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M ethods on Debt Collection and Risk Control

Preface

In the early days when there was a shortage ofrmteusually the supply was not
enough to meet the demand in the market. At tihae,tthe suppliers’ bargaining

position was higher, so when they made transacuotisthe opposing parties, very

often they would require the opposing parties toefyay the purchase price”.

However, in recent decades, with the developmem¢ainology and the widespread
information, many newly industrialized countriessbarisen and actively developed
manufacturing industry and export-oriented tradesitess. Under the harsh
competition in the market, the condition to “prefhg purchase price” has become
very rare. In the opposite, the mainstream oftthéing terms has become “making
the payment after the acceptance of the goodstalctilation of the payable amount
every month/season/half a year”. Therefore, it basome an important issue for
suppliers to protect their own rights and interdstsninimize their bad debts, and
smoothly collect their transaction prices.

Risk Control

As to how to lower the risks of transactions inemgtional trade or mid-term or

long-term supply sales, the first work-is to callgfeelect the trading partners and to
carefully-survey their financial credit in advanceSecondly, when the parties are
entering into an agreement, it iIs important to faguthe payment methods and
conditions to guarantee debt, and one party shoedd the relevant costs for the debt
guarantee in order to achieve the purpose to “mtemeadvance and lower the risk”.

In the end, if the debtor is unable to pay thedaation price, then, it will enter into

the stage of implementation of credits. The coediirst needs to investigate the
debtor’s financial or trading conditions. If theldor still has surplus of assets or
unrealized credits, the creditor should exerciserights to assign the debt or apply
for compulsory execution as soon as possible. heeld try his best to “reduce the

damages”. With regard to debt guarantee and imgaiégtion of credits, this article

will briefly describe them separately in the folliog.

Debt Guarantee
When two parties enter into an agreement, the torehiay request the debtor to offer
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certain guarantee. If the debtor fails to perfdms obligations, the creditor may
request the guaranteeing institution to pay theraguaed amount or sell the
guaranteed objects in order to get paid (thatfastbring” mechanism).

1. Performance guarantee made by a bank
The guaranteeing bank is a neutral third party.shéll bear the responsibility to
guarantee that the debtor will perform his obligatio make the payment.

2. Domesticirrevocable letter of credit
The debtor shall be the applicant of the lettecreidit, and the creditor shall be
the beneficiary of the letter of credit. After tleeditor delivers the goods in
accordance with the conditions of the letter ofldreand requests the issuing bank
to make the payment or make an acceptance, thegssank cannot change the
terms of such letter of credit, and it shall make payment to the creditor without
any conditions.

3. Performance guarantee made by insurance
The debtor shall be the insured, and the creditall e the insurance beneficiary.
The insurance company shall make a promise to ribditor that if the insured
incident occurs (i.e. when the insured fails tofg@n his obligation according to
the agreement), the beneficiary may request theranse company to pay the
insured amount.
For the above guarantee methods items 1 to 3.actipe, the banks or insurance
companies will investigate the debtor’s credit &ftons before making the
guarantees in order to determine the terms and tmsthe guarantee or insurance
after careful evaluation.

4. Mortgage
The debtor shall offer an object to set up a mgega If he fails to perform his
obligation, the creditor may apply for compulsoreeution upon the mortgaged
object in order to get paid. According to the dagjans of the Civil Code and
the Personal Property Secured Transactions Actntireggaged objects which can
be registered for mortgage can be divided intosy real estate (such as land
and buildings), rights (limited to superficies, iagftural rights and Dian¥{ {#))
and personal properties (i.e. properties with hggonomic value such as
machinery, equipment or automobiles, and so on).

5. Pledge
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The debtor shall offer certain personal properggusities, or other rights as the
object for pledge. If he fails to perform his galtions, the debtor may sell the
pledge object and get the price to be paid. Ictm®, the securities which are
often set up as pledge objects include the follgwgovernment bond, corporate
bond, mutual funds, stocks, beneficiary warrangstiftcate of deposit issued by
financial institutions, and so on.

Personal properties and rights can both be thectsbg pledge and mortgage.

Their differences are as follows:

(1) Mortgage: After the registration of a mortgage, de®tor needs not to transfer
the possession of the object to the creditor. dfoee, the debtor may still
use the object and earn the benefits from the tbjddowever, when there is
a compulsory execution, the personal propertiechvicen be executed are
limited to the mortgaged objects which can be sklnethe court at the spot.
Therefore, there could be a problem of impossibibttexecute.

(2) Pledge: There is no need to register a pledge. tHéutlebtor needs to transfer
the possession of the object to the creditor, sodibtor-.cannot continue to
use the object or earn benefits from the objectoweler, if securities are set
up as objects for a pledge, in practice, both esntill regulate the ownership
of the interests-belongs to which party in theireagnent.

6. Guarantor

The debtor shall seek persons who have financiétyafsuch as directors of the

board, supervisors and so on) to be guarantorlyjand severally liable for the

debt. “Personal Guarantee” is to use the guarantotal assets and ability to
repay as guarantee. Therefore, the guarantor nzase lthe problems of
bankruptcy or no financial ability. Usually, inetltonstruction cases, in practice,
the parties may require a bank to be the guargoiatty and severally liable for
the debt in the agreement.

7. Negotiableinstruments

According to the Negotiable Instruments Act, thggra may be divided into the

following types in accordance with their qualificats: authorizing other people

to make the payment (money order), the issuer efitstrument will make the
payment by himself (promissory note), or authogzen financial institution to
make the payment (check). In practice, the fretjyemsed instruments are
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promissory notes and guaranteed checks.

(1) Promissory note: According to the regulations & Negotiable Instruments
Act and the Act Governing Non-litigious Mattersetholder of a promissory
note may directly apply to the court for a decreeopen the procedure for
compulsory execution. As to money orders or chetiesy will require the
proceedings of simplified litigation. After theedlitor obtains a confirmed
judgment, he may apply for the compulsory executiofihe procedures are
usually longer and will take more time.

(2) Guaranteed check: The guaranteeing bank will recttre legend of
“guaranteeing the payment” on the check. Oncectteek is guaranteed to
be paid, the bank will transfer the guaranteed arthérom the issuer’s bank
account into the account for the guaranteed checkder to make sure it will
be paid.

8. Performance bond

When the parties are signing the agreement, bedhesemay fear that in the

future that the debtor will not perform his obliget, therefore, they will require

the debtor to submit certain amount to the credi®the guarantee for the future
performance, and this is the so-called performéorel.

| mplementation of Credits
When the debtor obviously has no financial abilihd the parties have not made
any regulation for the provision of guarantee fog tebt in the agreement, under
such circumstances, firstly the creditor needs tkensure about the debtor’s
business conditions. If the debtor has entereal tié stage of reorganization,
bankruptcy or liquidation, the court will restrathe debtor from making any
property disposal or making payment to the cregitorThe court appointee (such
as the reorganizer, liquidator, or bankruptcy adsmiator) will make a financial
list of the debtor, and distribute such properteeall creditors in accordance with
their proportion of the credit. If the debtor ha®t entered into the
above-mentioned proceedings, then, the creditoll shaletails investigate the
debtor’s financial statements and books, the camwditof his real properties and
personal properties (such as machinery, raw m&eaad so on) and the
debt-credit relationship between the debtor andoh®ness trading partners, and
so on. If the debtor still has assets which magexuted or if he still has credit
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which has not been collected, there are severat wageal with the situation as
follows:
1. Assignment of credit
If the debtor has credits such as purchase pricesceivable amount which
have not been collected, then, the debtor may msgigh credit against the
third party to the creditor. Within the amount saich credit, the creditor
shall succeed the debtor’s position to requestthimel party to make the
payment. However, if the third party has any dséemights or defense
matters against the debtor, the third party magy ate the defense against the
creditor. But, if the debtor has collected theddse then, there will be no
application of assignment of credits.
2. Payment order
If the requested object of a creditor against thktar is a certain amount of
money, replaceable objects (such as machinery,peguit and so on) or
securities (such as stocks, certificates of depaaitd so on), the court may
issue a payment order solely in accordance withrélggiest of the creditor.
The payment order will take effect from the timasidelivered to the debtor.
If the payment order cannot be delivered-withireéh(3) months, then, it will
lose its effect. Further, if the creditor has petformed his counter-payment
or if the location of delivery is.in-a foreign cduwy then, the creditor may not
apply for a payment order.
After the payment order takes effect, the credstéollowing procedures will
be different based upon the fact whether the dehtses an objection or not.
(1) If an objection is raised: If the debtor raisesadjection within twenty
(20) days from the delivery of the payment ordeent within the scope of
the objection, such order will lose its effect. eTd¢ourt will also deem the
action of the creditor to request the court toeste payment order as the
raising of litigation, or applying for reconciliath. After the litigation is
raised, the creditor needs to bear the time, labdrcosts of the litigation,
in order to obtain a confirmed judgment from theairtar otherwise to
apply for a court decree for provisional executithen, the creditor may
apply for the compulsory execution against the alebtproperties. |If
before the judgment is made, there is a concerh ttie debtor may
conceal his properties, the creditor may applyht® ¢ourt for provisional
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attachment or provisional measures in order to tearly maintain the
financial status of the debtor.

(2) If an objection is not raised: If the debtor stilbkes no payment after he
receives the payment order, and has not raisedohjection after the
expiration of the prescribed period of time, theach payment order has
the same effect as a confirmed final judgment. dieglitor may start to
apply for the compulsory execution proceedings.

3. Compulsory execution

After the creditor obtains a ground for executi@udh as confirmed final
judgment, settlement, payment order, provisionaécaxion, mortgage or
pledge object auction or in accordance with theilegns of other laws), if
the debtor does not perform his obligation autocadly, then, the creditor
may apply to the court for compulsory executionmploe debtor’s properties
in order to get paid.

(1) Procedures of execution

Applying for compulsory executiemseizure registratiorrevaluation of
price/compulsory management setting up the conditions and the
minimum bidding price for the auctiemproceeding with the auctien
notification of the result of the auctisspayment of the auction priece
granting a certificate to prove the transfer ohtgg=distribution of sales
price—=if the debt is fully paid satisfactorily, then thgrocedures ar
closed/if the debt is not fully paid satisfactorignd the creditor finds out
and reports that the debtor still has propertidés teen the compulsor
execution and distribution will be followeelif the debtor has no more
properties, the court will issue a credit certifcao the creditor-the
procedures are closed.

(D

S

(2) Distribution of sales price

(The following preference order is from the leftibe right.)
The fees for compulsory execution >taxes (suchaad Value-added tax
land tax, house tax, business tax levied throughti@y) >customs
>guaranteed credits (such as mortgage and pledgegpsvowed to the
labor within 6 months >other taxes (such as inctameand so on) >othe
preferential credits regulated by the law >ordinengdits.

-
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For the distribution of the sales price from thectaun, the credit with
former preference order shall be paid first. HErthis a left amount, the
credit with later preference order will get distrilon for payment. If in
the sales agreement, the parties have no agreéonearty debt guarantee,
then, such credit shall be ordinary credit withaay preference order, and
it will get distributed payment in accordance wiitle credit proportion.

(3) Certificate of credit
A certificate of credit means during the processahpulsory execution,
if the debtor has insufficient or no propertiedb®executed, and after the
creditor makes an explanation to the court, thetomay directly issue a
certificate of credit to the creditor. Or afterthebtor’'s properties are
executed, the amount/value of the properties lisngtt enough to pay the
debts, and the creditor has investigated and regdd the court that the
debtor has no more properties, the court will isswertificate of credit to
be kept by the creditor in order for the creditreapply for compulsory
execution if he finds out in the future that théite has properties.

Conclusion

No matter for the sale of goods or provision ofvems, the business
operators all face the issue of collecting traneagbrices and risk control.
It is especially important in the mid-term or lotegm supply and

cross-border transactions. In order to make sha¢ the debt can be
smoothly collected and the risks can be controliedyusiness should
carefully select its clients and evaluate theiafioial situations before the
transactions. When the parties are entering intagieement, the parties
should regulate provisions for payment and guaeant®nditions.

However, if after adopting the above-mentioned mess the trading

partners are still unable to make the payment, thencreditor should

investigate the debtor’s financial situations a®ns@as possible, and
actively request the debtor to perform his obligatior to execute his
properties, in order to minimize the damages andn#&ntain his own

rights.
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