
REGIONS: EUROPE

More than ever, mitigation of non-
payment risk is a top priority for 
banks and corporates as shifting 

trade patterns take them into new, less 
familiar territories. 

Investment in trading finance 
capabilities, such as trade processing centres 
(TPCs) – which focus on handling letters of  
credit (LCs), the predominant force in risk 
mitigation – is important. This capability 
puts banks in a much stronger position 
to provide trade finance services between 
counterparties who do not have quite the 
familiarity and trust in place to conduct 
open account trade transactions. It is widely 
accepted that around 80-90% of  global 
trade flows are made possible through some 
form of  trade finance and that the use of  
LCs continues to decline as a proportion of  
overall trade finance.¹ 

Yet the LC is far from dead. Indeed, 
Commerzbank’s bold decision in November 
2011, in the midst of  an ongoing 
international financial crisis, to upgrade 
the bank‘s LC processing capacities is just 
one example. At a time when many banks 
were considering scaling back their trade 
finance operations, we instead took the 
decision to invest a double-digit million sum 
in establishing processing hubs in Eastern 
Europe and Asia.

In 2012 we opened a TPC in Poland. 
Letters of  credit notifications, documentary 
assessments and payments of  LCs are all 
undertaken here, providing services on a 
global (not just regional) basis. Its location, 
however, is significant. As a key German 
Mittelstand (mid-market) bank, we know the 
significance of  Eastern European trade to 
the whole of  Western Europe – especially 

to Germany and particularly the mid-market 
export sector. And, in our view, the most 
important instrument for facilitating trade 
between the two regions is, and will remain, 
the LC.

Trade flows
Western Europe relies on Russia for oil 
and gas and Ukraine for steel. Meanwhile, 
all the major Eastern European economies 
depend on Western European equipment 
and machinery, along with chemical and 
agricultural products and consumer goods 
such as automobiles.

Economic growth in the east is 
consistently higher than in the west, 
while increasing government and private 
investment in infrastructure means that 
Eastern Europe remains far from saturated 
with respect to both consumer and industrial 
export opportunities. What’s more, a 
determination by countries to diversify 
their trading relationships (for example 
Russia, which is keen to move away from 
its reliance on hydrocarbons), is resulting in 
opportunities to not only deepen trade ties 
with the region, but also to broaden them.

CEE and CIS trade growth
Certainly, GDP growth in Central 
and Eastern Europe (CEE) and the 
Commonwealth of  Independent States (CIS) 
continues to considerably outperform that 
in the EU; and this looks unlikely to change 
for the considerable future. Data from the 
International Monetary Fund (see Figure 1) 
highlights that while the EU’s GDP growth 
for 2013 barely registered as positive at 
0.02%, CEE reached 2.34% and the CIS 
reached 2.11% growth. Looking ahead, CEE 

growth is expected to steadily increase to 
3.5% by 2016, (by which time, the EU will 
still be lagging significantly behind at 1.76%). 
Growth in CIS is expected to jump over the 
next few years, levelling off  to be at a similar 
figure to that in CEE by 2018.

In terms of  trade, CEE export growth 
was more than double that of  the EU in 
2013 (see Figure 2), with the CEE seeing an 
increase of  4.53%, compared with 1.99% 
in the EU. And import demand in the CEE 
has also shown a greater increase – 3.93% 
compared with the EU’s 0.41%. As with 
GDP, import growth is expected to remain 
considerably higher in CEE than the EU 
over the coming years, while the gap in 
export growth in the two regions will begin 
to narrow.

Trading opportunities with CEE and the 
CIS are therefore substantial. And further 
opportunities will come from beyond the 
usual suspects of  Russia, Ukraine, Poland 
and the Czech Republic. 

Azerbaijan oil flows
Azerbaijan, for example, has seen trade 
with Germany (both imports and exports) 
surge by nearly 42% in the first half  of  2013 
compared with the first half  of  2012. An 
increase in Azerbaijan oil exports has been 
the driver, which – with the construction of  
new pipelines – has become more accessible 
to Western Europe. This, combined with 
desire of  many countries to diversify from 
dependence on Russian hydrocarbons, has 
resulted in a dramatic increase in demand.

Indeed, Azerbaijan’s burgeoning energy 
market is set to grow via the Southern Gas 
corridor – an initiative of  the European 
Commission. And part of  this, namely the 
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recently finalised plans for the Trans-Adriatic 
Pipeline (TAP) due for completion in 2019, 
will transport natural gas from Azerbaijan to 
Italy. Indeed, TAP could transform regional 
dynamics by diversifying European energy 
supplies and bolstering regional economies 
in Europe through investment and cheaper 
energy.

Yet pipelines are just part of  major 
infrastructure plans in Azerbaijan, which also 
include the construction of  railways and the 
Baku underground development project; 
all offering equipment supply opportunities 
to Western Europe’s major engineering and 
equipment conglomerates.

In fact, infrastructure projects that 
necessitate specialist machinery and expertise 
from the west are increasing throughout 
Eastern Europe and include the Sochi road-
rail corridor and part of  the Blue Stream 

Mega Pipeline project in Russia, both 
requiring large, specialised, German drilling 
machines.

Russian meat imports
Away from infrastructure, there is also an 
interesting trading trend emerging in Russia, 
which is importing large quantities of  live 
cattle in order to establish a method of  self-
sufficient meat and dairy production – as 
well as to reduce its reliance on oil trading. 
As a result, we are seeing significant LCs for 
imports of  this kind. Russian imports of  live 
cattle increased by nearly 50% in 2012, with 
a value of  nearly US$500m.² 

There are investments from western 
European companies in this field, which 
are establishing – together with Russians – 
farms on a large scale for significant meat 
production. The Russian market for both 
beef  and cattle breeding stock therefore 
offers great potential. 

LCs put processing capabilities under 
the spotlight
In particular, this likely increase in big-
ticket exports to support infrastructure 
projects – while fantastic news for Western 

European suppliers – exacerbates the risk 
concerns exporters have with respect to 
CEE. Specialist big-ticket equipment supply 
involves bespoke contracts and extended 
payment terms – both of  which require 
financing.

Traditionally, this has involved export 
credit agencies (ECAs) providing cover for 
capital goods suppliers to emerging markets. 
And while this branch of  export finance 
is set to continue, alternative financing 
methods are emerging to complement the 
ECAs.

Another group of  counterparties 
willing to help mitigate risk on financing 
involving extended tenors are the multilateral 
development banks (MDBs), and particularly 
the European Bank for Reconstruction and 
Development (EBRD). As one of  EBRD’s, 
major confirming banks, we see this MDB’s 
trade facilitation programme  as absolutely 
crucial for risk mitigation in Eastern Europe.

Of  course, the TFP’s most productive 
use has been as a support mechanism for 
LCs and standby LCs from commercial 
issuing banks – demonstrating that the LC 
remains the risk mitigation tool of  choice. 
For corporates, LCs provide a definite 
payment undertaking from an issuing bank 
with a confirmation from the advising bank; 
therefore mitigating payment risk.

A partnership approach
As with Commerzbank’s partnership with 
the EBRD, the bank is a strong advocate 
for a partnership approach across the 
CEE region and we aim to partner with 
local banks to increase their LC handling 
capabilities. 

Local banks have an in-depth knowledge 
of  their jurisdictions that cannot be 
matched by global providers. So they are 
the best entities for monitoring risk in their 
respective countries, making it best practice 
for international banks to partner with 
them, rather than act as rivals. That said, 
the increased use of  the LC – especially in 
its electronic format – has put local banks 
under strain with respect to processing. 
As the LC becomes more automated, LC 
issuance and confirmation requires an IT 
investment that local banks may find a 
burden, rendering them uncompetitive in the 
trade finance space. 

Many smaller banks in CEE are 
therefore outsourcing the resource-heavy 
processing of  LCs to a larger financial 

institution that can take on much of  the 
operational risk and, thus, reduce the cost 
of  the processing. Such an alliance can 
strengthen CEE banks in their domestic 
markets – helping them face down 
competition from global banks. It also helps 
reduce their operating costs and allows 
expansion into other geographic markets.

Interestingly, such a partnership even 
makes the acquisition of  unconfirmed LCs 
attractive for local CEE banks. Indeed, they 
earn as much on processing fees for every 
two unconfirmed LCs as for one confirmed 
LC – without the capital requirements or 
limit restraints. 

Certainly, there’s plenty of  life in the old 
LC yet!
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“In terms of trade, CEE 
export growth was more 

than double that of the EU 
in 2013” 

Per Fischer is head of financial institutions 
CEE, Turkey, Russia, CIS, Baltics and 
Mongolia at Commerzbank

Figure 1: Actual and forecast GDP growth 

Figure 2: Actual and forecast volume of imports and 
exports of goods and services (percentage change) 

Source: IMF World Economic Outlook data
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