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LEARNING OBJECTIVES

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, forfaiting, etc.).

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

6. Illustrate the profile of Australia’s top exporters

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

INTRODUCTION

As we learnt from Chapter 2, world trade in 2000 accounted for about US$6186 billion worth of merchandise sales, plus US$1435 billion worth of services sales, clearly a major part of total international business. The previous chapter presented exporting as just one of a range of strategic options for profiting from international markets.


As discussed, most domestic firms begin their international activities as exporters and only later switch to another mode for serving a foreign market. The area of exporting has a huge variety of participants ranging from one-person companies that buy products from manufacturers for export to major multinational enterprises such as Toyota, or to independent companies of various sizes.


Exporting can be used as a marginal activity by a company that sells some product in one country and agrees to ship that product overseas on request. Similarly, importing may be used to obtain an input needed for manufacturing when domestic supplies are inadequate. In each case, the international aspect of the business may be initially relatively unimportant to the firm, but it may grow to reach a significant share of total business 


As discussed in the previous chapter, the potential benefits from exporting can be great. Regardless what country a firm is based in, the rest of the world is a much larger market than the domestic market. While larger firms may be proactive in seeking out new export opportunities, many smaller firms are reactive and only pursue international opportunities when the customer calls or knocks on the door. 

 
In the next stage of export involvement, the firm begins to evaluate the impact of export sales on its performance in a more systematic way. If it finds the impact to be positive it may begin to change its export operations to increase their effectiveness.


In the final stage, exports become a major, even the deciding, and factor in the firm’s strategy and operations. For firms at this stage, products are often developed and introduced in relationship to export markets as well as the domestic market.  


This 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. 


Increasingly, however, the evolution of the international trading environment has forced more firms through the stages of internationalisation to become full-fledged export marketers. 


While Chapters 2 and 3 have covered the big picture of theory and practice of international trade, this chapter looks more at the nuts and bolts of how to export. 

Why to learn about exporting? Because, in the future, there is every prospect that a higher and higher percentage of world output will be traded internationally. Whether the intra-firm trade will increase as a share of total trade, or independent companies from which multinationals will increasingly source their goods and services will increase in relevance is a matter for debate.


The certain thing is that for firms in many industries, the question is not, ‘Should we trade internationally?’ We have a solid positive answer to this already, and it is generally believed that modern firms have no choice if they are to maintain their competitive position in today’s most competitive world. Rather, the question is, ‘How can we trade more effectively?’


In Chapter 1 we emphasised the need for the study of international trade and investment for university students. But, 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. 

EXPORT-IMPORT TRANSACTIONS

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 somewhat similar to those in a domestic deal, although, as already emphasised in Chapter 1, an international transaction will have its specific commercial terms and documentation. 


The major steps in an international sale negotiation are summarised in Fig.13.1.Obviously, the negotiation of an export-import transaction will involve a good deal of commercial correspondence, communications by phone, E-mail or fax, and/or ‘face-to-face’ dealings. An Enquiry is a request from a foreign buyer to an exporter for a price-list/catalogue or for a quotation of price and terms of delivery. 

Figure 13.1: Major steps in the negotiation of an international sale.
                                                             

                                                             1.Enquiry

                                               

                                                   2.Quotation/Offer    


                                                             3. Order
                                                  

                                               4. Order Acceptance / Contract

                                                


An offer of goods and services can be triggered by the foreign buyer’s enquiry, or can be the initiative of the exporter. The offer should include all terms and conditions (sometimes under the form of Standard Conditions of Sale) the Exporter would like included in the Export Order/Contract.

Box 13.1 Export Quotations

Export quotations are usually made in one of three ways : 

a.
Price Lists quoting the product or products in terms of price and terms of delivery. Price lists are accompanied by a letter, which is the offer, since the Price List is strictly an invitation to treat.

b. 
Pro-Forma Invoices are issued for special quotations, or where an importer has to apply for an import licence or permission to buy foreign currency. The Pro-Forma Invoice will be made out like a normal invoice, showing a description of the goods, their price, terms of delivery, and other details requested such as the freight and insurance charges.

c.
Tenders. In most cases tenders have to be made out on special forms, which have to be bought from the authority seeking the tender. Some turnkey deals can be the result of a tender under government procurement.



Export Orders. If the Exporter’s Offer is right, the Importer will place an Order. Alternatively, the Offer is further negotiated until the Importer feels satisfied and comfortable with placing an Order.


Order Acceptance/Contract. Once an Order is accepted by the Exporter, it becomes an Export Order or Contract. Alternatively, the two sides negotiate and sign ‘face to face’ a common document, which becomes the International Sale Contract.

INCOTERMS

To understand the following discussion on the international sale, we will have to be aware of a few specific international terms and practices. From the time the goods are manufactured for export in Australia to the time they are received in the premises of the overseas importer a number of logistical costs are incurred: transport costs to the destination port; loading charges; insurance costs; customs clearance costs etc.

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. The latest edition is Incoterms 2000. ICC introduced the first version of Incoterms in 1936. Since then, ICC expert lawyers and trade practitioners, have updated them six times to keep pace with the development of international trade.


Incoterms 2000 contains a range of 13 Incoterms, used in conjunction with an international sale transaction, which provide flexibility regarding the degree of onus borne by individual parties. A brief explanation of the most commonly used Incoterms is as follows:

• EXW—Ex-Works (…named place): This means that the buyer assumes full responsibility in terms of costs and risks once the goods have been made available at the exporter’s factory or warehouse. Unless otherwise arranged, the exporter is not responsible for loading the goods onto the vehicle supplied by the buyer. The exporter’s major obligations are to prepare the goods as per the contract and to notify the buyer that the goods are ready for shipment. Ex-works minimises the costs and risks for the exporter. Importers may prefer Ex Works because they may be able to negotiate better insurance and shipping rates than the exporter and they can use their own shipping lines in order to minimise currency outflows.
• FCA—Free Carrier (…named place): This means that the exporter is responsible for handing over the goods, cleared for export, to the nominated carrier or freight forwarder at the named point.
• FAS—Free Alongside Ship (…named port of shipment): This means that the exporter is responsible for placing the goods, cleared for export, alongside the ship at the nominated port of shipment. 

• FOB—Free On Board (…named port of shipment): This means that the exporter is responsible for all costs and risks (including export clearance) until the goods physically pass over the ship’s rail at the nominated port of shipment

• CFR—Cost and Freight (…named port of destination): This means that the exporter is responsible for all costs (including export clearance) up to the point where the goods pass over the ship’s rail at the named port of destination, plus the international freight. 

• CIF—Cost, Insurance and Freight (…named port of destination): This means that in addition to the responsibilities under CFR, the exporter is liable for paying marine insurance to the point where the goods pass over the ship’s rail at the named port of destination.

• CPT—Carriage Paid To (…named port of destination): Title, risk and insurance cost pass to buyer when delivered to carrier by seller who pays transportation cost to destination. Used for any mode of transportation. 

• CIP—Carriage and Insurance Paid To (…named port of destination): In addition to the responsibilities under CPT, the exporter is liable for paying cargo insurance during transportation.

• DAF—Delivered at Frontier (…named place): Title, risk and responsibility for import clearance pass to buyer when delivered to named border point by seller

• DES—Delivered Ex Ship (…named port of destination): Title, risk, responsibility for vessel discharge and import clearance pass to buyer when seller delivers goods on board the ship to destination port. 

• DEQ—Delivered Ex Quay, Duty Paid, (…named port of destination): Title and risk pass to buyer when delivered on board the ship at the destination point by the seller who delivers goods on dock at destination point cleared for import. 

• DDU—Delivered Duty Unpaid (…named place of destination): Seller fulfils his obligation when goods have been made available at the named place in the country of importation. The buyer is responsible for arranging clearance of the goods in to the importing country. 

• DDP—Delivered Duty Paid (…named place of destination): Exporter is responsible for all costs and risks, including custom’s clearance, to the designated place in the country of destination. 


You should be aware that EXW, CPT, CIP, DAF, DDU and DDP are commonly used for any mode of transportation. FAS, FOB, CFR, CIF, DES, and DEQ are used for sea and inland waterway.


As presented above, the contract price using Incoterms should name the port/place of shipping/destination depending on the term. For example, if an Australian exporter is shipping a commodity to Malaysia under FOB terms, the price will have to mention the port of shipping: e.g. US$1200/ unit FOB Sydney. 


If the delivery from Australia to Malaysia is done under CIF terms, the price will include the cost of freight and insurance and will have to name the port of destination: e.g. US$1380 CIF Kuala Lumpur. The English text is the original and official version of Incoterms 2000, which have been endorsed by the United Nations Commission on International Trade Law (UNCITRAL). 

Box 13.2: Selection of Incoterms

There are no ‘hard and fast rules’ regarding the selection of Incoterms. They are largely a matter of negotiation between the two parties, and the one which, for whatever reason, will be in a stronger bargaining position, will have more say in the selection of Incoterms.

Generally, it is in the interests of the exporter to pass as many risks and costs to the overseas buyer. If one party has access to discounts on insurance or freight, it is sensible for that party to assume responsibility. At the same time, responsibility for transport and insurance gives one party more control over the operation.


A notable case related to Incoterms happened in the 1980s in a contract for iron ore between the Australian mining company CRA-Hammersley Iron and a Japanese importer of iron ore.

The two parties have negotiated and concluded a deal at what was believed a fair price for both parties The delivery was under FOB terms, so the responsibility for hiring the ships and bringing them to the Western Australian port of Dampier belonged to the Japanese buyer.


It happened that at a short while after the signing of the contract the international price of iron ore has all of a sudden recorded a significant drop. The Japanese have asked for the renegotiation of the price. CRA refused by indicating that the parties have agreed on a price in the contract. Then, the Japanese have refused to bring the ships to the port of shipment, which has created storage and other costs to CRA.


Finally, the two parties have managed to reach a compromise, but the case shows the pitfalls related to an FOB sale. 

The International Documentary Sale

The Exporter and the Importer will negotiate for various terms and conditions such as: Quantity; Quality/Specification; Delivery terms; Payment terms etc. The negotiations will probably include a demand by the Exporter to have some guarantee of payment (e.g. Letter of Credit) made on the Importer’s behalf. 


Since they operate at a distance from each other, in different countries, Exporter and Importer cannot concurrently exchange the goods for the payment funds without help of third parties (e.g. Seller’s bank, Buyer’s bank, transportation company or Carrier, Insurance Company). These parties will be related by a series of contracts—but not all of the parties to the transaction will be parties to each contract. The four contractual relationships established in connection with the International Documentary Sale of Goods are illustrated in Figure 13.2.

Figure 13.2: Contracts, established under an International Sale of Goods (CIF)
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Therefore, the four contractual relationships are as follows:
1.
The International Sale of Goods Contract between Exporter and Importer.

2. The Letter of Credit (L/C)—a contract between an Importer and a Bank that transfers liability for paying the Exporter from the Importer to the supposedly more creditworthy Importer’s Bank. If Seller (Exporter) requires an obligation of a bank known to Seller, the letter of credit must be confirmed by a Seller’s Bank (‘Confirming Bank’).

3. The Bill of Lading is a receipt and contract issued by the ‘Carrier’ or its Agent. It is used as evidence of a contract for shipping the merchandise and as a claim to ownership of the goods. If the goods are shipped by aeroplane, or by more than one means of transport the Bill of Lading may be replaced by an Airway Bill (in shipment by air) or a combined transport document (for shipments which involve more than one mode of transportation e.g. a truck to the port, than a ship). The contract with the Carrier is made with either the Exporter (under a CFR or CIF sale) or with the Importer (under an FOB sale).

4. An Insurance Contract on the goods shipped (to protect against losses from damage in shipping.) According to International Commercial Terms (INCOTERMS), the insurance of the goods is contracted with the insurance company by the Seller under a CIF sale. Under an FOB or a CFR sale, insurance of the goods is normally the responsibility of the Buyer.


The following figure (13.3) depicts a transaction in which an Importer and Exporter agree on a sale and they each use a bank to handle their financial arrangements. Other intermediaries—an Insurance Company, a Transportation Company, a Chamber of Commerce in the exporting country, are also shown. Keep in mind that in some Incoterms, the Customs duties are also included in the price and import clearance is the Exporter’s responsibility. 


The transaction would probably take place as follows. 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.


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. In fact, the Exporter’s bank will not accept even the slightest change in the terms of the L/C compared to the contract without the agreement and the instructions from the Seller. 

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. It is only if the Importer is dissatisfied with some aspects of the execution of the contract (e.g. non-conformity of the quality of the goods or the shipped quantity to the contractual provisions), that the operation is reactivated. The seller may accept the claim and take the necessary action to replace the faulty goods or missing amount.

If the Seller does not accept the claim and a friendly settlement can not be reached, the matter will be referred to arbitration (e.g. by the Court of Arbitration of the International Chamber of Commerce), or, as a last resort, to litigation.

Figure 13.3: A basic export-import transaction (CIF)
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This simplified transaction illustrates some central concerns of the parties involved in international trade: The Exporter wants early/guaranteed payment; The Importer wants timely and safe arrival of the goods; Each Bank wants to make sure that payment takes place on time and that it earns its fees; The Transportation Company (The Carrier) wants to make sure that payment of shipping charges takes place as contracted. (In the above example, payment of freight is done by the Exporter). The Chamber of Commerce will be paid a fee for issuing to the Exporter the Certificate of Origin of the goods. (This document is very important when shipping to countries belonging to trade groupings or arrangements such as the European Union, AFTA, etc. where no import duties or lower duties are charged for goods produced in the member countries, but full duties are charged on goods originating outside the groupings).

One can note that the concerns for the exporter and the importer are more or less inverse: the exporter wants earlier payment and later shipment, while the importer wants later payment and earlier delivery. The letter of credit is generally a balanced method of payment, largely used in international trade. The other parties to the international sale generally want to see the transaction completed as contracted, since their incomes generally come from fees based on the value of the shipment. 

export marketing and management issues

We have already discussed a few aspects of export marketing in the previous chapter in the context of the export marketing plan as the form of business plan in exporting. Export marketing is also studied in more detail in other specialised marketing disciplines. For the purposes of this text, we will note just a few things of relevance to international trade and investment.

Channels of Distribution

At this stage we should fully appreciate the difference between domestic marketing and international marketing. A number of particular features of export marketing stand out:

• Internationally channels of distribution are usually more complex and have more layers than do channels in the national market. In a national market, a typical channel of distribution would be: producer-wholesaler-retailer, and a direct link from producer to the retailer is quite common. For export it might be: producer-export agent-import agent-major wholesaler-small wholesaler-retailer (Beamish at AL, 2000). As we will see in the next part of this text the length of the channels of distribution do vary between countries.

• 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. Again, these costs will vary in different groups of countries.

• The ‘modus operandi’ in the international distribution of goods and services is different to the local one. While domestically the firm may find necessary and advantageous to establish an in-house distribution and sales system all the way to the end-user, in international markets this may not be possible, either because of the costs involved, or because regulations in the export market may hinder or even prohibit a firm from entering into distribution and sales operations. In export markets it may be very difficult to establish a distribution network similar to the domestic one, because it may be very hard to find distributors with the skills required to distribute and sell the firm’s product effectively.


In conclusion, overall, a firm’s strategy toward, and management of, its international channels of distribution are usually relatively more important, more costly and more difficult than are the channels in the domestic market.

Pricing

We have already discussed the importance of Incoterms in international sales. Incoterms are a complication compared to the pricing in the domestic market. Quoting a price of $100 per unit of product to a domestic customer is straightforward and generally sufficient, especially if this is a traditional customer. For a customer in Singapore a quote of $100 means close to nothing. What sort of dollars are they: Australian, U.S., or Singapore dollars? Does the price include the cost of freight and insurance or not? Does the price include the import duties or not? That’s where Incoterms are so important for the effective operation of international trade transactions.


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.

Other overseas pricing methods distinguish between (a) cost-based methods (full costing and differential costing); (b) market based costing (that is the likely price that will be acceptable by overseas customers); demand-based pricing (a refinement of the previous method, where the overseas marketeer can determine a range of prices that may be acceptable to the overseas market).


Pricing can be paramount in certain markets and business literature indicates that ‘uncompetitive prices’ accounted for over 50 per cent of sales lost by U.S. international companies to foreign competitors (Ball and McCullock, 1989). 


IMPORT MANAGEMENT

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 semifinished materials or as components in its own final products (an import purchasing manager).


Pure importers usually have an ‘ownership advantage related to the domestic market in which they operate, such as knowledge of the domestic market, ownership of or access to the channels of distribution, or expertise in evaluating government regulation of imports, or business practices in the domestic market. 


Importing is often a neglected part of international business strategy. Any firm can find that it can obtain production inputs from abroad more cheaply or when suppliers are not available locally. The enterprise that does global sourcing for its domestic market must develop importing channels. .
Some companies do their entire business as import intermediaries, finding suppliers overseas and customers domestically, for various products. Both the MNE and the non-MNE can utilise importing to obtain lower-cost or unavailable products from abroad. As in the case of exporting, the channels can be indirect, where the importer relies completely on outside units. At the other extreme, the importer can have its own buying offices in sourcing countries and handle all importing, including transportation and customs clearance with its own organisation. 


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. When sourcing in some newly industrialising economies (NICs) such as Hong Kong, Taiwan and South Korea, many buyers or importers began by assuming full responsibility for setting product specifications, quality control and marketing. But, as foreign producers acquired experience, they assumed ever-increasing responsibility, even to the point of establishing their own warehouses in the market countries, or distribution arrangements with local manufacturers (e.g. the connection between Goldstar-Korea Rep. and Kambrook-Melbourne).


The MNE can not only use imports as a source of supplies from other firms, it can also import from its own affiliates abroad. Very important for many MNEs today is the use of offshore assembly (e.g. for motor cars or consumer electronics), which requires imports into the home country from an assembly plant overseas. Also, the parent company may have to import from its affiliates overseas in the event of a strike, machinery breakdown or other production problems in the home country. Thus, MNEs need to consider the risk-reducing aspect of importing at least as much as the cost-reducing aspects of its business.

TRADE FINANCING 

Firms engaged in international trade face a problem—they have to trust someone who may be very difficult to track down if they default on an obligation.


As we discussed above, due to a lack of trust, each party to an international transaction has a different set of preference regarding the configuration of the transaction. The lack of trust issue can be solved by using a third party who is trusted by both—normally a reputable bank. 

Methods of Payment

The method of payment adopted in a transaction depends on many factors such as: how well the importer is known to the exporter, how much business the importer is generating, the competitiveness of the market and the customs of the trade in which the transaction takes place. The payment terms represent a marketing tool, so they have to be structured carefully. A few methods can be considered: 


Cash in Advance

This can be arranged by the Importer transferring the funds to the importer, either by a draft or a bank transfer, provided all contractual conditions set out in the contract are fulfilled. It is usual for the money to be paid before a contract is made. It is used when the exporter does not know the importer at all, and wants to feel sure about the payment of the goods.

Documentary Letters of Credit

A Letter of Credit is simply a means of opening a credit in favour of someone, under which payment will be made provided that certain conditions are fulfilled. The ‘Documentary’ part indicates that delivery of goods will be made by means of documents of title.


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. There are three major types of Documentary Credits: 

1. revocable credits: they can be revoked at any time, so they do not provide enough protection to the exporter;

2. Irrevocable credits: These may not be revoked, except with the consent of the parties. However, in case of a blockage of currency exchange by the government of the importing country, the bank may be unable to make the payment.

3. Confirmed credits: normally credits are unconfirmed. A Confirmed Credit is one confirmed by the exporter’s bank because the Credit has already been transferred to them Thus, whatever it happens between the two countries, the payment will be made. 

Drafts (Bills of Exchange)

A draft, sometimes referred to as Bills of Exchange, is the instrument normally used in international commerce to effect payment. It is an order written by an exporter instructing an importer, or an importer’s agent, to pay a specified amount of money at a specified time. The person or business initiating the draft, in trade the exporter is called the Drawer (or Maker in the U.S.). The party to whom the draft is presented is known as the drawee. 


The international practice is to use drafts to settle trade transactions (This differs from domestic business, where the Seller ships the goods on an open account). Drafts fall into two categories—sight drafts and time drafts. A sight draft is payable on presentation to the drawee A time draft allows for a delay in payment-normally 30, 60, 90, 120 or 180 days. Time drafts are negotiable instruments.

Financing of Export Business

In the traditional field of importing and exporting, an extensive range of financial services has been developed for financing international transactions. Both the importer and the exporter may need pretrade and post-trade financing. Except for cash in advance, the export letter of credit affords the seller the highest degree of protection among all the commonly used methods of receiving payment. A letter of credit is a form of trade financing because it allows payment to be postponed for some period of time such as 180 days. Credit to importers is provided under two main forms: (a) Supplier credit is made available to importers by the exporter, and the exporter in turn is refinanced with credit from external sources; (b) Buyer credit is granted directly to the foreign buyer to be used for stipulated imports. It can be also extended to the buyer indirectly via ‘financial credits’ or ‘bank-to-bank’ loans.

It is normal practice for exporters to provide long-term credit (i.e. for more than five years) to buyers of capital goods, and short term credits (less than two years) or medium-term credits (two to five years), for other goods.


In extending supplier credit, the seller is primarily concerned with credit risk, the protection of export proceeds against currency fluctuations, and political risk. Commercial banks are the principal source of short-term export financing. Traditionally, commercial banks have been reluctant to grant medium-term financing; but as a result of government guarantee programs, export promotion incentives, and sponsorship of new institutions, the role of commercial banks and other private sources for medium-term financing has been increasing rapidly.


Apart from traditional bank finance, additional financing is available from an array of nonbank institutions that offer services complementing or substituting for bank lending. Four of the most important ones are: (1) government loans and guarantees; (2) factoring; (3) forfaiting; (4) countertrade

Government Loans and Guarantees
As explained in Chapter 6, 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. 


France provides insurance and guarantees for over 20 per cent of its exports, including subsidised export credit. Similar institutions operate in the U.K. and Germany. Brazil allows exporters to exchange foreign-currency earnings at a favourable exchange rate. Eximbank offers U.S. exporters a variety of programs that reduce their costs and risks in dealing with foreign clients in cases where commercial banks would not offer assistance. In the U.S., export credit insurance is provided by the Foreign Credit Insurance Association (FCIA). The FCIA provides insurance policies protecting U.S. exporters against the risk of non-payment by foreign debtors as a result of commercial and political risks.

 
In Australia export credit insurance is provided by EFIC (Export Finance Insurance Corporation), which supports the full spectrum of Australia’s export trade, from bulk commodities to specialised capital goods and services. In 1998–99, it supported exports totalling A $7.6 billion (about seven per cent of Australia’s exports). Credit insurance against non-payment represents the bulk of cover provided (A$7.2 billion). 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. National Interest support usually involves transactions where EFIC considers the risk too high or the exposure too great for it to carry in the normal course of business. In 1998–99, $1.1 billion of exports were supported on the National Interest account, mainly wheat to various countries, and exports of goods to Korea and Indonesia.


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). A list of institutions affiliated to ACSIC is presented in table 12.1.

Table 13.1: Credit Guarantees Institutions in East Asian countries

COUNTRY
INSTITUTIONS

INDONESIA
- PT. Asuransi Kredit Indonesia

- Perusahaan Umum Sarana Pengembangan Usaha

SOUTH KOREA
- Korea Credit Guarantee Fund

JAPAN
- Japan Small and Medium Enterprise Corporation

- National Federation of Credit Guarantee Corporations


- Credit Guarantee Corporation Malaysia Berhad

PHILIPPINES
- The Guarantee Fund for Small and Medium 

  Enterprises

- Small Business Guarantee and Finance Corporation

SRI LANKA
- Central Bank of Sri Lanka

TAIWAN
- Small and Medium Business Credit Guarantee Fund

THAILAND
- Small Industry Credit Guarantee Corporation

NEPAL
- Deposit Insurance and Credit Guarantee Corporation 

 (Pvt.) Ltd.

PAPUA NEW GUINEA
- Small Business Development Corporation

Source: adapted from ACSIC website (http://www.cgc.gov.my/cgc-docs/html-dir/asian.html)

It is believed that China has introduced a similar credit guarantees scheme in recent years.

Other governments do one or more of these things. This tendency has started export credit wars that have led to periodic efforts by the industrial countries to negotiate international agreements on minimum credit terms. But such agreements have been circumvented by the use of ‘mixed credit’ export-financing money to provide especially generous terms for domestic borrowers. 


(Mixed credit is basically, a combination of finance at commercial rates and subsidised rates, used especially for exports of high value equipment and machinery). Obviously, the excessive use of such methods of assistance represents another barrier to fair trade, as discussed in Chapter 6.

Factoring
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 (two to four per cent less than the face value). Factors enable the exporter to receive payment for goods and provide relief of the administrative burden of collection. The exporter is ultimately liable for repaying the factor in case of default. Some factors accept receivable without recourse but require a larger discount.

Forfaiting 
Another method of trade financing that is quite similar to factoring was first used to handle large capital goods exports from Western firms to Eastern bloc countries. Like factoring, forfaiting is a means of nonrecourse export finance. As with factoring, the exporter sells its receivable (for an export shipment) at a discount to a forfaiting firm, which accepts the risk of non-payment by the importer and the right to payment under the exporter’s sales contract. However, the forfaiting firm obtains a guarantee (or aval) from the government of the importing country, which accepts responsibility for payment as contracted.


The costs of forfaiting to the exporter are multiple, and generally they are justifiable only if the transaction is too complex to be handled through normal bank payment procedures. These costs commonly include: (a) a charge for political and transfer risks (about ½–5 per cent per year); (b) a charge for the use of money and for the covering of interest rate risks (generally the Eurocurrency rate or LIBOR (the London interbank offered rate); (c) a charge for administrative work, about half of a per cent per year.


The benefits to the exporter are the reduction of risk, simplicity of documentation (because the documents used are well known in the market), and 100 per cent coverage, which official sources such as export-import banks do not provide.


The major complaints about forfaiting centre on availability and cost. Forfaiting is not available where exporters need it most; that is, the high-risk countries. Furthermore, it is usually more expensive than using public sources of trade insurance.

Countertrade
Countertrade has acquired prominence over the last decade in the wake of slow world economic growth, growing protectionism, rising foreign debt and balance-of-payments problems facing countries in the Third World, centrally planned and newly emerging market economies in Eastern Europe and Asia. By some estimates, countertrade accounted for twenty per cent of world trade by volume in 1998 (Hill, 2001)

Countertrade is an unconventional financing mechanism which involves various methods of linking two export transactions between companies in different countries. The various forms of reciprocal trade which fall within the countertrade umbrella term include: (a) Barter; (b) Counterpurchase; (c) Buyback; (d) Offsets etc.


Barter is the direct exchange of goods or services between two parties without the use of currencies. However, the absence of cash payments in barter is not quite the reality. The modern ‘barter style’ deal between a Western supplier and a Third world company involves a third party, such as a trading company, which contracts to take the goods supplied by the Third world company and dispose of them on the open market. The proceeds from the sale of the third world country’s goods are lodged in an ‘escrow account’ with a bank. The Western supplier ships its goods to the importer in the Third world country and is paid from the escrow account. The trading company intermediating the countertrade deal will receive a commission, covering the countertrade costs and fees.


A common operation of this kind is the oil barter deal, where oil exporting countries pay for their imports of various commodities in crude oil.


Counterpurchase. This resembles a barter, however, both flows of goods are paid in cash under two separate contracts. The first, the primary contract, covers the sale of the seller’s goods, and the secondary contract covers the commitment by the seller to purchase the countertrade goods. A third agreement (‘contract protocol’) links the primary and secondary contracts and establishes the seller’s commitment to purchase goods and/or services to an agreed proportion of the value of his own deliveries. The proportion (or ‘ratio’) can be as little as 10 per cent or as much as 150 per cent.


For instance, in 1993 Boeing (U.S.) sold four aircraft to Air India, with counterpurchase of 30 per cent, valued at $135 million, of Indian products (e.g. packaged tea, cashew nuts, aircraft components, computer software and engineering products) purchased through the State Trading Corporation over seven years.


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. Joint ventures can be financed by buy-back.


For instance Technimont (Italy) has built a multiple polypropylene plant worth $20 million near Moscow (Russia), with a total output of 100 000 tonnes per annum. The project is financed with buy-back of part of the product.


Clearing Agreements. Countries, usually lesser-developed countries, enter into clearing agreements one with another, in which they agree to exchange goods, these often specified in the agreement. Agreements have a certain duration, often a year, and at the end of the period the value of each country’s deliveries are compared, and deficits are made up with either the shipment of more goods or payments in an agreed hard currency. These clearing agreements are, in effect, a form of multi-barter, and were the normal way of conducting trade between the former centrally-planned economies.


Sometimes, additional flexibility is given to the clearing agreement by permitting switch-trading, in which credits in the account can be sold or transferred to a third party. The third parties, usually companies, take advantage of these credits by either trading them and exporting their own products to the debtor country, or by setting up manufacturing plants in the creditor country and exporting the products to the debtor country.


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.


The offset requirement can vary from say 20 per cent to sometimes over 100 per cent. Governments generally regard offsets as a valuable method of developing their countries’ defence and high-tech industries, giving them export potential, and in placing industries in relatively undeveloped areas of their respective economies.


Goodwill or pro-active countertrade is offered voluntarily when an exporter wishes to seize a competitive edge, or to capture a new market. It usually takes the form of counterpurchase, but technology transfer or other incentives can be included. In conclusion, Countertrade is simply another financing technique providing the following general advantages to the trading parties involved

•
It gives access for Western companies that may otherwise be closed to them.

•
It helps conserve currency reserves of the importing country.

•
It allows access to foreign markets without necessarily setting up marketing companies or programs.

•
It allows the less developed country to export products for which markets might not otherwise exist.

The involvement of Australian exporters in countertrade has been relatively slow, compared to the rest of the world. Some major countertrade deals have involved Australian companies and exports. For instance, Australian exporters of coal (BHP), iron ore (Hancock Mining-W.A.), wheat (The Australian Wheat Board) and other trading companies such as Elders IXL, Van Ommeren-South Australia have used countertrade operations for developing new markets or maintaining and expanding existing markets in Eastern Europe, Bangladesh, Vietnam, Iran etc.


The financial and commercial aspects of countertrade operations are far more complex than normal trading transactions. Countertrade can add considerably to the cost of the goods imported. However, it can give the seller a competitive edge and enables him to enter markets that would have been closed to him previously. 


It removes the need for medium and long-term credits, and the cost of countertrade can often be less than the cost of these credits. Far from restricting international trade, as some experts claim, countertrade increases it. 

Australian Exporters

We have discussed in reasonable detail the trends and prospects of the Australian exports in Chapter 5. Also, in Chapters 1 and 5, we have examined a few features of Australian corporation listed on Fortune’s top 500 corporations and on UNCTAD’s top 100 TNCs.

By international standards, Australian exporters tend to be small in size. On Australia’s top 500 exporters list for 1997, published by Australian Business Review, company exports vary between A$5.5 bln. (Mitsui & Co.-Australia) and only A$9.56 million (ACI Packaging Group etc). The median export value for the 500 exporters is placed at A$35 million.


Appendix 13.1 presents the list of the top 50 Australian exporters in 1996/97, with their major export lines. The median for the export sales of the top Australian exporters in 1996/97 was of about US$570 million, which is quite small compared to the corresponding median for the top 50 U.S. exporters (US$1 300). The disparity should be bigger today because in 1996/97 the Australian dollar was worth on average about US78 cents! However Australia’s exports look comparable with the top 50 exporters from Canada. 


If we compare the list of the top 50 exporters in Australia and Canada (Table 13.2), both resource-based economies, we can reach a few interesting findings:

Table 13.2 : Selected indicators regarding the top 50 exporters in Australia and Canada


Australia

(1996/97)
Canada

(1999)

Range of export sales 1–50

(US$million)
4300–250
4000–160

Median of export sales for top 50

(US$million)
570
510

Break down of top 50 exporters by main export line: (% out of 50):



— Primary products (%)
68
10

— Machinery and Equipment (%)
10
28

— Other manufactures (%)
12
48

— Services (%)
10
14

Source: adapted from BRW Jan.28,1998 and the on-line Report on Business Magazine (R.O.M), Canada, www.robmagazine.com/top1000_2000/other/exporters_table.htm


It appears that the top 50 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). This gives a competitive edge to the Canadian economy in the competition for export markets. 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.


Canadian exporters represent for the most part various modern manufacturing industries such as: automotive (with companies like Magna International, Honda Canada, Tesma International, Wescast Industries), transportation equipment and components (e.g. Bombardier Inc., Pratt & Whitney Canada), electrical and electronic products (e.g. Xerox Canada), chemicals (e.g. Nova Chemicals, Bayer Inc), publishing and printing (GTC Transcontinental Group). A remarkable feature of Canada’s top 50 exporters is that for about 26 of the companies on the list export sales represent more than half of their total sales. 


We have mentioned in Chapter 5, that there are positive changes in Australia’s exports too. One has to note that a big trading company like Mitsui is not limited to commodities, but is diversifying to such disparate sectors as telecommunications, forestry, and high-tech interactive family entertainment. Mitsubishi has also diversified from commodities into processed food.

This trend is supported by a McKinsey study, which shows that in recent years Elaborately Transformed Manufactures (ETMs) have been the fastest growing export sector. McKinsey study has identified a number of 700 emerging local manufacturing exporters (representing about ten per cent of all Australia’s exports in 1992/93). Of the emerging exporters, the way forward is shown by such as pharmaceutical companies such as Merck Sharp & Dohme (76 place on BRW ‘97 list), food processors such as Goodman Fielder (115th place), Aerospace technologies (126), Solahart Industries, etc.


McKinsey estimated that there might be as many as 150 ‘born global’ high value-added manufacturers in Australia. The remaining emerging exporters are domestic-based, mature and quite experienced in foreign markets. They export up to 20 per cent of their total production.

With both commodity exporters and the ETMs, foreign ownership seems to play a dominant role. In BRW’s top ten exporters, six companies, including Qantas, are foreign-owned. In fact it is the BHP Group that at the time was providing the most obvious locally-owned exporting strength.


Of the emerging exporters, 53 per cent have attracted some degree of foreign ownership, which is generally necessary to help companies gain access to finance, technology and markets. This also suggests that limiting MNE subsidiaries to exclusively national markets is no longer standard practice. Another positive sign is that only 23 per cent of the 700 emerging exporters surveyed by McKinsey were encouraged to export by Government assistance. Most just made the management decision to widen their markets, then did it.


In line with international trends, it appears that small and medium enterprises play an increasing part in Australia’s international business activities (See also Box 13.4). 


A special mention about Australia’s exports of education services. The Top 500 exporters list includes a number of Australian universities (including Monash, RMIT, University of Melbourne, Curtin etc.), which as a whole are getting eight per cent of their student intake from overseas. The 140 000 overseas students make a $A three billion contribution to Australia’s trade performance.

Export Management in a MNE/TNC
Exporting has been presented so far in this chapter as one of a producer-exporter or importer or a trade intermediary exporting products to one country market. If we keep it to this it would be a highly simplistic view of modern exporting. The model we presented can be extended by applying it to a multinational company.


While the analytical framework developed so far is useful for analysing trade by the multinational companies, the latter has some modifications too. By definition, an 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. 


For instance, a Japanese scientific instrument manufacturer performs R&D and product design in Japan and produces the high-quality, low-tolerance components there. It exports raw materials and ‘chips’ to its subsidiary in Malaysia for assembly. The finished products are then exported to Singapore for inspection and final testing.


The final products are then re-exported all over the world at the direction of the head office. Managers in the head-office then balance production costs and capabilities with transportation costs in an effort to minimize the costs of production, transportation, and inventories. They also search out markets for the firm’s products worldwide. 


Once the company has become multinational (MNE) or is willing to consider establishing international operations, a new set of alternative arises. The most important difference in the decision-making process between a domestic firm and a MNE with a subsidiary in the target market can be identified at the Business Plan stage (Step 5 of the Foreign Business strategy in Chapter 12).


Box 13.3: Currency risk for the MNE
In general, parent companies tend to impose to their overseas affiliates the currency of the home country (e.g. telecommunications equipment supplied by Siemens parent company in Germany to Siemens Australia would be priced in DEM). This way, the risk is eliminated for the parent company, but still stays with the affiliates.

   Some affiliates try to reduce their risk and keep a better control on costs by sourcing most of their goods and services in the country of operation. Therefore major income and costs are maintained in the same currency. But multinationals based in small economies like Switzerland still rely on international purchases and the protection against currency risk is done through very complex business strategies.

   For instance Nestle, a Swiss multinational and the world’s largest food groups reported its sales in the first quarter, 1995, were down 1.5 per cent to CHF 13 billion, with currency conversion effects masking unit sales growth of 8.5 per cent. The effect of the weak U.S. dollar on Nestle was mainly cosmetic as its production facilities are spread throughout the world and not concentrated in strong currency countries. As reported by the Financial Times, about 50 per cent of Nestle’s income is in U.S. dollars or in currencies dependent on the U.S. dollar, and only two per cent in Swiss francs. In exchange, the Swiss group maintains its liquidity in Swiss francs and its borrowings in other currencies. The U.S. dollar’s weakness contributed significantly to the reduction of net indebtedness in Swiss franc terms for the Swiss company from CHF 8.6 billion to CHF 6.6 billion in 1994.


Where exports are movements between affiliates of the same enterprise, the choice of currencies for billing can shift the foreign exchange risk (Box 13.3) from one subsidiary to another but can not eliminate it altogether.


If the exports are sold from one affiliate to another in the same firm the issue of ‘transfer pricing’ arises. When transactions take place across frontiers-and the units of the same enterprise are subject to different customs duties, tax rates, currency risks, and foreign exchange controls-transfer prices can be adjusted (or, as critics charge, ‘manipulated’) to achieve a wide variety of results that will further the overall goals of the MNE.


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. In general, the MNE possesses a greatly expanded set of choices in comparisons with the domestic firm.


Companies with operations overseas are not exclusively large companies, but also small and medium enterprises (See Box 13.4)

Box 13.4: Internationalised Small and Medium Enterprises (ISMEs) in Australia

The findings of a survey on small and medium enterprises in Australia prepared by consultants Nicholas Clark and Associates for the National Trade and Outlook Conference, Melbourne, 1994 indicate that:

— at least 4500 Australian small and medium enterprises are internationally active on a regular basis; their international turnover is about A$6.5 billion, and their direct domestic employment about 40 000.

— Australian ISMEs draw over 20 per cent of their turnover from international activities and are active in at least five countries; small ISMEs have an even higher proportion of their turnover from international activities (25 per cent) than larger ISMEs (18 per cent).

— the key factors for the internationalisation of small and medium enterprises seem to be the small size of the domestic market and personal contacts.

— most of the globalisation of ISMEs has taken place in the Pacific and SE Asia regions, where about 50 per cent of the enterprises surveyed are active. However, relatively few of the ISMEs have targeted NE Asian markets like Japan, China, Taiwan and South Korea.

— Strategic approaches to international activity vary, but the most common approach is to ‘go it alone’, often assisted by agents appointed in other countries.

— About 20 per cent of the small ISMEs (with up to 100 employees) and about 50 per cent of the medium ISMEs (with between 101–500 employees) have established operations overseas.

— About 20 per cent are suppliers to larger enterprises.

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. In a market where the MNE does not yet have operations, it faces barriers similar to those confronting the non-MNE, except that the MNE has had experience in dealing with new entry in other markets (such as dealing with tariffs and import licensing) that may be transferable to the new product.


Organisationally, the export function in the MNE is often assigned to an international division or added onto each product division as needed. When exports are identified as the main vehicle of entry into the target market, they are expected to generate additional profits to the firm by raising revenues, lowering costs, or lowering risks. For instance, exports can lower risk by replacing local production in a country that experiences political or economic upheaval. They can also supplement local production, providing a portfolio of supply sources and thus again reducing risk.

chapter summary

1.
In 2000, international trade in goods and services accounted for about US$7600 billion worth of sales, clearly a major part of total international business. From very small intermediaries to giant multinational enterprises participate in export-import transactions. 

2.
Even a simple export-import transaction generally requires a large number of participants, ranging from the exporter and importer to transportation companies, insurers, and banks.

3.
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. The latest edition is Incoterms 2000. Incoterms 2000 contains a range of 13 Incoterms, used in conjunction with an international sale transaction, which provide flexibility regarding the degree of onus borne by individual parties

4.
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. 

5.
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.). The exporter should look for an ‘irrevocable’ and ‘confirmed’ letter of credit. In this case the L/C cannot 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 cannot be stopped. 

6.
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.

7.
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).

8.
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) forfaiting; (d) countertrade.

9.
U.S. 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.

10.
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).

11.
While not necessarily the most important part of an export-import transaction, financing does play an important role in such transactions. Traditionally, commercial banks have offered most of this financing. Recently, forms such as factoring, forfaiting and countertrade have come into greater use especially where traditional finance is not available or too risky.

12.

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, but Australia’s top exporters tend to be concentrated in the primary sector. However, a McKinsey study indicates that there are changes 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.

13.
Direct investment overseas and the development of foreign production facilities add a new dimension to export management operations. At the headquarters of the MNE, basic decisions are made about where different activities along the value-added chain, including exporting, are located geographically. If the exports are sold from one affiliate to another in the same firm the issue of ‘transfer pricing’ arises. Exports can lower risk by replacing local production in a country that experiences political or economic upheaval. They can also supplement local production, providing a portfolio of supply sources and thus again reducing risk.

Review and Discussion Questions

 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?

 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?

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

 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? 

 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?

 6.
Discuss the main difference between factoring and forfaiting.

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

 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?

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

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

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.

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

2. What are the merits of the arrangement for IKEA? What is the advantage for the Southeast Asian firms?

3. What method of payment would you use in this arrangement and why?

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

Appendix 13.1: Australia and Canada’s top 50 exporters *

Top 50 Australian exporters (1996/97)*
Top 50 Canadian exporters (1999)*

Australian

Company
Export

Value A$mill.
Main industry
Canadian

 Company
Export

Value C$mill.
Main industry

1. Mitsui & Co (Aust.)
5 543
Mining and food
1.Magna

   International
5 983
Automotive

2. Australian Wheat Board
4 247
Grain
2. Bombardier

     Inc.
6 021
Transportation eqpt

And components

3. Qantas Airways
4 043
Air services
3.Abitbi Cons. 
3 029


4. Mitsubishi Aust
3 859
Mining, food
4.TransCanada

    PipeLines 
3 024
Gas pipelines

5.BHP Minerals
3 332
Mining
5.Honda Can.
2 913
Automotive

6. Alcoa Australia
2 181
Aluminium
6. Noranda Inc.
2 566
Integrated mines

7. Marubeni  

  Australia
1 900
Primary

Commodities
7.Canadian 

   Pacific
1 973
Management and diversified

8. Itochu Australia
1 800
Primary
8. Imperial Oil
1 855
Integrated oils

9.BHP Steel
1 626
Steel products
9. Domtar Inc.
1 755
E. coast forestry 

10. Qld Sugar 

     Corp
1 560
Raw sugar
10. Pratt &   

     Whitney
1 649
Transportation eqpt & compon’s

11. Sumitomo 

    Australia
1 370
Mining, food,

Steel
11.Quebecor Inc.
1 630
Publishing and

Printing

12. RioTinto

     Iron Ore
1 365
Iron ore
12.Donohue Inc. 
1 429
East coast forestry

13. Normandy 

     Mining
1 236
Mining, metals
13.Temvec Inc.
1 403
East  coast forestry

14. WMC
1 202
Metals, mining
14.Canfor Corp.
1 365
W.coast forestry

15.MIM   Hold’s
1 144
Metals, mining
15.Nova Chem’s

Chemicals

16. Nissho Iwai 

     Australia
1 119
Mining, metals
16.CCL Indust’s
1 292
Packagingand

Containers

17.QBE Ins.

     Group
1 030
Insuranceand  re-

Insurance
17. Falconbridge

      Ltd
1 150
Integrated mines

18. Shell Aust.
1 007
Fuels
18. West Fraser
1 126
W.coast forestry

19.BHP 

    Petroleum
947
Oil and gas 
19.Cascades Inc.
1 029
Eastcoast forestry

20. Australia 

    Meat Hold’s
940
Beefandhides
20.Du Pont

     Canada
   970
Chemicals

21. Comalco
798
Bauxite, Aluminium
21.Mitsui (Canada)
   927
Wholesale Distr. 

22.QCT Res’s
792
Coal
22.Royal Group 

     Technologies
   897 
Misc.industrial

Products

23.Pasminco
787
Zinc and Lead
23.Tesma Int’l
   843
Automotive

24. North
745
Hardwood chips
24.Hydro-Quebec 
   828
Electrical util’s

25.BP Aust, BP  

    Aust and Ass’s
735
Refined oil
25.Slocan Forest

     Products 
   789
West coast forestry 

Appendix 13.1: Australia and Canada’s top 50 exporters (continued)*

Top 50 Australian exporters (1996/97*)
Top 50 Canadian exporters (1999)

Australian

Company
Export

Value A$mill.
Main industry
Canadian

 Company
Export

Value C$mill.
Main industry

26. Oakbridge
655
Coal mining
26.Weldwood of 

     Canada
730
West coast 

 Forestry

27. Leighton 

     Holdings
631
Constructionandmining
27.Doman   

     Industries
698
West coast 

Industries

28. Murray 

  Goulburn Co-op
620
Dairy products
28.Maple Leaf 

      Foods
698
Food processing

29.IBM Australia
601
Computers
29. MDS Inc.
679
Medical services

30. Tomen Aust.
593
Primary comm’s
30.Ivaco Inc.
607
Steel

31. GrainPool WA
575
Grain
31.Nexfor Inc.
597
E.coast forestry

32. Coal and Allied 

     Industries
546
Coal 
32.Cameco Corp.
532
Integrated mines

33. Pechiney 

    Group Aust
518
Alumina andprimary

aluminium
33.Repap enterprises
506
E.coast forestry

34. RGC
504
Non-ferrous metals
34.Cambior Inc.
330
Precious metals

35. Colly Cotton
500
Lint cotton
35.3M Canada
433
Consumer goods

36. Woodside 

     Petroleum
493
Oil and Gas
36.Consoltex 

     Group
425
Clothing and textiles 

37. Kanematsu 

    Australia
486
Wool, seafood
37.Cognos Inc.
277
Computer software

and processing

38. Bonlac Foods
483
Dairy products
38.Luscar coal
401
Metal mining

39. AMP Society
456
Mining
39.John Deere 
390
Wholesale distr’s

40. Chevron Asia
448
Oil and Gas
40.Bayer Inc. 
373
Chemicals

41. Australian 

    Barley Board
408
Grain
41.Xerox Canada
364
Electrical and electronic

42. CSR-Gove 

     Aluminium
394
Bauxite, Alumina,

Aluminium 
42.International

Forest Products
358
West coast forestry

43. Swiss    Aluminium Aust.
381
Alumina, bauxite
43.Wescast Industries
355
Automotive

44. Rio Tinto- 

 Argyle  Diam’ds 
350
Diamonds
44.United grain

     growers
351
Agriculture

45. Mitsubishi 

     Motors Aust
349
Motor vehicles and parts
45. ABB Inc.
339
Electrical and

Electronic

46. Robe River 

    Iron Assoc
348
Iron Ore
46.Manitoba Hydro-electric 
326
Electrical utilities

47. Rice Growers

    Co-op
346
Rice and rice products
47.Riverside forest products
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* Various financial years; 

Source : adapted from Business Review Weekly, Jan.26,1998, and  the on-line Report on Business Magazine (R.O.M), Canada
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CASE : The Three Cs of Exporting: Cash, Credit and Countertrade

There is no doubt that—if asked for a preference for a method of payment for their goods—all business mangers will go for cash in advance or at most for a letter of credit payable up to 6 months. Medium and long-term credit has been a rational development in transactions for high-dollar value capital goods spreading repayments over a number of years. Medium and long-term credit is not without risks. Over a number of years an importer may cease repayments, sometimes for objective reasons. That’s where the export insurance schemes come to the rescue of exporters.


Countertrade is a less traditional form of finance, although some might argue that the primitive barter—a bag of wheat for a hammer—has historically preceded both cash and credit. Actually a top AWB executive involved in the 1980s in a countertrade discussion with Exporthleb, the Soviet grain importing agency, was quipping that modern countertrade has changed: ‘It’s now a bag of wheat for a hammer and a sickle’. 


The grain industry is an interesting case because, historically, grain was regarded as good as gold and it was paid for either in hard currency or in gold. However, the financial debt crisis of the 1980s has determined developing grain importers to ask for credit terms: Egypt, Iraq, Yemen A.R. to name only a few. And the grain exporters had to accommodate the request, because developing countries were representing the fastest growing market for grain and because the U.S. traders had a strong support from U.S. credit programs. This was the ‘credit revolution’ in the grain trade.


Countertrade has also emerged as a form of finance of grain trade in the 1980s, along with credit, and for similar reasons. As discussed, countertrade is generally regarded by many companies as the ‘last resort’ option and has more of a reactive nature, when a buyer can not pay cash and is not regarded as ‘creditworthy’ by the banks or credit insurance agencies. 


Modern countertrade is a quite complex and sophisticated operation and requires expert operators. That’s where the old western European trading companies or the ‘sogo shoshas’, Japan’s huge trading houses, are good at, because they can use their worldwide network of contacts to dispose of goods acquired in countertrade.


And it is through these ‘countertraders’ that the Australian grain industry got first, indirectly, involved in the secretive world of countertrade and managed grain sales to risky markets such as Pakistan or North Korea in the 1980s. That means that the AWB was selling FOB to the traders, who were then organising the sales of Pakistani and North Korean goods on the open market, with the hard currency proceeds being used as a payment for the Australian wheat. It is also through countertrade that the AWB managed to sell wheat to Iraq, when no one else was managing it, with payment in gold from Iraq’s central bank reserves. And that’s the way the Australian trader Elders and the Dutch trader Van Ommeren managed sales of Australian grain and other farm products to South Asia, and the Middle East.


Even when countertrade is not the only option for structuring an export transaction, many countries prefer for various reasons countertrade to cash deals. Thus, if an exporter is unwilling to enter a countertrade agreement, it may loose an export opportunity to a competitor. Iran is providing a most interesting case about countertrade and the unpredictability of grain trading. In 1980 a border dispute between Iran and Iraq developed into a major war, which was going to last 8 years. In 1984, the AWB’s Marketing Policy section has identified a strong demand from Iran for oil barter deals. 

Figure 1: Summary of an oil barter deal with Iran in the mid-1980s 
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It was predicted that in the future round of negotiations with Iran, the Iranians will request a wheat for oil barter deal. The AWB’s London office has confirmed the possibility for such a request after discussions with financial institutions such as Lloyd’s Bank. One would wonder why was Iran not selling oil for cash and use the cash for the payment of its import needs. Or why was not Iran buying grain on credit. The answer is that The Gulf region was a dangerous place at the time of the Gulf war. Insurance premiums and credit insurance fees were very high and shipping in the Gulf region was avoided by both exporters and importers. Also, Iran was not agreeable to credit sales, which are regarded by some as out of line with the Koran.


With a record crop on its hands, the AWB started to prepare for the possibility of a barter deal by discussing with potential countertraders, interested to mediate such a deal with Iran. The wheat market’s competitive environment at the time was that Iran was not dealing for political reasons with the U.S., Canada, and the E.U. (for instance because of the U.S. embassy hostage crisis, or the cancellation of some mega-investment projects), so the only potential major wheat suppliers to Iran were Australia and Argentina.


When the AWB’s delegation held their negotiations in Teheran with the representatives of Iran’s Government Trading Corporation (GTC), which was concentrating at the time most of Iran’s export import dealings, GTC has asked for an oil barter deal. The head of the AWB delegation said that the delegation will submit the proposal for the consideration of the Board and 


will give a reaction as soon as possible. And then, immediately after the arrival of the AWB delegation in Melbourne, an extraordinary event took place in Argentina. A big elevator exploded in the port of Bahia Blanca, Argentina’s main grain shipping port for Iran. The port became unavailable for shipments for a couple of months. All of a sudden, the GTC representative was on the phone with the AWB: ‘We’ll pay cash!’

Case References

This case is based on the author’s own experience as a consultant in countertrade operations and as a Senior Marketing Officer with the AWB over 1983-1990.

Case Question:

Discuss the advantages and disadvantages of credit and countertrade as methods of financing exports. Would you support pro-active countertrade operations when dealing in some developing countries strapped for cash and without credit availability? Explain
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