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I.A Prepayment Transactions – the Basics

• What is a Prepayment Transaction?
• Purchaser (usually a trading house) will make an advance payment to a 

Supplier for commodities to be delivered in the future.

• Purchaser will often finance the prepayment amount (or otherwise mitigate 
exposure) and reduce its risk. 

• Why are they useful?
• An alternative source of working capital for Suppliers

• Another source of liquidity for capital expenditures / investment
• Often cheaper than traditional financing

• Suppliers get to ‘use’ the purchaser’s balance sheet for ultimate financing

• Purchaser / Supplier typically benefit from a long-term relationship
• Often permitted in jurisdictions that otherwise prohibit direct lending or have 

restrictive exchange controls.
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I.B Advantages and Risks

Advantages for Supplier

• Supplier benefits from ongoing working capital or capex funding

• The flexibility of the prepayment structures allows for better 
meeting of the needs of the Supplier and the Purchaser

• Only one counterparty to the Supplier throughout the transaction

• Easier access to financing when compared to traditional financing 
or capital raise structures

• Prepayment financing structures are usually more economically 
competitive than traditional financing structures

• Potential assistance by the Prepayment Provider in marketing 
commodities or providing protections against price risk
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I.B Advantages and Risks

Advantages for the Prepayment Provider / Purchaser

• Purchaser ensures supply for a given commodity

• Prepayment Provider / Purchaser builds a closer relationship with 
the Supplier (i.e., can potentially provide additional 
services/products)

• Opportunities to provide hedging and marketing services to the Supplier

• Purchaser is better positioned to enter into long term 
arrangements, which can allow for reasonable certainty with 
regards to supply

• A better prospect for advantageous pricing arrangements

• Risk management through the ability to finance or participate out 
the prepayment amount
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I.B Advantages and Risks

Risks for Prepayment Provider

• Similar risks to traditional asset-based lending

• Pricing risk and performance risk on back-to-back commodity sales 
contracts where Purchaser is selling the product to third parties

• Traditional risks of commodity purchase and sale arrangements
• Failure to Perform

• Quantity and Quality Risks

• Environmental Risks
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I.B Advantages and Risks

Advantages for the Financier

• At an origination level, prepayment transactions allow the Financier 
to leverage on the Purchasers’ relationships with the Supplier

• Financiers mitigate credit risk by providing credit to the Purchaser 
rather than directly to the Supplier

• A reliable middleman: Suppliers depend on Purchasers to access 
revenue and, as a result, Financiers benefit lending directly to the 
Purchaser.

• The prepayment financing structure is easier to monitor since 
Financiers can rely on the monthly commodity deliveries to keep 
track of their risk.
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II. Traditional Structure

• No ‘one-size fits all’ and are generally tailored to the commercial 
needs of the Supplier and Purchaser

• Typical Prepayment Agreement and Offtake Agreement
• The Offtake Agreement sets forth the commercial terms for the purchase and 

sale of the underlying commodities / goods.
• The Prepayment Agreement sets forth the terms for:

• Disbursement of one or more prepayments by the Purchaser

• The Supplier’s obligation to make deliveries to the Purchaser to repay the 
prepayment amounts

• The Supplier’s obligation to refund the prepayment amounts if the 
Supplier fails to deliver.

• The Prepayment Agreement and the Offtake Agreement are sometimes 
combined into a single integrated agreement. 

• Variations of the structure can be used across commodity classes 
and take many forms:

• Intermediation Arrangements

• Streaming Agreements (Mining)
• Consignment Facilities12



II.A Prepayment Agreement

• The Prepayment Agreement is the operative document governing 
the Purchaser’s obligation to make prepayments and the 
Supplier’s obligation to repay such advances either through 
delivery of goods or the payment of cash.

• The delivery schedule under the Prepayment Agreement is 
typically driven by the commercial needs of the Purchaser and 
Supplier and potentially any governing laws and regulations.

• Deliveries under the Prepayment Agreement will trigger 
amortization of the prepayment amount and trigger payment 
obligations under the Purchaser’s loan agreement if the Purchaser 
has financed the prepayment.
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II.A Prepayment Agreement

• Repayment of Prepayment Amount
• The prepayment amount is repaid in an amount equal to the value of 

each shipment made by the Supplier.
• Delivery of excess quantities may be applied against the prepayment 

amount or the Purchaser may be required to purchase such quantities 
in cash.

• In the case of delivery shortfalls, the Supplier is generally required to 
refund to the Purchaser a portion of the prepayment equal to the 
amount of such shortfall or the Supplier may be permitted to make up 
the shortfall in future deliveries.

• Provisional pricing and true-up mechanics may be necessary.
• When delivery is deemed to occur is critical, as delivery triggers the 

amortization of the prepayment amount. In other words, be sure you 
have title before the prepayment amount is reduced.
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II.A Prepayment Agreement

• The Prepayment Agreement contains a suite of negotiated 
representations, warranties and covenants, many of which are 
often similar to those contained in a loan agreement.

• Financial Covenants

• Reporting Obligations

• Insurance Requirements
• Indemnitees

• Sanctions and AML 

• Environmental and Regulatory Provisions

• Interplay between the Prepayment Agreement and the Offtake 
Agreement is critical. Mechanics in the Prepayment Agreement 
should control.
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II.B Offtake Agreement

• The Offtake Agreement contains the commercial terms governing 
the purchase and sale of the underlying commodity between the 
Purchaser and the Supplier.

• Depending on the commodity, the Offtake Agreement may take the form of a 
confirmation and standard industry GTCs or master agreements

• The Offtake Agreement may be a bespoke purchase and sale agreement

• The Purchaser’s lender may require specific reps, warranties and covenants 
surrounding delivery, volumes, amendments, termination, assignments and 
insurance

• Quantity must be sufficient for repayment or the agreement must include a 
refund mechanic in the event the quantity is insufficient for repayment

• The Purchaser must pay particular attention to delivery and title 
transfer provisions.

• Impact of force majeure provisions in the Offtake Agreement 
should be analyzed and addressed.
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II.C  Collateral Support 

• Credit Support is sometimes received by the Prepayment Provider 
to ensure delivery

• Can take many forms

• Letters of Credit / Cash Collateral

• Guarantees

• Security Supporting Prepayment/Offtake Agreements
• Security Interest in unencumbered assets of Supplier 
• Security Interest in all assets of Supplier

• Security Interest in in-transit or stored inventory

• Sharing in collateral package under Supplier’s existing loan facilities

• Depending on collateral, must be weary of intercreditor issues
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III. RISK MITIGATION 
III.A  Prepayment Loan Agreement

• Prepayment Provider borrowers to fund its prepayment obligations

• Prepayment Loan Agreement
• If the Purchaser is financing its prepayment, it will enter into a loan agreement 

with a lender or syndicate of lenders that:
• Governs the advance of funds to the Purchaser for use as the 

prepayment under the Prepayment Agreement

• Apportions risk between the Purchaser and the lender with respect to 
defaults by the Supplier

• Sets forth provisions with respect to repayment
• Amortization schedule typically matches repayment schedule under the 

prepayment agreement 

• Provides for mechanics in the event the Supplier defaults under the 
Prepayment Agreement or Offtake Agreement

• Risk Apportionment
• The Prepayment Loan Agreement can be full recourse to the Purchaser’s 

assets, partial recourse, or no recourse, all depending on structure

• The Purchaser is generally required to retain some risk, usually between 10-
20% of the prepayment amount (i.e., the equivalent of equity or ‘skin in the 
game’)

18



III.A Prepayment Loan Agreement

• Reps, Warranties and Covenants
• The Prepayment Loan Agreement typically includes a standard suite of 

representations, warranties and covenants with respect to the Purchaser

• The Prepayment Loan Agreement will also require that the Prepayment 
Agreement include certain provisions from the Supplier relating to performance 
of the underlying contract and maintenance of insurance, if any.

• Events of Default
• Typically relate only to defaults by the Purchaser

• Purchaser should resist the inclusion of events of default resulting from the 
Supplier’s failure to perform as the Purchaser has no control over such 
failures.

• Supplier Defaults
• The Prepayment Loan Agreement will include provisions that address how 

defaults by the Supplier under the Offtake Agreement will be handled
• Typically take a variety of forms with respect to the enforcement of rights and 

remedies and sharing of any recoveries.
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III.A.1 Security Arrangements for Prepayment Loan 
Agreement

• A Prepayment Loan Agreement is backed by collateral that differs 
on a per-deal basis:

• Could be limited to product being purchased and underlying contract rights

• Could be broader and include additional assets owned by Prepayment 
Provider, which are not necessarily subject to the underlying prepayment 
transaction

• Cash collateral account holding proceeds from underlying product sales

• Typical Security Supporting the Prepayment Loan Agreement
• Security interest and advance collateral assignment in the Purchaser’s rights 

in the underlying Prepayment Agreement and Offtake Agreement
• Security interest in the Purchaser’s rights with respect to any collateral 

provided by the Supplier

• Security interest in any insurance policies purchased by the Purchaser. The 
lender will typically require that they are named as loss payee or are listed as 
co-insured.

• Equity in the Prepayment Provider if structured via an SPE
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III.B. Other Risk / Exposure Mitigation Tools

• Participation
• Structures (Financial vs. Physical)

• Protections for Participants

• Relationship between Purchaser and Participant
• Decision Making/Input from Participant

• Consent Rights

• Step-in Rights/Buyout rights
• Collateral

• Property Insurance

• Hedging

• Credit Protection
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IV. Payment Flows and Contractual Relationships

• Supplier and Purchaser Relationship
• The Supplier and Purchaser will agree to the Prepayment Agreement and 

Offtake Agreement.

• Under these, the Purchaser makes advance payment to the Supplier.  In 
return the Supplier will make physical delivery of product to the Purchaser.

• The Supplier will generally either discount the price of the product or pay 
interest margin to the Purchaser.

• Purchaser and Lender Relationship
• These parties will agree to the Prepayment Loan Agreement.
• Under this, the Lender will advance loan or sub-participation proceeds to the 

Purchaser.  In return the Purchaser will make payments to cover principle and 
interest on the loan or sub-participation.

• The Purchaser will assign key contracts and bank accounts to the Lender.
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Illustration of Payment Flows and Contractual 
Relationships
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Conclusion 

• Any Questions?
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