is extended to international business with the help of export factors and import 
factors. The exporter can get immediate cash to 80 percent of the export invoice prepared by 
the exporter.  

• Supplier's Guarantee Factoring 
This type of factoring is helpful to that business that sells goods with the help of 
intermediaries. Usually, this type of business goods is sold through wholesalers, retailers, or 
intermediaries. Here, the bills are assigned in favor of the factor which guarantees the 
supplier of products against invoices raised by the supplier upon another supplier. 

• Limited Factoring 
Under this type, the factors take the only selected invoices of the client. The factor discounts 
only invoice chosen on a merit basis and convert credit bills into cash in respect of those bills 
only. 

• Buyer Based Factoring 
Under this type, the buyer approaches a factor to discount his bills. Here, the initiative for 
factoring comes from the buyers' end, and this facility is available to the only creditworthy 
buyers; and hence it is called buyer-based factoring.  
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• Seller Based Factoring 
Under this type, the seller sells his account receivable to the factor after invoicing the 
customers. After the preparation of invoices, the job of sellers comes to an end, and the factor 
carries out the remaining functions. The factor renders this facility to the only reputed and 
creditworthy sellers, and hence it called seller-based factoring. 

5.3      Mechanism/Modes of Operation of Factoring 

Figure 1: Mechanism/Modes of Operation of Factoring 
Source: Created by Researcher 

1) In the first stage, the customer places an order to the supplier to sell the goods on a 
credit basis. 

2) In the second stage, the supplier/client supplies goods on a credit basis and creates 
invoices in the usual mode. 

3) In the third stage, the debt unpaid by the client customer to the client is allocated to 
the factor by advising the client customer to pay the amount outstanding to the client 
to the factor. And the client handovers the invoices to the factor. 

4) The factor makes an instant payment of up to 80 percent of the allocated invoices. 
5) Client customer makes the repayment of dues after agreed days for repayment. 
6) After realizing payment from the client's customer, the factor pays the balancing 

amount by deducting interest charges and service fees. 

  Day 90                                                               

           (6) Balance 20% payment minus interest charges and service fees 

Day 30 

           (4) Advance cash against invoices 

                           up to 80 % 

 

 

 

(3) Requesting Financing                            (5) Makes Full Payment 
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5.4     Advantages of Factoring: 
Factoring is becoming popular all over the world because of its various features. The factor 
renders the services like- maintenance of sales ledger, collection of due amounts from client 
customers, credit control, provision of finance, and consultancy services. Usually, the 
MSMEs face the working capital problem as a lot of the working capital is locked up in trade 
debts. The factoring releases the funds against the account receivable and solvescollection, 
delays, etc. The following points explain the advantages that are offered to its clients. 

• The advanced payment made by the factor against the trade debt/account receivable 
helps the client to have enough liquid capital. Having enough liquid capital clients 
meets his liabilities as and when they occur; thus, it also helps in improving the 
solvency position. 

• The factor provides some specialized services, particularly sales ledger management 
and debt collection, which helps the client feel free from the botheration about the 
record-keeping of sales and collection. And the client can focus more on the other 
significantdepartments/areas to improve the efficiency of the business. 

• The company can feel a better position to meet the obligation in the regular period to 
improve cash flows. 

• Factoring helps business management in saving time and effort in collecting and sales 
ledger management. 

• The factors provide information about the creditworthiness of customers of the client, 
which helps the company avoid bad debts. 

• Working capital is provided by purchasing the account receivable; hence there is no 
requirement of collateral/security to get liquid cash from the factoring.  

5.5Disadvantages/Limitation of Factoring 
• The cost of the factoring service is usually high as compared to bill discounting and 

bank loans. 
• Factoring generally requires useful historical information on all buyers; if unavailable, 

the factors assume high credit risk. 
• The environment like- fraud and weak legal and digital platforms for business 

communication forces the factor to go for 'with recourse factoring, which means that 
the seller is liable if the buyer fails to repay the invoices and credit falls on the 
shoulder of the seller. 
 

6. Role of Factoring in Financing MSMEs in India 
Usually, the lot of working capital of MSMEs locked up in the form of trade debt. MSMEs 
face the biggest challenge in collecting debt from the customer/debtor. If the MSMEs came 
across delays in the collection process, it leads to liquidity problems, which in turn delays 
production and supplies. In India, most of the MSMEs supply goods/products to a single 
large buyer. This buyer is always known for his postponement in paying his small supplier. 
Due to the delay in repayment, the new cost of financing book debts is quite substantial, and 
it reduces the profit and competitiveness of a company, particularly the small one. 

To cope-up with this problem, many MSMEs go for various means of financial sources. Even 
though various financial sources are available, the MSMEs fail to get credit due to a lack of 
collateral security and improper financial track records. To overcome this, the factoring 
service has been introduced. With the help of this opportunity, the factoring service can 
emerge as a problem solver/reliever to the MSMEs. Factoring is a method of financing 
whereby a company sells its trade debts at a discount to a financial institution. Since its 
introduction in India, factoring has not become popular due to a lack of awareness and 



Lokavishkar International E-Journal, ISSN 2277-727X, Vol-08, Issue- 01, Oct-Mar 2019 (Half Yearly) 
 

 

                                        w w w . l i i r j . o r g                                                      ISSN 2277-727X 
 

Page 95 

legislative and regulatory framework. Later on, heavy stamp duty has removed from entering 
into the contract. Banks and independent institutions are permitted to undertake factoring 
service by setting up the separate departments with prior approval from the RBI as 'NBFC 
Factor.' Factoring companies usually focus on financing the young and fast-growing MSMEs, 
and even though the financing through factoring is costlier than bank finance,many 
businesses still prefer factoring services. 

7. Benefits of Factoring to MSMEs 
Apart from offering the financial service to the MSMEs, the factor provides additional 
services like- sales ledger management, collection, credit risk, consultancy, etc. the following 
points will explain in detail the kind of benefits enjoyed by the MSMEs from the factoring. 

• Financial Services: Much working capital of many manufacturers and traders 
blocked in the form of trade debt, which arises from credit sales to the customers. It may 
become a significant hurdle to small manufacturers and traders because they have to wait for 
60 to 90 days to receive payment. During this period,a small manufacturer suffers from 
inadequate cash flow. In this scenario, the benefit of the factoring service is that the client 
will be given immediate cash up to 80 percent as soon as the invoices are handover to the 
factor. And another most significant advantage is that the client need not provide any 
collateral/security against the advance amount. The invoice itself is the collateral against the 
advance amount given to the client by the factor. 

• Collection Services: the collection of debt from the customer is another difficult task 
for MSMEs. Usually, most of the sales transactions of MSMEs done on a credit basis. It 
means the collection of debts becomes essential, and it requires professional experts and more 
time. This delay in collection leads to a delay in production and supplies because 
management focuses more on collecting debt and arrangements for working capital for the 
smooth flow of production. In this case, the factor helps the MSMEs by providing finance 
against the invoices and carrying out the collection work on behalf of MSMEs. It releases the 
client from the task of collection work, and the client can focus entirely on the production and 
supply of the product/service. 

• Credit Risk Service: The client bears all credit risk if he has not taken factoring 
service. It may lead to higher risk as profit may come down. Sometimes the business suffers a 
loss due to bad debts. If the client enters into a factoring agreement (without recourse), the 
client need not bother about the credit risk or loss due to bad debts. Even if the client's 
customer fails to repay the debt, the entire responsibility falls on the shoulder of the factor, 
not on the client. 

• Sales Ledger Management Service:Administration of the sales ledger is purely 
based on an accounting function, which can be managed efficiently by specialized knowledge 
that a client cannot possess. If the client has a factoring relationship, he can enjoy the services 
like maintenance of accounting records, monthly sales analysis, customer repayment 
statements, etc. Thus, factoring provides excellent credit control and all functions related to 
sales ledger management. 

• Consultancy Service: The factor provides consultancy services to their client by 
collecting information about the client's customer's track records, turnover, size of inventory, 
and financial matters, etc.,and circulates the same information to the client. It helps the client 
choose the right customer based on the information provided by the factor to avoid poor 
quality and risk dealings.  

• The Economy in Serving: Factoring institutions are being in touch with customers, 
and they know the ground reality or pin-to-pin information about the number of customers. If 
a client seeks consultancy services, they can provide areasonable price as their overhead cost 
is spread over several clients. And the interest rate is charged only on the amount provided to 
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the client (say 80 percent) of his total invoices and not on the total amount of the invoices. 
• Off-balancing Sheet Financing: At the point when a factor buys the obligations of 
the customer, the obligations don't stay long on the current resources side of the asset report. 
It's anything but a decrease in the obligations, and the customer can utilize the acknowledged 
cash against the obligation to diminish the current liabilities, which helps in working on the 
current proportion 
8. Conclusion 
The MSMEs are offered a variety of benefits/services from the factoring companies. But, still 
factoring service has not gained popularity as it is considered a substitute to the other 
financial services available to the MSMEs. To overcome this, there is a need to organize 
workshops, seminars, and training sessions for the MSMEs to come to know about this 
service. And there is a need to create a communication network platform between the 
factoring companies and MSMEs. With the contribution made by the MSMEs to the Indian 
economy, it necessary to promote the MSMEs by eradicating the problems with the help of 
factoring services.  
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