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Preface

The second edition of Finance of International Trade not only incorporates all relevant
developments since mid-1976 but also includes important new material. Foreign
currency financing has been expanded to accord with the importance placed upon it by
the relaxation of controls. Tender bonds and performance and similar types of guarantee,
together with sections on merchanting, forfaiting and composite currency units, are
included for the first time. There is a wider treatment of the foreign currency capital
markets than was contained in the first edition, and, of course, account has been taken of
the changes to all transactions brought about by the abolition of UK exchange control in
October 1979.

The text and the up to date documents which illustrate it are intended to assist all
students who seek to acquire the background information necessary to an understanding
of the finance of foreign trade, foreign exchange and support services provided by
London’s financial institutions for importers, exporters and merchants.

The book is also designed for exporters and businessmen who need a basic under-
standing of financing the movement of goods, or an introduction to funding techniques
in foreign currencies. The essential information contained in Chapter 1, sections 1-8, is
intended specifically for the exporter and for those engaged in providing services for
exporters.

I have concentrated in particular on the needs of students studying for the following
examinations:

i Finance of International Trade — Banking Diploma — The Institute of Bankers

i Financial Institutions and the Monetary System — direct entry to the Financial
Studies Diploma — The Institute of Bankers

i International Trade and Finance of Overseas Trade — Institute of Export

iv  Finance of International Trade — The Institute of Freight Forwarders

v International Trade and Payments— A foundation course in Overseas Trade — British
Overseas Trade Board.

Past examination questions from some of the above syllabuses are given at the end
of each chapter, and relate to the subject matter covered.

I have placed considerable emphasis on the integration of theory with practice, and
have thus sought to stimulate independent thought on the part of the reader. The text
includes numerous lists of facts and references to specimen documents and examples
which are designed to illustrate the interrelationship of the subject matter.

All technical subjects seem to have attracted their own jargon, language or
terminology over the years which, though common knowledge to the practitioner, may
be confusing to the learner. To help the reader understand specialised jargon, buzz
words, etc, and to pick up principles easily, I have included several new glossaries for
ready reference. These appear in Chapters 2,3,4,5,7,8 and 10; they explain and describe
terms used in the context of each chapter’s particular subject matter. It is quite possible
that the reader may find the same technical word, such as ‘negotiatior?, appearing in
different contexts in different chapters. It may also come as a surprise to the reader to note
the number of different technical meanings the word ‘credit’ has in the vocabulary of the
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fully fledged professional international banker. No wonder we often suffer common
misunderstandings about simple concepts.

There are certain areas of international business which are subject to frequent
change, usually as a direct result of changes in the economic climate. Exchange control
(there is still a need for a chapter on this subject, albeit a short one), the state of the foreign
exchange market, developments in credit insurance and allied finance, and shipping
documentation are particularly affected. As a result I have not dwelt on some of the more
detailed technical aspects, but have endeavoured to state the general principles involved.
I strongly recommend readers to study the following current publications:

The Financial Times

Journal of The Institute of Bankers

Export and ECGD Services.

The last is published free of charge and is available from the ECGD.

For the examination candidate there are four main subject themes in the various

professional bodies’ syllabuses that regularly feature in their examinations:

a  The methods of settlement of trade
Why does open account trade favour the buyer, and to what extent? Why do advance
payments provide the seller with the most secure position? What compromises are
provided by means of clean or documentary collections, and by documentary
credits? How do these work and what protection do they afford each of the trading
parties?

b Finance

The meaning of the word ‘finance’ herein is the granting of credit to a buyer and/or
provision of cash to a seller. Overdrafts, loans, negotiations, specialised advances,
trade credit, factoring, leasing, hire purchase, forfaiting, discounting — are all
associated with resolving the problem of the timing of settlement. A buyer normally
wants to defer payment to assist his cash flow, whereas a seller wants his money as
soon as possible. Finance usually relates to a lending technique often provided by
banks to bridge the settlement timing problem of trading parties. One of the
important techniques is the use of the documentary credit

Examiners expect a thorough knowledge of how documentary credits function
and a working knowledge of Uniform Customs. It is essential to know the advantages
and protection that documentary credits afford to different parties; the procedures
for establishing a credit; and the distinction between irrevocable and confirmed
credits. Because of their practical importance these are questions that constantly
recur; without a question on documentary credits no examination paper on finance
of international trade would be comiplete. Itis necessary to give a precise answer, for
each examination question on the subject usually has a different ‘slant’, and no
marks are gained if the answer is not directly relevant to the question set. Examiners
look for evidence that the candidate knows:
i The basis of a documentary credit and its various types.
i ~ The benefits and disadvantages to both buyer and seller.
ii  The means of settlement.
i  The nature of finance available.

¢ Export Credits Guarantee Department (ECGD)
The ECGD is assuming increasing importance in the finance of foreign trade, and
this has been recognised by examiners. Recent papers have all included at least one
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question on ECGD. Examiners look for up to date knowledge on this subject: they
rarely get it.

It is essential to master the meaning of ‘short-, medium- and long-term export
finance’, the risks involved and how the requisite finance is found. The parts played
by the commercial banks, consortia and ECGD must be learnt. It is important for the
candidate to keep abreast of all current developments, for conditions in this field
change frequently.

Examiners may ask for detailed and accurate information regarding the
different types of policies available to exporters. The candidate must know the
different ways ECGD cover can be used to protect the exporter and the bank which
may have provided finance for overseas sales.

Foreign exchange

Examiners are fond of setting questions that require some knowledge of the theory
and practice of foreign exchange. The theory requires good knowledge of ‘options’,
‘premiums’ and ‘discounts’ — both the definitions of these terms and how to apply
the principles. These are attractive questions for candidates who have really studied
the subject, and marks are gained for correct definitions and the ability to choose
correct rates, thereby displaying a full understanding of the problems posed.

Alasdair Watson, FIB, FIEx, MBIM
June 1981
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CHAPTER ONE

Principles of International
Trade and the Role of
‘London’s Financial
Institutions

1. INTRODUCTION TO INTERNATIONAL TRADE

A company with a healthy home market for its goods may consider exporting to be a waste
of time and effort. This is usually an ill-advised policy, for the following reasons. If the
home market is the only market, a company is more exposed to falling demand than if its
products are being sold in several. For the same reason fund managers spread their
investment portfolios over several stock exchanges to obtain a spread of risk over several
markets. This spread of risk acts as a buffer and will enable a manufacturer to ride out
recession periods more easily, particularly if the export markets were established when
the home market was booming. A wider market should lead to lower unit costs; and the
expansion of sales might prompt improved automation and production techniques,
which in turn will lead to goods being priced more competitively, or to greater profits
being made. A well-developed export market will often lead to economic growth,
improved productivity, higher levels of employment, greater profits from which to pay
higher wages, and yield an improved return to stockholders, as well as a safer margin
against redundancy and failure during periods of recession.

The importance to the United Kingdom of exporting is well known since we often
have a trade deficit which needs to be funded, sometimes by the falling value of our
currency (sterling devaluation) and sometimes by foreign ownership of UK assets (the
purchase of UK investments by non-residents of the UK). The falling value of sterling puts
up the price of imports which of course include a large proportion of our raw materials
and food, often being paid for immediately. On the other hand, exports are said to
become more competitive as the value of sterling falls, but the exporter must pay for raw
materials which then cost him more to import. Moreover, the exporter does not
necessarily receive the proceeds from his manufactured goods straight away, and there
will be a time lag between the effect of the inflationary costs of imports and the receipt of
payments for goods which are often sold on credit terms abroad. It may be argued that
apart from the obvious benefits to the balance of payments, an increase in UK exports will
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tend to lower inflation and increase the value of sterling. Over the last 30 vears or so
successive British governments have recognised the prime importance of exports in the
UK economy. This is manifested in the proliferation of services offered by government
deparunents (see section 3 of this chapter, and Chapter 6). Further stimulus has been
developed by the Queen’s Award for Export Achievement and the training of staff
involved in exporting led by the Institute of Export and the British Overscas Trade Board.

2. EXPORT MARKETS -WHERE TO START

‘There are those who make things happen’: fortunately these are usually the right things;
but, to achieve results, drive is essential.

‘There are those to whom things happen’: very often the wrong things; this is
frequently called bad luck but is often just bad management arising from lack of
imagination and drive.

‘There are those who are even unaware of what is happening: a successful
businessman knows that continuous, accurate and up to date information plavs a vital
part in the success of a venture.

Most C\portcrs have the drl\ (S requncd to achieve results by the well-tested formula
of ‘research’, “assess’, ‘decide’, ‘act’, applied on a continual basis.

The shcer volume of mformanon which can be obtained by an exporter is often
daunting and can easily prove unmanageablc Unless one is selective it tends to be of little
practical use. To someone new to exporting an answer to these basic questions is
essential:

i What information do I need?

i~ Where do I get it?

i~ What is relevant to my particular needs?

v  What reliance can I place on the information?
v How often should I review the information?

The first area for research is usually the product or service to be sold. A detailed
study of this will help to establish the parameters for further research along more
meaningful lines and probably at lower cost.

The kind of information which could be obtained before deciding whether to enter
an export market will vary from company to company. It will depend primarily upon the
nature of the goods manufactured or services provided, and also upon a company’s scale
of operations. Capital goods, consumer goods, and scrvices each demand separate
techniques However, the information in general which exporters should consider is
contained in this chapter. Consider the wide differences of approach between:

i A manufacturer of capital goods designed to meet the specific requirements of each
buyer.

i A manufacturer making a standard, unalterable product with sales linked to a well-
developed home market.

ai A manufacturer of consumer goods that may be varied without excessive cost or
difficulty, given six to 12 months’ notice of a need for design or production changes.

iv A manufacturer of goods that can only be varied in a limited way and at considerable
cost.

v A service industry wishing to expand its network of finance operations/services
internationally.

The emphasis in each of the above cases will be quite different, although the basic

principles will be the same. Whether or not an outside professional research agency is

employed, the steps which should be taken are as follows:
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® obtain as much background information available in the UK as possible, particu-
larly about the subject matter referred to in sections 4,5,6 and 7 of this chapter

®  visit the markey s) for further on the spot research or to find or train an agent, or to
plan sales campaigns, or to visit customers

® obtain a marketing survey in the market itself

3. SOURCES OF INFORMATION

a  Technical Help for Exporters (THE)

THE was established in 1966 by the British Standards Institution (BSI) and
British Overseas Trade Board (BOTB) to assist manufacturers and distributors to
overcome the problems of translating technical documents and complying with the
many standards applicable to individual countries. Preliminary discussions between
THE representatives, designers and production manager can save an exporter both
time and money if he is entering a new export market.

b  The Department of Trade and Industry
Export Service and Promotions Division provides information and advice as follows:
i Specific trade opportunities.

i Computerised export intelligence service.

i British Business (journal).

iv  Market assessments.

v Invisible exports.

v Project information.

vii  Tariff and import regulations abroad.

viii - Foreign samples.

ix  Help with overseas business missions.

x Finding a buyer or representative.

xi UK buying houses for overseas stores.

xii  Foreign importers.

xiti Commercial standing of overseas traders.

xiv  Resolving commercial disputes.

xv  Manufacture under licence: sale of know-how.
xvi  Group Export Representation Scheme.

xvil Export marketing research.

Ovuerseas Projects Group (part of Export Development Division) co-ordinates official support
for overseas projects.

Commercial Relations and Exports Divisions provide information and advice on:
i Protection of commercial interests abroad.

i Exporting to communist countries.

ai  Tariff advantages overseas.

i Export prohibitions and restrictions.

v Security export controls.

vi  Exchange control abroad.

vii  Documentation procedures.

viti  Export documentation for statistics.

x  Reducing work on export documents,



4 PRINCIPLES AND THE ROLE OF FINANCIAL INSTITUTIONS

Statistics and Market Intelligence Library provides:
1 Statistics, trade directories, catalogues.
#  Overseas market surveys and development plans, etc.

Fairs and Promotions Branch provides support for:

i Trade fairs and exhibitions.

i Direct support for joint ventures.

it British pavilions.

w  Information stands.

v All-British trade fairs.

vi  British weeks.

vii  British shopping weeks.

v Store promotions.

ix  Outward missions.

x  Trade drives.

Information and advice are given free of charge, and the Fairs and Promotions Branch is
prepared to meet certain expenses arising from export promotions established under its
auspices.

¢ British Overseas Trade Board (BOTB) market entry guarantee scheme

Designed to help the smaller and medium-sized firms in manufacturing industry break

into new overseas markets, the scheme aims to capture a significant increase in market

share for the UK. The BOTB will fund 50 per cent of the following overhead costs which
must be incurred specifically in relation to a proposed venture and its defined market and
products:

i Owerseas office accommodation Rental; property and contents insurance; maintenance;
services; local property taxes; office equipment; office consumable supplies;
purchase and running costs, or rental, of cars.

it Staff costs Salaries, recruitment and relocation costs in respect of overseas-based
administration, sales and warehouse staff.

ii  Training Training in the selling and servicing of the venture product(s) of overseas-
based staff only.

i  Travel and expenses Travel and subsistence costs for overseas-based staff; and for
home-based staff visiting the market directly in connection with a venture.

v Sales promotion Advertising; publicity; sales literature specific to the venture market;
product demonstration costs.

vi  Overseas warehousing Costs of storage facilities, including showrooms, under similar
headings to those for overseas office accommodation.

vii  Commercial and legal costs Legal costs in setting up the overseas operation; external
audit costs; costs/fees for patents, trade marks, licences, testing and approval of
venture product(s) to local standards.

The exporter is required to pay a 3 per cent flat charge for the funding, and also to pay a
levy on sales receipts. This levy will be calculated to recover the funding costs plus interest
at commercial bank lending rates. This means that, provided the venture is successful, the
exporter will be expected to repay funds provided initially plus interest at 2} per cent over
the average of the UK clearing banks’ base rate. The minimum funding is £20,000 and the
maximum £125,000, and it will only be made available on production of independently
certified evidence of eligible costs having been incurred.
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d Other sources of information

Association of British Chambers of
Commerce

Association for Industrial Marketing
Research

Banks

BBC External Services

British Export Houses Association

British Insurance Association

British Insurance Brokers’ Association

British National Export Council

British Overseas Fairs Ltd

British Overseas Trade Board

British Standards Institution

Central Office of Information

Chambers of Commerce

Chartered Institute of Patent Agents

Confederation of British Industry

Council of Industrial Design

Department of Trade and Industry

Embassies

Export Credits Guarantee Department

Finance Houses Association

Finance for Industry

Foreign and Commonwealth Office
Foreign Press Association of London
HM Customs and Excise

HM Diplomatic Service overseas
HM Patent Office

HM Stationery Office

Industrial and Trade Fairs Holdings Ltd
Institute of Bankers

Institute of Credit Management
Institute of Export

Institute of Freight Forwarders Ltd
Institute of London Underwriters
Institute of Marketing

Institute of Trade Mark Agents
Market Research Society

Post Office

Trade Associations

Trade Indemnity Co Ltd

UK diplomatic representation abroad

4.

METHODS OF SELLING ABROAD

Developing an export market means participation. A company cannot expect to be
in a market and enjoy its benefits without effective commitment by way of
appropriate representation. It is therefore relatively unusual for a manufacturer to
deal directly with a user abroad, except in the field of capital projects. One-off direct
sales abroad to unload spare production capacity after home sales are satisfied is not
serious exporting and can ruin an exporter's opportunity to develop a new market

properly.

The sale of goods abroad may be carried out through sales outlets in the UK,

or through sales outlets abroad. Dealing with each in turn . . .

a
l

u

u

The UK-based outlets include:

General merchants: some are specialists in certain types of commodity, others
have their own retail outlets such as stores; there are a number who will try to
sell anything anywhere so long as there is a profit.

Confirming houses: some guarantee payment by the overseas buyer, others
undertake to pay on behalf of the overseas buyer. There is normally no contact
between manufacturer and buyer, which limits the flow of research information
to the manufacturer. The exporter may derive benefits of reduced complexity in
selling abroad by this method.

Export houses: do not normally act as agents of the foreign buyer, but will be
prepared to purchase the goods themselves. They frequenty undertake the
shipping, packing and insurance documentation and procedures, and often can
arrange finance if required.
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b  The overseas-based outlets may be:

A branch: the alternative activities are local manufacturing or local assembly and

sales, or just sales and after-sales servicing. There are obvious advantages in

having the prestige of one’s name represented abroad through a branch.

However, major points to consider before taking such a step will include the

questions of local taxation, the remittance of quasi-capital (as a branch cannot

be incorporated locally), repatriation of profits, and local laws in respect of
ownership and the employment requirements of locally recruited labour.

i A wholly owned subsidiary: it sometimes pays to buy a going concern with the local
expertise to go with it, rather than to establish a branch and train local staff
from the beginning. The prestige value can still be obtained, but the purchase
price to be paid might mean writing off a substantial figure to goodwill.

ui A subsidiary with a controlling interest: the prime role of such a subsidiary is normally the
distribution and sales of the parents products, not necessarily the subsidiary
making a profit locally.

w  Anaffiliate or trade investment: one of the most common direct outward investments by
UK companies. There is no control over the policy of the affiliate, but an equity
holding often helps to cement a closer working relationship with a well-established
institution in the market.

v A representative or agency: the type of agency will depend upon the agency agreement
drawn up between the exporter and his overseas representative. The functions an
agent may be asked to fulfil could include some or all of the following:

handling enquiries from potential buyers

giving or obtaining quotations and receiving orders

completing questionnaires on market conditions for the exporter

advising on sales policy, advertising and new products

dealing with complaints

assisting in obtaining payment (case of need; see Chapter 4)

keeping the exporter informed on local prices, competition, and technical infor-

mation, and

generally protecting the exporter’s interests

Sole agents are usually given exclusive rights in a specified area and do not deal with

competitors’ products; there is always the danger of a conflict of interests where general

agents are concerned. Agents who hold stock are usually called distributors and they may
also be required to provide after-sales servicing.

An exporter who is seeking assistance in establishing overseas representation as
indicated in -v above should consult his bank, the Department of Trade and Industry,
and perhaps a law firm with experience of international commerce. Chambers of
commerce and the Institute of Export may assist with agency agreements.

~.
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5. PERMISSIONS EXPORTERS MAY REQUIRE

When examining the permissions which may be required (they are listed below),
exporters should consider the following questions:

are these restrictions in force at present?

how important are they?

to what extent do they limit the marketing prospects?

can they be avoided or can approval be specifically obtained?

are there any impending regulations which will require permissions to be obtained?
is there a history or likelihood of retro-active legislation?



