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�
CHAPTER OBJECTIVE





This chapter discusses three key topics involved in foreign trade: basic documents involved in international trade, the various payment terms of foreign trade, and the major sources of financing foreign trade. Three important documents involved in foreign trade are the draft, the bill of lading, and the letter of credit. Four payment terms of export transactions are countertrade, cash terms, consignments, and credit terms. Three sources of financing foreign trade are bank financing, non-bank private financing, and government financing. 








Key Terms and Concepts





Draft or a bill of exchange is an order written by an exporter that requires an importer to pay a specified amount of money at a specified time.





Drawer is a person or business issuing a draft.





Drawee is a person or business against whom a draft is drawn.





Payee is a person or business to whom a drawee will eventually pay the funds.





Bill of lading is a shipping document issued to an exporting firm or its bank by a common courier that transports the goods.





Letter of credit is a document issued by a bank at the request of an importer.





Commercial invoice contains a precise description of the merchandise, such as unit prices, quality, total value, financial terms of sale, and shipping features.





Consular invoice provides customs officials with information and statistics for the importing nation.





Countertrade refers to the world trade arrangements that are variations on the idea of a barter.





Simple barter is a direct exchange of goods between two parties without the use of any currency as a medium of exchange.





Clearing arrangement is a form of barter in which any two countries agree to buy a certain amount of goods and services from one another within a given period of time.





Switch trade is a trading arrangement under which a third party purchases any account imbalance between the two countries.


Counterpurchase, also known as "indirect offset", involves a standard hard-currency export, but the seller agrees to a return purchase of goods and services that are not directly related to the goods that the seller sold.





Compensation (buy-back) agreement is an agreement by an exporter of plant and/or equipment to receive compensation in the form of future output from the plant.





Offset agreement, frequently called "direct offset" is an arrangement similar to the counterpurchase, but the seller is required to use goods and services from the buyer country in the final product.





Consignment is the delivery of goods into the possession of another for the purpose of sale.





Open account credit does not require the importer to sign a formal debt instrument as evidence of the amount owed to the exporter; the importer simply charges the purchases, much in the same way that domestic retail stores extend credit to their customers.





Promissory notes are notes that the importer is requested to sign as evidence of debt to the exporter.





Trade acceptance is a draft accepted by an importer or a business enterprise.





Trust receipt establishes that borrowers hold certain goods in trust for the lender.





Bankers acceptances are drafts accepted by banks.





Export-Trading Company Act of 1982 removed two major barriers that had long put US exporters at a disadvantage: (1) this act allows bank holding companies, previously barred by Federal regulations from investing in commercial enterprises, to invest in export trading companies; and (2) it permits competing companies to join together for export purposes without fear of antitrust ramifications.





Factors buy a company's accounts receivable on nonrecourse basis and thus accelerate the conversion of the company's claims against its customers.





Forfaiting transaction refers to the purchase of financial obligations such as promissory notes without recourse to the exporter.





Export-Import Bank (Exim Bank) was founded in 1934 as an independent agency of the US government to promote US exports through a variety of financing and loan guarantees.





Private Export Funding Corporation (PEFC) was created in 1970 at the initiation of the Bankers' Association for Foreign Trade with the support of the US Treasury Department and the US Exim Bank to mobilize private capital for financing US exports of big ticket items.





Foreign Credit Insurance Association (FCIA) was organized in the Fall of 1961 by the Secretary of Treasury, the Exim Bank, and 50 leading insurance companies to provide credit protection for US exporters.








ANSWERS TO END-OF-CHAPTER QUESTIONS





1.	What are the objectives of documentation in international trade?





The major purpose of documentation in foreign trade is to assure that the exporter will receive payment and the importer will receive shipment. In other words, a variety of documents in foreign trade are used to eliminate noncompletion risk, reduce foreign exchange risk, and finance trade transactions.





2.	What are bills of lading and how do they facilitate trade financing?





Bills of lading are shipping documents issued to an exporting firm or its bank by a common carrier which transports the goods. They provide a receipt for shipment, an evidence of obligation for the carrier to deliver the goods, and an ownership of the goods. All these functions of bills of lading should help companies facilitate their trade financing. 





3.	The basic problem in assessing different forms of export financing is how to distribute risks between the exporter and the importer. Explain the following export financing documents in this respect.





(a) sight draft


(b) time draft


(c) confirmed, revocable letter of credit


(d) confirmed, irrevocable letter of credit


(e) cash before delivery


(f) cash on delivery


(g) consignment


(h) open account credit





(a)	Because the importer receives no credit under a sight draft, it reduces the risk to the exporter. With a time draft, on the other hand, the exporter knows only at maturity whether the importer will honor it. A draft, in general, reduces credit risk because the carrier, acting on orders of the exporter, will not turn over the goods until payment is made. 





(b)	A time draft allows the exporter to avoid some of the risk. Documents evidencing title to the merchandise are turned over to the importer only if the draft is accepted by the importer or his bank. The exporter still has to assume some risk because there is the possibility that the importer could refuse the shipment.





(c)	A revocable letter of credit can be revoked or modified by the importer's bank at any time before payment. Because the revocable letter of credit does not guarantee payment, it is favorable to the importer, but it is unfavorable to the exporter. 





(d)	A confirmed, irrevocable letter of credit eliminates credit risk to the exporter because it is confirmed by at least one bank and cannot be revoked by the importer's bank. 





(e)	Cash before delivery (CBD) removes all risk to the exporter because payment is received before he commits any of his funds. The importer bears risk because there is no guarantee that the goods ordered will be delivered according to specifications. 





(f)	Under either CBD or COD (cash on delivery) terms, the exporter does not extend credit. Nevertheless, COD terms are accompanied by a risk that the importer may refuse the shipment. 





(g)	The shipment of goods on consignment provides some protection to the exporter because he retains title to the goods until they are paid for. The sale of goods on consignment, however, is a risky method because there is little evidence of obligation to pay and it may be difficult to collect if the importer's government imposes exchange controls.





(h)	The sale of goods on open account places the entire financial burden upon the exporter because it has little evidence of the importer's obligation to pay. Banks usually refuse to advance against accounts receivable, thus tying up large amounts of the exporter's capital. In addition, with this arrangement the exporter assumes the risks of foreign exchange blockage and buyer default.  





4.	In addition to the draft, the bill of lading, and the letter of credit necessary in foreign trade, other documents must generally accompany the draft as specified in the letter of credit. Such other documents include commercial invoices, insurance documents, and consular invoices. Briefly describe each of these three documents. 





The commercial invoice issued by the exporter contains a precise description of the merchandise, such as unit prices, quality, total value, financing terms of sale, and shipping features. Insurance documents are prepared to evidence that shipments have been insured. Exports to many countries require a consular invoice issued by the consulate of the importing country. 





5.	What is countertrade?





Countertrade refers to foreign trade arrangements that are variations on the idea of barter. Modern countertrade covers various foreign-trade arrangements in which part or all payments for imported goods may be in other goods. 





6.	What are bankers' acceptances? What are the advantages of bankers' acceptances as an export-financing instrument?





A bankers' acceptance is a draft accepted by a bank. The bankers' acceptance is the unconditional promise of the bank to make payment on the draft when it matures. Because bankers' acceptances are of very high a quality, their holder does not need to wait until maturity to liquidate the investment but may sell them in the money market. Bankers' acceptances are widely used to finance foreign trade. They are advantageous to both exporters and importers because they facilitate foreign trade. 





7.	What are the major elements of the 1982 Export Trading Company Act? What are the major objectives of the Act?





The Export Trading Company Act removed two major barriers that had long put US exporters at a disadvantage. First, it allows bank-holding companies to invest in export trading companies. Second, it permits competing companies to join for export purposes without fear of antitrust ramifications. The major objectives of the law are to: (1) provide one-stop comprehensive services to small and medium companies and (2) allow export-trading companies to buy and sell on their own account.





8.	What is the role of a factor in foreign trade? How can a factor aid an exporter?





Factors buy an exporter's accounts receivable on a nonrecourse basis and thus accelerate the conversion of the exporter's claims against its customers. Hence, they relieve the exporter's concern about the credit risk of the importer. In return, they are rewarded in monetary terms because they are able to buy the accounts receivable at a  lower price than the face value. 





9.	What is forfaiting? List the parties involved in a forfaiting transaction.





A forfaiting transaction involves an importer that issues a promissory note to pay for the imported goods over a period of three to five years. The notes are extended to the exporter who sells them at a discount to a forfaiting bank. A typical forfaiting transaction involves four parties: the importer, the exporter, a bank, and the forfaiter. 





10.	What is the role of the Export-Import Bank?





The Export-Import Bank, founded in 1934 as an independent agency of the US government, provides the triad of official loan, guarantee, and insurance offerings demanded by US exporters.





11.	Describe the role of the Private Export Funding Corporation (PEFCO).





The PEFCO, created in 1970 at the initiation of the Bankers' Association for Foreign Trade, mobilizes private capital in order to finance US exports of big-ticket items such as aircraft and power plants.








ANSWERS TO END-OF-CHAPTER PROBLEMS





1a.	(1) (2/98) x (360/20) = 36.73%


(2) (4/96) x (360/40) = 37.50%


	(3) (3/97) x (360/10) = 111.34%


(4) (2/98) x (360/60) = 12.24%





1b.	(1) March 20:	$490


(2) March 30:	$3,360


(3) April 10:	$1,455


(4) March 20:	$4,312





2a.	The exporter will receive the face amount less the acceptance fee:





Face amount of the bankers' acceptance               $20,000


	Less: 2% acceptance fee for 6 months                         400


Amount received by exporter in 6 months            $19,600





2b.	Alternatively, the exporter can sell the bankers' acceptance at a 5 percent discount rate (10%/2) and receive $18,600 immediately:





Face amount of the bankers' acceptance               $20,000


Less: 2% acceptance fee for 6 months                         400


 5% discount rate for 6 months                        1,000


Amount received by exporter immediately           $18,600





2c.	Whether the exporter should discount the bankers' acceptance or wait until maturity depends on the opportunity cost of money. Because the exporter's opportunity cost of money is 10.2 percent, the present value of holding the bankers' acceptance is $18,649 [$19,600/(1 + 0.102/2)]. Because the this figure ($18,649) exceeds the amount of money ($18,600) it would receive from discounting the bankers' acceptance, the exporter should hold it until maturity. 





3a.	Face value of account                               $10,000


    	Less: 20% reserve                                         2,000


            3% factoring fee                                               300


   	Funds available for advance                      $ 7,700


Less: 1% interest on advance                             77


Net proceeds from advance                        $ 7,623





3b.	Effective annual cost  =  ($300 + $77 x 12 )/ $7,623  =   16.06%








ANSWERS TO END-OF-CASE QUESTIONS





1.	The terms of the offset on individual contracts may vary substantially. The most common categories of offsets are: coproduction, licensed production, subcontractor production, overseas investment, and technology transfer. Briefly describe each of these offsets. 





Coproduction of military hardware is the most common form of offset agreement. A US company and a foreign company will normally form a joint venture to produce a line of goods in the buying country using US technology. Coproduction is defined as overseas production based upon a government-to-government agreement that permits a foreign government or producers to acquire the technical information to manufacture all or part of a US-origin defense article. While coproduction involves government-to-government licensed production, it excludes licensed production made by US manufacturers based upon direct commercial arrangements. Licensed production involves overseas production of a US-origin defense article based upon transfer of technical information under direct commercial arrangements between a US manufacturer and a foreign producer. While subcontractor production does not involve license of technological information, it includes overseas production of a part or component of a US-origin defense article. Overseas investment is investment arising from the offset agreement, taking the form of capital invested to establish or expand a subsidiary of joint venture in the foreign country. Technology transfer refers to the transfer of technology which may be in the form of research and development conducted abroad, technical assistance provided to the subsidiary or joint venture of the overseas investor, or other activities covered by a direct commercial arrangement made between the US company and a foreign entity.   





2.	What are the policy goals of those foreign countries which demand offset concessions to US arms producers? 





Foreign countries are more frequently tying offset demands to their national industrial policies. The Department of Commerce cites the Pacific Rim, for instance, as one area where countries are using offsets as part of an overall strategy to build an entire aerospace industry. Many foreign countries, in exchange for arms purchases, want more work as defense subcontractors and more US commercial and military technology. Singapore wants to acquire defense technology and subcontracts. Taiwan wishes to secure new technologies for aerospace, semiconductors, materials, and automation. South Korea attempts to acquire technology for defense, commercial airlines, and aircraft maintenance. Kuwait tries to attract joint ventures and stimulate local economy. Saudi Arabia tries to broaden economic base, increase exports, and attract investment. The United Arab Emirates wants to attract nondefense partnerships for local entrepreneurs. Canada wishes to build up regional and small businesses. The United Kingdom attempts to boost defense industrial base. It is fair to assume that Singapore, Taiwan, South Korea, and the United Kingdom use offsets to obtain defense and aerospace technologies. On the other hand, other countries attempt to broaden their economic base through offsets.  





3.	What is the adverse economic impact of offset agreements in the United States?





First of all, offset agreements may shift US production jobs overseas. In other words, they may adversely affect the profits of other industries, particularly those involving subcontracting firms, in the United States. Second, they may create competitors overseas in the long run. The 1997 report issued by the Commerce Department documented a case in which a new competitor to American companies was actually created in Europe as a result of an American offset transaction. Third, offset agreements may transfer proprietary technologies to overseas US competitors or even US adversaries.





4.	Name and discuss the US law that makes it illegal for US companies to make payments to foreign officials with hopes to win their favors in business transactions? (Hint: Look at Chapter 20: Multinational Accounting).





The name of the law is the Foreign Corrupt Practice Act (FCPA) of 1977. The FCPA consists of an accounting section and an antibribery section. These two sections are designed to prevent payments of foreign bribes by US companies and their off-the-book slush funds.   





5.	Explain why Lockheed's $160 million investment in the UAE Offset Group might violate the US law.





While nobody accuses the UAE's rulers of soliciting bribes, the country's family rule does raise some red flags. The UAE Offsets Group is controlled by the UAE's top arms-deal negotiator, Sheik Mohammed; the board includes him, two advisers, and the head of his personal office. Royal family members have participated in previous deals.  





6.	Use the web site of the American Countertrade Association (ACA) www.countertrade.org to list the types of services provided by the ACA.
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