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UNIT 1
SI. Lecture Contents References
No Hours
1 1 International Business — Introduction - Meaning —Scope T3: Page No: 13-17
2 1 Inter-regional and international trade, Importance of
international trade T3: Page No: 1-5
3 1 Theoretical aspects of economic integration — Free Trade Area | 13: Page No: 233-
235,245-248
4 1 Customs Union - Common Market ;;’1 Page No:245-
5 1 Theory of Customs Union - Trade creation ;;’7 Page No:235-
6 1 Diversion effects - Case Study ;;’9 Page No: 238-
7 1 Recapitulation and discussion of Important questions
Total Number of hours planned for Unit 1 07
UNIT 2
1 Theories of International Trade — Theory of Absolute Cost
1 ' T3: Page No:21-27
Advantage - Theory of Comparative Cost Advantage
2 Intra — Industry trade - Gains from trade — Static and Dynamic | T3: Page No:103-
1 ains 104, :119-120,
& 124-129
3 1 Measurement of gains - Terms of trade g’z Page No:120-
4 Importance - Types of terms of trade - Determinants of terms | T3: Page No:130-
1 138
of trade
5 1 Causes of unfavourable terms of trade of less developed T3: Page No: 138-
countries 143
6 1 Case study- Recapitulation and discussion of important
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Total Number of hours planned for Unit 2

06

UNIT 3

Trade policy and Exchange Rate - Free trade policy — Case

for and against

T3: Page No: 151,
293-295, 151-153

Protections - Case for and against

T3: Page No: 153-
157,
165-166

Types of tariffs - Types of quotas

T3: Page No: 167-
172, 198-202

Determination of Exchange rate

T3: Page No: 296-
298

Fixed Exchange rate and Flexible Exchange rate - — Merits

T3: Page No: 308-

and demerits, 311, 311-315
Recapitulation and discussion of important questions
Total Number of hours planned for Unit 3 06

UNIT 4

Balance of trade and Balance of payments — Concepts -
Components of balance of payments

T3:Page No: 251-252,
252-255

Equilibrium and disequilibrium in balance of payments-
Causes and consequences

T3:Page No: 256-259

Measures to correct deficit in the balance of payments

T3:Page No: 259-261

International Monetary System, Devaluation — Merits
and demerits and limitations

T3:Page No:432-437,
324-331

Foreign trade multiplier — Concept and limitations

T3:Page No: 289-294

International Monetary Fund - objectives, functions and
performance, World Bank — objectives, functions and

performance

T3:Page No:394-408,
409-415
R;: Page No: 175-180

Case study and Recapitulation and discussion of

important questions

Tot

al Number of hours planned for Unit 4

07

UNIT §

Foreign trade in India, Recent changes in the
composition and direction of foreign trade

T3: Page No: 351-353,
353-355

Causes and effects of persistent deficit in the Balance of
Payments , Measures adopted by the government to

T3: Page No:-274-280,
281-288
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3 1 World Trade Organisation and India T3: Page No: 464-467
4 1 Export Promotion Measures , Export Promotion — T3: Page No:482-484,
Contribution of SEZ 484-487
5 1 Partial and Full convertibility of Indian Rupees T3: Page No:427-431
6 1 Foreign Trade Policy 2009, Role of Multinational T3: Page No:356-369,
Corporations in India 390-393
7 1 Case Study and Recapitulation and discussion of
Important questions
Total Number of hours planned for Unit 5 07
8 1 Discussion of previous year ESE Question papers
9 1 Discussion of previous year ESE Question papers
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UNIT-II

Balance of payments

The balance of payments (BOP) of a country is the record of all economic transactions
between the residents of a country and the rest of the world in a particular period (over a quarter of a
year or more commonly over a year). These transactions are made by individuals, firms and
government bodies. Thus the balance of payments includes all external visible and non-visible
transactions of a country during a given period, usually a year. It represents a summation of country's

current demand and supply of the claims on foreign currencies and of foreign claims on its currency.

Balance of payments accounts are an accounting record of all monetary transactions between
a country and the rest of the world. These transactions include payments for the country's exports and
imports of goods, services, financial capital, and financial transfers. The BOP accounts summarize
international transactions for a specific period, usually a year, and are prepared in a single currency,
typically the domestic currency for the country concerned. Sources of funds for a nation, such as
exports or the receipts of loans and investments, are recorded as positive or surplus items. Uses of

funds, such as for imports or to invest in foreign countries, are recorded as negative or deficit items.

When all components of the BOP accounts are included they must sum to zero with no overall
surplus or deficit. For example, if a country is importing more than it exports, its trade balance will be
in deficit, but the shortfall will have to be counterbalanced in other ways — such as by funds earned
from its foreign investments, by running down central bank reserves or by receiving loans from other

countries.

While the overall BOP accounts will always balance when all types of payments are included,
imbalances are possible on individual elements of the BOP, such as the current account, the capital
account excluding the central bank's reserve account, or the sum of the two. Imbalances in the latter

sum can result in surplus countries accumulating wealth, while deficit nations become increasingly

indebted.
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The term balance of payments often refers to this sum: a country's balance of payments is said
to be in surplus (equivalently, the balance of payments is positive) by a specific amount if sources of
funds (such as export goods sold and bonds sold) exceed uses of funds (such as paying for imported
goods and paying for foreign bonds purchased) by that amount. There is said to be a balance of
payments deficit (the balance of payments is said to be negative) if the former are less than the latter.
A BOP surplus (or deficit) is accompanied by an accumulation (or decumulation) of foreign exchange

reserves by the central bank.

Under a fixed exchange rate system, the central bank accommodates those flows by buying up
any net inflow of funds into the country or by providing foreign currency funds to the foreign
exchange market to match any international outflow of funds, thus preventing the funds flows from

affecting the exchange rate between the country's currency and other currencies.

Then the net change per year in the central bank's foreign exchange reserves is sometimes
called the balance of payments surplus or deficit. Alternatives to a fixed exchange rate system include
a managed float where some changes of exchange rates are allowed, or at the other extreme a purely
floating exchange rate (also known as a purely flexible exchange rate). With a pure float the central
bank does not intervene at all to protect or devalue its currency, allowing the rate to be set by the
market, and the central bank's foreign exchange reserves do not change, and the balance of payments

is always zero.
BALANCE OF TRADE

The commercial balance or net exports (sometimes symbolized as NX), is the difference
between the monetary value of exports and imports of output in an economy over a certain period,
measured in the currency of that economy. It is the relationship between a nation's imports and
exports. A positive balance is known as a trade surplus if it consists of exporting more than is
imported; a negative balance is referred to as a trade deficit or, informally, a trade gap. The balance of

trade is sometimes divided into a goods and a services balance.

Definition
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The balance of trade forms part of the current account, which includes other transactions such
as income from the net international investment position as well as international aid. If the current
account is in surplus, the country's net international asset position increases correspondingly. Equally,

a deficit decreases the net international asset position.

The trade balance is identical to the difference between a country's output and its domestic
demand (the difference between what goods a country produces and how many goods it buys from
abroad; this does not include money re-spent on foreign stock, nor does it factor in the concept of

importing goods to produce for the domestic market).

Measuring the balance of trade can be problematic because of problems with recording and
collecting data. As an illustration of this problem, when official data for all the world's countries are
added up, exports exceed imports by almost 1%; it appears the world is running a positive balance of
trade with itself. This cannot be true, because all transactions involve an equal credit or debit in the
account of each nation. The discrepancy is widely believed to be explained by transactions intended
to launder money or evade taxes, smuggling and other visibility problems. However, especially for

developed countries, accuracy is likely.
Factors that can affect the balance of trade include:

e The cost of production (land, labor, capital, taxes, incentives, etc.) in the exporting economy
vis-a-vis those in the importing economy;

e The cost and availability of raw materials, intermediate goods and other inputs;

e Exchange rate movements;

e Multilateral, bilateral and unilateral taxes or restrictions on trade;

e Non-tariff barriers such as environmental, health or safety standards;

e The availability of adequate foreign exchange with which to pay for imports; and

e Prices of goods manufactured at home (influenced by the responsiveness of supply)

In addition, the trade balance is likely to differ across the business cycle. In export-led growth
(such as oil and early industrial goods), the balance of trade will improve during an economic
expansion. However, with domestic demand led growth (as in the United States and Australia) the

trade balance will worsen at the same stage in the business cycle.
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Monetary balance of trade is different from physical balance of trade (which is expressed in
amount of raw materials, known also as Total Material Consumption). Developed countries usually
import a lot of raw materials from developing countries. Typically, these imported materials are
transformed into finished products, and might be exported after adding value. Financial trade balance
statistics conceal material flow. Most developed countries have a large physical trade deficit, because
they have a large ecological footprint. Civil society organizations point out the predatory nature of

this imbalance, and campaign for ecological debt repayment.

Since the mid-1980s, the United States has had a growing deficit in tradable goods, especially
with Asian nations (China and Japan) which now hold large sums of U.S debt that has funded the
consumption. The U.S. has a trade surplus with nations such as Australia. The issue of trade deficits
can be complex. Trade deficits generated in tradable goods such as manufactured goods or software

may impact domestic employment to different degrees than trade deficits in raw materials.

Economies such as Japan and Germany which have savings surpluses, typically run trade
surpluses. China, a high-growth economy, has tended to run trade surpluses. A higher savings rate
generally corresponds to a trade surplus. Correspondingly, the U.S. with its lower savings rate has

tended to run high trade deficits, especially with Asian nations.
Components

The current account shows the net amount a country is earning if it is in surplus, or spending
if it is in deficit. It is the sum of the balance of trade (net earnings on exports minus payments for
imports), factor income (earnings on foreign investments minus payments made to foreign investors)
and cash transfers. It is called the current account as it covers transactions in the "here and now" —

those that don't give rise to future claims.

The Capital Account records the net change in ownership of foreign assets. It includes the
reserve account (the foreign exchange market operations of a nation's central bank), along with loans
and investments between the country and the rest of world (but not the future regular
repayments/dividends that the loans and investments yield; those are earnings and will be recorded in

the current account). The term "capital account" is also used in the narrower sense that excludes
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central bank foreign exchange market operations: Sometimes the reserve account is classified as

"below the line" and so not reported as part of the capital account.

Expressed with the broader meaning for the capital account, the BOP identity states that any
current account surplus will be balanced by a capital account deficit of equal size — or alternatively a

current account deficit will be balanced by a corresponding capital account surplus:
Current account + broadly defined capital account + Balancing item = 0

The balancing item, which may be positive or negative, is simply an amount that accounts for
any statistical errors and assures that the current and capital accounts sum to zero. By the principles
of double entry accounting, an entry in the current account gives rise to an entry in the capital

account, and in aggregate the two accounts automatically balance.

A balance isn't always reflected in reported figures for the current and capital accounts, which
might, for example, report a surplus for both accounts, but when this happens it always means
something has been missed — most commonly, the operations of the country's central bank — and what

has been missed is recorded in the statistical discrepancy term (the balancing item).

An actual balance sheet will typically have numerous sub headings under the principal

divisions. For example, entries under Current account might include:
Trade — buying and selling of goods and services

Exports — a credit entry

Imports — a debit entry

Trade balance — the sum of Exports and Imports

Factor income — repayments and dividends from loans and investments
Factor earnings — a credit entry

Factor payments — a debit entry

Factor income balance — the sum of earnings and payments.
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Especially in older balance sheets, a common division was between visible and invisible
entries. Visible trade recorded imports and exports of physical goods (entries for trade in physical
goods excluding services is now often called the merchandise balance). Invisible trade would record
international buying and selling of services, and sometimes would be grouped with transfer and factor

income as invisible earnings.

The term "balance of payments surplus" (or deficit — a deficit is simply a negative surplus)
refers to the sum of the surpluses in the current account and the narrowly defined capital account
(excluding changes in central bank reserves). Denoting the balance of payments surplus as BOP

surplus, the relevant identity is
BOP surplus = Current account surplus + narrowly defined capital account surplus
Variations in the use of term ""balance of payments"

Economics writer J. Orlin Grabbe warns the term balance of payments can be a source of
misunderstanding due to divergent expectations about what the term denotes. Grabbe says the term is
sometimes misused by people who aren't aware of the accepted meaning, not only in general

conversation but in financial publications and the economic literature.

A common source of confusion arises from whether or not the reserve account entry, part of
the capital account, is included in the BOP accounts. The reserve account records the activity of the
nation's central bank. If it is excluded, the BOP can be in surplus (which implies the central bank is
building up foreign exchange reserves) or in deficit (which implies the central bank is running down

its reserves or borrowing from abroad).

The term "balance of payments" is sometimes misused by non-economists to mean just
relatively narrow parts of the BOP such as the trade deficit, which means excluding parts of the

current account and the entire capital account.

Another cause of confusion is the different naming conventions in use. Before 1973 there was
no standard way to break down the BOP sheet, with the separation into invisible and visible payments

sometimes being the principal divisions. The IMF has their own standards for BOP accounting which
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is equivalent to the standard definition but uses different nomenclature, in particular with respect to

the meaning given to the term capital account.
The IMF definition of Balance of Payment

The International Monetary Fund (IMF) use a particular set of definitions for the BOP
accounts, which is also used by the Organisation for Economic Co-operation and Development

(OECD), and the United Nations System of National Accounts (SNA).

The main difference in the IMF's terminology is that it uses the term "financial account" to
capture transactions that would under alternative definitions be recorded in the capital account. The
IMF uses the term capital account to designate a subset of transactions that, according to other usage,
form a small part of the overall capital account. The IMF separates these transactions out to form an
additional top level division of the BOP accounts. Expressed with the IMF definition, the BOP

identity can be written:
Current account + financial account + capital account + balancing item = 0

The IMF uses the term current account with the same meaning as that used by other

organizations, although it has its own names for its three leading sub-divisions, which are:

e The goods and services account (the overall trade balance)
e The primary income account (factor income such as from loans and investments)

e The secondary income account (transfer payments)

Imbalances

While the BOP has to balance overall, surpluses or deficits on its individual elements can lead
to imbalances between countries. In general there is concern over deficits in the current account.
Countries with deficits in their current accounts will build up increasing debt and/or see increased

foreign ownership of their assets. The types of deficits that typically raise concern are
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e A visible trade deficit where a nation is importing more physical goods than it exports (even if
this is balanced by the other components of the current account.)

e An overall current account deficit.

e A basic deficit which is the current account plus foreign direct investment (but excluding

other elements of the capital account like short terms loans and the reserve account.)

As discussed in the history section below, the Washington Consensus period saw a swing of
opinion towards the view that there is no need to worry about imbalances. Opinion swung back in the
opposite direction in the wake of financial crisis of 2007-2009. Mainstream opinion expressed by the
leading financial press and economists, international bodies like the IMF — as well as leaders of
surplus and deficit countries — has returned to the view that large current account imbalances do
matter. Some economists do, however, remain relatively unconcerned about imbalances and there
have been assertions, such as by Michael P. Dooley, David Folkerts-Landau and Peter Garber, that

nations need to avoid temptation to switch to protectionism as a means to correct imbalances.
Causes of BOP imbalances

There are conflicting views as to the primary cause of BOP imbalances, with much attention
on the US which currently has by far the biggest deficit. The conventional view is that current
account factors are the primary cause — these include the exchange rate, the government's fiscal
deficit, business competitiveness, and private behaviour such as the willingness of consumers to go
into debt to finance extra consumption. An alternative view, argued at length in a 2005 paper by Ben
Bernanke, is that the primary driver is the capital account, where a global savings glut caused by
savers in surplus countries, runs ahead of the available investment opportunities, and is pushed into

the US resulting in excess consumption and asset price inflation.
Reserve asset

The US dollar has been the leading reserve asset since the end of the gold standard. In the context of
BOP and international monetary systems, the reserve asset is the currency or other store of value that
is primarily used by nations for their foreign reserves. BOP imbalances tend to manifest as hoards of
the reserve asset being amassed by surplus countries, with deficit countries building debts

denominated in the reserve asset or at least depleting their supply. Under a gold standard, the reserve
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asset for all members of the standard is gold. In the Bretton Woods system, either gold or the U.S.
dollar could serve as the reserve asset, though its smooth operation depended on countries apart from

the US choosing to keep most of their holdings in dollars.

Following the ending of Bretton Woods, there has been no de jure reserve asset, but the US
dollar has remained by far the principal de facto reserve. Global reserves rose sharply in the first
decade of the 21st century, partly as a result of the 1997 Asian Financial Crisis, where several nations
ran out of foreign currency needed for essential imports and thus had to accept deals on unfavourable

terms.

The International Monetary Fund (IMF) estimates that between 2000 to mid-2009, official
reserves rose from $1,900bn to $6,800bn. Global reserves had peaked at about $7,500bn in mid-2008,
then declined by about $430bn as countries without their own reserve currency used them to shield
themselves from the worst effects of the financial crisis. From Feb 2009 global reserves began

increasing again to reach close to $9,200bn by the end of 2010.

While the current central role of the dollar does give the US some advantages, such as lower
cost of borrowings, it also contributes to the pressure causing the U.S. to run a current account deficit,
due to the Triffin dilemma. In a November 2009 article published in Foreign Affairs magazine,
economist C. Fred Bergsten argued that Dr Zhou's suggestion or a similar change to the international
monetary system would be in the United States' best interests as well as the rest of the world's. Since
2009 there has been a notable increase in the number of new bilateral agreements which enable
international trades to be transacted using a currency that isn't a traditional reserve asset, such as the

renminbi, as the Settlement currency.

Balance of payments crisis

A BOP crisis, also called a currency crisis, occurs when a nation is unable to pay for essential
imports and/or service its debt repayments. Typically, this is accompanied by a rapid decline in the
value of the affected nation's currency. Crises are generally preceded by large capital inflows, which

are associated at first with rapid economic growth. However a point is reached where overseas
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investors become concerned about the level of debt their inbound capital is generating, and decide to

pull out their funds.

The resulting outbound capital flows are associated with a rapid drop in the value of the
affected nation's currency. This causes issues for firms of the affected nation who have received the
inbound investments and loans, as the revenue of those firms is typically mostly derived domestically
but their debts are often denominated in a reserve currency. Once the nation's government has
exhausted its foreign reserves trying to support the value of the domestic currency, its policy options
are very limited. It can raise its interest rates to try to prevent further declines in the value of its
currency, but while this can help those with debts denominated in foreign currencies, it generally

further depresses the local economy.
Balancing mechanisms

One of the three fundamental functions of an international monetary system is to provide

mechanisms to correct imbalances.

Broadly speaking, there are three possible methods to correct BOP imbalances, though in
practice a mixture including some degree of at least the first two methods tends to be used. These
methods are adjustments of exchange rates; adjustment of a nations internal prices along with its
levels of demand; and rules based adjustment. Improving productivity and hence competitiveness can
also help, as can increasing the desirability of exports through other means, though it is generally

assumed a nation is always trying to develop and sell its products to the best of its abilities.
Rebalancing by changing the exchange rate

An upwards shift in the value of a nation's currency relative to others will make a nation's
exports less competitive and make imports cheaper and so will tend to correct a current account
surplus. It also tends to make investment flows into the capital account less attractive so will help
with a surplus there too. Conversely a downward shift in the value of a nation's currency makes it
more expensive for its citizens to buy imports and increases the competitiveness of their exports, thus
helping to correct a deficit (though the solution often doesn't have a positive impact immediately due

to the Marshall-Lerner condition).
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Exchange rates can be adjusted by government in a rules based or managed currency regime,
and when left to float freely in the market they also tend to change in the direction that will restore
balance. When a country is selling more than it imports, the demand for its currency will tend to
increase as other countries ultimately need the selling country's currency to make payments for the

exports.

The extra demand tends to cause a rise of the currency's price relative to others. When a
country is importing more than it exports, the supply of its own currency on the international market
tends to increase as it tries to exchange it for foreign currency to pay for its imports, and this extra
supply tends to cause the price to fall. BOP effects are not the only market influence on exchange

rates however, they are also influenced by differences in national interest rates and by speculation.
Rebalancing by adjusting internal prices and demand

When exchange rates are fixed by a rigid gold standard, or when imbalances exist between
members of a currency union such as the Eurozone, the standard approach to correct imbalances is by
making changes to the domestic economy. To a large degree, the change is optional for the surplus
country, but compulsory for the deficit country. In the case of a gold standard, the mechanism is
largely automatic. When a country has a favourable trade balance, as a consequence of selling more

than it buys it will experience a net inflow of gold.

The natural effect of this will be to increase the money supply, which leads to inflation and an
increase in prices, which then tends to make its goods less competitive and so will decrease its trade
surplus. However the nation has the option of taking the gold out of economy thus building up a

hoard of gold and retaining its favorable balance of payments.

On the other hand, if a country has an adverse BOP it will experience a net loss of gold, which
will automatically have a deflationary effect, unless it chooses to leave the gold standard. Prices will
be reduced, making its exports more competitive, and thus correcting the imbalance. While the gold
standard is generally considered to have been successful up until 1914, correction by deflation to the
degree required by the large imbalances that arose after WWI proved painful, with deflationary
policies contributing to prolonged unemployment but not re-establishing balance. Apart from the US

most former members had left the gold standard by the mid-1930s.
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A possible method for surplus countries such as Germany to contribute to re-balancing efforts
when exchange rate adjustment is not suitable, is to increase its level of internal demand (i.e. its
spending on goods). While a current account surplus is commonly understood as the excess of
earnings over spending, an alternative expression is that it is the excess of savings over investment.

That is:

CA =NS - NI,
Where,
CA = current account,
NS = national savings (private plus government sector),
NI = national investment.

If a nation is earning more than it spends the net effect will be to build up savings, except to
the extent that those savings are being used for investment. If consumers can be encouraged to spend
more instead of saving; or if the government runs a fiscal deficit to offset private savings; or if the
corporate sector divert more of their profits to investment, then any current account surplus will tend

to be reduced.

However in 2009 Germany amended its constitution to prohibit running a deficit greater than
0.35% of its GDP and calls to reduce its surplus by increasing demand have not been welcome by
officials, adding to fears that the 2010s will not be an easy decade for the euro zone. In their April
2010 world economic outlook report, the IMF presented a study showing how with the right choice of
policy options governments can transition out of a sustained current account surplus with no negative

effect on growth and with a positive impact on unemployment.
Rules based rebalancing mechanisms

Nations can agree to fix their exchange rates against each other, and then correct any
imbalances that arise by rules based and negotiated exchange rate changes and other methods. The
Bretton Woods system of fixed but adjustable exchange rates was an example of a rules based

system. John Maynard Keynes, one of the architects of the Bretton Woods system had wanted
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additional rules to encourage surplus countries to share the burden of rebalancing, as he argued that
they were in a stronger position to do so and as he regarded their surpluses as negative externalities

imposed on the global economy.

Keynes suggested that traditional balancing mechanisms should be supplemented by the threat
of confiscation of a portion of excess revenue if the surplus country did not choose to spend it on
additional imports. However his ideas were not accepted by the Americans at the time. In 2008 and
2009, American economist Paul Davidson had been promoting his revamped form of Keynes's plan
as a possible solution to global imbalances which in his opinion would expand growth all rounds

without the downside risk of other rebalancing methods.
History of balance of payments issues

Historically, accurate balance of payments figures were not generally available. However, this
did not prevent a number of switches in opinion on questions relating to whether or not a nations

government should use policy to encourage a favourable balance.
Pre-1820: mercantilism

Up until the early 19th century, international trade was generally very small in comparison
with national output, and was often heavily regulated. In the middle Ages, European trade was
typically regulated at municipal level in the interests of security for local industry and for established

merchants.

From about the 16th century, mercantilism became the dominant economic theory influencing
European rulers, which saw local regulation replaced by national rules aiming to harness the
countries' economic output. Measures to promote a trade surplus such as tariffs were generally
favored. Power was associated with wealth, and with low levels of growth, nations were best able to
accumulate funds either by running trade surpluses or by forcefully confiscating the wealth of others.
Rulers sometimes strove to have their countries outsell competitors and so build up a "war chest" of

gold.

This era saw low levels of economic growth; average global per capital income is not

considered to have significantly risen in the whole 800 years leading up to 1820, and is estimated to
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have increased on average by less than 0.1% per year between 1700 and 1820. With very low levels
of financial integration between nations and with international trade generally making up a low

proportion of individual nations' GDP, BOP crises were very rare.
1820-1914: free trade
Gold was the primary reserve asset during the gold standard era.

From the late 18th century, mercantilism was challenged by the ideas of Adam Smith and
other economic thinkers favouring free trade. After victory in the Napoleonic wars Great Britain
began promoting free trade, unilaterally reducing her trade tariffs. Hoarding of gold was no longer
encouraged, and in fact Britain exported more capital as a percentage of her national income than any
other creditor nation has since. Great Britain's capital exports further helped to correct global
imbalances as they tended to be counter cyclical, rising when Britain's economy went into recession,

thus compensating other states for income lost from export of goods.

According to historian Carroll Quigley, Great Britain could afford to act benevolently in the
19th century due to the advantages of her geographical location, its naval power and economic
ascendancy as the first nation to enjoy an industrial revolution. A view advanced by economists such
as Barry Eichengreen is that the first age of Globalization began with the laying of transatlantic cables
in the 1860s, which facilitated a rapid increase in the already growing trade between Britain and

America.

Though Current Account controls were still widely used (in fact all industrial nations apart
from Great Britain and the Netherlands actually increased their tariffs and quotas in the decades
leading up to 1914, though this was motivated more by a desire to protect "infant industries" than to
encourage a trade surplus), capital controls were largely absent, and people were generally free to

cross international borders without requiring passports.

A gold standard enjoyed wide international participation especially from 1870, further
contributing to close economic integration between nations. The period saw substantial global
growth, in particular for the volume of international trade which grew tenfold between 1820 and 1870

and then by about 4% annually from 1870 to 1914. BOP crises began to occur, though less frequently
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than was to be the case for the remainder of the 20th century. From 1880 to 1914, there were
approximately 8 BOP crises and 8 twin crises — a twin crises being a BOP crises that coincides with a

banking crises.
1914-1945: de-globalization

The favorable economic conditions that had prevailed up until 1914 were shattered by the first
world war, and efforts to re-establish them in the 1920s were not successful. Several countries
rejoined the gold standard around 1925. But surplus countries didn't "play by the rules", sterilising
gold inflows to a much greater degree than had been the case in the pre-war period. Deficit nations
such as Great Britain found it harder to adjust by deflation as workers were more enfranchised and

unions in particular were able to resist downwards pressure on wages.

During the Great Depression most countries abandoned the gold standard, but imbalances
remained an issue and international trade declined sharply. There was a return to mercantilist type
"beggar thy neighbour" policies, with countries competitively devaluing their exchange rates, thus
effectively competing to export unemployment. There were approximately 16 BOP crises and 15 twin

crises (and a comparatively very high level of banking crises.)
1945-1971: Bretton Woods

Following World War II, the Bretton Woods institutions (the International Monetary Fund and
World Bank) were set up to support an international monetary system designed to encourage free
trade while also offering states options to correct imbalances without having to deflate their
economies. Fixed but flexible exchange rates were established, with the system anchored by the
dollar which alone remained convertible into gold. The Bretton Woods system ushered in a period of
high global growth, known as the Golden Age of Capitalism, however it came under pressure due to
the inability or unwillingness of governments to maintain effective capital controls and due to

instabilities related to the central role of the dollar.

Imbalances caused gold to flow out of the US and a loss of confidence in the United States
ability to supply gold for all future claims by dollar holders resulted in escalating demands to convert

dollars, ultimately causing the US to end the convertibility of the dollar into gold, thus ending the
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Bretton Woods system. The 1945-71 era saw approximately 24 BOP crises and no twin crises for

advanced economies, with emerging economies seeing 16 BOP crises and just one twin crises.
1971-2009: transition, Washington Consensus, Bretton Woods 11

Manmohan Singh, Former PM of India, showed that the challenges caused by imbalances can
be an opportunity when he led his country's successful economic reform programme after the 1991

crisis.

The Bretton Woods system came to an end between 1971 and 1973. There were attempts to
repair the system of fixed exchange rates over the next few years, but these were soon abandoned, as
were determined efforts for the U.S. to avoid BOP imbalances. Part of the reason was displacement of
the previous dominant economic paradigm — Keynesianism — by the Washington Consensus, with
economists and economics writers such as Murray Rothbard and Milton Friedman arguing that there

was no great need to be concerned about BOP issues.

In the immediate aftermath of the Bretton Woods collapse, countries generally tried to retain
some control over their exchange rate by independently managing it, or by intervening in the foreign

exchange market as part of a regional bloc, such as the Snake which formed in 1971.

The Snake was a group of European countries who tried to retain stable rates at least with
each other; the group eventually evolved into the European Exchange Rate Mechanism (ERM) by
1979. From the mid-1970s however, and especially in the 1980s and early 1990s, many other
countries followed the US in liberalising controls on both their capital and current accounts, in
adopting a somewhat relaxed attitude to their balance of payments and in allowing the value of their

currency to float relatively freely with exchange rates determined mostly by the market.

Developing countries who chose to allow the market to determine their exchange rates would
often develop sizeable current account deficits, financed by capital account inflows such as loans and
investments, though this often ended in crises when investors lost confidence. The frequency of crises
was especially high for developing economies in this era — from 1973 to 1997 emerging economies
suffered 57 BOP crises and 21 twin crises. Typically but not always the panic among foreign

creditors and investors that preceded the crises in this period was usually triggered by concerns over
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excess borrowing by the private sector, rather than by a government deficit. For advanced economies,

there were 30 BOP crises and 6 banking crises.

A turning point was the 1997 Asian BOP Crisis, where unsympathetic responses by western
powers caused policy makers in emerging economies to re-assess the wisdom of relying on the free
market; by 1999 the developing world as a whole stopped running current account deficits while the
U.S. current account deficit began to rise sharply. This new form of imbalance began to develop in
part due to the increasing practice of emerging economies, principally China, in pegging their
currency against the dollar, rather than allowing the value to freely float. The resulting state of affairs

has been referred to as Bretton Woods I1.

According to Alaistair Chan, "At the heart of the imbalance is China's desire to keep the
value of the yuan stable against the dollar. Usually, a rising trade surplus leads to a rising value of the
currency. A rising currency would make exports more expensive, imports less so, and push the trade
surplus towards balance. China circumvents the process by intervening in exchange markets and

keeping the value of the yuan depressed."

According to economics writer Martin Wolf, in the eight years leading up to 2007, "three-
quarters of the foreign currency reserves accumulated since the beginning of time have been piled
up". In contrast to the changed approach within the emerging economies, US policy makers and
economists remained relatively unconcerned about BOP imbalances. In the early to mid-1990s, many

free market economists and policy makers such as U.S.

Treasury secretary Paul O'Neill and Fed Chairman Alan Greenspan went on record suggesting
the growing US deficit was not a major concern. While several emerging economies had intervening
to boost their reserves and assist their exporters from the late 1980s, they only began running a net
current account surplus after 1999. This was mirrored in the faster growth for the US current account
deficit from the same year, with surpluses, deficits and the associated buildup of reserves by the
surplus countries reaching record levels by the early 2000s and growing year by year. Some
economists such as Kenneth Rogoff and Maurice Obstfeld began warning that the record imbalances
would soon need to be addressed from as early as 2001, joined by Nouriel Roubini in 2004, but it was

not until about 2007 that their concerns began to be accepted by the majority of economists.
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2009 and later: post Washington Consensus

Speaking after the 2009 G-20 London summit, Gordon Brown announced "the Washington
Consensus is over". There is now broad agreement that large imbalances between different countries
do matter; for example mainstream U.S. economist C. Fred Bergsten has argued the U.S. deficit and
the associated large inbound capital flows into the U.S. was one of the causes of the financial crisis of
2007-2010. Since the crisis, government intervention in BOP areas such as the imposition of capital
controls or foreign exchange market intervention has become more common and in general attracts

less disapproval from economists, international institutions like the IMF and other governments.

In 2007, when the crises began, the global total of yearly BOP imbalances was $1680 billion.
On the credit side, the biggest current account surplus was China with approx. $362 billion, followed
by Japan at $213bn and Germany at £185 billion, with oil producing countries such as Saudi Arabia
also having large surpluses. On the debit side, the US had the biggest current account deficit at over
$1100 billion, with the UK, Spain and Australia together accounting for close to a further $300

billion.

While there have been warnings of future cuts in public spending, deficit countries on the
whole did not make these in 2009, in fact the opposite happened with increased public spending
contributing to recovery as part of global efforts to increase demand. The emphases has instead been
on the surplus countries, with the IMF, EU and nations such as the U.S., Brazil and Russia asking

them to assist with the adjustments to correct the imbalances.

Economists such as Gregor Irwin and Philip R. Lane have suggested that increased use of
pooled reserves could help emerging economies not to require such large reserves and thus have less
need for current account surpluses. Writing for the FT in Jan 2009, Gillian Tett says she expects to
see policy makers becoming increasingly concerned about exchange rates over the coming year. In
June 2009, Olivier Blanchard the chief economist of the IMF wrote that rebalancing the world
economy by reducing both sizeable surpluses and deficits will be a requirement for sustained

recovery.
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In 2008 and 2009, there was some reduction in imbalances, but early indications towards the
end of 2009 were that major imbalances such as the U.S. current account deficit are set to begin

increasing again.

Japan had allowed her currency to appreciate through 2009, but has only limited scope to
contribute to the rebalancing efforts thanks in part to her aging population. The euro used by
Germany is allowed to float fairly freely in value, however further appreciation would be problematic
for other members of the currency union such as Spain, Greece and Ireland who run large deficits.
Therefore Germany has instead been asked to contribute by further promoting internal demand, but

this hasn't been welcomed by German officials.

China has been requested to allow the renminbi to appreciate but until 2010 had refused, the
position expressed by her premier Wen Jiabao being that by keeping the value of the renmimbi stable
against the dollar China has been helping the global recovery, and that calls to let her currency rise in
value have been motivated by a desire to hold back China's development. After China reported
favourable results for her December 2009 exports however, the Financial Times reported that analysts

are optimistic that China will allow some appreciation of her currency around mid-2010.

In April 2010 a Chinese official signalled the government is considering allowing the
renminbi to appreciate, but by May analysts were widely reporting the appreciation would likely be
delayed due to the falling value of the Euro following the 2010 European sovereign debt crisis. China
announced the end of the renminbi's peg to the dollar in June 2010; the move was widely welcomed
by markets and helped defuse tension over imbalances prior to the 2010 G-20 Toronto summit.
However the renminbi remains managed and the new flexibility means it can move down as well as
up in value; two months after the peg ended the renminbi had only appreciated against the dollar by

about 0.8%.

By January 2011, the renminbi had appreciated against the dollar by 3.7%, which means it's
on track to appreciate in nominal terms by 6% per year. As this reflects a real appreciation of 10%
when China's higher inflation is accounted for, the U.S. Treasury once again declined to label China a
currency manipulator in their February 2011 report to Congress. However Treasury officials did

advise the rate of appreciation was still too slow for the best interests of the global economy.
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In February 2011, Moody's analyst Alaistair Chan has predicted that despite a strong case for
an upward revaluation, an increased rate of appreciation against the dollar is unlikely in the short
term. And as of February 2012, China's currency had been continuing to appreciate for a year and a

half, while drawing remarkably little notice.

While some leading surplus countries including China have been taking steps to boost
domestic demand, these have not yet been sufficient to rebalance out of their current account
surpluses. By June 2010, the U.S. monthly current account deficit had risen back to $50 billion, a
level not seen since mid-2008. With the US currently suffering from high unemployment and
concerned about taking on additional debt, fears are rising that the US may resort to protectionist

measures.
Competitive devaluation after 2009

By September 2010, international tensions relating to imbalances had further increased.
Brazil's finance minister Guido Mantega declared that an "international currency war" has broken out,
with countries competitively trying to devalue their currency so as to boost exports. Brazil has been
one of the few major economies lacking a reserve currency to abstain from significant currency

intervention, with the real rising by 25% against the dollar since January 2009.

Some economists such as Barry Eichengreen have argued that competitive devaluation may
be a good thing as the net result will effectively be equivalent to expansionary global monetary
policy. Others such as Martin Wolf saw risks of tensions further escalating and advocated that

coordinated action for addressing imbalances should be agreed on at the November G20 summit.

Commentators largely agreed that little substantive progress was made on imbalances at the
November 2010 G20. An IMF report released after the summit warned that without additional

progress there is a risk of imbalances approximately doubling to reach pre-crises levels by 2014.
IMF Balance of Payments Manual

The Balance of Payments Manual published by the International Monetary Fund provides
accounting standards for balance of payments reporting and analysis for many countries. The Bureau

of Economic Analysis adheres to this standard.
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The sixth edition was released in prepublication form in December 2008. Its title has been
amended to Balance of Payments and International Investment Position Manual to reflect that it

covers not only transactions, but also the stocks of the related financial assets and liabilities.
Tariff

A tariff is a tax on imports or exports (an international trade tariff), or a list of prices for such

things as rail service, bus routes, and electrical usage (electrical tariff, etc.).
Etymology

The small Spanish town of Tarifa is sometimes credited with being the origin of the word
"tariff", since it was the first port in history to charge merchants for the use of its docks The name
"Tarifa" itself is derived from the name of the Berber warrior, Tarif ibn Malik. However, other
sources assume that the origin of tariff is the Italian word tariffa translated as "list of prices, book of

rates," which is derived from the Arabic ta'rif meaning "making known" or "to define".
Customs duty

A customs duty or due is the indirect tax levied on the import or export of goods in
international trade. In economic sense, a duty is also a kind of consumption tax. A duty levied on
goods being imported is referred to as an import duty. Similarly, a duty levied on exports is called an
export duty. A tariff, which is actually a list of commodities along with the leviable rate (amount) of

customs duty, is popularly referred to as a customs duty.

In the Kingdom of England, customs duties were typically part of the customary revenue of
the king, and therefore did not need parliamentary consent to be levied, unlike excise duty, land tax,

or other forms of taxes. This is no longer the case.
Calculation of customs duty

Customs duty is calculated on the determination of the assessable value in case of items for
which the duty is levied ad valorem. This is often the transaction value unless a customs officers

determines assessable value in accordance with the Harmonized System.
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However, for certain items like petroleum and alcohol, customs duty is realized at a specific

rate applied to the volume of the import or export consignments.
Harmonized System of Nomenclature

For the purpose of assessment of customs duty, products are given an identification code that
has come to be known as the Harmonized System code. This code was developed by the World
Customs Organization based in Brussels. A Harmonized System code may be from four to ten digits.
For example 17.03 is the HS code for molasses from the extraction or refining of sugar. However,

within 17.03, the number 17.03.90 stands for "Molasses (Excluding Cane Molasses)".

Introduction of Harmonized System code in 1990s has largely replaced the Standard
International Trade Classification (SITC), though SITC remains in use for statistical purposes. In
drawing up the national tariff, the revenue departments often specifies the rate of customs duty with
reference to the HS code of the product. In some countries and customs unions, 6-digit HS codes are
locally extended to 8 digits or 10 digits for further tariff discrimination: for example the European

Union uses its 8-digit CN (Combined Nomenclature) and 10-digit TARIC codes.

Customs authority

A Customs authority in each country is responsible for collecting taxes on the import into or
export of goods out of the country. Normally the Customs authority, operating under national law, is
authorized to examine cargo in order to ascertain actual description, specification volume or quantity,

so that the assessable value and the rate of duty may be correctly determined and applied.
Evasion of customs duty

Evasion of customs duties takes place mainly in two ways. In one, the trader under-declares
the value so that the assessable value is lower than actual. In a similar vein, a trader can evade

customs duty by understatement of quantity or volume of the product of trade. Evasion of customs

Prepared by, Jai Ganesh Bala, Asst Professor, Department of Management, KAHE Page 22




P KARPAGAM ACADEMY OF HIGHER EDUCATION, COIMBATORE

Class: II1 BBA Course Name: International Trade Policy and Strategy
Course Code: 16BAU602B Unit 2 BATCH: 2016-19

duty may take place with or without the collaboration of customs officials. Evasion of customs duty

does not necessarily constitute smuggling.
Duty-free goods

Many countries allow a traveller to bring goods into the country duty-free. These goods may
be bought at ports and airports or sometimes within one country without attracting the usual
government taxes and then brought into another country duty-free. Some countries impose
allowances which limit the number or value of duty-free items that one person can bring into the
country. These restrictions often apply to tobacco, wine, spirits, cosmetics, gifts and souvenirs. Often
foreign diplomats and UN officials are entitled to duty-free goods. Duty-free goods are imported and

stocked in what is called a bonded warehouse.
Duty calculation for companies in real life

With many methods and regulations, businesses at times struggle to manage the duties. In
addition to difficulties in calculations, there are challenges in analyzing duties; and to opt for duty

free options like using a bonded warehouse.

Companies use ERP software to calculate duties automatically to, on one hand, avoid error-
prone manual work on duty regulations and formulas and on the other hand, manage and analyze the
historically paid duties. Moreover, ERP software offers an option for customs warehouse, introduced
to save duty and VAT payments. In addition, the duty deferment and suspension is also taken into

consideration.
Economic analysis

Neoclassical economic theorists tend to view tariffs as distortions to the free market. Typical
analyses find that tariffs tend to benefit domestic producers and government at the expense of
consumers, and that the net welfare effects of a tariff on the importing country are negative.
Normative judgments often follow from these findings, namely that it may be disadvantageous for a
country to artificially shield an industry from world markets and that it might be better to allow a

collapse to take place. Opposition to all tariff Organization aims to reduce tariffs and to avoid

Prepared by, Jai Ganesh Bala, Asst Professor, Department of Management, KAHE Page 23




P KARPAGAM ACADEMY OF HIGHER EDUCATION, COIMBATORE

Class: II1 BBA Course Name: International Trade Policy and Strategy
Course Code: 16BAU602B Unit 2 BATCH: 2016-19

countries discriminating between differing countries when applying tariffs. The diagrams to the right

show the costs and benefits of imposing a tariff on a good in the domestic economy, Home.
Political analysis

The tariff has been used as a political tool to establish an independent nation; for example, the
United States Tariff Act of 1789, signed specifically on July 4, was called the "Second Declaration of
Independence" by newspapers because it was intended to be the economic means to achieve the

political goal of a sovereign and independent United States.

In modern times, the political impact of tariffs has been seen in a positive and negative sense.
The 2002 United States steel tariff imposed a 30% tariff on a variety of imported steel products for a
period of three years. American steel producers supported the tariff, but the move was criticised by

the Cato Institute.

Unpopular tariffs are known to have ignited social unrest. Example of this are the 1905 Meat

riots in Chile that evolved from protests against tariffs applied to the cattle imports from Argentina.
Tariffs within technology strategies

When tariffs are an integral element of a country's technology strategy, the tariffs can be
highly effective in helping to increase and maintain the country's economic health. As an integral part
of the technology strategy, tariffs are effective in supporting the technology strategy's function of
enabling the country to outmaneuver the competition in the acquisition and utilization of technology
in order to produce products and provide services that excel at satisfying the customer needs for a
competitive advantage in domestic and foreign markets. This is related to the Infant industry

argument.

In contrast, in economic theory tariffs are viewed as a primary element in international trade
with the function of the tariff being to influence the flow of trade by lowering or raising the price of

targeted goods to create what amounts to an artificial competitive advantage.

When tariffs are viewed and used in this fashion, they are addressing the countries and the
competitors' respective economic health’ s in terms of maximizing or minimizing revenue flow rather

than in terms of the ability to generate and maintain a competitive advantage which is the source of
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the revenue. As a result, the impact of the tariffs on the economic health of the country are at best

minimal but often are counter-productive.

A program within the US intelligence community, Project Socrates, that was tasked with
addressing America's declining economic competitiveness, determined that countries like China and
India were using tariffs as an integral element of their respective technology strategies to rapidly
build their countries into economic superpowers. It was also determined that the US, in its early
years, had also used tariffs as an integral part of amounted to technology strategies to transform the

country into a superpower.
The Importance of Tariff Classification
For Government

For government, a tariff classification system enables "uniform identification of imported and
exported goods for purposes of duty and tax collection, enforcement of national laws and
international treaties, analysis for economic and business planning, and international trade

negotiations."

For Companies

For users of the tariff (importers and exporters of all types and sizes), correct classification is
a legal responsibility. Non-compliance can mean shipment delays, increased inspections, fines, and

other administrative penalties.

Correct classification often saves money, both in the short and long term. When examining a
company's past imports, customs consultants find that overall, too much duty has been paid,
indicating that full advantage of provisions of the tariff were not taken. Making use of these
provisions requires a precise knowledge of the product to be classified, something that the importer or

exporter has, as well as knowledge of the Tariff and the principles of classification, something readily
know-able.
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Whether goods are eligible for any of the special provisions of the Tariff that allow for lower
duty rates usually depends on the use or purpose for which they are being imported, or on the

availability of certificates of origin. Again, the importer is in the best position to know these facts.

Verifying the classification decisions of customs brokers and professional classification
suppliers is a good way of protecting both compliance records and revenue outlay in the form of
duties and taxes. By understanding how the tariff classification process works, importers will be able
to work together with their classification provider (usually a customs broker or consultant) to ensure

that their goods are classified correctly.

An international "Harmonized System" for the description and classification of goods was
created in 1988, and soon after adopted by nations around the world. The broad, core specifics and
structure of Harmonized System classifications is universal, with each participating country eligible
to add and define specific detail items, and to create and assign rates of duty in any required

categories for all classifications.

Optimal tariff

The level of a tariff that maximizes a country's welfare. In a non-distorted small open
economy, the optimal tariff is zero. In a large country it is positive, due to its effect on the terms of
trade. A bird’ s eye view of the stock exchange where optimal tariffs are negotiated between countries
An optimum -- or optimal -- tariff is a tax designed for maximizing the welfare of a country.

Optimum tariffs are found in international trade.
Purpose

Tariffs are taxes levied by a country and charged for sales internationally. They increase the

country’ s overall income. Other countriesften retaliate by also charging an optimum tariff.

Considerations
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Only large countries use optimum tariffs and benefit from them. Small countries with small
economies do not have optimum tariffs. The tariff in this case is considered zero. Large countries

using optimum tariffs, however, are considered to have a positive tariff because of the effect on trade.
Effects

While these tariffs were designed to increase a country’ s wealth, a common effect is a

decrease in demand for products offered by the country.

The possibility that a tariff could improve national welfare for a large country in international
markets was first noted by Robert Torrens (1844). Since the welfare improvement occurs only if the
terms of trade gain exceeds the total deadweight losses, the argument is commonly known as the

Terms of Trade Argument for protection.

Economists have studied the conditions under which a tariff will be welfare improving in a
variety of perfectly competitive models. This section describes the general results that come from that

analysis.

-1 %ar

o Lo Tarffrate

Consider the adjoining diagram plotting the levels of consumer surplus (CS), producer surplus
(PS), and tariff revenue (TR) at different tariff rates. The origin corresponds to a zero tariff rate, or
free trade. As the tariff is increased from zero consumer surplus falls since the domestic price rises.
This is shown by the solid declining (green) CS line. When the tariff becomes prohibitive at tp, the
price settles at the autarky price and any further increases in the tariff have no effect upon consumer

surplus. Hence the CS line becomes flat above tp.
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Producer surplus (PS), the red dotted line, rises as the tariff is increased from 0, however it
rises at a lower rate than consumer surplus falls. This occurs because, for an importing country,
producer surplus increases are less than the change in consumer surplus for any increase in the tariff.
When the prohibitive tariff is reached, again the price settles at the autarky price and any further

increases in the tariff rate has no effect upon producer surplus.

Tariff revenue (TR), the blue dashed line, first increases with the increase in the tariff and then
decreases for higher tariff rates. This occurs because tariff revenue equals the tariff rate time’ s
imports. As the tariff in increased from zero, imports fall at a slower rate than the increase in the tariff
rate, hence revenue rises. Eventually imports begin to fall faster than the tariff rate rises and tariff

revenue declines.

Another way to see that tariff revenue must rise then fall with increasing tariffs is to note that
when the tariff rate is zero, tariff revenue has to be zero for any level of imports. Also, when the tariff
rate is at or above tp, the prohibitive tariff, imports are zero, thus whatever the tariff rate; tariff
revenue again must be zero. Somewhere between a zero tariff and the prohibitive tariff, tariff revenue

has to be positive. Thus, tariff revenue must rise from zero and then fall back to zero when it reaches

tp.

The national welfare level at each tariff rate is defined as the sum of consumer surplus,
producer surplus and tariff revenue. The vertical summation of these three curves generates the
national welfare curve (NW) given by the thick solid blue-green line. In the diagram, the vertical

summation is displayed for five different levels of the tariff rate.

The basic shape of the national welfare line is redrawn in the next diagram. Note that national welfare
first rises then falls as the tariff is increased from zero. For one tariff rate (topt), the country can
realize the highest level of national welfare (NWopt), one that is higher than that achievable in free

trade. We call that tariff rate the "optimal tarift."

If the tariff is raised above the optimal rate, as with an increase from topt to tB, then national
welfare will fall. The terms of trade gain, which rises as low tariffs are increased, will begin to fall at

a higher tariff rate. Since the deadweight losses continue to rise, both effects contribute to the decline
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in national welfare. Note, however, that at a tariff level like tB,national welfare still exceeds the free

trade level.

Eventually, at even higher tariff rates, national welfare will fall below the free trade level. In
the diagram this occurs at tariff rates greater than tC. The higher the tariff is raised, the lower will be
the level of imports. At a sufficiently high tariff, imports will be eliminated entirely. The tariff will
prohibit trade. At the prohibitive tariff, tp in the diagram, there is no tariff revenue, which implies that
the previously positive terms of trade gain is now zero. The only effect of the tariff is the deadweight
loss. The economy is effectively in autarky, at least with respect to this one market, hence national
welfare is at NWAut. Note that any additional increases in the tariff above tp, will maintain national

welfare at NWAut since the market remains at the autarky equilibrium.

The National Welfare Effects of Trade Liberalization for a Large Country. Trade
liberalization can be represented by a decrease in the tariff rate on imports into a country. If the
country is large in international markets, then the analysis above suggests that the effect on national

welfare will depend on the values of the original tariff rate and the liberalized tariff rate.

I AT
W e i ms— B
g = ool T
I e e
For example, if the
tariff is reduced from O ta etz Ec 1 t topt to

tA, then national welfare will fall when the country liberalizes trade in this market. However, if the
tariff is reduced from tB to topt, then national welfare will rise when trade liberalization occurs. This

implies that trade liberalization is not necessarily welfare improving for a large importing country.
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4 Main Types of Disequilibrium in the Balance of Payments | Foreign Trade

Main types of disequilibrium in the balance of payments are: i. Cyclical Disequilibrium ii. Structural

Disequilibrium iii. Short-run Disequilibrium iv. Long-run Disequilibrium!
1. Cyclical Disequilibrium:

It occurs on account of trade cycles. Depending upon the different phases of trade cycles like
prosperity and depression, demand and other forces vary, causing changes in the terms of trade as

well as growth of trade and accordingly a surplus or deficit will result in the balance of payments.
Cyclical disequilibrium in the balance of payments may occur because:

1. Trade cycles follow different paths and patterns in different countries. There are no identical

timings and periodicity of occurrence of cycles in different countries.
i1. No identical stabilisation programmes and measures are adopted by different countries.

ii1. Income elasticities of demand for imports in different countries are not identical.
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iv. Price elasticities of demand for imports differ in different countries.

In short, cyclical fluctuations cause disequilibrium in the balance of payments because of cyclical
changes in income, employment, output and price variables. When prices rise during prosperity and
fall during a depression, a country which has a highly elastic demand for imports experiences a
decline in the value of imports and if it continues its exports further, it will show a surplus in the

balance of payments.

Since deficit and surplus alternatively take place during the depression and prosperity phase of a

cycle, the balance of payments equilibrium is automatically set forth over the complete cycle.
ii. Structural Disequilibrium:

It emerges on account of structural changes occurring in some sectors of the economy at home or
abroad which may alter the demand or supply relations of exports or imports or both. Suppose the
foreign demand for India’ s jute products declines because of some substitutes, then the resources
employed by India in the production of jute goods will have to be shifted to some other commodities

of export.

If this is not easily possible, India’ s exgrts may decline whereas with imports remaining the same,
disequilibrium in the balance of payments will arise. Similarly, if the supply condition of export items
is changed, i.e., supply is reduced due to crop failure in prime commodities or shortage of raw
materials or labour strikes, etc. in the case of manufactured goods, then also exports may decline to

that extent and structural disequilibrium in the balance of payments will arise.

Moreover, a shift in demand occurs with the changes in tastes, fashions, habits, income, economic
progress, etc. Propensity to import may change as a result. Demand for some imported goods may

increase, while that for certain goods may decline leading to a structural change.

Furthermore, structural changes are also produced by variations in the rate of international capital
movements. A rise in the inflow of international capital tends to have a direct impact on a country’ s

balance of payments.

i1i. Short-run Disequilibrium:
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A short-run disequilibrium in a country’ s balancef payments will be a temporary one, ° lasting for a
short period, which may occur once in a while. When a country borrows or lends internationally, it
will have short-run disequilibrium in its balance of payments, as these loans are usually for a short
period or even if they are for a long duration, they are repayable later on; hence the position will be

automatically corrected and poses no serious problem.

As such, a disequilibrium arising from international lending and borrowing activities is perfectly
justified. However, a short-run disequilibrium may also emerge if a country’ s imports exceed its

exports in a given year.

This will be a temporary one if it occurs once in a way, because later on, the country will be in a
position to correct it easily by creating the required credit surplus by exporting more to offset the
deficit. But even this type of disequilibrium in the balance of payments is not justified, because it may

pave the way for a long-term disequilibrium.

When such disequilibrium (arising from imports exceeding exports or even vice versa) occurs year
after year over a long period, it becomes chronic and may seriously affect the country’ s economy and
its international economic relations. A persistent deficit will tend to deplete its foreign exchange

reserves and the country may not be able to raise any more loans from foreigners.
iv. Long-run Disequilibrium:

The long-term disequilibrium thus refers to a deep- rooted, persistent deficit or surplus in the balance
of payments of a country. It is secular disequilibrium emerging on account of the chronologically

accumulated short--term disequilibria — deficits or surpluses.

It endangers the exchange stability of the country concerned. Especially, a long-term deficit in the
balance of payments of a country tends to deplete its foreign exchange reserves and the country may

also not be able to raise any more loans from foreigners during such a period of persistent deficits.

In short, true disequilibrium is a long-term phenomenon. It is caused by persistent deep-rooted
dynamic changes which slowly take place in the economy over a long period of time. It is caused by
changes in dynamic forces/factors such as capital formation, population growth, territorial expansion,

technological advancement, innovations, etc.
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A newly developing economy, for instance, in its initial stages of growth needs huge investment
exceeding its savings. In view of its low capital formation, it has also to import a large amount of its
capital requirements from foreign countries and its imports thus tend to exceed its exports. These
become a chronic phenomenon. And in the absence of a sufficient inflow of foreign capital in such

countries, a secular deficit balance of payments may result.
Causes of Disequilibrium in Balance of Payment |
1. Population Growth

Most countries experience an increase in the population and in some like India and China the
population is not only large but increases at a faster rate. To meet their needs, imports become

essential and the quantity of imports may increase as population increases.
2. Development Programmes

Developing countries which have embarked upon planned development programmes require to
import capital goods, some raw materials which are not available at home and highly skilled and
specialized manpower. Since development is a continuous process, imports of these items continue

for the long time landing these countries in a balance of payment deficit.
3. Demonstration Effect

When the people in the less developed countries imitate the consumption pattern of the people in the
developed countries, their import will increase. Their export may remain constant or decline causing

disequilibrium in the balance of payments.
4. Natural Factors

Natural calamities such as the failure of rains or the coming floods may easily cause disequilibrium in
the balance of payments by adversely affecting agriculture and industrial production in the country.
The exports may decline while the imports may go up causing a discrepancy in the country's balance

of payments.

5. Cyclical Fluctuations
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Business fluctuations introduced by the operations of the trade cycles may also cause disequilibrium
in the country's balance of payments. For example, if there occurs a business recession in foreign
countries, it may easily cause a fall in the exports and exchange earning of the country concerned,

resulting in a disequilibrium in the balance of payments.
6. Inflation

An increase in income and price level owing to rapid economic development in developing countries,

will increase imports and reduce exports causing a deficit in balance of payments.
7. Poor Marketing Strategies

The superior marketing of the developed countries have increased their surplus. The poor marketing

facilities of the developing countries have pushed them into huge deficits.
8. Flight Of Capital

Due to speculative reasons, countries may lose foreign exchange or gold stocks People in developing
countries may also shift their capital to developed countries to safeguard against political

uncertainties. These capital movements adversely affect the balance of payments position.
9. Globalisation

Due to globalisation there has been more liberal and open atmosphere for international movement of
goods, services and capital. Competition has beer increased due to the globalisation of international
economic relations. The emerging new global economic order has brought in certain problems for

some countries which have resulted in the balance of payments disequilibrium.

Prepared by, Jai Ganesh Bala, Asst Professor, Department of Management, KAHE Page 34




P KARPAGAM ACADEMY OF HIGHER EDUCATION, COIMBATORE

Class: II1 BBA Course Name: International Trade Policy and Strategy
Course Code: 16BAU602B Unit 3 BATCH: 2016-19
UNIT-III

Export Procedures
e Export Licence

Majority of goods are allowed to be exported without obtaining a licence. Export licenses are
only required for items listed in the Schedule 2 of ITC (HS) Classifications of Export and Import
items. An application for grant of Export Licence for such items must be submitted to the Director
General of Foreign Trade (DGFT). The Export Licensing Committee under the Chairmanship of

Export Commissioner considers such applications on merits for issue of export licenses.

Export of Special Chemicals, Organisms, Materials, Equipment and Technologies (SCOMET)
items are also permitted under a license or prohibited altogether. Guidelines for Export of SCOMET

1tems can be viewed here.
e Export of Samples

Export of samples upto specified limits are allowed free. The exporter is required to be
registered with the appropriate Export Promotion Council to avail of this benefit. Samples with

permanent marking as "sample not for sale" are allowed freely for export without any limit.
e Processing of Shipping Bill

In case of export by sea or air, the exporter must submit the 'Shipping Bill', and in case of
export by road he must submit 'Bill of Export' in the prescribed form containing the prescribed details
such as the name of the exporter, consignee, invoice number, details of packing, description of goods,
quantity, FOB value, etc. Along with the Shipping Bill, other documents such as copy of packing list,
invoices, export contract, letter of credit, etc. are also to be submitted. There are 5 types of shipping

bills:-

e Shipping Bill for export of duty free goods. This shipping bill is white coloured.
e Shipping bill for export of goods under claim for duty drawback. This shipping bill is green

coloured.
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e Shipping bill for export of duty free goods ex-bond i.e. from bonded warehouse. This shipping
bill is pink coloured.

e Shipping Bill for export of dutiable goods. This shipping bill is yellow coloured.

e Shipping bill for export under DEPB scheme. This shipping bill is blue in colour.

The Bills of Export are:-

e Bill of export for goods under claim for duty drawback
e Bill of export for dutiable goods

e Bill of export for duty free goods

e Bill of export for duty free goods ex-bond

e Exporters can check and track the status of Shipping Bills online.
Let Export Order

After the receipt of the goods in the dock, the exporter may contact the Customs Officer
designated for the purpose and present the checklist with the endorsement of Port Authority and other
declarations along with all original documents. Customs Officer may verify the quantity of the goods
actually received and thereafter mark the Electronic Shipping Bill and also hand over all original
documents to the Dock Appraiser, who may assign a customs officer for the examination of the
goods. If the Dock Appraiser is satisfied that the particulars entered in the system conform to the

description given in the original documents, he may proceed to allow "let export" for the shipment.
EXPORT DOCUMENTATION AND PROCEDURES

Exporters should seriously consider having the freight forwarder handle the formidable
amount of documentation that exporting requires; freight forwarders are specialists in this process.
The following documents are commonly used in exporting; which of them are actually used in each
case depends on the requirements of both our government and the government of the importing

country.

e Commercial invoice
e Bill of lading

e Consular invoice
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e C(Certificate of origin

e Inspection certification

e Dock receipt and warehouse receipt
e Destination control statement

e Insurance certificate

e Export license

e Export packing list
Enquiry:
STEP1

The starting point for any Export Transaction is an enquiry. An enquiry for product should,

inter alia, specify the following details or provide the following data

e Size details - Std. or oversize or undersize

e Drawing, if available

e Sample, if possible

¢ Quantity required

e Delivery schedule

e Is the price required on FOB or C& F or CIF basis

e Mode of Dispatch - Sea, air or Sea/air

e Mode of Packing

e Terms of Payment that would be acceptable to the Buyer - If the buyer proposes to open any
Letter of Credit, any specific requirement to be complied with by the Exporter

e I[s there any requirement of Pre-shipment inspection and if so, by which agency

e Any Certificate of Origin required - If so, from what agency.
STEP 2: - Proforma generation:

After studying the enquiry in detail, the exporter - be it Manufacturer Exporter or Merchant

Exporter - will provide a Proforma Invoice to the Buyer.
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STEP 3: Order placement:

If the offer is acceptable to the Buyer in terms of price, delivery and payment terms, the Buyer
will then place an order on the Exporter, giving as much data as possible in terms of specifications,

Part No. Quantity etc. (No standard format is required for such a purchase order)
STEP 4: Order acceptance:

It 1s advisable that the Exporter immediately acknowledges receipt of the order, giving a

schedule for the delivery committed.
STEP 5: Goods readiness & documentation:

Once the goods are ready duly packed in Export worthy cases/cartons (depending upon the
mode of despatch), the Invoice is prepared by the Exporter. If the number of packages is more than

one, a packing list is a must.

Even If the goods to be exported are excisable, no excise duty need be charged at the time of
Export, as export goods are exempt from Central Excise, but the AR4 procedure is to be followed for

claiming such an exemption. Similarly, no Sales Tax also is payable for export of goods.

STEP 6: Goods removal from works:

There are different procedures for removing Export consignments to the Port, following the
AR4 procedure, but it would be advisable to get the consignment sealed by the Central Excise
authorities at the factory premises itself, so that open inspection by Customs authorities at the Port

can be avoided.

If export consignments are removed from the factory of manufacture, following the AR4
procedure, claiming exemption of excise duty, there is an obligation cast on the exporter to provide

proof of export to the Central Excise authorities

STEP 7: Documents for C & F agent:

Prepared by, Jai Ganesh Bala, Asst Professor, Department of Management, KAHE Page 4




P KARPAGAM ACADEMY OF HIGHER EDUCATION, COIMBATORE

Class: II1 BBA Course Name: International Trade Policy and Strategy
Course Code: 16BAU602B Unit 3 BATCH: 2016-19

The Exporter is expected to provide the following documents to the Clearing & Forwarding

Agents, who are entrusted with the task of shipping the consignments, either by air or by sea.

e Invoice

e Packing List

e Declaration in Form SDF (to meet the requirements as per FERA) in duplicate.
e ARA4 - first and the second copy

e Any other declarations, as required by Customs

On account of the introduction of Electronic Data Interchange (EDI) system for processing
shipping bills electronically at most of the locations - both for air or sea consignments - the C&F
Agents are required to file with Customs the shipping documents, through a particular format, which

will vary depending on the nature of the shipment. Broad categories of export shipments are:

e Under claim of Drawback of duty
e Without claim of Drawback

e Export by a 100% EOU

e Under DEPB Scheme

STEP 8: Customs Clearance:

After assessment of the shipping bill and examination of the cargo by Customs (where
required), the export consignments are permitted by Customs for ultimate Export. This is what the

concerned Customs officials call the ‘LET EXPORT’ endorsement on the shipping bill.
STEP 9: Document Forwarding:

After completing the shipment formalities, the C & F Agents are expected to forward to the

Exporter the following documents:

e Customs signed Export Invoice & Packing List
e Duplicate of Form SDF
e Exchange control copy of the Shipping Bill, processed electronically

e AR4 (original duplicate) duly endorsed by Customs for having effected the Export
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e Bill of Lading or Airway bill, as the case may be.
STEP 10: Bills negotiation:

With these authenticated shipping documents, the Exporter will have to negotiate the relevant

export bill through authorized dealers of Reserve Bank, viz., Banks.

Under the Generalized System of Preference, imports from developing countries enjoy certain
duty concessions, for which the exporters in the developing countries are expected to furnish the GSP

Certificate of Origin to the Bankers, along with other shipping documents.
Broadly, payment terms can be:

e DP Terms
e DA Terms
o Letter of Credit, payable at sight or payable at... days.

Step11: Bank to bank documents forwarding:

The negotiating Bank will scrutinize the shipping documents and forward those to the Banker

of the importer, to enable him clear the consignment.

It is expected of such authorized dealers of Reserve Bank to ensure receipt of export proceeds,

which factor has to be intimated to the Reserve Bank by means of periodical Returns.
STEP 12: Customs obligation discharge:

As indicated above, Exporters are also expected to provide proof of export to the Central
Excise authorities, on the basis of the Customs endorsements made on the reverse of AR4s and get

their obligation, on this score, discharged.
STEP 13: Receipt of Bank certificate:

Authorized dealers will issue Bank Certificates to the exporter, once the payment is received

and only with the issuance of the Bank Certificate, the export transaction becomes complete.
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It is mandatory on the part of the Exporters to negotiate the shipping documents only through
authorized dealers of Reserve Bank, as only through such a system Reserve Bank can ensure receipt

of export proceeds for goods shipped out of this country.

Documents Required

Export procedure describes the documents required for exporting from India. Special
documents may be required depending on the type of product or destination. Certain export products
may require a quality control inspection certificate from the Export Inspection Agency. Some food
and pharmaceutical product may require a health or sanitary certificate for export.

Shipping Bill/ Bill of Export is the main document required by the Customs Authority for
allowing shipment. Usually the Shipping Bill is of four types and the major distinction lies with
regard to the goods being subject to certain conditions which are mentioned below:

e Export duty/ cess

e Free of duty/ cess

e Entitlement of duty drawback

e Entitlement of credit of duty under DEPB Scheme

e Re-export of imported goods

The following are the export documents required for the processing of the Shipping Bill:

¢ GR forms (in duplicate) for shipment to all the countries.

e 4 copies of the packing list mentioning the contents, quantity, gross and net weight of each
package.

e 4 copies of invoices which contains all relevant particulars like number of packages, quantity,
unit rate, total f.o.b./ c.i.f. value, correct & full description of goods etc.

e Contract, L/ C, Purchase Order of the overseas buyer.

e AR4 (both original and duplicate) and invoice.

e Inspection/ Examination Certificate. The formats presented for the Shipping Bill are as given
below

e White Shipping Bill in triplicate for export of duty free of goods.

e Green Shipping Bill in quadruplicate for the export of goods which are under claim for duty

drawback.
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e Yellow Shipping Bill in triplicate for the export of dutiable goods.
e Blue Shipping Bill in 7 copies for exports under the DEPB scheme
Note: - For the goods which are cleared by Land Customs, Bill of Export (also of 4 types - white,
green, yellow & pink) is required instead of Shipping Bill.
Documents Required for Post Parcel Customs Clearance
In case of Post Parcel, no Shipping Bill is required. The relevant documents are mentioned below:

e Customs Declaration Form - It is prescribed by the Universal Postal Union (UPU) and
international apex body coordinating activities of national postal administration. It is known
by the code number CP2/ CP3 and to be prepared in quadruplicate, signed by the sender.

e Dispatch Note, also known as CP2. It is filled by the sender to specify the action to be taken
by the postal department at the destination in case the address is non-traceable or the parcel is
refused to be accepted.

e Prescriptions regarding the minimum and maximum sizes of the parcel with its maximum
weight : Minimum size: Total surface area not less than 140 mm X 90 mm.

e Maximum size: Lengthwise not over 1.05 m. Measurement of any other side of circumference
0.9 m./ 2.00 m.

e Maximum weight: 10 kg usually, 20 kg for some destinations.

e Commercial invoice - Issued by the seller for the full realizable amount of goods as per trade
term.

e Consular Invoice - Mainly needed for the countries like Kenya, Uganda, Tanzania, Mauritius,
New Zealand, Burma, Iraq, Ausatralia, Fiji, Cyprus, Nigeria, Ghana, Zanzibar etc. It is
prepared in the prescribed format and is signed/ certified by the counsel of the importing
country located in the country of export.

e Customs Invoice - Mainly needed for the countries like USA, Canada, etc. It is prepared on a
special form being presented by the Customs authorities of the importing country. It facilitates
entry of goods in the importing country at preferential tariff rate.

e Legalized/Visaed Invoice - This shows the seller's genuineness before the appropriate
consulate/ chamber of commerce/ embassy. It do not have any prescribed form.

e Certified Invoice - It is required when the exporter needs to certify on the invoice that the

goods are of a particular origin or manufactured/ packed at a particular place and in
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accordance with specific contract. Sight Draft and Usance Draft are available for this. Sight
Draft is required when the exporter expects immediate payment and Usance Draft is required
for credit delivery.

e Packing List - It shows the details of goods contained in each parcel/ shipment.

e Certificate of Inspection - It shows that goods have been inspected before shipment.

e Black List Certificate - It is required for countries which have strained political relation. It
certifies that the ship or the aircraft carrying the goods has not touched those country(s).

e Weight Note - Required to confirm the packets or bales or other form are of a stipulated
weight.

e Manufacturer's/ Supplier's Quality/ Inspection Certificate.

e Manufacturer's Certificate - It is required in addition to the Certificate of Origin for few
countries to show that the goods shipped have actually been manufactured and are available.

e Certificate of Chemical Analysis - It is required to ensure the quality and grade of certain
items such as metallic ores, pigments, etc.

e Certificate of Shipment - It signifies that a certain lot of goods have been shipped.

e Health/ Veterinary/ Sanitary Certification - Required for export of foodstuffs, marine
products, hides, livestock etc.

e Certificate of Conditioning - It is issued by the competent office to certify compliance of
humidity factor, dry weight, etc.

e Antiquity Measurement - Issued by Archaeological Survey of India in case of antiques.

e Tran-shipment Bill - It is used for goods imported into a customs port/ airport intended for
Tran-shipment.

e Shipping Order - Issued by the Shipping (Conference) Line which intimates the exporter
about the reservation of space of shipment of cargo through the specific vessel from a
specified port and on a specified date.

e C(Cart/ Lorry Ticket - It is prepared for admittance of the cargo through the port gate and
includes the shipper's name, cart/ lorry No., marks on packages, quantity, etc.

e Shut Out Advice - It is a statement of packages which are shut out by a ship and is prepared

by the concerned shed and is sent to the exporter.
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e Short Shipment Form - It is an application to the customs authorities at port which advises
short shipment of goods and required for claiming the return.
e Shipping Advice - It is prepared in aligned document to be used to inform the overseas

customer about the shipment of goods.
Order (business)

In business or commerce, an order is a stated intention, either spoken or written, to engage in
a commercial transaction for specific products or services. From a buyer's point of view it expresses
the intention to buy and is called a purchase order. From a seller's point of view it expresses the
intention to sell and is referred to as a sales order. When the purchase order of the buyer and the sales
order of the seller agree, the orders become a contract between the buyer and seller.

Within an organization, the term order may be used to refer to a work order for
manufacturing, a preventive maintenance order, or an order to make repairs to a facility.
In many businesses, orders are used to collect and report costs and revenues according to well-defined
purposes. Then it is possible to show for what purposes costs have been incurred. Spoken orders

Businesses such as retail stores, restaurants and filling stations conduct business with their
customers by accepting orders that are spoken or implied by the buyer's actions. Taking a shopping
cart of merchandise to a check-out counter is an implied intent to buy the merchandise. Placing a
take-out or eat-in order at a restaurant is a spoken purchase order. Putting gasoline in one's tank at a
filling station is an implied order. The seller usually expects immediate payment by cash, check or
credit card for these purchases, and the seller provides the buyer with a receipt for the payment. In

legal terms, this form of business order is an "implied in fact contract".

Steps in commercial orders
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In commerce, various business documents are used to record the negotiation of an agreement
to buy and sell, record the agreement itself, and record compliance with the agreement and closure of
the contract. An agreement to buy and sell is a form of contract.

There are five basic requirements for a contract to exist between two parties: agreement,
voluntary, consideration, capacity, and legality. A sixth requirement of "in writing" sometimes
applies.

The main concern for commercial orders is that there must be agreement (offer and
acceptance) for the order to be a contract. Prior to this, businesses often record the details of
negotiations by using a request for quotation, request for bid, sales quotation, or sales bid. Quotations
are non-binding and part of the negotiation process. A request for bid can be binding or non-binding,
depending on the terms of the bid.

Once an agreement or contract is in place, businesses record these as confirmed purchase

orders and confirmed sales orders.

Commerce Buyer's Action Seller's Action

Buyer wanting the product
. Search for vendors (sellers) of the . o
and seller selling the Marketing and advertising
product
product

Check  product pricing, )
o . . Request for Quotation or Request for .
availability, specifications, - Sales quote or bid created
i
delivery costs

Buyer and seller agree to
' Purchase order recorded Sales order recorded
transaction

Product is shipped from Packing slip, pro
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seller to buyer forma invoice  for  certain

international shipments

. Packing slip and product is checked
Buyer receives product from| .
with purchase order; product is checked

seller .

for good condition

o Match packing slip with purchase order Record sales order in
Seller sends invoice to o . . .
. and invoice; record purchase in financial financial accounts
uyer .

accounts under accounts payable under accounts receivable

Pay by cash, check or -electronic Receive cash, check or
Buyer pays seller payment; record payment on purchase electronic payment; record

order payment on sales order

Uniform Commercial Code

In the US, Article 2 of the Uniform Commercial Code covers commercial contracts, and
section 2-103 gives definitions of terms under this code. Section 2-106 describes the difference
between a present sale (recorded as a sales order) and asale (recorded as a transfer of title to the
buyer).

(1) In this Article unless the context otherwise requires "contract" and "agreement" are limited
to those relating to the present or future sale of goods. "Contract for sale" includes both a present sale
of goods and a contract to sell goods at a future time. A "sale" consists in the passing of title from the
seller to the buyer for a price (Section 2-401). A "present sale" means a sale which is accomplished
by the making of the contract.

Aggregate level of orders

In their "Advance Monthly Sales for Retail Trade and Food Services", the US Census Bureau

publishes estimates of US retail and food services sales. These "sales" are orders that have been

filled; payment has been made or is an account receivable. In their "Preliminary Report on
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Manufacturers' Shipments, Inventories and Orders", the US Census Bureau publishes statistics for
"new orders", shipments, "unfilled orders" and inventories for manufactured durable goods. This
gives an indication whether trade is increasing or decreasing for manufactured durable goods in the
US.

Order Receipt

An order receipt is a document that provides information about the details of an order and
confirms it has been received by the company responsible for fulfilling it. It may come by email or
fax confirmation, and sometimes arrives in the mail when the lead time on an order is considerable. It
offers notice to the buyer about the specifics of the order and usually has information on how to
cancel or change it, if necessary, often by using a return slip included with the receipt for
convenience.

A typical order receipt should list the name and contact information for the shipper and seller,
and specify the items in the order. It will include an estimated ship and delivery date, if appropriate,
and the amount of the order, including tax, shipping, handling charges, and any other expenses. If the
buyer finds an error, she can correct it before the order is actually filled, eliminating the need for a

costly returns process where the goods go back to the shipper because a mistake was made.

Example

Confirm Receipt of an Order from a Customer

Dr. Mel Luthy, Chief Editor

Sample Letter #1

As you requested in our phone conversation this morning, I have notified our truck driver to pick up

your old refrigerator when he delivers the new one that you purchased on Friday.

We will make our delivery in the early afternoon on Tuesday, March 5. The driver will call to

confirm that someone will be home at that time. There is no extra charge for this pickup service.

[Senders Name]
[Address line 1]
[Address line 2]
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[State, ZIP Code]
Sample Letter #1: Confirm receipt of an order from a customer
[Letter Date]
[Recipients Name]
[Address line 1]
[Address line 2]
[State, ZIP Code]

[Subject: Normally bold, summarizes the intention of the letter] -Optional-

Dear [Recipients Name],

I would like to inform you to expect the delivery of the items you purchased from our store on
Monday, between 2:00 pm and 4:00 pm. We will also help you dispose of your old air-conditioning
unit when we make the delivery. Please ensure that someone is home during this time to meet our
delivery personnel, so that there will not be any unnecessary delays. Rest assured that there will be no
additional charges for the pick up of your old unit. Thank you.

Sincerely,
[Senders Name]

[Senders Title] -Optional-

Procedures for ‘negotiation of export documents’

Once your goods moved out of your factory, the Customs House Agents appointed by you
complete customs formalities on behalf of you and delivers you necessary export shipping
documents. Once customs formalities completed and obtained ‘let export order’ shipping bill, you
hand over cargo to shipping line to carry your goodsProcedures for negotiation of export documents
to final destination at buyer’s place. Once after handing over cargo to shipping line, Bill of Lading is

1ssued.
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What are the precautions to be taken while submitting documents for negotiation with bank?

While negotiating documents, you submit all required documents as per letter of credit terms
and conditions to bank to send to your overseas buyer though LC opening bank.

When shipment is under Letter of Credit, documentation is a crucial part as the opening bank
debits you against any discrepancy found on documents. So once you received Letter of Credit, make
a copy of the same and read carefully twice. Mark each and every point where ever necessary.
Whether any international inspection required, clean on board bill of lading, factory inspection
certificate, certificate of origin, legalized documents, consulate attestation, SGS,BVQI inspection,
Phyto sanitary certificate, chemical analysis certificate, shipped on board certificate, freight
certificate, etc.etc. List out the documents required to submit while negotiating bills. Go through each
document minimum twice, whether each document is as per LC requirements. Make sure, all
documents are there as per LC terms and not found any discrepancy in each of document. This is very
important while submitting documents with bank to send to overseas buyer through buyer’s bank.

Once after receipt of export documents, your bank arranges to negotiate bill as per Letter of
credit terms and conditions after proper verification of each and every clause. If your export order is
in US Dollar currency, you can either convert the amount in your currency or you can open a dollar
account and transfer the amount accordingly.

LETTER OF CREDIT

After a contract is concluded between a buyer and a seller, the buyer's bank supplies a letter of
credit to the seller. Seller consigns the goods to a carrier in exchange for a bill of lading.

Seller provides the bill of lading to bank in exchange for payment. Seller's bank then provides
the bill to buyer's bank, which provides the bill to buyer.

Buyer provides the bill of lading to carrier and takes delivery of the goods.

A letter of credit is a document from a bank guaranteeing that a seller will receive payment in
full as long as certain delivery conditions have been met.

In the event that the buyer is unable to make payment on the purchase, the bank will cover the
outstanding amount. They are often used in international transactions to ensure that payment will be
received where the buyer and seller may not know each other and are operating in different countries.
In this case the seller is exposed to a number of risks such credit risk, and legal risk caused by the

distance, differing laws and difficulty in knowing each party personally. A letter of credit provides
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the seller with a guarantee that they will get paid as long as certain delivery conditions have been met.
For this reason the use of letters of credit has become a very important aspect of international trade.

The bank that writes the letter of credit will act on behalf of the buyer and make sure that all
delivery conditions have been met before making the payment to the seller. Most letters of credit are
governed by rules promulgated by the International Chamber of Commerce known as Uniform
Customs and Practice for Documentary Credits. Letters of credit are typically used by importing and
exporting companies particularly for large purchases and will often negate the need by the buyer to
pay a deposit before delivery is made.

They are also used in land development to ensure that approved public facilities (streets,
sidewalks, storm water ponds, etc.) will be built. The parties to a letter of credit are the supplier,
usually called the "beneficiary", "the issuing bank", of whom the buyer is a client, and sometimes an
advising bank, of whom the beneficiary is a client. Almost all letters of credit are irrevocable, i.e.,
cannot be amended or canceled without mutual consent of all parties.

Terminology
Origin
The name "letter of credit" derives from the French word "accréditation", a power to do
something, which derives from the Latin "accreditivus", meaning trust.[citation needed]
Related terms
e A sight LC causes payment to be made immediately to the beneficiary/seller/exporter upon
presentation of the correct documents. A time or date LC specifies when payment is to be
made at a future date and upon presentation of the required documents
e Negotiation means the giving of value for draft(s) or document(s) by the bank authorized to
negotiate, with the nominated bank. Mere examination of the documents and forwarding the
same to the LC issuing bank for reimbursement, without giving of value / agreed to give, does
not constitute a negotiation.
e Advising Bank — advises the beneficiary at the request of the issuing bank.
e Applicant — the party on whose request the issuing bank issues a credit.
e Banking day—The day on which a bank is regularly open at the place at which an act to be

performed.
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e Beneficiary — the party who is to receive the benefit (payment) of the LC. The consignee of
an LC and the beneficiary may not be the same. The credit is issued in the beneficiary's favor.

e Presentation — either delivery of documents against an LC or the document itself.

e Complying presentation — when the presentation of documents is in accordance with:

The terms and conditions of the credit
The applicable provisions of UCP
International standard banking practice

e Confirmation — a definite undertaking from the confirming bank to honor or negotiate a
complying presentation in addition to that of the issuing bank.

¢ Confirming bank — adds confirmation to an LC. It does so at the request of the issuing bank
and taking authorization from the issuing bank.

e Letter of credit/credit — an irrevocable commitment of the issuing bank to honor a complying
presentation.

e Honour — to act according to commitment of the LC. Presentations are honored in different
ways depending on the type of credit:

Making payment at sight for sight LC.

Incurring a deferred payment undertaking and paying at maturity for deferred payment
LC.

Accepting a draft drawn by the beneficiary and paying at maturity for deferred
acceptance LC.

e Issuing bank — issues the LC.

e Nominated Bank — the bank with which credit is available. If no bank is mentioned in the
credit as nominated bank, all banks are "nominated".

e Negotiation — A nominated bank is said to negotiate a document if it purchases a draft or
documents under a complying presentation either by making an advance or agreeing to
advance funds to the beneficiary on or before the date on which reimbursement is due to the
nominated bank. A draft drawn on a nominated bank cannot be purchased separately.

Documents that can be presented for payment
To receive payment, an exporter or shipper must present the documents required by the LC.

Typically, the payee presents a document proving the goods were sent instead of showing the actual

Prepared by, Jai Ganesh Bala, Asst Professor, Department of Management, KAHE Page 17




P KARPAGAM ACADEMY OF HIGHER EDUCATION, COIMBATORE

Class: II1 BBA Course Name: International Trade Policy and Strategy
Course Code: 16BAU602B Unit 3 BATCH: 2016-19

goods. The original bill of lading (BOL) is normally the document accepted by banks as proof that
goods have been shipped. However, the list and form of documents is open to negotiation and might
contain requirements to present documents issued by a neutral third party evidencing the quality of
the goods shipped, or their place of origin or place. Typical types of documents in such contracts
include:
¢ Financial Documents — Bill of Exchange, co-accepted draft
e Commercial Documents — Invoice, packing list
e Shipping Documents — Transport document, insurance certificate, commercial, official or
legal documents
e Official Documents — License, embassy legalization, origin certificate, inspection certificate,
phytosanitary certificate
e Transport Documents — Bill of lading (ocean or multi-modal or charter party), airway bill,
lorry/truck receipt, railway receipt, CMC other than mate receipt, forwarder cargo receipt
¢ Insurance documents — Insurance policy or certificate, but not a cover note.
Legal principles governing documentary credits

One of the primary peculiarities of the documentary credit is that the payment obligation is
independent from the underlying contract of sale or any other contract in the transaction. Thus the
bank’s obligation is defined by the terms of the LC alone, and the sale contract is irrelevant. The
defenses available to the buyer arising out of the sale contract do not concern the bank and in no way
affect its liability. Article 4(a) of the UCP states this principle clearly. Article 5 of the UCP further
states that banks deal with documents only, they are not concerned with the goods (facts).
Accordingly, if the documents tendered by the beneficiary, or his or her agent, are in order, then in
general the bank is obliged to pay without further qualifications.

The policies behind adopting the abstraction principle are purely commercial and reflect a
party’s expectations: first, if the responsibility for the validity of documents was thrown onto banks,
they would be burdened with investigating the underlying facts of each transaction, and less inclined
to issue documentary credits because of the risk and inconvenience.

Second, documents required under the LC could in certain circumstances be different from
those required under the sale transaction. This would place banks in a dilemma in deciding which

terms to follow if required to look behind the credit agreement.
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Third, the fact that the basic function of the credit is to provide a seller with the certainty of
payment for documentary duties suggests that banks should honor their obligation notwithstanding
allegations of buyer misfeasance. Courts have emphasized that buyers always have a remedy for an
action upon the contract of sale and that it would be a calamity for the business world if a bank had to
investigate every breach of contract.

The “principle of strict compliance” also aims to make the bank’s duty of effecting payment
against documents easy, efficient and quick. Hence, if the documents tendered under the credit
deviate from the language of the credit the bank is entitled to withhold payment, even if the deviation
is purely terminological. The general legal maxim de minimis non curat lex has no place in the field.
Types

e Import/export — The same credit can be termed an import or export LC[4] depending on
whose perspective is considered. For the importer it is termed an Import LC and for the
exporter of goods, an Export LC.

e Revocable — The buyer and the bank that established the LC are able to manipulate the LC or
make corrections without informing or getting permissions from the seller. According to UCP
600, all LCs are irrevocable, hence this type of LC is obsolete.

e Irrevocable — Any changes (amendment) or cancellation of the LC (except it is expired) is
done by the applicant through the issuing bank. It must be authenticated and approved by the
beneficiary.

e Confirmed — An LC is said to be confirmed when a second bank adds its confirmation (or
guarantee) to honor a complying presentation at the request or authorization of the issuing
bank.

e Unconfirmed — This type does not acquire the other bank's confirmation.

e Transferrable — The exporter has the right to make the credit available to one or more
subsequent beneficiaries. Credits are made transferable when the original beneficiary is a
middleman and does not supply the merchandise, but procures goods from suppliers and
arranges them to be sent to the buyer and does not want the buyer and supplier know each
other.

The middleman is entitled to substitute his own invoice for the supplier's and acquire the

difference as profit.
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A letter of credit can be transferred to the second beneficiary at the request of the first
beneficiary only if it expressly states that the letter of credit is "transferable". A bank is not obligated
to transfer a credit.

A transferable letter of credit can be transferred to more than one alternate beneficiary as long
as it allows partial shipments.

The terms and conditions of the original credit must be replicated exactly in the transferred
credit. However, to keep the workability of the transferable letter of credit, some figures can be
reduced or curtailed.

i. Amount
il.  Unit price of the merchandise (if stated)
1ii. Expiry date
iv. Presentation period
v. Latest shipment date or given period for shipment.

The first beneficiary may demand from the transferring bank to substitute for the applicant.
However, if a document other than the invoice must be issued in a way to show the applicant's name,
in such a case that requirement must indicate that in the transferred credit it will be free.

Transferred credit cannot be transferred again to a third beneficiary at the request of the second
beneficiary.

e Untransferable — A credit that the seller cannot assign all or part of to another party. In
international commerce, all credits are untransferable.

e Deferred / Usance — A credit that is not paid/assigned immediately after presentation, but
after an indicated period that is accepted by both buyer and seller. Typically, seller allows
buyer to pay the required money after taking the related goods and selling them.

e At Sight — A credit that the announcer bank immediately pays after inspecting the carriage
documents from the seller.

e Red Clause — Before sending the products, seller can take the pre-paid part of the money
from the bank. The first part of the credit is to attract the attention of the accepting bank. The
first time the credit is established by the assigner bank, is to gain the attention of the offered

bank. The terms and conditions were typically written in red ink, thus the name.
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e Back to Back — A pair of LCs in which one is to the benefit of a seller who is not able to
provide the corresponding goods for unspecified reasons. In that event, a second credit is
opened for another seller to provide the desired goods. Back-to-back is issued to facilitate
intermediary trade. Intermediate companies such as trading houses are sometimes required to
open LCs for a supplier and receive Export LCs from buyer.

Pricing

Issuance charges, covering negotiation, reimbursements and other charges are paid by the
applicant or as per the terms and conditions of the LC.

If the LC does not specify charges, they are paid by the Applicant. Charge-related terms are
indicated in field 71B.

Legal basis

Legal writers have failed to satisfactorily reconcile the bank’s undertaking with any
contractual analysis. The theories include: the implied promise, assignment theory, the novation
theory, reliance theory, agency theories, estoppels and trust theories, anticipatory theory and the
guarantee theory.

Although documentary credits are enforceable once communicated to the beneficiary, it is
difficult to show any consideration given by the beneficiary to the banker prior to the tender of
documents. In such transactions the undertaking by the beneficiary to deliver the goods to the
applicant is not sufficient consideration for the bank’s promise because the contract of sale is made
before the issuance of the credit, thus consideration in these circumstances is past. However, the
performance of an existing duty under a contract may be a valid consideration for a new promise
made by the bank, provided that there is some practical benefit to the bank A promise to perform
owed to a third party may also constitute a valid consideration.

Another theory asserts that it is feasible to typify letter of credit as a collateral contract for a
third-party beneficiary because three different entities participate in the transaction: the seller, the
buyer, and the banker. Because letters of credit are prompted by the buyer’s necessity and in
application of the theory of Jean Domat the cause of a LC is to release the buyer of his obligation to
pay directly to the seller. Therefore, a LC theoretically fits as a collateral contract accepted by
conduct or in other words, an implied-in-fact contract under the framework for third party beneficiary

where the buyer participates as the third party beneficiary with the bank acting as the stipulator and
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the seller as the promisor. The term "beneficiary" is not used properly in the scheme of an LC
because a beneficiary (also, in trust law, cestui que use) in the broadest sense is a natural person or
other legal entity who receives money or other benefits from a benefactor. Note that under the scheme
of letters of credit, banks are neither benefactors of sellers nor benefactors of buyers and the seller
receives no money in gratuity mode. Thus is possible that a “letter of credit” was one of those
contracts that needed to be masked to disguise the “consideration or Privity requirement”. As a result
this kind of arrangement, would make letter of credit to be enforceable under the action assumpsit
because of its promissory connotation.

A few countries, including the United States (Article 5 of the Uniform Commercial Code)
have created statutes in relation to letters of credit. These statutes are designed to work with the rules
of practice including UCP and ISP98. These rules of practice are incorporated into the transaction by
agreement of the parties. The latest version of the UCP is the UCP600 effective July 1, 2007. Since
the UCP are not laws, parties have to include them into their arrangements as normal contractual
provisions.

International Trade Payment methods
International Trade Payment method can be done in the following ways.

e Advance payment (most secure for seller) — the buyer parts with money first and waits for
the seller to forward the goods.

e Documentary Credit (more secure for seller as well as buyer) — Subject to ICC's UCP 600,
the bank gives an undertaking (on behalf of buyer and at the request of applicant) to pay the
beneficiary the value of the goods shipped if acceptable documents are submitted and if the
stipulated terms and conditions are strictly complied with. The buyer can be confident that the
goods he is expecting only will be received since it will be evidenced in the form of certain
documents called for meeting the specified terms and conditions while the supplier can be
confident that if he meets the stipulations his payment for the shipment is guaranteed by bank,
who is independent of the parties to the contract.

e Documentary collection (more secure for buyer and to a certain extent to seller) — Also
called "Cash Against Documents". Subject to ICC's URC 525, sight and usance, for delivery

of shipping documents against payment or acceptances of draft, where shipment happens first,

Prepared by, Jai Ganesh Bala, Asst Professor, Department of Management, KAHE Page 22




P KARPAGAM ACADEMY OF HIGHER EDUCATION, COIMBATORE

Class: II1 BBA Course Name: International Trade Policy and Strategy
Course Code: 16BAU602B Unit 3 BATCH: 2016-19

then the title documents are sent to the buyer's bank by seller's bank, for delivering documents
against collection of payment/acceptance
e Direct payment (most secure for buyer) — The supplier ships the goods and waits for the
buyer to remit the bill, on open account terms.
Risk situations
Fraud Risks
e The payment will be obtained for nonexistent or worthless merchandise against presentation
by the beneficiary of forged or falsified documents.
e Credit itself may be funded.
Sovereign and Regulatory Risks
e Performance of the Documentary Credit may be prevented by government action outside the
control of the parties.
Legal Risks
e Possibility that performance of a documentary credit may be disturbed by legal action relating
directly to the parties and their rights and obligations under the documentary credit.
Force Majeure and Frustration of Contract
e Performance of a contract — including an obligation under a documentary credit relationship —
is prevented by external factors such as natural disasters or armed conflicts.
Applicant
e Non-delivery of Goods
e Short shipment
e Inferior quality
e Early/ late shipment
e Damaged in transit
e Foreign exchange

e Failure of bank viz issuing bank / collecting bank

Issuing Bank
e Insolvency of the applicant

e Fraud risk, sovereign and regulatory risk and legal risks
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Reimbursing Bank

e No obligation to reimburse the claiming bank unless it has issued a reimbursement

undertaking.

Beneficiary

e Failure to comply with credit conditions

e Failure of, or delays in payment from, the issuing bank
EXPORT DOCUMENTS
Documents required for an international sale can vary significantly from transaction to transaction,
depending on the destination and the product being shipped. At a minimum, there will be two
documents: the invoice and the transport document. The buyer will usually provide the seller with a
list of documents needed to get the goods into his country as expeditiously and inexpensively as
possible. Some documentary requirements are not open to negotiation, as they are needed by the
importer to clear customs at the port of destination. This presentation discusses documentation in
relation to export letters of credit.

When the letter of credit payment method is used for an export sale, each document presented
under the terms and conditions of the letter of credit must:

1) Conform to all L/C terms and conditions.

2) Comply with the UCP 500.

3) Agree with the data content of every other document.

For the following documents listed, the number in parenthesis refers to the relevant UCP 500 article.
THE BILL OF EXCHANGE / DRAFT (UCP Article 9)

Almost every letter of credit presentation and documentary collection is accompanied by a
draft. This demand for payment is drawn by the seller on the payee. The payee on a letter of credit
draft is almost always a bank. For a documentary collection it would be the buyer.

COMMERCIAL INVOICE (UCP Article 37)
The accounting document claiming payment from the buyer, normally an export invoice would
include:

e Seller’s name and address

e Buyer’s name and address

e Issue Date
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e Invoice Number

e Shipping marks and numbers

e Term of Sale: e.g. FOB, etc.

e Shipping information

e Info required by L/C

e Country of Origin

e L/C number

e Merchandise description, P.O. number, unit price, and total price
CONSULAR INVOICE / VISAED INVOICE (UCP Articles 20, 21)

For exchange control and balance of payments reasons, some countries do not allow the
import of merchandise unless accompanied by a certificate issued by one of its officials in the
exporter’s country. These certificates evidence that the shipment meets certain statutory or other
regulations of the importing country. A visaed invoice is an original or copy of an invoice, which has
been originally signed and/or stamped by a consulate official.

INSURANCE POLICY OR CERTIFICATE (UCP Article 34, 35, 36)

Every export sale should be covered by insurance. Who provides the coverage depends on the
INCOTERM used. Insurance coverage on exports is a complicated issue that we cannot fully cover
on this site. For more information on export insurance, we suggest that you contact your business
insurance agent or freight forwarder as to who can provide insurance on an as Needed Basis” Or “By
Blanket Policy” On An Annual Basis.

Certificates

When a letter of credit calls for a document to be issued as a “certificate”, that document must
be signed. Certificates come in a many different forms depending on the product and the country of
destination. L/C’s often require that certificates be issued by reputable third party inspection
surveyors such as the Societe Generale de Surveillance (SGS) or the US Department of Agriculture.
It is important to remember that each certificate required by an L/C will increase the cost of goods
sold. Some of the most common certificates are discussed below.

Certificates should always be issued before the goods are shipped. Certificates issued after the
goods arrived in the country of import defeat the purpose of the letter of credit.

Certificate of Origin (UCP Articles 20, 21)
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A Signed Statement Certifying the Country of origin of the goods being sold is sometimes
required by regulation in the buyer’s country. This document may be as simple as a certificate signed
by the seller. Certain countries may require it to be issued by a third party such a Chamber of
Commerce, or be notarized, legalized, or visaed by their Embassy or Consulate.

Inspection Certificate (UCP Articles 20, 21)

An independent firm would usually conduct the inspection to ensure that the merchandise
conforms to the buyer’s criteria. Inspection certificates should be based on quantifiable criteria.
When an L/C is the method of payment, the criteria should be specifically spelled out in the letter of
credit.
Weight List or Certificate (UCP Articles 38, 20, 21)

Not synonymous to a packing list. This document breaks down the shipment by weight. This

is generally needed only if a “certificate” is required.

USDA Inspection Certificate (UCP Articles 20, 21)

This certificate is issued by the US Department of Agriculture and covers grade and condition
for agricultural products. It provides evidence that the produce was in good condition at the date and
time of inspection and can be useful in the event of a damage claim.

Phytosanitary Certificate (UCP Articles 20, 21)

Numerous foreign governments and buyers require a “phyto” for fresh plants and plant
products. This certificate states that the product has been inspected and is free of harmful pests and
plant diseases. They are issued by the USDA Animal and Plant Health Inspection Service.

Packing List (UCP Articles 20, 21)

A mirror of the merchandise covered by the invoice, the packing list omit prices, but itemizes
the merchandise by number of cartons, packages, etc., and the contents of each. It generally does not
have to be signed unless called for in the L/C.

Other Miscellaneous Documents (Ucp Articles 20, 21)
e Ucp 500 article 21: “when documents other than
e Transport documents, insurance documents and
e Commercial invoices are called for, the credit

e Should stipulate by whom such documents are to be
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Issued and their wording or data content. If the
Credit does not so stipulate, banks will accept
Such documents as presented, provided that their
Data is not inconsistent with any other stipulated

Document presented.”

Selected references to documents in the UCP 500

Document topic UCP 500 articles

Authentication requirements - UCP 20
Copies of - UCP 20

Conforming - UCP 14

Content of - UCP 21

Documents v. Goods/ Services/ Performance - UCP 4
Dated prior to L/C issuance - UCP 22
Discrepancies - UCP 14

Examination - UCP 13

Fraudulent Documents - UCP 15
Issuer, ambiguity about - UCP 20
Lost Documents - UCP 16
Non-stipulated Documents - UCP 13
Originals - UCP 20

Required Documents - UCP 5
Signature on - UCP 20

Stale Documents - UCP 43

Export Incentives

The Government of India has framed several schemes to promote exports and to obtain

foreign exchange. These schemes grants incentive and other benefits. The few important export
incentives, from the point of view of indirect taxes are briefed below:

Free Trade Zones (FTZ)

Several FTZs have been established at various places in India like Kandla, Noida, Cochin, etc.

No excise duties are payable on goods manufactured in these zones provided they are made for export
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purpose. Goods being brought in these zones from different parts of the country are brought without
the payment of any excise duty. Moreover, no customs duties are payable on imported raw material
and components used in the manufacture of such goods being exported. If entire production is not
sold outside the country, the unit has the provision of selling 25% of their production in India. On
such sale, the excise duty is payable at 50% of basic plus additional customs or normal excise duty
payable if the goods were produced elsewhere in India, whichever is higher.

Electronic Hardware Technology Park / Software Technology Parks

This scheme is just like FTZ scheme, but it is restricted to units in the electronics and
computer hardware and software sector.

Advance Licence / Duty Exemption Entitlement Scheme (DEEC)

In this scheme advance licence, either quantity based (Qbal) or value based (Vabal), is given
to an exporter against which the raw materials and other components may be imported without
payment of customs duty provided the manufactured goods are exported. These licences are
transferable in the open market at a price.

Export Promotion Capital Goods Scheme (EPCG)

According to this scheme, a domestic manufacturer can import machinery and plant without
paying customs duty or settling at a concessional rate of customs duty. But his undertakings should be
as mentioned below:

Customs Duty Rate, Export Obligation and Time
o 10%, 4 times exports (on FOB basis) of CIF value of machinery and 5 years
e Nil in case CIF value is Rs200mn or more, 6 times exports (on FOB basis) of CIF value of
machinery or 5 times exports on (NFE) basis of CIF value of machinery and 8 years
e Nil in case CIF value is Rs50mn or more for agriculture, aquaculture, animal husbandry,
floriculture, horticulture, poultry and sericulture, 6 times exports (on FOB basis) of CIF value
of machinery or 5 times exports on (NFE) basis of CIF value of machinery and 8 years
Note:-
e NFE stands for net foreign earnings.
e CIF stands for cost plus insurance plus freight cost of the machinery.
e FOB stands for Free on Board i.e. export value excluding cost of freight and insurance.

Deemed Exports
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The Indian suppliers are entitled for the following benefits in respect of deemed exports:
e Refund of excise duty paid on final products
e Duty drawback
e Imports under DEEC scheme
e Special import licenses based on value of deemed exports
e The following categories are treated as deemed exports for seller if the goods are
manufactured in India:
e Supply of goods against duty free licences under DEEC scheme
e Supply of goods to a 100 % EOU or a unit in a free trade zone or a unit in a software
technology park or a unit in a hardware technology park
e Supply of goods to holders of licence under the EPCG scheme
e Supply of goods to projects financed by multilateral or bilateral agencies or funds notified by
the Finance Ministry under international competitive bidding or under limited tender systems
in accordance with the procedures of those agencies or funds where legal agreements provide
for tender evaluation without including customs duty
e Supply of capital goods and spares upto 10% of the FOR value to fertilizer plants under
international competitive bidding
e Supply of goods to any project or purpose in respect of which the Ministry of Finance permits
by notification the import of goods at zero customs duty along with benefits of deemed
exports to domestic supplies
e Supply of goods to power, oil and gas sectors in respect of which the Ministry of Finance
permits by notification benefits of deemed exports to domestic supplies
Manufacture Under Bond
This scheme furnishes a bond with the manufacturer of adequate amount to undertake the
export of his production. Against this the manufacturer is allowed to import goods without paying
any customs duty, even if he obtain it from the domestic market without excise duty. The production

is made under the supervision of customs or excise authority.

Duty Drawback
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It means the rebate of duty chargeable on imported material or excisable material used in the
manufacturing of goods in and is exported. The exporter may claim drawback or refund of excise and
customs duties being paid by his suppliers. The final exporter can claim the drawback on material
used for the manufacture of export products. In case of re-import of goods the drawback can be
claimed.

The following are Drawbacks:
e Customs paid on imported inputs plus excise duty paid on indigenous imports.
e Duty paid on packing material.

Drawback is not allowed on inputs obtained without payment of customs or excise duty. In
part payment of customs and excise duty, rebate or refund can be claimed only on the paid part.

In case of re-export of goods, it should be done within 2 years from the date of payment of
duty when they were imported. 98% of the duty is allowable as drawback, only after inspection. If the
goods imported are used before its re-export, the drawback will be allowed as at reduced percent.
India extends export benefits to rupee trade with Iran

"Export proceeds against exports to Iran realised in Indian rupees are permitted to avail
exports benefits/ incentives under the Foreign Trade Policy, 2009-14, at par with export proceeds
realised in freely convertible currency," the Director general of Foreign Trade (DGFT) has said in a
notification.

Indian exporters mainly trade in freely convertible currencies including US dollar and euro.
The government provides export incentives under different schemes, including Focus Market
Scheme, to exporters realising their proceeds in such currencies.

Iran makes payment in rupees to Indian exporters after the Western countries imposed
sanctions on it.

To increase bilateral trade, the government in April had also waived the value addition norms
for exporters shipping imported items like food and pharmaceuticals to Iran.

Besides food products, India mainly exports to Iran pharmaceuticals, machinery, transport
equipment, chemicals, man-made yarns and fabrics and steel. The bilateral trade between the two

countries stood at $15.25 billion in 2013-14.

Prepared by, Jai Ganesh Bala, Asst Professor, Department of Management, KAHE Page 30




P KARPAGAM ACADEMY OF HIGHER EDUCATION, COIMBATORE

Class: II1 BBA Course Name: International Trade Policy and Strategy
Course Code: 16BAU602B Unit 3 BATCH: 2016-19

India is one of the biggest oil importers from Iran. Since February 2013, when the US blocked
payment channels to Iran for its nuclear programme, India has been paying 45 per cent of its Iran oil
bill in rupees through a UCO Bank branch in Kolkata.

India has steadily cut imports from Iran as the sanctions from US and other Western countries
blocked payment channels and crippled shipping routes.

It imported 21.20 million tonnes of crude oil from Iran in 2009--10, which came down to
18.50 million tonnes in 2010--11 and 18.11 million tonnes in 2011--12.

Crude oil imports from Iran were reduced to 13.14 million tonnes in 2012--13, the year when

the US had tightened screws on Iran.

PROCEDURES AND DOCUMENTATION FOR AVAILING EXPORT INCENTIVES

Exports are given priority in India and enjoy lot of incentives. However, the major problem
lies in the process of realizing them. Unfortunately, exporters have to approach multiple organizations
for seeking sanction. Each organization prescribes its own exclusive method of documentation as
well as procedure form the stage of submission of claim till sanction. The documentation and
procedures are diverse with each incentive provided. This is not the end of their problems. Incentives
are available at post-shipment stage but they are connected with the documents generated at the time
of shipment. If exporter does not pay adequate care and attention at the time and stage of export
shipment in providing complete and adequate information in the documents in a proper way, their
claims for export incentives are adversely affected. It is essential to the exporters to plan carefully in
respect of incentives, even at the time of shipment, though their benefits are available only after
completion of the shipment.

In the absence of adequate planning, it will upset their fund flow and equally the total
realization may not be remunerative for effecting exports. Exporters have to draw a suitable plan of
action for claiming incentives in a timely manner to avoid delays and cuts in realization. Exporters
have to understand the different procedural formalities, connected with multiple and diverse agencies.
This would ensure proper compliance for availing of full benefit of incentives. In this area,
Government has to rationalize the incentives by opening a single window approach for sanction of
multiple claims.

TYPES OF INCENTIVES
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Government of India has been endeavoring to develop exports through various financial and
non-financial assistance and fiscal incentives to the exporters. They are divided in two categories.
They are:

e Incentive Linked to Export performance
(a) Duty Drawback (DBK)
(b) Excise Duty — Refund/Exemption
(c) Duty Free Replenishment Certificate
(d) Duty Entitlement Pass Book Scheme
e Duty Exemption Scheme
Advance License
e Fiscal Incentives
(a) Sales Tax Exemption
(b) Income Tax Exemption
e (laim for Rail Freight Rebate
e (laim for Air Freight Assistance
DOCUMENTATION AND PROCEDURE FOR CLAIMING INCENTIVES
e The procedure for claiming these incentives is different for different incentives.

e Duty Drawback (DBK)

PROCEDURES AND DOCUMENTATION FOR AVAILING EXPORT INCENTIVES

The duty drawback refers to the refund in respect of Central Excise and Customs Duties paid
in respect of raw materials and other inputs used in the manufacture of the product, prior to export.
Whom to Apply: The customs house in whose jurisdiction the exporter’s factory or warehouse is
situated.
When to Apply: An exporters is entitled to claim the duty drawback as soon as the export of goods is
completed. Delivery of goods at the port of destination is not essential. Export’ for the purpose of
claiming duty drawback is evidenced by “Let Export Order”. Claim application is to be submitted
with in a period of three months from the date of “Let Export Order”, issued by the Customs Officer.

The exporter can seek extension of period for submission of claim. The Assistant Commissioner can
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grant extension for a period of three months, if he is satisfied that the exporter is prevented from
submitting the application.

When Samples are Drawn: In case, any sample has been drawn from the shipment of goods to
determine the contents of the basic materials for fixation of drawback, the sample report is be given to
the exporter within a period of one month from the date of taking the sample. This report is to be
submitted along with other relevant documents for submitting the claim. Delay in giving the report
will be added to the period allowed for submission i.e. three months period. For example, if the
sample report is given after one month and twenty-five days, the exporter can submit the claim within
three months and twenty-five days, in addition to the discretionary extension period of three months.
Drawback Rates:

The Government of India announces the rates of duty drawback every year on 31st May,
product wise in the drawback schedule. Generally, the rates are expressed as a percentage of the FOB
value of the goods exported. All such rates are called All Industry Rates. The rates are made effective
from 1st June of every year. In case, duty drawback rate is not announced for a particular product, the
manufacturer/exporter is known as Brand Rate. In case, the rate of duty drawback is less than 80% of
the duties paid, the exporter can submit an application for suitable upward revision. This is known as
Special Brand Rate. The application is to be submitted to Directorate of Duty Drawback Ministry of
Finance.

When Duty Drawback not Admissible: Duty drawback is admissible for the export of all the
notified products. However, in the following cases, it is not admissible:

(a) No excise/customs duty is paid for the manufacture of export product

(b) Amount of drawback is less than 1% of the FOB value of the goods. However, if the amount
of drawback is more than Rs.500, it can be claimed

(c) If the export proceeds are not realized within six months

(d) If the amount of foreign exchange spent on the inputs used for the export is more than the
foreign exchange value of the exports. In other words, value addition is negative

(e) Cenvat Credit is availed of

How to File Claim:
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The procedure for claiming duty drawback depends upon whether the processing of shipping
documents has been computerized or not. The exporter is not required to file any separate application
for claiming duty drawback, if the processing of documents has been computerized at the jurisdiction
customs station. Where processing has not been computerized, separate application is to be submitted
for claiming duty drawback. Triplicate copy of the shipping bill becomes the application only after
the Export General Manifest is filed.

Documents to be submitted: The following documents are to be submitted to the Directorate of Duty
Drawback:
(a) Triplicate copy of the Shipping Bill
(b) Copy of bank attested invoice
(c) Copy of Packing List
(d) Copy of Bill of Lading/ Airway Bill
(e) Copy of ARE-1 form, where applicable
(f) Insurance Certificate, where necessary
(g) Copy of the Test Report, where required
(h) Copy of communication regarding Special Brand Rate fixation
(1) Copy of the export contract or letter of credit as the case may be
(j) Pre-receipt for drawback claim
How Claim Amount is paid:

The Customs House that has the jurisdiction over the port or airport through which exports are
affected makes the payment.

How Delay in Payment of Claim is avoided:

When the claim application along with complete set of documents is submitted, an
acknowledgement in the prescribed form is issued to the exporter within 15 days from the date of
filing the claim. The duty drawback is to be paid to the exporter within a period of two months from
the date of acknowledgment. In case of delay, interest @15% per annum is paid for the period of
default. Due to compulsory interest provision, normally, claims are settled in time.

PRE-SHIPMENT INSPECTION
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This article needs additional citations for verification. Please help improve this article by
adding citations to reliable sources. Unsourced material may be challenged and removed. (September
2011)

Pre-shipment inspection, also called preshipment inspection or PSI, is a part of supply chain
management and an important and reliable quality control method for checking goods' quality while
clients buy from the suppliers.

It ensures that the production complies with your specifications and/or the terms of your
purchase order or letter of credit. The Final Random Inspection (FRI), or Pre Shipment Inspection
(PSI), checks finished products when at least 80% of your order has been produced and export-
packed. Samples are selected at random, according to standards and procedures. This way the buyer

makes sure, he gets the goods he paid for.

Although increasing numbers of clients would like to collect suppliers' information from the
Internet, this contains high risks because it is not a face-to-face transaction, and Internet phishing and
fraud can corrupt it. Pre-shipment inspection can greatly avoid this risk and ensure clients get quality
products from suppliers.

Process
The pre-shipment inspection is normally agreed between a buyer, a supplier, and a bank, and
it can be used to initiate payment for a letter of credit. A PSI can be performed at different stages:
e Checking the total amount of goods and packing
e Controlling the quality and/or consistency of goods
e Checking of all documentation, including test reports and packaging list
e Verifying compliance with the standards of the destination country (e.g. ASME or CE mark)

The first stage is often performed by the transport company, but for the latter two stages a
proper inspection company is needed. Similarly, if between the buyer and seller money transfer via a
letter of credit is agreed upon, it is necessary to assign a reputable inspection company. In case of the
letter of credit, after inspection of the goods, an inspection certificate is sent to the bank issuing the
letter of credit and the buyer, initiating the money transfer.

46.A is a clause in the Letter of Credit (LC), that expresses the required documents that shall
be provided to the bank by the seller. It is mandatory for any fund transfer. So, one of the subjects

Prepared by, Jai Ganesh Bala, Asst Professor, Department of Management, KAHE Page 35




P KARPAGAM ACADEMY OF HIGHER EDUCATION, COIMBATORE

Class: II1 BBA Course Name: International Trade Policy and Strategy
Course Code: 16BAU602B Unit 3 BATCH: 2016-19

that can be expressed in 46.A clause is: "The original inspection certificate shall be issued by
independent third party pre-shipment inspection company not sooner than the bill of lading date and
the inspection shall be done by "the name of inspection agency" and certifying that: "The quality,
quantity, and the packing of the goods dispatched are strongly conforming with provisions of the
goods stated in the associated proforma invoice (PI), the terms of Letter of Credit and any
attachments built thereto as submitted to "name of third party pre-shipment inspection agency" by the
buyer".

The clause 46.A expresses lots of documents that shall be provided to the bank to initiate
payment. The certificate of inspection is simply one of them. The statement quoted above must be
written exactly like this within the certificate of Inspection. Even if the original document (Letter of
Credit) contains a spelling error, it shall be written in the same form. Any change in this wording will
be disapproved by the bank and the funds will not be transferred to the seller.

The inspection agency will submit an inspection certificate once the manufacturer/seller
submit them with the following documents: Certificate of Origin (COO) and Packing List (PL).
Based on above listed documents; altogether, they will issue a certificate and submit it to the
manufacturer/seller. Finally, the manufacturer/seller will collect all mentioned documents and present

them to the bank in order to initiate the payment.

Inspection companies are classified in two classes:

e Free-market companies: These are privately owned companies, which sell their services to
the market. Danger with these might be, especially if it is a smaller company that they might
be paid as well by the manufacturer, thus working in his interest.

e State owned inspection companies: Only very few companies operating on the market are
state-owned or partly state-owned. The shareholding of governmental institutions guarantees
the independence and objectivity.

A higher form of the PSI is called expediting; in this the dates of delivery and the production
are controlled as well. Some countries, like Botswana, require PSIs for all goods entering the country
in order to fight corruption. In these cases the PSI must be performed by the company designated by

the country.
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PSI and corruption charges
The World Bank recommends pre-shipment inspections (PSI) as a means to fight corruption

especially in developing countries. Most known is the payment to the then husband of Pakistani

president Benazir Bhutto, Asif Ali Zardari. Further irregularities were published about the contracts

with Paraguay and the Philippines.

1. INTRODUCTION

1.1
INTRODUCTION TO THE INDUSTRY
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The Indian Textile Industry is one of the largest in the world with a massive raw material andtextile
manufacturing base. Our economy is largely dependent on the textile manufacturing and tradein
addition to other major industries. About 27% of the foreign exchange earnings are on account of
export of textiles and clothing alone. The textiles and clothing sector contributes about 14% to
theindustrial production and 3% to the gross domestic product [GDP] of the country Around 8% of
the total excise revenue collection is contributed by the textile industry. So muchso, the textile
industry accounts for as large as 21% of the total employment generated in theeconomy. Around
35million people are directly employed in the textile manufacturing activities.Indirect employment
including the manpower engaged in agricultural based raw-material productionlike cotton and related
trade and handling could be stated to be around another 60million.Indian textile industry is
constituted of the following segments: Readymade Garments, CottonTextiles including Handlooms,
Man-made Textiles, Silk Textiles, Woollens Textiles, Handicrafts,Coir, and Jute. The Apparel Export
Promotion Council [AEPC] represents over 8000 small, medium,and large exporters. The country
ranks sixth among the top garment exporting countries globally. Nearly 78% of garments are
exported from India are cotton-based. The main products are ladies garments, blouses, skirts, T-Shirts
and trousers.

INDIAN EXPORT AND IMPORT SCENARIO (2009)

Indian textile trade has undergone massive restructuring following the 1991 liberalization policies.
Indian textile exports fell from $200.9 billion in 2008 to $165 billion in 2009. India wasranked 22

nd

in the world in terms of textile export volume. The graph below shows the countries whohave
contributed to the total volume of textile exports;

Figure 1.1.1 Indian Textile Export Partners, 2009

During this period, the growth rate was recorded as 18.11% and the bigger surprise was that
theimport sector had experienced a growth rate of 34.30%. India was ranked 15

th
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in the world in terms of import volume. The graph below shows the countries who have contributed
to the total volume of textile imports;

Figure 1.1.2 Indian Textile Import Partners, 2009

OUTLOOK FOR INDIAN TEXTILE INDUSTRY

The outlook for textile industry in India is very optimistic. It is expected that Indian textileindustry
would continue to grow at an impressive rate. Textile industry is being modernized by anexclusive
scheme, which has set aside $5bn for investment in improvisation of machinery. India canalso grab
opportunities in the export market. The textile industry is anticipated to generate 12mn new jobs in
various sectors.

TECHNOLOGY IN TEXTILE INDUSTRY

Textile technology, once considered a handicraft, has become a highly sophisticated,scientific and
engineering activity of new types of fibres and technologies. The field encompassesdifferent areas of
engineering such as mechanical, electrical, computer, chemical, instrumentation,electronic and
structural engineering. Apparel and fashion technology, a part of textile technology has become an
important activity for the designing, fashioning and marketing of garments. All thisrequires
knowledge of latest technology and the present day textile-design students are poised to takeup the
challenge

VISION OF INDIA 2010 FOR TEXTILES

Textile economy to grow to $85billion by 2010

Creation of 12 million new jobs in textile sector.

To increase India’s share in world trade to six per cent by 2010.

Achieve export value of $40 billion by 2010.

Modernization and consolidation for creating a globally competitive industry.
1.1

INTRODUCTION TO THE COMPANY 1.1.1About the company
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Set up as an SSI unit in the year 1992 with a minimum investment of Rs.1 Cr.Currently having a net
worth of Rs.7 Cr

Purely an Export Oriented Unit [EOU]

It is a Partnership firm promoted by Mrs. & Mr.Duraisamy with an equal share in thecompany

Located 13kms from the knit city Tirupur and 35kms away from the airport.

Well equipped with modern machines occupying an area of 25,000 sq. feet

Manufacturer and Exporter of knitted garments to top end customers in thelnternational Market.

Produces styles for kid’s, children, ladies’ and men’s outer wears, night wears andsports wears

Specialized in mercerized knitted fabric garments

It employs about 120 people including contract labour

Equipped with modern high-speed sewing machines, picoting & zig zag machines, button hole &
button stitch machines, Vacuum Steam Iron Tables, Stain removers andFusing machines and others
which serve the purpose of completion of an order

Lead Time of 1,25,000 pieces in a month of the basic styles

It has a separate in-house stitching unit under the name of Sree Jayram Exports whichis now
concentrating on the domestic sale of knitted garments

Imports raw material, knitted processed fabric from overseas, adds value to it andexports the same

1.1.1
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Vision

“The vision of the Company is to become a leading manufacturer and exporter of apparel

bycontinuously excelling in Quality, Service and Customer Satisfaction using the best technology,
processes and people”.

1.1.2Mission

“To become the most preferred one-stop source for ready-made garments & ready to cutfabrics™“To
constantly update the technology and skill sets t'o cater to the ever changing needs of theapparel &
textile industry”.

1.1.3Quality Policy

The company is committed to achieve total customer satisfaction by producing superior products at
competitive price and timely delivery with total involvement and excellence.

1.1.4Details of PON SANGER EXPORTS

4

IEC Code Number : 3293006876

(See Annexure 1)

AEPC Registration Number : 202640

(See Annexure 2)

1.1.10RGANISATION CHART

Figure 1.2.1 Organisation Structure of PON SANGER EXPORTS

SPONN SANGERGeneral ManagerFactory Manager

Merchandiser

Manager(Rawmaterials &StoresDepartmentFinishedWarehouse InIn-houseQuality
ManagingPartneCommunicationMarketingDevelopmentExport ManagerAccounts

Production Manager
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1.1.1

Ponn Sanger Overseas Buyers and Suppliers’ share

Their high profile customers are not only happy but also satisfied whichhas earned them recognition
and unflattering loyalty from prominent buyersoverseas.

Fig.1.2.2 Overseas Buyers of the firm

Overseas Buyers:

SWC, USA

Design In Motion , USA

Henrich Opermayer , Germany

GMBH , Germany

Fig.1.2.3 Overseas Suppliers of the firm

Overseas Suppliers:

Taiwan and China are the mainPlayers of imports here
6

Sampling incharge

PatternMaster

Cutting Incharge

Time Officer

Linelnspector
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Supervisorscheckin

Upon the request of the specificBuyer, Ponn Sanger imports theRaw material, the fabric

Kind not manufactured in home Country

Disclosure of certain sensitive information, e.g. the commissions for the Post-Shipmentformalities
Formalities at both the stages of shipment are subject to change by the home or foreignCountry’s
norms

2. REVIEW OF LITERATURE

Review of literature shows the previous studies carried out by the researcher in this field inorder to
gain insight into extent of research. The research problem can be more understood and madespecific
referring to theories, reports, records and other information made in similar studies. This will

11

provide the researcher with the knowledge on what lines the study should proceed and serves
tonarrow the problem.

Thomas A. Cook (1994)

1
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says, “One of the major pitfalls in an international sale is the quality of thedocumentation supporting
the transaction. A mistake in spelling, execution, language or number of copies will cause substantial
delays in obtaining clearance and require additional expenditures tocomplete the process.”Many
potential exporters shy away from exporting due to the fear of the potential headachescaused by
export documentation. In reality, while the process is complicated and has a steep learningcurve, with
the right approach and support from several resources the process can be simplified andthe inherent
obstacles lifted.Most of the necessary documents required for an export transaction are the invoice,
packinglist, export declaration and the bill of lading. Other documents that may be required include:
paymentinstruments (letters of credit, sight drafts), health/sanitary certificates, certificates of
origin,export/import licenses, SGS inspection certificates, carnets (customs passes), certificates of
insuranceand required import documents.In addition to knowing the specific documents, the exporter
will need to know language, thenumber of copies, required signatories, format, notarization,
consularization, and the shippinginstructions.”

Laurel Delaney(2006)

describesAES Direct,a free online process for filing Shipper's ExportDeclarations. AES stands for
Automated Export System. Here are some highlights:

1.

Ensures export compliance

- It returns a confirmation number to verify that you successfullyfiled your export documentation.

2.

Corrects errors

- Get immediate feedback when data is omitted or incorrect, and correct errorsat any time.

12

3.
Eliminates paper review

- Eliminates time delays of handling paper.

4.
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Stays up-to-date with trade agreements

- AES conforms to NAFTA and GATT, making iteasier to do business in multiple countries.
5.

Evaluates and measures potential markets

- Provides accurate and timely export statistics.

Koch and John (2007)

say the subsequent need is to reduce the risk of loss to the small businessexporter if and when their
foreign customer does not pay the exporter's sales invoice. Again, there aresolutions to mitigate these
risks of loss, which result from two sets of risk of loss event perils:1.Foreign "Commercial" Risk of
Loss EventsThis event occurs in the foreign client's inability or failure to pay invoices due
toBankruptcy/Insolvency, Slow-Pay Behavior (Protracted Default) , Devaluation of Foreign
Currency2.Foreign 'Political' Risk of Loss EventsThis event occurs when a foreign country's
regulations and statutes allow Confiscation of Goods, Suspension of Import Licenses, War, Civil
Strife, Rebellion, Currency InconvertibilitySales made under irrevocable letters of credit (LCs) are a
traditional tool used to mitigate risk of loss. An LC places the U.S. exporter's bank and their foreign
customer's bank inside the tradetransaction, reducing the risk of loss to both parties for failure of
either one to live up to the exportsales/purchase contract. The exporter's commercial bank will assist
with the LCs if the bank providesinternational banking services, or if the bank uses another
correspondent bank that maintains aninternational banking department. There are some drawbacks to
LCs. Not all foreign buyers can payunder an LC because of the high fees, often 2-3% of shipment
value. An LC requires a creditrelationship between the foreign importer and its bank, which might
divert precious working capitalfrom the foreign buyer's other local credit needs.

13

Post-Shipment Finance (§utfiadanissdeaan)
Get money right away without waiting for collection - increase liquidity for your business at KBank
Exporters can get money instantly when they submit the Export Bill for Collection (B/C) or Export

Bills under L/C. Increase liquidity to pay for raw materials or goods, or use the money as working
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capital to run your business before getting payment from your trade partner in a foreign country or the
L/C-issuing bank. KBank is ready to meet your needs with our Post-Shipment Finance, a credit line
that frees you from a potential liquidity crunch ... for your boundless business.

Key Features

The credit line per Export Bills is approved in either Baht or 10 other foreign currencies as you
require. The Bank gives 100 percent credit per the value shown in Export Bills ... to increase
convenience and adroitness of your business.

With KBank’s service that sends the receipt of account crediting through e-mail, you can save the
time and expense of traveling to collect the receipt at International Trade Service Center.

With the Trade e-Report service summarizing your outstanding with the Bank — which you can

receive as often as you choose — you can manage the funds more efficiently.

Product Details

Type of Service

1. Purchased or Discounted under Export L/C or B/C

A short-term post-shipment credit that the Bank gives to exporters to pay for raw materials or use
as working capital in business operations before the exporters receive payment from the L/C-issuing
bank or the B/C-Collecting Bank. The maximum repayment period is not more than 180 days in the

forms of export bill purchase or discounted purchase under L/C or B/C.

2. Discounted under Export L/C without Recourse
A short-term post-shipment credit on without recourse basis gives exporter liquidity and reduces

risk of non-payment from L/C issuing bank.

3. Packing Credit under Usance Bill

A short-Term post-shipment credit that the Bank gives to exporters in the forms of packing credit
under B/C or L/C usance bill. Exporters can pay for raw materials or use as working capital in
business operations before the exporters receive payment from the L/C-issuing bank or the B/C-

Collecting bank on due date. The Bank gives 90 percent credit of the value in L/C or B/C.
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Required Documents

For Purchase/Discount under L/C

1. Application for Negotiation/Discount of Export Bills Drawn under Letter of Credit for the
purchase or discounted purchase of export bills drawn under L/C.

2. Original L/C

3. Original export documents under L/C

4. An Application Form for Foreign Currency Transaction (for the amount of USD50,000 or

equivalent, or greater)

For Puchase/Discount under B/C

1. Application for Collection/Instruction for Negotiation/Discount of Export Bills for the purchase or
discounted purchase of export bills under B/C

2. Original export documents

3. An Application form for Foreign Curency Transaction (for the amount of USDS50,000 or

equivalent, or greater)

For Post-Shipment Finance:Packing Credit under Usance Bill

1. Promissary note

2. Original L/C

3. Bill of Exchange

4. Export document

5. An Application Form for Foreign Currency Transaction (for the amount of USD50,000 or

equivalent, or greater)

Terms & Conditions
Export must have post-shipment finance credit line approved by the bank.

*In case of Discounted under Export L/C without Recourse
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L/C issuing bank's credit line is used for discount and the bank will discount the bill under L/C term
only after the

bank receives authenticated SWIFT due date acceptance from issuing bank. However, the bank's
consideration is

subject to issuing bank's credit rating and credit line available.

Procedure of Post-Shipment Finance

1. Exporter requests to set up the Purchased/Discounted under Export L/C, B/C with the Bank.

2. After the Purchased/Discounted under Export L/C or B/C is set up, the exporter can prepare
documents specified in the L/C and related documents to submit to the Bank to request a credit line.

3. The Bank verifies the documents according to the L/C and transfers the money to the exporter’s
account.

4. The Bank sends document to collect payment from buyer via the L/C-issuing bank, and waits for

collection result.
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UNIT IV

Export Finance

Export finance refers to financial assistance extended by banks and other financial institutions
to businesses for the shipping of products outside a country or region. Export financing enables
MSMEs to expand its reach to a global audience.

An exporter should first gain understanding of some documents commonly required by export
finance institutions. These documents are mandatory requirements for most types of export finance
assistance.

Export finance assistance is extended at various stages of exports. Loans or advances are
granted by financial institutions to exporters for financing the purchase, processing, manufacturing or
packing of goods prior to shipment which is known as pre-shipment credit .

Loans or advances are granted by financial institutions to exporters from the date of extending
credit after shipment of goods to the date of realization of export proceeds which is known as post
shipment credit.

Banks and financial institutions extends factoring services to exporters where-in it buys the
accounts receivable of the exporter at a discount in exchange for immediate money.

PAYMENT TERMS AND EXPORT FINANCE RESOURCES

Payment Terms- A list of things to consider when determining the best price for your product
overseas.

Terms of Sale

Terms in international business transactions often sound similar to those used in domestic
business, but they frequently have very different meanings. For this reason, the exporter must know
the terms before preparing a quotation or a pro forma invoice.

Preparing Quotes for International Buyers

While a sales contract that spells out the details of a transaction is warranted for larger, more
complex deals, a quotation in the form of a Pro Forma Invoice may be sufficient for smaller
transactions.

Learn how to prepare Pro forma invoices and the information they should contain and more
about how to prepare quotes.

METHODS OF PAYMENTS
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A successful export transaction starts with the negotiation of a sales contract and ends with a
timely payment. The buyer/importer gets the product they want and pays the seller/exporter a
profitable amount as soon as possible. Depending on the parties’ comfort with the degree of risk,
there are four methods of payment and other issues to consider, as explained below.

Cash In Advance

With Cash In Advance, the buyer pays the exporter before the shipment/export is made. This method
benefits the seller, provided all costs were taken into consideration and calculated correctly. See
VEDP Fast Facts on terms Ignoring actual cash and the barter system, there are three forms of
payment that qualify as cash in advance:

e A wire transfer is the best method of paying, although banks charge ($25-$35) for this service.

e Paying by check is another good option, but payment could be delayed for up to six weeks
waiting for clearance from a foreign account. A bank draft is more appropriate for trade.

e A credit card is a viable choice for low dollar amounts, mostly for the convenience of speed
and the automatic currency conversion, but the decision will depend on the exporter’s product
and in-house collections process.

Cash In Advance payment terms may be considered the most “credit-risky” for the
importer/buyer, however the terms may allow for a “savings” to the importer if offered with a
discount. Often, Cash In Advance payment terms can be less expensive for the importer when
viewing the overall process of the sale and compared to the costs for opening a Letter of Credit at
their bank. Depending on a product’s lead time and the investment required to produce goods for a
specific buyer, Cash In Advance terms by “progress payments” can be an attractive payment method.
Letters Of Credit / Documentary Credits

Letters of Credit (L/C) are often called Documentary Credits by some banks to avoid
confusion with “Stand-by” L/C, which are used as a “back up” when services are not provided per a
sales agreement. Documentary Credits help to remind the parties involved that banks deal strictly in
documents; they do not see or handle the actual goods, so attention to detail on the shipping
documents is a must. This method of payment involves strict adherence to bank instructions on the
types of documents, terms, conditions, and specific wording required. See flow chart page 5.

e Letters of Credit are produced by commercial banks. The importer’s bank “opens” a L/C in

favor of the exporter, which is based on the importer’s credit and the export sale involved.
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e The format for Letters of Credit has been standardized by the International Chamber of
Commerce (ICC). For instance, uniform codes are used for each line item so that, as an
example, line item 45A will always be where the description of goods will be found, and line
item code 44C will always be where the latest shipment date is designated.

e The best type of L/C for the seller is one that is based on their proforma invoice and is non-
transferable and irrevocable. All L/Cs, unless specified, are considered irrevocable — meaning
the buyer/seller cannot back out of the deal after the L/C has been opened and accepted.

e A “confirmed” L/C ensures the exporter will be paid by his or her own bank, even if the
importer’s bank fails to pay, provided all of the L/C instructions and document requirements
are followed. Although additional fees apply, exporters should request importers to open a
confirmed, irrevocable and non-transferable commercial L/C. The importer’s bank must have
a corresponding relationship with a U.S. bank or be creditworthy since the exporter’s bank
will not confirm the L/C of an unknown bank. Note that in some countries, a confirmed L/C is
not always available due to risk factors.

e A disadvantage to an importer (relative to the size of their business) is that their bank charges
fees to open a L/C and usually will hold a percentage of collateral during the “validity” of the
L/C (it “ties up” their cash).

There are several variations of Letters of Credit, including Export, Sight, Time, Performance,
and Stand-By. Before the exporter accepts the Letter of Credit from the importer, it is extremely
important for them to review every detail of the L/C. For example, the exporter should consider if the
latest ship date referenced in the L/C is acceptable, or if the amount/value of the L/C is correct (a “+”
or “=” prefix to the value on the amount stated can actually help prevent delays when the total ends
up being different than the exact amount indicated on the L/C).

Documentary Draft

Documentary drafts are a standardized document available to the exporter by their bank and
used to execute the payment terms for a sale. Drafts are filled out by the exporter/seller and sent with
the shipping documents to the presenting bank — the bank in the buyer’s country. Copies are sent to

the exporter’s bank and the two banks become “witnesses” to the transaction.
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The original shipping documents are released by the presenting bank as the importer/buyer
“accepts” the draft with a payment schedule of 30/60/90 days "tenor" or pays the draft “at sight.”
Then, the presenting/buyer’s bank sends the payment to the seller’s bank.

e Documentary drafts are also standardized by Uniform Customs and Practices (UPC 600).

e Documentary drafts involve a slight risk for the exporter compared to a confirmed L/C since
there is no guarantee of a payment.

e Payments by documentary drafts are less costly than documentary drafts to process for the
importer. For the exporter, they have the advantage of allowing the shipment to be without the
stipulations of a L/C. For example, a L/C may have a “latest ship date” that is impossible to
meet because of product availability or production delay requiring an amendment to the L/C
which, if accepted, will add a fee to the cost of the sale.

e With this payment term, the exporter need not wait for a L/C to be opened from the importer’s
bank - if the goods are ready to ship, the exporter just needs the buyer’s bank information to
send the Documentary Draft.

e Using Documentary Drafts for collections is a good step in building a long-term relationship
with a client. The documentary draft process signals more trust, less costs to the importer, and
may be used as a gauge for the exporter to decide when to offer Open Account terms.

Open Account

Open account means the exporter is extending credit to the buyer as a contractual relationship.

e The importer agrees to pay at a later time. Terms offered by the exporter may be 30/60/90 and
sometimes 120 days after the date of the Commercial Invoice or Bill of Lading.

e The exporter’s credit and collections/finance department monitors the customer's account in
their billing/accounting system designating the transaction involved and payment due date.

e Open Account payment terms may be considered the most “credit-risky” for the exporter and
should not be offered until they have determined that the importer has a good reputation for
making payments.

Credit Insurance

EX-IM also provides credit insurance at very reasonable prices which protects U.S. exporters

against the risks of non-payment by foreign buyers for political or commercial reasons. EX-IM

assumes the risks banks will not accept—as long as there is reasonable assurance of repayment.
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Pre-Export Financing
EX-IM’s working capital financing can help U.S. exporters obtain loans to produce or buy goods or
services for export. These working capital loans are made by commercial lenders and backed by an
EX-IM guarantee. Exporters may use the guaranteed financing to:
e Purchase finished products for export;
e Pay for raw materials, equipment, supplies, labor and overhead to produce goods and/or
provide services for export;
e (Cover Standby L/C serving as bid bonds, performance bonds, or payment guarantees;
e Finance foreign receivables.
To be eligible for working capital loans:
e Exporters must be located in the U.S., have at least a one-year operating history, and a
positive net worth;
e Exports must be shipped from the U.S.;
e Products must have at least 50% U.S. content. If less than 50%, then Ex-Im can only support
the export up to the percent of the U.S. content;
e Services must be performed by U.S.-based personnel;
e Military or defense items are generally not eligible, nor are sales to military buyers (with

certain exceptions).

Payment terms as a means of financing your exports
Your financing requirements begin at the time you decide to enter the export market, but the

serious financing requirements start once you get the order. The contract that you negotiate with the
importer dictates:

e How you will be paid

e  When you will be paid

e For what you will be paid
These are referred to as your 'payment terms'. All of these factors impact on your post-contract
financing requirements. Take, for example, if you agree to be paid in 90 days. This will mean that
you will not see any money from the buyer for 90 day.

Negotiating payment terms
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It is highly likely as you become increasingly involved in exporting, that a point will come
where you have to negotiate an export sale. During these negotiations, the importer is most likely
going to ask you what payment terms you offer. A payment term refers to the way payment will be
made as well as the period over which you will allow the importer to pay for the goods. Such
payment/credit terms are important in international trade as they can be used to competitive tool to
attract business for your firm, but they can also be used by the importer against you.

Risk to the importer

If your goods are not up to standard and the importer has already paid you, they will have lost
out. Once you have received your money, it is very difficult for the importer to exert any influence
over you. You may argue that you are a reputable company and that you would never renege on a
contract or that you will always provide after-sales service, but the importer may not be willing to
take a chance with a company that they do not know and that is also very far away.

If the importer is in a stronger position, then you may be obliged to offer payment terms.
What is more, if payment terms are being offered by your competitor or if payment terms are normal
in the industry or country that you are competing in, then may again be obliged to offer such terms.
Know the market before negotiating payment terms

It is important, therefore, before you begin negotiating with the importer, to know exactly
what circumstances prevail in the industry or country that you are competing in. Payment terms
ranging from 30 to 90 days are quite common in export markets. Be very careful when extending
longer payment terms, as longer credit periods may increase the risk of default.

Always undertake a credit check on the importer

Also you need to be aware of your own importance that you attach to this sale. It would also
be worthwhile having undertaken a credit check on the company you plan to do business with. With
this knowledge you will be in a better position to decide whether to offer credit or not. Bear the cost
of financing and method of payment in mind.

Pricing as a financing mechanism

Clearly, the export price that you agree to with the foreign buyer impacts on the income you
generate and your ability to pay for your export endeavors. If you price too low, there may be little or
no profits with which to finance your exports. Price too high, then you can pay back any export-

related costs more quickly, but you stand to lose the order because your price is too high.
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Absorbing the credit costs into your export price
In the instance where you decide to offer relatively short-term credit (say between 30-60 days)
to the foreign buyer, and your firm has the capacity to do so, it may be worthwhile to absorb the
credit costs into your export price. You would include these credit costs as part of your costing
exercise.
Converting export receivables into cash
There are several ways to turn export receivables (the monies owned to you by the importer)
into cash. They are as follows:
e Confirming
e Factoring
e Forfaiting
Confirming
Confirming is a financial service in which an independent company confirms an export order
in the seller's country and makes payment for the goods in the currency of that country. Among the
items eligible for confirmation (and thereby eligible for credit terms) are the goods themselves;
inland, air, and ocean transportation costs; forwarding fees; custom brokerage fees; and duties. For
the exporter, confirming means that the entire export transaction from plant to end user can be fully
coordinated and paid for over time.
Factoring
Factoring (also known as debit financing) involves the discounting of your foreign account
receivable to a specialist factoring house - an organisation that specialises in this form of financing. A
factoring house will probably be prepared to offer you more (up to 80%) for the value of your
accounts receivables than a bank, but will only provide financing for work already done and for
which you have invoiced the importer. Once the final payment is received from the importer, you will
receive the remainder of your outstanding monies, less the factoring house's financing charges (which
will probably be a few percent higher than the standard rate for an overdraft). Essentially you would
transfer your title to your foreign accounts receivable to the factoring house for cash at a discount on
the face value. Although factoring is sometimes done without recourse to the exporter, the specific
arrangements may vary and need be verified by the exporter. Factoring is usually not available where

a draft is involved.
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Forfaiting

Forfaiting is a form of bill discounting, yet it is usually provided without recourse to exporter
in the event of non-payment at the maturity of the bill (but this may differ from forfeiting agency to
forfeiting agency and so it is important that you confirm this with the agency concerned). Forfaiting
enables exporters to convert a credit sale into a cash sale. The reason for this is that forfeiting
involves selling your longer-term accounts receivable or promissory notes from a foreign buyer to a
specialist agency such as a bank that does forfeiting (not all banks are involved in forfeiting). The
forfeiting agency would pay you for the value of the accounts receivable, less a discount, which
represents their fee. The difference between factoring and forfeiting is that while factoring is
essentially a loan based on your accounts receivables, forfeiting is the outright sale of your accounts
receivable. Forfaiting is often used in instances where you will be paid in stages and is used for
financing high-value goods, such as construction projects.

Alternative sources of financing

There are several alternative sources of financing. For example, the Industrial Development
Corporation provides financing for capital and other types of exports. The Small Enterprise
Development Agency (seda) assists in finding financing for small businesses and there is no reason
why this should not include small exporters. Various regional development agencies provide
financing for local firms and you might want to consider these.

Getting buyers and suppliers to help

Do not loose site of the possibility of the buyer helping to finance the sale. To begin with the
buyer may be prepared to put down a deposit to help finance the deal. In addition, they may be
prepared to make periodic progress payments based on a third-party report or some other
confirmation that certain agreed-upon percentages of the project have been completed.

Using export intermediaries to help finance your exports

If you are a small exporter and simply cannot find the money to finance your export project,
you could turn to an export agent or an export trading house to help you. In this instance, they would
probably take over the deal completely and may simply pay you for the goods which they would then
sell to the importer making whatever mark-up they choose. If financing is required, they may be in a
better position to obtain the financing required to cover the export sale, but they would expect a

substantial reward for their involvement and your profits are likely to be cut quite substantially.
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Managing your export risk
Introduction
There are many risks involved in exporting and in this section we briefly cover the main risks
you are likely to encounter. Follow the links below to learn more about the risks in question:
e Credit risk
e Poor quality risk
e Transportation and logistics risks
e Legal risks
e Political risks
e Unforeseen risks
e Exchange rate risks
e (ultural and language risks
e Managing your risks

Companies need to develop a professional approach when entering the field of exporting. The
company's management will have to be extremely committed and will need to devote time and money
to starting up their export campaign. Companies will also face greater competition and more stringent
rules and regulations pertaining to products and packaging. There are a number of risks facing
exporters, while there is an element of risk in all commercial transactions, the complexity of the
environments that exporters must operate in, multiplies these risks.

Credit risk

In most instances - mainly because of the large distances and alien environments involved - it
is generally difficult for the exporter to verify the creditworthiness and reputation of an importer. If
the creditworthiness of a foreign buyer is unknown there is the increased risk of non-payment, late
payment or even straightforward fraud.

It is essential, therefore, that the exporter should strive to determine the creditworthiness of
the foreign buyer. There are many commercial firms that can provide assistance in credit-checking
foreign companies. In addition, the exporter should insist (particularly if the foreign buyer is
unknown) for a secure method of payment such as an irrevocable documentary credit. The exporter
could approach his bank in South Africa for assistance regarding international payment procedures.

Poor quality risk
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If the goods to be exported are not inspected before they are shipped by an independent third-
party, the exporter may find his entire shipment being rejected on arrival at the importer's premises
due to the poor quality of the goods. Some unscrupulous importers may do this just to put pressure on
an exporter and to try and negotiate a lower price. Experienced importers may request a pre-shipment
inspection, to be conducted by an independent inspection company. If they don't, then it may be
worth suggesting to the importer during the negotiation stage that such an inspection be carried out as
part of the contract. Such an inspection protects both the importer and the exporter.

Transportation and logistics risks

With the movement of goods from one continent to another, or even within the same
continent, goods face many hazards. There is the risk of theft, damage and possibly the goods not
even arriving at all.

The exporter must understand all aspects of international logistics, in particular the contract of
carriage. This contract is drawn up between a shipper and a carrier (transport operator). Exporters and
importers must understand their legal rights to claim against carriers. The "shipper", would be the
party that pays the main carrier of freight and this could be either the exporter or the importer,
dependent upon the Incoterm (see section on Incoterms 2000, ICC publication) under which that
particular transaction was effected.

Legal risks

International laws and regulations change frequently and/or may be applied differently from
that of the exporter's own country. It is therefore important that the exporter drafts a contract in
conjunction with a legal firm, thereby ensuring that the exporter's interests are taken care of. The
exporter should draw up a checklist of basic legal questions aimed at the imported prior to signing
any formal contract.

In particular the exporter should be clear as to which law and dispute-settlement procedure
will apply to the contract (known as the jurisdiction of the contract). The exporter may wish to
impose choice of law and choice of forum clauses, which state that disputes will be settled under the
exporter's own national law and courts.

Political risk
The political stability of a foreign country into which a company is exporting is of the utmost

importance. Exporters must be constantly aware of the policies of foreign governments in order that
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they can change their marketing tactics accordingly and take the necessary steps to prevent loss of
business and investment.

Instability in the target market could lead to losses resulting from war, civil strife and political
instability. It is essential to warn exporters to be aware of government intervention in the target
market. Most countries world-wide operate under a capitalist system within which the volumes and
values of goods and services whether provided locally or by way of imports, are set by the forces of
supply and demand.

Unforseen risks

A natural disaster or terrorist action in a particular country could completely destroy an export
market for a company. Unexpected occurrences may also increase the cost of transport causing great
loss to the exporter. It is therefore important that the exporter ensures that a force majeure clause be
included in any international contract the exporter concludes.

Exchange rate risks

All South African exporters face this risk on a daily basis, as our South African Rand
strengthens or falls against other major currencies, it is difficult for South African exporters to predict
the movement of the Rand, thus resulting in speculation on the part of the exporter on the likely
direction of movement of the currency (i.e. up or down). Ultimately one party will benefit over the
other. The easiest way to overcome this is to quote in one's own currency namely the SA Rand. A
strategy that the exporter could follow in order to protect against the influence of exchange rate
movements is to hedge against such movements through the purchase of forward exchange rate

contracts.

Culture and language risk

Misunderstandings in communication and in international trade transactions arise because in
most instances the importer and exporter come from different cultures and express themselves with
different languages. In most instances business practices, tax systems, rules and regulations,
accounting methods, currency controls and customs systems all differ from that of the exporter's own

country.
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The exporter must ensure that he fully understands these differences and often an in-market
visit to the intended country of export will greatly assist the seller in having a better understanding of
his intended market place and the culture differences (s)he may encounter.

Managing your risks

The task of managing your export-related risks begins with known what the risks. Your first
step is therefore to identify the risks that you are likely to encounter and to give some 'weighting' to
the seriousness of the risk. The more serious it is, the more attention you will need to give to
addressing the risk in question. With some of the risks outlined above, you can obtain insurance to
cover the risk. Three main types of risk cover include credit risk cover, country risk cover and transit
risk cover - these are discussed below.

Negotiating and quoting in exports
Introduction

Once you have done all of your planning and preparation and put together an export strategy
and plan, you need to begin implementing this plan. The plan has many facets to it and one of these is
to approach your customers, convince them to buy from you, negotiate a deal and price that that they
find acceptable, and present them with a quote which hopefully they will accept. This represents the
start to the actual export transaction and represents the selling process, involving negotiating with and
quoting to customers.

The selling process

It sounds easy, but the negotiating and quoting process is the key to the success of your export
endeavours. As with any business, success is based on closing sales. Without sales, there is no
business. All of the market research done, advertising undertaken, e-mails sent, and buyers
approached, or trade fairs attended is worth nothing if you cannot close the sale. There is much theory
written and models proposed about the selling process, but in this section we try to put forward as
practical an approach as possible.

In the selling approach we propose, there are eight steps. These are:
e Deciding who will do the selling?
e Prospecting for buyers
e Doing a preapproach

e Approaching the buyer
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e Making the presentation
e Overcoming objections
e C(Closing the sale

e Following up

The process outlined above is not strictly linear. It is more like a spiral, each step feeding back
and influencing the others as the process overall moves forward toward the close (assuming you do it
right). The salesperson knows that selling is a process of evaluation and reevaluation - both for the
salesperson and for the prospective customer.

e Deciding who will do the selling?

The first step in the selling process is deciding on who will do the selling. For smaller export
companies, it will probably be the owner, managing director, or marketing/sales manager (where one
exists) that will do the actual selling. In bigger companies that have an export department, it will
probably be the export manager, but in very large companies with extensive export operations, they
may employ a professional sales force in one or more countries that undertake the selling process in
the countries they are responsible for.

Consider a sales team

Even if you are a relatively small firm, you may still want to consider forming a small export
sales team, perhaps with your marketing/sales manager and/or a company technical expert (an
engineer, for example). For those owners that are determined to be part of the export sales process,
doing it as a team is a good option. Firstly, you can select staff to support you that are good in areas
that you are no. For example, they may be technically more knowledgeable than you, or they may be
better at selling than you, or they be able to speak a language (such as German) that you could put to
use in your selling efforts, or they may have a more suitable personality for selling in foreign cultures.

Secondly, working as a team is often a good sales strategy, as it allows you the opportunity to
share the selling duties, concentrate on different aspects of the selling process, or allow yourselves a
chance to discuss and confirm your feelings about a new development or aspect of the sales
proposition.

For larger companies, approaching the export sales task as a team is strongly recommended.
Contracts are often large and complex enough to justify a team approach.

e Prospecting the buyers
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Prospecting is the process of gathering a list of potential customers or buyers. After all, before
you can approach a particular buyer, you need to know who the buyer is. Generally you will identify
your list of buyers at the same time as undertaking your export marketing research. Indeed, one of the
objectives of your research effort should be to come up with a list of potential buyers.

But compiling a list of buyers is not enough. You still need 'qualified' these buyers, which
means that they need to be assessed to see if there is business potential, otherwise you could be
wasting your time. In order to qualify your foreign prospects, you need to:

Focus on the needs of the customer
e Determine which products or services you produce best meet their needs
e In order to save time, rank the prospects and leave out those that are least likely to buy from
you (and obviously start with those with the most potential)
Buyers versus end-users

It is worth considering that your buyer may not be the end user of your product. For example,
if you sell children's toys, the end user may be the child that uses your product and the parent that
buys the toy, but your customer may be an import agent or wholesaler of toys in the target market you
have selected.

e Doing your preapproach

At this point you now have compiled a list of qualified buyers (perhaps five to ten firms or
even more) that you think are likely buyers of your firm's products. The next step is to prepare your
approach to these companies. To do this, you will attempt to identify possible problems in the
customer's firm where your product could provide a solution. At this stage you would also consider
various selling objectives which take into account the marketing environment and the specific
situation of the customer's firm.

Approaching the buyer
This step can be further divided into two parts:
a) Making the appointment

The first is to make an appointment with the buyer. Most foreign buyers will be interested in
meeting with foreign suppliers, even if only out of curiosity's sake, but you still need to take care as to
how you phrase your introduction. Your introduction will also depend on what medium you use (fax,

e-mail, letter or telephone).
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b) The appointment itself

The second part of the approach is actually calling on the buyer. This is perhaps the toughest
part of the selling process. It involves introducing yourself and making a "connection" with the buyer.
Here you need to be very careful, as different cultures deal with business introductions differently.
Read up on how the business etiquette in the country you are visiting. Make sure that you are on time
- this is very important in many cultures (even if the buyer arrives late, this does not matter).

A good firm handshake is always a good start and bow if this is appropriate in the country you
are visiting. Greeting the buyer in his home language is also a sign of respect (at which point you
would of course switch back to English). Thank the buyer for giving you the time to meet with
him/her. A business card is essential and this will usually be swapped early on in the meeting. Dress
appropriately. Be circumspect about giving gifts and get advice about gifts beforehand. Also be
careful about using humour.

During this stage you would also try and learn more about the buyer him/herself in order to
establish a bond with him/her. Unfortunately, there is often very little time to do this in, while many
factors may interfere with the process. Make sure that you've done some homework before meeting
your prospect. This will show that you are committed in the eyes of your customer. Keep a set of
samples at hand (where appropriate), and make sure that they are in very good condition.

Evaluating the customer's needs and buying situation

At this point, you will want to obtain some facts and figures related to the needs of the buyer,
so that you can determine whether you can satisfy these needs. You will also want to inform your
buyer about your products and deal with any concerns the buyer may have about your firm and its
products. With some products you may not be able to present a final proposition to the buyer because
you still need to make some calculations back at your office. In these instances, tell the buyer what
you plan to do and stick to this schedule.

e Making a presentation

In the selling process, there will be a time when you present your company and its products to
the buyer - this is what the meeting is all about. Be careful about leaving before having done this
presentation. Sometimes you may have only a few minutes to do this and you will only be able to do
this verbally; on other occasions you may have an hour or more to deliver your presentation and you

will be able to support your verbal presentation with slides, graphics, photographs and even videos.
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Presentation tips
Some additional tips for your presentation:
¢ Be enthusiastic about your product or service. If you are not excited about it, do not expect
your prospect to get excited.
e Focus on the real benefits of the product or service to the specific needs of your client, rather
than listing endless lists of features.
e Try to be relaxed during the meeting, and put your client at ease.
e Let the client do at least 80% of the talking. This will give you invaluable information on your
client's needs.
e Remember to ask plenty of questions. Use both open-ended questions and 'yes' or 'no'
questions. This way you can dictate the direction of the conversation.
e Never be too afraid to ask for the business straight off, but do so with respect.
e Stages of presentation
e Your presentation (whether a short five minute one or a longer hour presentation or even a
digital or hardcopy presentation) should strive to achieve five things:
e Attention: Get the buyer's attention
e Interest: Get the buyer interested in what you have to
e Desire: Get the buyer to want what you have to offer
e Conviction: Get the buyer to believe that your offer is a good one for his firm
e Action: Get the buyer to sign an agreement/contract
e The first two steps will in most cases be easy to achieve. The fact that you have travelled far
afield to visit the buyer will probably ensure his/her attention and interest. If, however, you
are selling something that the buyer does not believe that you or your country is a recognised
seller of (such as selling brandy to France), then you may still have to focus on these two
steps.
The last three steps will possibly more difficult to achieve in foreign markets because of the
distance involved and the question mark on matters such as reliability and complexity of supply, the
costs involved, the uncertainty about service, etc.

e Overcoming objections
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In almost all sales presentations, local and foreign, the buyer will have certain reservations
about the company, the products and entering into an agreement with your company. In the foreign
sales environment, overcoming these objections is even more difficult because of the complexity of
the foreign communications and cultures involved. Some objections may prove too difficult to
handle, and sometimes the buyer may just take a dislike to you (also known as "the hidden
objection").

Approaches for handling objections

Objection handling is the way in which salespeople tackle obstacles put in their way by
clients. Here are some approaches for overcoming objections:

e Firstly, try to anticipate objections before they arise.

e Do not allow objections to grow into an argument.

e Objections often have merit, especially from the buyer's point of view. If necessary,
acknowledge the objections, provide some simply counter arguments in an amicable and
friendly way and then move on. Do not simply ignore or wave the objections away.

e Do not follow a confrontational approach and try and be more superior than the buyer - show
respect.

e The 'yes but' technique allows you to accept the objection and then to divert it. For example, a
client may say that they do not like a particular colour, to which you may counter "Yes but the
product is also available in many other colours.'

e Ask 'why' the client feels the way that they do.

e 'Restate' the objection and put it back into the client's lap. For example, the client may say, 'l
don't think the product will work in this country,' to which you could respond, "Is it that you
don't think the product will work in this country because of the different power supplies being
used?', generating the response "No, we have different national standards compared with
South Africa; and we have tried it before". You may be able to counter with the comment that
you have no adapted the product to meet their national standards authority and that you have
received national certification for the product.

The sales person could also tactfully and respectfully contradict the client, but you need to be

very careful how you do this.
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e Closing the sale

This the most important stage of the selling process and often salespeople leave without ever
successfully closing a deal. It is at this point where you need to employ an affective means of
bringing the buyer to a decision. In the foreign environment where you are not familiar with the
culture and language, it may be very difficult for you to gauge when to try and close the sale. If you
do it too soon, the buyer may feel that you are being too 'pushy' and may withdraw from the
discussion. Leave it too long and the buyer may get bored and frustrated with your presentation with
the same ultimate effect.
Some tips for closing the deal:

e Just ask for the business! - 'Please may I take an order?' This often works well.

e Look for buying signals (i.e. body language or comments made by the client that they want to
place an order). For example, asking about availability, asking for details such as discounts, or
asking for you to go over something again to clarify.

e Just stop talking, and let the client say 'yes.' Again, this again works well.

e The 'summary close' allows the salesperson to summarise everything that the client needs,
based upon the discussions during the call. For example, "You need 12 000 items of product X
in blue, packaged as we discussed, and delivered in Hamburg by the end of February' Then
ask for the order.

e The 'alternative close' does not give the client the opportunity to say no, but forces them
towards a yes. For example 'Do you want product X in blue or red?' Cheeky, but effective.

e [t is important to realise that closing the sale is really about getting the buyer to agree to buy
from you. The first step is really simply a verbal agreement to the parameters of the order that
the two of you have discussed the past hour or so.

To begin with, in most instances it is unlikely that the buyer will agree to the order
immediately. The buyer more likely will want
(a) Specifications both in terms of capacity and price that you may still need to confirm back home,
(b) Some time to think about the order (in some countries such as Japan, it may take many, many
visits and several years of interaction, negotiation and discussion before you ever receive an order),

(c) A formal quotation on which to make the decision.
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A few flamboyant exporters may tell you that you should not walk out of the buyer's office
without a signed order form, but it is seldom as easy as this. Because of the many cultural and
language differences, a single order form is unlikely to suffice in all instances. The requirements
between buyers may also vary drastically especially as you move from country to country. Finally,
most export orders are confirmed on the basis of a quotation, which usually takes the form of a
proforma invoice.

In many instances, the actual closing of the sale often takes place away from the original
meeting and forms part of the follow-up process that is key in the export selling process.

e Following up the sale

As we said above, the follow-up is an important part of selling process especially in export
markets. Depending on whether the agreement was signed at the time of the sales presentation, you
will either want to (a) thank the buyer for his time and custom, and assure him of your attention to the
supply of the goods sold, or (b) thank him for the meeting and provide a proforma invoice that covers
all of the issues that the buyer asked you to address (these may have had to do with quality, quantity,
price, colour, specifications, delivery dates, insurance, freight, etc.). We deal with the preparation of
the proforma invoice in the section on quoting for exports.

Export-Import Bank of India

Export-Import Bank of India is the premier export finance institution in India, established in
1982 under the Export-Import Bank of India Act 1981. Since its inception, Exim Bank of India has
been both a catalyst and a key player in the promotion of cross border trade and investment.
Commencing operations as a purveyor of export credit, like other Export Credit Agencies in the
world, Exim Bank of India has, over the period, evolved into an institution that plays a major role in
partnering Indian industries, particularly the Small and Medium Enterprises, in their globalisation
efforts, through a wide range of products and services offered at all stages of the business cycle,
starting from import of technology and export product development to export production, export
marketing, pre-shipment and post-shipment and overseas investment.

Export-Import Bank of India: Objectives and Functions
The Export-Import Bank of India was set up by the Government of India on January 1, 1982. Its main

objects are:
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e To ensure and integrated and co-ordinated approach in solving the allied problems
encountered by exporters in India.

e To pay specific attention to the exports of capital goods;

e Export projection;

e To facilitate and encourage joint ventures and export of technical services and international
and merchant banking;

e To extend buyers’ credit and lines of credit;

e To tap domestic and foreign markets for resources for undertaking development and financial
activities in the export sector.

The functions of Exim Bank include:

¢ Planning, promoting and developing exports and imports;

e Providing technical, administrative and managerial assistance for promotion, management and
expansion of export sector.

e Undertaking market and investment surveys and techno-economic studies related to
development of exports of goods and services.

The EXIM Bank has a 17-member Board of Directors, with Chairman and Managing Director
as the chief executive and full-time director. The Board of Directors consists of the representative of
the Government of India, RBI, IDBI, ECGC, commercial banks and the exporting community.

The authorised capital of EXIM Bank is Rs. 200 crores, of which Rs. 75 crores is paid up. The
banks have secured a long-term loan of Rs. 20 crores from the Government of India. It can also
borrow from the RBI. It is empowered to raise resources in domestic and international markets.

The Bank began its lending operations from March, 1982. Till June, 1982, it has extended
assistance up to Rs. 133 crores to the export sector in various ways.

The establishment of Exim Bank may be regarded as a right step in the export promotion
policy and programmme of the Government.

During 1984, the Exim Bank sanctioned various programmes of funded assistance of Rs. 430
crores. It also launched a new programme to provide term finance for export-oriented units, under
which assistance was provided through a consortium for establishing a 100 per cent export unit in the

ceramics industry.
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The EXIM Bank also extended its financial assistance to Indian exports through letters of
credit, re-lending facility, export bills rediscounting, overseas investment finance, facilities for
deemed exports and assistance to hundred per cent export units and units in free trade zone.

At the end of December 1984, the Exim Bank’s outstanding underfunded and non-funded
assistance amounted to Rs. 415 crores and Rs. 510 crores, respectively.

In 1984, the Exim Bank signed a loan agreement to borrow one billion yen from the Japanese
commercial yen market.

In June 1986, the Exim Bank introduced a new programme called the Export Marketing Fund
(EMF), under which finance is made available to Indian companies for undertaking export marketing
activities. The programme also covers activities like desk research, minor product adaptation,
overseas operations and travel to India by buyers overseas. During 1986, Rs. 78 lakhs were
sanctioned, while Rs. 3.4 lakhs have been utilised under the EMF.

On whole, the Exim Bank concluded an agency credit line of US $ 15 million with the
International Finance Corporation (IFC).

During 1994-95, Exim Bank sanctioned Rs. 2,466 crore and disbursed Rs. 2,130 crore of
financial assistance under various lending project.

Activities of Exim Bank:

The bank can raise additional resources through borrowing from Government of India, from
RBI and from the market through the issue of bonds and debentures. Exam bank also provides
refinance facilities to the commercial bank and financial institutions against their export-import
financing activities.

During the Year ending on 31 March, 2003, Exim Bank sanctioned loans of Rs. 7,828 crores
while disbursements amounted to Rs. 5,320 crores, Net Profit (before tax) of the bank for the period
2002-03 on account of General Fund amounted to Rs. 268 crore.

Organization

EXIM Bank is managed by a Board of Directors, which has representatives from the
Government, Reserve Bank of India, Export Credit Guarantee Corporation of India, a financial
institution, public sector banks, and the business community.

The Bank's functions are segmented into several operating groups including:
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e Corporate Banking Group which handles a variety of financing programmes for Export
Oriented Units (EOUs), Importers, and overseas investment by Indian companies.

e Project Finance / Trade Finance Group handles the entire range of export credit services such
as supplier's credit, pre-shipment Agriculture Business Group, to spearhead the initiative to
promote and support Agricultural exports. The Group handles projects and export transactions
in the agricultural sector for financing.

e Small and Medium Enterprise: The group handles credit proposals from SMEs under various
lending programmes of the Bank.

e Export Services Group offers variety of advisory and value-added information services aimed
at investment promotion.

e Export Marketing Services Bank offers assistance to Indian companies, to enable them
establish their products in overseas markets. The idea behind this service is to promote Indian
export. Export Marketing Services covers wide range of export oriented companies and
organizations. EMS group also covers Project exports and Export of Services.

Besides these, the Support Services groups include:

e Research & Planning,

e Treasury and Accounts,

e Loan Administration,

e Internal Audit,

e Management Information Services,

e Information Technology,

o Legal,

e Human Resources Management and

e Corporate Communications.

Pre-shipment and Post-Shipment Finance
The term ‘export finance’ refers to credit facilities and techniques of payments at the pre-

shipment and post-shipment stages. Export finance whether short-term or medium term, is provided
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exclusively by the Indian and foreign commercial banks which are the members of the Foreign
Exchange Dealers Association.

The Reserve Bank of India (RBI) and the Industrial Development Bank of India (IDBI)
provide refinance facilities to the commercial banks. Export-Import Bank of India (commonly known
as EXIM Bank) also extends finance to exporters and to overseas projects abroad joint ventures and
construction projects abroad.

Pre-shipment Finance:

Pre-shipment finance refers to the financial assistance provided to the exporters before actual
shipment of goods. Pre-shipment finance is provided to the exporters for the purposes like purchase
of raw materials, their processing and converting into finished goods and packaging them.

For these purposes, the following pre-shipment finance is made available:

e Packaging credit
e Advance against Incentives
e Advance against Duty Drawback.

Pre-shipment credits are granted by the banks under concessional rates of interest at 7.5 per
cent. Credit can be extended up to a maximum period of 6 months.
Post-Shipment Finance:

Post-shipment finance may be as “any loan or advance granted or any other credit provided by
a bank to an exporter of goods from India from the date of extending the credit after shipment of
goods to the date of realization of export proceeds.”

Thus, post-shipment finance serves as bridge loan for the period between shipment of goods
and the realization of proceeds. Such loan is usually provided for a maximum period of 6 months.
Interest is charged at the rate of 8.65 per cent.

Business involves risk but export business is more prone to risks. With a view to reduce risk
element in export business, the government has set up the Export Credit and Guarantee Corporation
(ECGC) which provides export assistance in the form of insurance cover and guarantees. There is
also an Export Inspection Council of India (EICI) which extends financial assistance to the exporters
for the quality control purposes.

Types of Pre Shipment Finance
e Packing Credit
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Advance against Cheques/Draft etc. representing Advance Payments. Pre shipment finance is
extended in the following forms :

e Packing Credit in Indian Rupee

e Packing Credit in Foreign Currency (PCFC)

e Requirment for Getting Packing Credit

e This facility is provided to an exporter who satisfies the following criteria

e A ten digit importer exporter code number allotted by DGFT

e Exporter should not be in the caution list of RBI.

e If the goods to be exported are not under OGL (Open General Licence), the exporter should

have the required license /quota permit to export the goods.

Packing credit facility can be provided to an exporter on production of the following
evidences to the bank:

Formal application for release the packing credit with undertaking to the effect that the
exporter would be ship the goods within stipulated due date and submit the relevant shipping
documents to the banks within prescribed time limit.

Firm order or irrevocable L/C or original cable / fax / telex message exchange between the
exporter and the buyer.

Licence issued by DGFT if the goods to be exported fall under the restricted or canalized
category. If the item falls under quota system, proper quota allotment proof needs to be submitted.

The confirmed order received from the overseas buyer should reveal the information about the
full name and address of the overseas buyer, description quantity and value of goods (FOB or CIF),
destination port and the last date of payment.

Eligibility

Pre shipment credit is only issued to that exporter who has the export order in his own name.
However, as an exception, financial institution can also grant credit to a third party manufacturer or
supplier of goods who does not have export orders in their own name.

In this case some of the responsibilities of meeting the export requirements have been out
sourced to them by the main exporter. In other cases where the export order is divided between two
more than two exporters, pre shipment credit can be shared between them

Quantum of Finance
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The Quantum of Finance is granted to an exporter against the LC or an expected order. The
only guideline principle is the concept of NeedBased Finance. Banks determine the percentage of
margin, depending on factors such as:

e The nature of Order.

e The nature of the commodity.

e The capability of exporter to bring in the requisite contribution.

e Different Stages of Pre Shipment Finance
Appraisal and Sanction of Limits
1. Before making any an allowance for Credit facilities banks need to check the different aspects like
product profile, political and economic details about country. Apart from these things, the bank also
looks in to the status report of the prospective buyer, with whom the exporter proposes to do the
business. To check all these information, banks can seek the help of institution like ECGC or
International consulting agencies like Dun and Brad street etc.

e The Bank extended the packing credit facilities after ensuring the following"

e The exporter is a regular customer, a bona fide exporter and has a goods standing in the
market.
e  Whether the exporter has the necessary license and quota permit (as mentioned earlier) or not.
e Whether the country with which the exporter wants to deal is under the list of Restricted
Cover Countries(RCC) or not.
e Disbursement of Packing Credit Advance
2. Once the proper sanctioning of the documents is done, bank ensures whether exporter has executed
the list of documents mentioned earlier or not. Disbursement is normally allowed when all the
documents are properly executed.

Sometimes an exporter is not able to produce the export order at time of availing packing
credit. So, in these cases, the bank provide a special packing credit facility and is known as Running
Account Packing. Before disbursing the bank specifically check for the following particulars in the
submitted documents"

e Name of buyer

e Commodity to be exported
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e Value (either CIF or FOB)
e Last date of shipment / negotiation.
Any other terms to be complied with

e The quantum of finance is fixed depending on the FOB value of contract /LC or the domestic
values of goods, whichever is found to be lower. Normally insurance and freight charged are
considered at a later stage, when the goods are ready to be shipped.

e In this case disbursals are made only in stages and if possible not in cash. The payments are
made directly to the supplier by drafts/bankers/cheques.

e The bank decides the duration of packing credit depending upon the time required by the
exporter for processing of goods.

e The maximum duration of packing credit period is 180 days, however bank may provide a
further 90 days extension on its own discretion, without referring to RBI.

e Follow up of Packing Credit Advance

3. Exporter needs to submit stock statement giving all the necessary information about the stocks. It is
then used by the banks as a guarantee for securing the packing credit in advance. Bank also decides
the rate of submission of these stocks.

e Apart from this, authorized dealers (banks) also physically inspect the stock at regular
intervals.

e Liquidation of Packing Credit Advance

4. Packing Credit Advance needs be liquidated out of as the export proceeds of the relevant shipment,
thereby converting preshipment credit into postshipment credit.

e This liquidation can also be done by the payment receivable from the Government of India
and includes the duty drawback, payment from the Market Development Fund (MDF) of the
Central Government or from any other relevant source.

e In case if the export does not take place then the entire advance can also be recovered at a
certain interest rate. RBI has allowed some flexibility in to this regulation under which
substitution of commodity or buyer can be allowed by a bank without any reference to RBI.

Hence in effect the packing credit advance may be repaid by proceeds from export of the same
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or another commodity to the same or another buyer. However, bank need to ensure that the
substitution is commercially necessary and unavoidable.

e Overdue Packing

5. Bank considers a packing credit as an overdue, if the borrower fails to liquidate the packing credit
on the due date. And, if the condition persists then the bank takes the necessary step to recover its
dues as per normal recovery procedure.

e Special Cases

e Packing Credit to Sub Supplier

1. Packing Credit can only be shared on the basis of disclaimer between the Export Order Holder
(EOH) and the manufacturer of the goods. This disclaimer is normally issued by the EOH in order to
indicate that he is not availing any credit facility against the portion of the order transferred in the
name of the manufacturer.

e This disclaimer is also signed by the bankers of EOH after which they have an option to open
an inland L/C specifying the goods to be supplied to the EOH as a part of the export
transaction. On basis of such an L/C, the subsupplier bank may grant a packing credit to the
subsupplier to manufacture the components required for exports.

e On supply of goods, the L/C opening bank will pay to the sub supplier's bank against the
inland documents received on the basis of the inland L/C opened by them.

e The final responsibility of EOH is to export the goods as per guidelines. Any delay in export
order can bring EOH to penal provisions that can be issued anytime.

e The main objective of this method is to cover only the first stage of production cycles, and is
not to be extended to cover supplies of raw material etc. Running account facility is not
granted to subsuppliers.

e In case the EOH is a trading house, the facility is available commencing from the
manufacturer to whom the order has been passed by the trading house.

e Banks however, ensure that there is no double financing and the total period of packing credit
does not exceed the actual cycle of production of the commodity.

e Running Account facility
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2. It is a special facility under which a bank has right to grant preshipment advance for export to the
exporter of any origin. Sometimes banks also extent these facilities depending upon the good track
record of the exporter.

e In return the exporter needs to produce the letter of credit / firms export order within a given
period of time.

e Preshipment Credit in Foreign Currency (PCFC)

3. Authorised dealers are permitted to extend Preshipment Credit in Foreign Currency (PCFC) with
an objective of making the credit available to the exporters at internationally competitive price. This
is considered as an added advantage under which credit is provided in foreign currency in order to
facilitate the purchase of raw material after fulfilling the basic export orders.

e The rate of interest on PCFC is linked to London Interbank Offered Rate (LIBOR). According
to guidelines, the final cost of exporter must not exceed 0.75% over 6 month LIBOR,
excluding the tax.

e The exporter has freedom to avail PCFC in convertible currencies like USD, Pound, Sterling,
Euro, Yen etc. However, the risk associated with the cross currency truncation is that of the
exporter.

e The sources of funds for the banks for extending PCFC facility include the Foreign Currency
balances available with the Bank in Exchange, Earner Foreign Currency Account (EEFC),
Resident Foreign Currency Accounts RFC(D) and Foreign Currency(NonResident) Accounts.

e Banks are also permitted to utilize the foreign currency balances available under Escrow
account and Exporters Foreign Currency accounts. It ensures that the requirement of funds by
the account holders for permissible transactions is met. But the limit prescribed for
maintaining maximum balance in the account is not exceeded. In addition, Banks may arrange
for borrowings from abroad. Banks may negotiate terms of credit with overseas bank for the
purpose of grant of PCFC to exporters, without the prior approval of RBI, provided the rate of
interest on borrowing does not exceed 0.75% over 6 month LIBOR.

e Packing Credit Facilities to Deemed Exports

4. Deemed exports made to multilateral funds aided projects and programmes, under orders secured
through global tenders for which payments will be made in free foreign exchange, are eligible for

concessional rate of interest facility both at pre and post supply stages.
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e Packing Credit facilities for Consulting Services
5. In case of consultancy services, exports do not involve physical movement of goods out of Indian
Customs Territory. In such cases, Preshipment finance can be provided by the bank to allow the
exporter to mobilize resources like technical personnel and training them.
e Advance against Cheque/Drafts received as advance payment

6. Where exporters receive direct payments from abroad by means of cheques/drafts etc. the bank
may grant export credit at concessional rate to the exporters of goods track record, till the time of
realization of the proceeds of the cheques or draft etc. The Banks however, must satisfy themselves
that the proceeds are against an export order.
PRE-SHIPMENT EXPORT CREDIT
Pre-shipment Credit in Foreign Currency (PCFC)
Definition

'Pre-shipment' means any loan or advance granted or any other credit provided by a bank to an
exporter for financing the purchase, processing, manufacturing or packing of goods prior to shipment,
on the basis of letter of credit opened in his favour or in favour of some other person, by an overseas
buyer or a confirmed and irrevocable order for the export of goods from India or any other evidence
of an order for export from India having been placed on the exporter or some other person, unless
lodgement of export orders or letter of credit with the bank has been waived.
General
With a view to making credit available to exporters at internationally competitive rates, authorised
dealers have been permitted to extend Pre-shipment Credit in Foreign Currency (PCFC) to exporters
for domestic and imported inputs of exported goods at LIBOR/EURO LIBOR/EURIBOR related
rates of interest as detailed below.
Scheme
(1) The scheme is an additional window for providing pre-shipment credit to Indian exporters at
internationally competitive rates of interest. It will be applicable to only cash exports.
(i1) The exporter will have the following two options to avail of export finance:

(a) to avail of pre-shipment credit in rupees and then the postshipment credit either in rupees

or discounting/ rediscounting of export bills under EBR Scheme mentioned in paragraph 2.2.
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(b) to avail of pre-shipment credit in foreign currency and discount/rediscounting of the export
bills in foreign currency under EBR Scheme.
(ii1) Choice of currency

(a) The facility may be extended in one of the convertible currencies viz. US Dollars, Pound
Sterling, Japanese Yen, Euro, etc.

(b) To enable the exporters to have operational flexibility, it will be in order for banks to
extend PCFC in one convertible currency in respect of an export order invoiced in another convertible
currency. For example, an exporter can avail of PCFC in US Dollar against an export order invoiced
in Euro. The risk and cost of cross currency transaction will be that of the exporter.2
(iv) Banks are permitted to extend PCFC for exports to ACU countries.

(v) The applicable benefit to the exporters will accrue only after the realisation of the export bills or
when the resultant export bills are rediscounted ‘without recourse’ basis.

Source of Funds for Banks

(1) The foreign currency balances available with the bank in Exchange Earners Foreign Currency
(EEFC) Accounts, Resident Foreign Currency Accounts (RFC) and Foreign currency (Non-Resident)
Accounts (Banks) Scheme could be utilised for financing the pre-shipment credit in foreign currency.
(i1) Banks are also permitted to utilise the foreign currency balances available under Escrow Accounts
and Exporters Foreign Currency Accounts for the purpose, subject to ensuring that the requirements
of funds by the account holders for permissible transactions are met and the limit prescribed for
maintaining maximum balance in the account under broad based facility is not exceeded.

(ii1) Foreign currency lines of credit

(a) In addition, banks may arrange for ‘lines of credit’ from abroad. Banks may negotiate lines
of credit with overseas banks for the purpose of grant of PCFC to exporters without the prior approval
of the RBI, provided the rate of interest on the line of credit does not exceed 1 percent over six
months LIBOR/EURO LIBOR/EURIBOR. Cases where the rate of interest exceeds this ceiling
should be referred to RBI, Exchange Control Department, Central Office, Mumbeai giving full details
of the facility such as names of foreign banks/institutions, amount of foreign currency, eligibility

criteria, period of facility, spread, etc. for prior approval.
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(b) As soon as the terms and conditions of the lines of credit to be availed of by the bank from
overseas banks have been finalised, these may be advised to the Exchange Control Department, RBI,
Central Office, Mumbai.

(c) Banks should draw on the line of credit arranged only to the extent of loans granted by
them to the exporters under the PCFC. However, where the overseas bank making available the line
of credit stipulates a minimum amount for drawals which should not be very large, the small
unutilised portion may be managed by the bank within its foreign exchange position and Aggregate
Gap Limit (AGL) limit. Similarly, any pre-payment by the exporter may also be taken within the
foreign exchange position and AGL limits.3
(iv) In case, the exporters have arranged for the suppliers’ credit for procuring imported inputs, the
PCFC facility may be extended by the banks only for the purpose of financing domestic inputs for

exports.

Period of Credit

(1) The PCFC will be available as in the case of rupee credit initially for a maximum period of 180
days; any extension of the credit will be subject to the same terms and conditions as applicable for
extension of rupee packing credit and it will also have additional interest cost of 2 percent above the
rate for the initial period of 180 days prevailing at the time of extension.

(i1) Further extension will be subject to the terms and conditions fixed by the bank concerned and if
no export takes place within 360 days, the PCFC will be adjusted at T.T. selling rate for the currency
concerned. In such cases, banks can arrange to remit foreign exchange to repay the loan or line of
credit raised abroad and interest without prior permission of RB1.4

Disbursement of PCFC

(1) In case, full amount of PCFC or part thereof is utilised to finance domestic input, banks may apply
appropriate spot rate for the transaction.

(i1) As regards the minimum lots of transactions, it is left to the operational convenience of banks to
stipulate the minimum lots taking into account the availability of their own resources. However,

while fixing the minimum lot, banks may take into account the needs of their small customers also.
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(ii1) Banks should take steps to streamline their procedures so that no separate sanction is needed for
PCFC once the packing credit limit has been authorised and the disbursement is not delayed at the
branches.

Liquidation of PCFC Account

(1) General

(a) The facility of PCFC will be self-liquidating in nature. Accordingly, the PCFC should be
liquidated out of proceeds of export documents on their submission for discounting/rediscounting
under the EBR Scheme.

(b) The export bills will have to be discounted or covered by grant of foreign currency loans (DP
bills) to liquidate the outstanding PCFC. The question of sending export bills for collection does not
arise.

(c) The PCFC should not be liquidated with foreign exchange acquired from other sources.

(d) PCFC cannot be treated as a loan to be repaid in order to avail of post-shipment credit separately.
(i1) Packing credit in excess of F.O.B. value In certain cases, (viz. agro based products like HPS
Groundnut, defatted & deoiled cakes, tobacco, pepper, cardamom, cashew nuts, etc.) where packing
credit required is in excess of FOB value, PCFC would be available only for exportable portion of the
produce.

(ii1)) Substitution of order/commodity Repayment/liquidation of PCFC could be with export
documents relating to any other order covering the same or any other commodity exported by the
exporter. While allowing substitution of contract in this way, banks should ensure that it is
commercially necessary and unavoidable.

Cancellation/Non-execution of Export Order

(1) In case of cancellation of the export order for which the PCFC was availed of by the exporter from
the bank, or if the exporter is unable to execute the export order for any reason, it will be in order for
the exporter to repay the loan together with accrued interest thereon, by purchasing foreign exchange
(principal + interest) from domestic market through the bank. In such cases, interest will be payable
on the rupee equivalent of principal amount at the rate applicable to 'Export Credit Not Otherwise
Specified' (ECNOS) at pre-shipment stage plus a penal rate of interest to be decided by the bank from
the date of advance after adjustment of interest of PCFC already recovered. Banks are free to decide

the rate of interest for ECNOS at pre-shipment stage, subject to PLR and spread guidelines.
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(i1) It will also be in order for the banks to remit the amount to the overseas bank, provided the PCFC
was made available to exporter from the line of credit obtained from that bank.

(ii1) Banks may extend PCFC to such exporters subsequently, after ensuring that the earlier
cancellation of PCFC was due to genuine reasons.

Running Account Facility for All Commodities

(1) Banks are permitted to extend the ‘Running Account’ facility under the PCFC Scheme to exporters
for all commodities, on the lines of the facility available under rupee credit, subject to the following
conditions:

(a) The facility may be extended provided the need for ‘Running Account’ facility has been
established by the exporters to the satisfaction of the bank.

(b) Banks may extend the facility only to those exporters whose track record has been good.

(c) In all cases, where Pre-shipment Credit ‘Running Account’ facility has been extended, the L/Cs or
firm orders should be produced within a reasonable period of time.

(d) The drawals made under Rupee ‘Running Account’ facility should not be converted into PCFC
advances.6

(e) The PCFC will be marked-off on the ‘First-in-First-out’ basis.

(f) PCFC can also be marked-off with proceeds of export documents against which no PCFC has
been drawn by the exporter.

(i1) Banks should closely monitor the production of firm order or L/C subsequently by exporters and
also the end-use of funds. It has to be ensured that no diversion of funds is made for domestic use. In
case of non-utilisation of PCFC drawals for export purposes, the penal provisions stated above should
be made applicable and the ‘Running Account’ facility should be withdrawn for the concerned
exporter.

(ii1) Banks are required to take any prepayment by the exporter under PCFC scheme within their
foreign exchange position and Aggregate Gap Limit (AGL) as indicated.

(c) above With the extension of ‘Running Account’ facility, mismatches are likely to occur for a
longer period involving cost to the banks. Banks may charge the exporters the funding cost, if any,
involved in absorbing mismatches in respect of the prepayment beyond one month period.

Forward Contracts
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(1) In terms of paragraph 1.1.3 (iii) above, PCFC can be extended in any of the convertible currencies
in respect of an export order invoiced in another convertible currency. Banks are also permitted to
allow an exporter to book forward contract on the basis of confirmed export order prior to availing of
PCFC and cancel the contract (for portion of drawal used for imported inputs) at prevailing market
rates on availing of PCFC.
(i1) Banks are permitted to allow c