Lesson 2: Financing International Trade

International trade involves the exchange of goods and services between countries,
but it also involves the exchange of money. Financing international trade involves
managing the payment and risk associated with international transactions. In this
lesson, we will explore the different methods and tools used to finance international
trade.

1. Methods of Payment: There are several methods of payment used in
international trade, each with its level of risk and complexity. The most common
methods of payment are:

a. Cash in Advance: This is the safest method of payment for the exporter, as
they receive payment before shipment. However, it is risky for the importer, as
they pay before receiving the goods.

b. Letters of Credit: A letter of credit is a guarantee from the importer's bank to
the exporter that payment will be made once the exporter meets certain
conditions, such as providing proof of shipment. This method is widely used in
international trade as it reduces the risk for both parties.

c. Open Account: This is the riskiest method for the exporter, as they ship the
goods before receiving payment. The importer pays at a later date, typically 30,
60, or 90 days after the shipment.

2. Trade Finance: Trade finance refers to the financing and insurance services
used in international trade transactions. These services include:

a. Export Credit: Export credit agencies provide financing to exporters to support
their international sales. This financing can be in the form of loans, guarantees, or
insurance.

b. Factoring: Factoring is the process of selling accounts receivable to a third party
at a discount. This provides immediate cash flow to the exporter and reduces the risk of
non-payment.

c. Forfaiting: Forfaiting is similar to factoring, but it involves the sale of long-term
receivables, typically 180 days or more. The exporter sells these receivables at a
discount to a forfeiter, who assumes the risk of non-payment.

3. Currency Risk Management: International trade involves transactions in different
currencies, which exposes both parties to currency risk. Currency risk refers to the
potential for exchange rate fluctuations to affect the value of payments. To manage
currency risk, companies can use:

a. Hedging: Hedging involves using financial instruments such as futures, options, or
swaps to protect against currency fluctuations.

b. Natural Hedging: Natural hedging involves matching cash inflows and outflows in
the same currency. For example, an exporter who receives payment in euros can use
those euros to pay for imports from Europe, eliminating the need to convert currency.



In summary, financing international trade involves managing the payment and
risk associated with international transactions. Understanding the different methods of
payment, trade finance, and currency risk management tools is essential for companies
engaged in international trade. By effectively managing financing, companies can
mitigate risk, improve cash flow, and increase profitability.



