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Fraud in Factoring / Invoice Finance

All forms of lending fall into two basic types: secured and unsecured. If 
a loan is unsecured, there is no underlying asset that the lender can get 
their hands on, should the borrower default on the repayments. If a loan 
is secured, there is an underlying asset that is used as collateral for the 
loan. If the borrower defaults on the loan repayments, the lender takes 
possession of the asset and converts it into money to repay the loan. 
A classic example is a mortgage on a property. If the mortgage holder 
is unable to repay the mortgage, the lender will take possession of the 
property. Another example is a hire purchase arrangement to buy a car. 
If you fail to make the repayments, you can wave goodbye to the car!
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When it comes to factoring / 
invoice finance, the asset is the 
outstanding invoices. The “loan” 
in this case is the Funds in Use 
balance, which is increased when 
advances (out-payments) are made 
to the client in respect to approved 
invoices assigned to the factoring 
company. The loan is repaid when 
the customer of the client (the 
debtor), pays the invoice, thus 
reducing the Funds in Use balance. 
At any point in time, the value of 
the outstanding approved invoices 
should be greater than the Funds 
in Use. If all else fails, the factoring 
company, should be able to repay 
the Funds in Use by collecting all of 
the outstanding invoices - the asset 
that secures the loan.

How secure are factoring 
companies that they will get 
their money back? There are 
three negative scenarios when it 
comes to the debtor paying back 
the invoice: won’t pay, can’t pay, 
nothing to pay.

Won’t Pay: If a debtor refuses to 
pay an otherwise legitimate invoice, 
this is generally some sort of 
dispute that needs to be resolved 
by the client with its customer.

Can’t Pay: If a debtor can’t pay due 
to financial difficulties, this begins 
as overdue invoices, but eventually 
leads to bad debts. These are either 
covered by the factoring company 
(non-recourse agreement, bad debt 
protection) or they are client-risk 
(recourse agreement), which means 
that the factor assigns the debt back 
to the client and offsets it against 
other, good invoices, assigned by 
the client (new good collateral, 
replaces the old bad collateral). 
Credit insurance may also have its 
part to play in this scenario.

Nothing to Pay: This is when 
we get into the realms of fraud. 
If the client has fabricated a fake 
invoice, the factoring company 
may advance money to the client, 
but there is no underlying real 
asset to secure that advance of 
funds (the loan). Invoices have 
due dates, which are normally at 
least a month after the invoice 

was raised, sometimes several 
months. The first indication that 
the invoice was fake would occur 
when the factoring company tries 
to get paid by the debtor, which 
could be several months after the 
invoice was financed. Another 
possibility is that the invoice wasn’t 
fake, and the debtor did pay the 
invoice. However, rather than the 
money being paid to the factoring 
company, the funds were directed 
elsewhere, typically to the client, 
but there is also the possibility that 
a criminal intercepted the invoice 
and overrode the bank details. 
When the factoring company 
seeks payment from the debtor, the 
debtor simply responds “but I’ve 
already paid the invoice!”.

In some countries, factoring 
agreements are exclusive (one 
factor only) and whole turnover 
(i.e. all invoices must be assigned 
to the factoring company). This is 
good for the factoring company 
as it increases the amount of 
collateral. It also reduces the risk 
of “double factoring”. In factoring 
environments where the client 
can choose to factor its invoices 
with multiple factoring companies, 
the temptation is to factor the 
same invoice multiple times. The 

debtor is only going to pay once, 
so somebody is going to lose. 
Countries where this is a problem 
often create central registries 
of invoices so that a factoring 
company can check to see if the 
invoice has already been factored 
by another factoring company.

Factoring companies must be 
aware of the likelihood of fraud 
occurring and protect themselves 
through a range of defensive 
measures. The factoring industry 
broadly groups fraud into two 
categories:  
 •  Circumstantial
 • Premeditated

In the first case, we have a 
business that is struggling, and 
they need cash urgently - e.g. 
to pay the employees. There is 
insufficient availability on their 
factoring facility, so the client is 
in trouble. Business owners are 
optimists and of course things will 
always improve! There may be a 
sales order that is being processed 
and delivery is due to occur in a 
couple of weeks. Why not produce 
the invoice a little bit earlier, 
submit it to the factoring company, 
receive an advance payment and 
the urgent cash problem is fixed! 

Factoring companies must be aware 
of the likelihood of fraud occurring and 
protect themselves through a range of 
defensive measures. 
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Even better, push the due date 
out by a couple of weeks so that 
it matches the date that it would 
have been paid, had the invoice 
been produced at the proper time. 
This pre-invoicing may go through 
the factoring company’s systems 
without any material problems for 
the factoring company, as a real 
invoice will be raised and it will be 
paid by the debtor - no harm done 
- right?

The problem with pre-invoicing 
is that it potentially puts the client 
on a slippery slope. Pre-invoicing 
can quickly evolve into optimistic 
invoicing. The business is in even 
deeper in trouble now, but there is 
a big order expected any day now 
from one its customers. No harm 
in getting the invoice prepared 
and assigned to the factoring 
company for pre-payment now, is 
there? Of course, the order never 
materialises and now the business 
has a real hole in its finances. Credit 
notes can be issued to cover the 
tracks on invoices that will never 
be collectable. Fake or “fresh air” 
invoices can be created to keep the 
factoring company happy. Before 
long, there is a vicious circle of 
invoices, credit notes, disputes, 
excuses and general confusion. The 
factoring client may collude with 
its customers to keep the pretence 
going. Meanwhile, the legitimate, 
collectable invoices, the collateral for 
the factoring facility, are dwindling 
and when the whole situation is 
discovered, the factoring company 
may find it very difficult to recover 
the Funds in Use position and losses 
will occur.

A related problem is that the client 
may try to direct the proceeds 
of the invoices (i.e. the debtor 
payments) away from the factoring 
company. With payments that are 
physical, for example, cash and 
cheques, they may come directly 
to the client, who should then bank 
the money into the bank account of 
the factoring company (or lock box 
in the US). Instead, the client may 
hold onto the money, perhaps with 
the intent to forward the money 
to the factoring company later, 
which may or may not happen. 

Even worse, the client may instruct 
the debtor to pay directly, rather 
than pay the factoring company, 
perhaps with some kind of discount 
to induce the debtor to “play ball”. 

With the above examples 
of circumstantial fraud, the 
circumstances of a business 
under pressure leads to fraudulent 
behaviour, with the business owner 
trying to “game the system” to 
deal with short-term situations. 
In contrast, premeditated fraud, 
is where organised criminals 
deliberately target a factoring 
company to steal money. Fake 
businesses are established to 
represent the supplier and its 
customers. There may even be 
legitimate trading carried out to 
create a business track record, 
prior to obtaining the factoring 
facility. Once the factoring facility 
is in place, the fraudster uses 
the advance payments from the 
factoring company to settle the 
invoices, thus creating an illusion 
of legitimate cash flows, effectively 
recycling the factoring company’s 
cash. As each month goes by, the 
sales (new invoices ) are growing - a 
nice successful business, but as the 

turnover of the business increases, 
so does the Funds in Use - in this 
case, the amount of money in the 
pockets of the fraudsters! As soon 
as the fraudster thinks that they 
have pushed the fraud as far as it 
can go or senses that the “game is 
up”, they “disappear”, leaving the 
factoring company with nothing to 
repay the Funds in Use.

Collusion between the client 
and its customers or, even 
worse, between the client and 
an employee of the factoring 
company can occur and make 
detection of fraud more difficult. 
It is important that the factoring 
company scrutinises all parties 
involved. Increasingly, KYC (Know 
your Customer), due diligence and 
employee background checks are 
becoming more stringent to ensure 
that all parties are trustworthy. 
But fraudsters are clever. Expert 
at social engineering and 
manipulating untruths to convince 
everyone that all is legitimate and 
above board. The nicest people you 
will ever meet!

With all fraud, it is worth 
considering Donald Cressey’s 

With circumstantial fraud, the 
circumstances of a business under 
pressure lead to fraudulent behaviour with 
the business owner trying to “game the 
system” to deal with short term situations
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“Fraud Triangle”. He says that there 
are three things that create an 
environment for fraud: Pressure, 
Opportunity and Rationlisation. The 
potential fraudster feels financial 
pressure, like our struggling 
business needing to pay the 
wages. There is opportunity, like 
the ability to “game the system” 
with factoring. The rationalisation, 
is how the person justifies his or 
her actions. “It’s only a temporary 
fix and I will correct it later”, “It’s 
a big bank, they deserve to help 
me out”, “I’m only doing it so my 
staff can get paid”, etc. All said 
and done, a line is crossed and the 
person creates a criminal act.

In this document, we have focused 
on fraud related to factoring - 

financing of invoices. Asset based 
Lending is where the assets can 
include inventory, plant, machinery, 
intellectual property, as well as 
receivables (invoices). Fraud can 
occur here too, but can be on a 
larger scale and harder to detect 
due to the reliance on the client to 
determine the value of the assets, 
backed up by periodic audits to 
check that the asset value is correct. 
Similarly, any facility managed on 
a bulk receivables basis (i.e. no 
detailed invoices) is more difficult 
to identify fraud, in particular if 
it is a confidential facility. In this 
case, “confidential” means that the 
disclosure of the financing facility to 
the debtors is prohibited. This really 
hampers the ability to verify that 
debts are legitimate. 

All kinds of fraud have tell-tale 
signs that factoring companies 
can use to defend themselves. 
Good processes, sophisticated 
computer systems and well-
trained employees are key to this 
defence. Unfortunately, this is often 
portrayed as a victimless crime. 
Factoring companies are reluctant 
to pursue fraudsters or publicise 
fraudulent activity. If a person is 
prosecuted for fraud, the process 
can take years and the penalties 
may be minor.

As in most things, in life, prevention 
is always better than cure. 

About HPD Lendscape
By developing and delivering solutions for the good of our users we strive to be the go-to provider 
of secured lending software.

Extensive experience and an in-depth understanding of receivables finance, asset-based lending 
and specialist finance has enabled us to develop the Lendscape platform – providing clients across 
the globe with the most comprehensive end-to-end solution in the working-capital finance industry.

By continually refining our solutions using global best practices, we’re able to help our clients secure 
short-term success by bringing their offerings to market more quickly. In the long term, our flexible 
and adaptable solutions allow companies of any size to expand, as and when they need to.

Fundamental to our success are our committed people and our strategic partnerships. To best serve 
our clients, we use the latest technologies and innovations such as our Cloud/SaaS delivery options 
and our state-of-the-art Tier 4 data centre.

Want to find out how to prevent  
Fraud in Factoring and Invoice Finance?
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