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LEARNING OBJECTIVES OF CHAPTER 13

The major goals of this chapter are to:
1. Describe the "nuts and bolts" of exporting and how basic export-import transactions work

2. Understand the role of INCOTERMS in export-import operations

3. Examine the main methods of payment in an international sale 

4. Outline the main form of trade financing techniques (e.g. credit, factoring, forfeiting, etc.).

5. Explain in more detail the various types of counter trade and the pro and cons of engaging in counter trade.

6. Illustrate the profile of Australia’s top exporters

7. Understand the new dimensions of export management in a multinational company

LECTURE OUTLINE FOR CHAPTER 13

A.INTRODUCTION

1. The process of internationalisation may be short-circuited at any stage if the results of export operations are not seen as favourable. Common pitfalls include poor market analysis, poor understanding of competitive conditions, lack of customisation for local markets, poor distribution arrangements, bad promotional campaigns, and a general underestimation of the differences and expertise required for foreign market penetration.

2. Training and upgrading of skills is a permanent dimension of modern management. And everyone should agree that expertise in international trade will become in the future an increasingly important skill for managers to acquire.

B. EXPORT-IMPORT TRANSACTIONS

1. An export-import transaction may be initiated by either the importer or the exporter. The steps involved in the negotiation of an international sale are: Enquiry; Quotation/Offer; Order; Order acceptance/Contract

2. To overcome potential confusion and to establish a common understanding of various commercial concepts and practices, the Paris-based International Chamber of Commerce has developed a collection of ‘International Commercial Terms’ called briefly  Incoterms, which are standard trade definitions most commonly used in international sales contracts.

3. The latest edition is Incoterms 2000. which contains a range of 13 Incoterms, used in conjunction with an international sale transaction (e.g. FOB, CFR, CIF etc.);

C. EXPORT MARKETING AND MANAGEMENT ISSUES

1. Internationally channels of distribution are usually more complex and have more layers than do channels in the national market; The costs of international channels are usually higher than those of domestic channels, so a higher share of the price to the final end-user comes from costs of building, accessing, and operating through international channels of distribution. between countries.

2.Experts identify four pricing strategies that are unique to export markets: (1) requiring prices in export markets that yield higher returns that are available in domestic markets; (2) ‘one-price’ strategy, where pricing to yield similar returns in domestic and export markets; (3) pricing to yield lower returns, or even losses, in export markets-at least in the short run, and as an obvious marketing strategy; (4) and pricing to sell production in excess of the needs of the domestic market so long as these sales make a contribution to fixed overhead and profit.

3. Pricing can be paramount in certain markets and business literature indicates that ‘uncompetitive prices’ accounted for over 50 percent of sales lost by US international companies to foreign competitors

D. IMPORT MANAGEMENT

1. An importer could either have the objective to resell the imported products (an import marketer) to other buyers, or to use these products as raw or semi-finished materials or as components in its own final products (an import purchasing manager).

2. Both the MNE and the domestic firm can make importing part of the purchasing function. The extent of involvement by the importer in establishing importing channels will vary inversely with the degree of responsibility assumed by the foreign supplier for its export operations.
E.TRADE FINANCING

	1. Firms engaged in international trade must do business with people they cannot trust and people who may be difficult to track down if they default on an obligation.  The problem can be solved by using a third party that is trusted by both, normally a reputable bank. 

	2. The most popular method of payment used in international trade is the documentary letter of credit. A letter of credit is issued by the importer’s bank at the importer’s request. It states that the bank promises to pay a beneficiary, normally the exporter, on presentation of documents specified in the letter (e.g. invoice, specification, Bill of Lading, Certificate of Origin etc.).

3. The exporter should look for an   ‘irrevocable’ and ‘confirmed’ letter of credit. In this case the L/C can not be revoked, except with the consent of the parties to the contract. Also the payment will be made even if the importer’s government introduces currency controls, because on confirmation the money is already with the exporter’s bank in the exporter’s country and the payment can not be stopped.  

	4. Drafts (Bills of exchange) are either sight drafts (payable on presentation) or time drafts allowing for a delay in payment-normally up to 180 days. Time drafts are negotiable.

	5. Export finance can be provided by banks or by non-bank institutions. Credit to importers    

is provided under two main forms: (a) Supplier credit(made available to importers by   

the exporter); (b) Buyer credit( granted directly to the foreign buyer to be used for 

stipulated imports).


6. Apart from traditional bank finance, additional financing is available from an array of 

 non-bank institutions that offer services complementing or substituting for bank 

lending. Four of the most important ones are: (a) government loans and guarantees; 

(b) factoring; (c) forfeiting; (d) counter trade.

	7. US exporters can draw on two types of government-backed assistance to help finance their exports: loans from the Export-Import Bank and exports credit insurance from the FCIA. Similar institutions operate in France, the U.K. and Germany. In Australia, credit insurance is provided by the Export Credit Insurance Corporation (EFIC). Most of EFIC' s 

financial services are provided on its commercial account. EFIC also manages the 

National Interest account whereby the Minister for Trade directs EFIC to enter into 

transactions for the account of the Government.

	8.In Asia, the first country to introduce credit guarantees was Japan (1947), followed by 

South Korea(1961), Indonesia(1971), Malaysia(1972), Taiwan and Nepal(1974), 

Philippines(1981) and Thailand(1991).These countries are members to the ACSIC(Asian 

Credit Supplementation Confederation).


F. AUSTRALIAN EXPORTERS

1. By international standards, Australian exporters tend to be relatively small in size. Comparing the top 50 Australian exporters with the top 50 exporters in Canada, it appears that while values of turnover are comparable in size, Canadian companies tend to have a much higher proportion of sales in the high-tech manufacturing and services sectors, while Australia’s top exporters tend to be concentrated in the primary sector.

2.  However, a McKinsey study indicates that there are changes under way in the Australian high-tech manufacturing sector with a high rate of new ‘born global’ companies, which is expected to change the profile of the top Australian exporters
3. At least 4,500 Australian small and medium enterprises ISMEs are internationally active on a regular basis; their international turnover is about A$6.5 billion, and their direct domestic employment about 40,000.

4. Australian ISMEs draw over 20% of their turnover from international activities and are active in at least five countries; small ISME's have an even higher proportion of their turnover from international activities (25%) than larger ISME's (18%).
G. EXPORT MANAGEMENT IN A MNE/TNC

1. By definition, a MNE has investments and usually manufacturing operations in more than one country. At the headquarters of the MNE, basic decisions are made about where different activities along the value-added chain, including exporting, are located geographically. 

2. Where exports are movements between affiliates of the same enterprise, the choice of currencies for billing can shift the foreign exchange risk from one subsidiary to another, but can not eliminate it altogether.

3. Although conclusive evidence is not available, it is probably a fair conclusion that most MNEs use transfer prices to switch funds at one time or another, depending on the particular investment involved and the particular host country.

ANSWERS TO REVIEW AND DISCUSSION QUESTIONS

Question 1: Describe a basic international documentary sale under CIF terms, including the   various participants and types of documentation. What would change under a CFR sale?
ANSWER 1: After the pre-contractual negotiations illustrated in Fig. 13.1 the two parties agree on a contract of sale, which will include the normal terms of a sale: quantity, price, delivery date, delivery terms (e.g. CIF), payment terms(e.g. short-term credit, 180 days, under a Letter of Credit), warranties etc. Under a CIF sale the exporter will organise the shipping with a Carrier and the insurance of the goods with an Insurance company.


The importer will organise with its bank the payment through the opening of a Letter of Credit (L/C). The Importer’s bank sends the L/C to the Exporter’s bank. The L/C is sent to the exporter which will check the conformity of the L/C with the terms of the contract The L/C is confirmed and the Importer’s Bank makes the payment to the Exporter’s Bank which will credit the Exporter’s account on the presentation of the payment documents certifying the shipment of the goods: invoice accompanied by the specification of the goods; a copy of the transport document (Bill of Lading; Certificate of Origin from a Chamber of Commerce and other documents(e.g. a phyto-sanitary certificate for farm goods). Once the payment is made the transaction is completed. The change in a CFR sale would be that the insurance of the goods will be organised by the Importer.

Question 2: Explain how a letter of credit works. Are there any circumstances where the Exporter can miss out on payment in a sale, where the method of payment is a letter of credit?
ANSWER 2: A letter of credit is issued by the Importer’s bank at the request of an importer. It states that the bank promises to pay a beneficiary, normally the exporter, upon presentation of documents specified in the letter of credit (e.g. Invoice, Bill of Lading, Specification, Certificate of Origin etc).There are exceptional circumstances where under an unconfirmed L/C the Exporter can miss out on payment. For instance, in case of a blockage of currency exchange by the government of the importing country, the Importer’s Bank may be unable to make the payment. 

Question 3: Explain the difference between sight draft and a time draft.

ANSWER 3: Drafts (Bills of exchange) are either sight drafts (payable on presentation) or time drafts allowing for a delay in payment-normally up to 180 days. Time drafts are negotiable.

Question 4: An Australian exporter and an importer in Thailand conclude a contract for 100,000 tonnes of wheat under CIF Bangkok terms. During the voyage, due to very poor weather conditions part of the cargo gets lost and most of the balance gets severely damaged. Which of the parties bears the risk for the damage and/or loss of the cargo? How will the case be settled?

ANSWER 4: Under a CIF sale the Exporter is responsible for all costs and for paying marine insurance to the point where the goods pass over the ship’s rail at the named port of destination (e.g. Bangkok).According to INCOTERMS the Importer bears the risk for the damage and/or loss of the cargo, but the Exporter has to insure the goods against loss or damage for a minimum cover (Any extra cover should be contracted by the Importer). The Exporter will claim the money from the Insurance company and will pay damages to the Importer for the minimum cover. If the Insurance company finds that the accident occurred because of some negligence of the Carrier they will try to recuperate some money from the Carrier.

Question 5: An alternative to using a letter of credit is export credit insurance. What are the advantages and disadvantages of using export credit insurance rather than a letter of credit for exporting?

ANSWER 5: in recent years many countries have developed export credit insurance-guarantee programs to expand the country's export earnings by reducing commercial and political risks associated with exporting. In periods of intensive export competition, governments have been prone to make credit available at lower interest rates and under more favourable terms for national exporters. 

Question 6: Discuss the main difference between factoring and forfeiting.

ANSWER 6: For financing the period between the shipment of its merchandise and payment by the importer, an exporter may turn to a factoring company (or Factor). A factor will buy an exporter's receivable for a discounted price (2 to 4 per cent less than the face value). Like factoring, forfeiting is a means of nonrecourse export finance. As with factoring, the exporter sells its receivable (for an export shipment) at a discount to a forfeiting firm which accepts the risk of non-payment by the importer and the right to payment under the exporter's sales contract. However, the forfeiting firm obtains a guarantee (or aval) from the government of the importing country, which accepts responsibility for payment as contracted.

Question 7: Explain the main forms of counter trade and the reasons for its popularity. Under what scenario will counter trade increase in importance by 2010? Under what scenario will counter trade decline in importance by 2010?

ANSWER 7: The various forms of reciprocal trade which fall within the counter trade umbrella term include: (a) Barter; (b) Counterparchase; (c) Buyback; (d) Offsets etc.

Barter is the direct exchange of goods or services between two parties without the use of currencies. In modern barter there is a third party (Counter trader) involved which buys goods from the importer’s country, resells them on the open market and from the proceeds is opening an L/C in favour of the Exporter (minus its Commission or ‘Counter trade fee’)

Counterpurchase. This resembles a barter, however, both flows of goods are paid in cash under two separate contracts. Buyback (or compensation as it is sometimes called) occurs when a supplier of capital equipment such as a turnkey plant accepts part or all of the payment in annual deliveries of the goods produced by the plant Offsets are commonly practised in many Western and other countries. They require the supplying country, usually of defence, aerospace, computer and telecommunications equipment, to commit itself to a certain percentage of the value of the imports, to technology transfer, investment projects, training and research programs, and/or to a proportion of straight counterpurchase.

Counter trade becomes more popular when countries involved have hard currency problems and ‘credit worthiness’ problems. As the fastest growing component of world trade is represented by developing countries we can expect hard currency problems with lower income countries. Counter trade may decline in importance if most countries of the world will be in a healthy financial position. However one can not realistically assume this radical change in the world economy by 2010.

Question 8:  How do the top 50 Australian exporters compare with the top 50 exporters in Canada? Can we expect a change in the profile of Australian exporters in 10-years time?

ANSWER 8: It appears that the top 5o exporters in the two countries are quite comparable in size, but Canada shows a higher proportion of exporters specialised in machinery, other manufactures and services, while the bulk of Australian exporters are concentrated in the primary products (minerals and farm products). Australia’s first 50 placings are dominated by primary commodities with exporters such as Mitsui, Australian Wheat Board, BHP Minerals, Rio Tinto-Hamersley Iron, Australian Barley Board, Rice Growers Co-op, Rio Tinto-Argyle Diamonds, Coal & Allied Industries, Woodside Petroleum etc. This gives a competitive edge to the Canadian economy in the competition for export   markets. Canadian exporters represent for the most part various modern manufacturing industries such as: automotive, transportation equipment and components, electrical and electronic products , chemicals,  publishing and printing. For 26 of the Canadian companies on the list, export sales represent more than half of their total sales. Definitely, we can expect a change in the profile of Australia’s top exporters, due to the growing number of small and medium enterprises involved in exporting with many of them engaged in the high-tech sector.

Question 9: ‘ Exporting is not anymore important to a company investing overseas in production facilities’. Discuss this statement

ANSWER 9: Definitely not true. The parent company will try to keep exports going, not necessarily for the finished product, but for raw materials, components, technical services etc.

Question 10: What competitive advantages does a multinational enterprise gain by operating a network of affiliates that export among themselves?  

ANSWER 10: In markets where the MNE already has operations, it has a competitive advantage (relative to other firms without local operations) in knowledge of the legal, cultural and cost barriers to serving that market. You can also relate this question to the theory of internalisation in Chapter 4.
APPLIED EXERCISE

It is reported that in the early 1990s, IKEA, the Swedish households products company, decided to move some of its product sourcing to Southeast Asia. To accomplish this move, it tried to avoid equity participation in production facilities. Rather, it formed long-term relationships with producers who it determined had the basic production and management capabilities to produce to its design and quality specifications. It now distributes and sells these products worldwide.

(a) How would you call the arrangement between IKEA and the Southeast Asian companies?  Outline the individual forms of international business involved in the arrangement

(b) What are the merits of the arrangement for IKEA? What is the advantage for the Southeast Asian firms?

( c) What method of payment would you use in this arrangement and why?  

( d) What currency is the payment likely to be made in this arrangement? Can the currency risk be eliminated? Explain.

SOLUTION TO THE APPLIED EXERCISE:  

(a) We have a combination of subcontracting and licensing (assuming IKEA has a licence for its products)

(b) IKEA has avoided the high costs of direct investment in those countries. The arrangement gives IKEA flexibility, it can stop the arrangement when the demand is not there or it can change suppliers when they do not perform well.

(c) Given that IKEA is a well known multinational the payment can be ’Cash against documents’. This will save time and money as compared to opening L/Cs on each delivery.

(d) Probably IKEA will prefer the payment in Swedish Crowns in order to eliminate the currency risk or in US dollars if their worldwide interests will dictate that. The currency risk will still exist for the SE Asian suppliers in either alternative.
PRACTICE ACTIVITIES

True-False Questions
	1.An export deal is always initiated by an exporter
	       T / F 

	2. In an FOB export sale the Bill of Lading is a contract between the Carrier and the Importer.
	       T / F

	3. The Certificate of Origin is a contract between a Chamber of Commerce and the Exporter.
	       T / F

	4. Export sales using a Letter of Credit can be regarded as a short-term credit sale.
	       T / F

	5. For any exporter factoring is a less risky method of finance than forfeiting.
	       T / F

	6. Time drafts allow for a delay in Payment-normally up to 180 days.
	       T / F

	7. Modern barter normally operates with the participation of a third party (‘the counter trader’), which intermediates the two sales. 
	       T / F

	8. Exporting is not anymore important to a company investing overseas in production facilities.
	       T / F

	9. Reactive counter trade is a more aggressive export strategy than pro-active 

      counter trade.
	       T / F

	10.  Exports between affiliates of the same MNE are not exposed to any currency risk.
	       T / F

	11. In a contract with payment by an L/C, the Exporter can never miss out on payment.  
	       T / F

	12. The top 50 Australian and Canadian exporters appear to be comparable in size, but different in the export product composition, with Canadians showing a higher proportion of manufactured goods in total exports.  
	       T / F


Multiple Choice

1.
The contractual relationships established in connection with the International Documentary sale of goods do NOT include:

a. The Letter of Credit

b. The Bill of Lading

c. The International Sale Contract

d. The Invoice

2. 
Which statement in relation to INCOTERMS is the most correct:
a. Incoterms are mandatory in any international sale.

b. Incoterms 2000 contains a range of 10 Incoterms used in conjunction with an international sale transaction.

c. Under an FOB sale the exporter is responsible for all costs until the goods physically pass over the ship’s rail at the nominated port of destination.

d. The Incoterms 2000(English version) have been endorsed by the United Nations commission of International Trade Law(UNICITRAL)

3.
In relation to trade financing, which statement below is NOT correct?

a. Cash in advance can be regarded as the safest method of payment

b. Normally credits are unconfirmed which still preserves an element of risk for payment, even in the case of an irrevocable L/C .

c. Export credit insurance is done exclusively by government institutions like EFIC in Australia

d. Counter trade does not restrict trade, it actually increases it.

4. In relation to Australian exporters which statement is the most correct?

a. Australia’s leading exporters tend to be bigger in the value of exports than their US counterparts.

b. The leading Australian exporters are comparable in size and product composition with the Canadian exporters.

c. Foreign ownership is insignificant in the case of Australia’s leading exporters.

d. Small and medium enterprises play an increasing part in Australia’s international business activities.

SOLUTIONS TO PRACTICE ACTIVITIES

True-False Questions

1.
F

7.
T

2.
T

8.
F

3.
F

9.
F

4.
T

10.
F

5.
F                     11.
F

6.
T

12.
T

Multiple Choice

1.
D

2.
D

3.
C

4.
D
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