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About the Course

Grade 11 Commerce has been produced by COL Open Schools Initiative.
All Course materials produced by COL Open Schools Initiative are
structured in the same way, as outlined below.

How the Course Material is
Structured

Course Overview

The course overview gives you a general introduction to the course.
Information contained in the course overview will help you determine:

= [f the course is suitable for you.

=  What you will already need to know.

=  What you can expect from the course.

= How much time you will need to invest to complete the course.
The overview also provides guidance on:

= Study skills.

=  Where to get help.

= Course assignments and assessments.

= Activity icons.

= Units.

We strongly recommend that you read the overview carefully before
starting your study.

The Course Content
The course is broken down into units. Each unit comprises:
= An introduction to the unit content.

= Unit outcomes.
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Resources

Your Comments

= New terminology.
= Core content of the unit with a variety of learning activities.
= A unit summary.

= Assignments and/or assessments, as applicable.

For those interested in learning more on this subject, we provide you with
a list of additional resources at the end of the course; these may be books,
articles or websites.

After completing Grade 11 Commerce, we would appreciate it if you
would take a few moments to give us your feedback on any aspect of this
course. Your feedback might include comments on:

= Course content and structure.

= Course reading materials and resources.

= Course assignments.

= Course assessments.

= Course duration.

= (Course support (assigned tutors, technical help, etc.)

Your constructive feedback will help us to improve and enhance this
course.
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Course Overview

Welcome to Grade 11 Commerce

Grade 11 Commerce is a high school programme designed for both
young and adult learners wishing to further their education in business
studies. You have made a wise decision to start this course. Whether you
wish to further your studies or start your own business, we are confident
that you will find this course material helpful.

This course is designed to equip you with knowledge and understanding
of the environment within which commercial activities take place. It will
also equip you with background knowledge, skills, attitudes and values
that you need to proceed to higher levels of education in business. The
need for this course arises from the popularity of business in today’s
world. This course aims at preparing you for employment when you leave
school by providing you with the skills that will make it possible for you
to join the world of business with some basic knowledge of what is
expected. The business principles and practices in foreign trade, business
units, stock exchange and banking will give you the competence to plan
and organize your own businesses. It will also help you to understand the
broad environment of commerce locally and internationally.

The content of this course material is vital for those who intend to sit for
the General Certificate and School Certificate Examinations. When
preparing the content for this course, every effort was made to ensure that
the content was systematically arranged and the language simplified to
make it easy for you to clearly understand the content.

This course is divided into nine units.

Unit 1 leads off with a definition of foreign trade, followed by a
discussion on the reasons for foreign trade, problems, documents used
and middlemen in foreign trade.

Unit 2 describes the roles of the Revenue, Customs and Port Authorities,
Trading Blocks, Free Trade, Free Ports, Bonded Warehouses, means of
payments and the balances of trade and payment. All of these institutions
and activities fall under foreign trade.

Unit 3 examines how businesses in the private sector function and how
they are organized.

Unit 4 explores businesses in the public sector, specifically how they
function and are organized.

Unit 5 looks at the general background of the stock exchange, definition
of terms, purposes and functions of the stock exchange and types of
shares.
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Unit 6 discusses the Lusaka stock exchange, its objectives and purposes
including benefits and risks of being a shareholder. It also looks at the
regulation of the stock market.

Unit 7, 8 and 9 explain various financial institutions (Commercial banks,
Central bank, Building societies, Insurance companies etc.) and their
functions. It also looks at bank accounts, means of payments, trends in
banking and the rights of the customer in banking.

All of the nine units in Grade 11Commerce are as important as those you
covered in Grade 10 as well as those you who will study commerce in
Grade 12. All of these topics will help you prepare you for the General
Certificate of Education examinations you will do in Grade 12.
Therefore each and every activity in this course counts.

We trust that you will enjoy Grade 11 Commerce!

Grade 11 Commerce—is this
Course for You?

This course is intended for open and distance learners who wish to
acquire knowledge and understanding of the broad commercial
environment as represented by activities like foreign trade, business units,
the stock exchange, operations of the stock exchange, regulation of the
stock market and banking activities.

This course is for you if you are a holder of a grade nine certificate and
have successfully completed Grade 10. The knowledge acquired will
enable you to proceed to Grade 12 after which you will be able to
proceed to institutions of higher learning to train as an entrepreneur, stock
broker, banker, or a manager of business enterprise to mention a few.

The knowledge and skills acquired in the course will enable you to start
your own business in the private sector or become a part-owner of
businesses by buying shares at the stock exchange. The knowledge of
foreign trade will empower you with the necessary skills to become an
importer or exporter. The course will also provide you with adequate
knowledge of banking services which are an essential part of business.

Remember, the business principles and practices in foreign trade,
business units, stock exchange and banking will give you the skills to
plan and organize your own businesses, while also helping you to
understand the broad environment of commerce locally and
internationally.
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Course Outcomes

Outcomes

General aims:

The Grade 11 Commerce syllabus aims to develop knowledge and
understanding of:

= The environment within which commercial activities take place.

= Aims and activities of business and non-trading concerns.

= The purposes and functions of important commercial activities.

= Language concepts and procedures in commercial activities.

= Skills of numeracy, literacy, communication, enquiry,
presentation and interpretation.

= The significance of innovation and change within the context of
commercial activities.

General outcomes:

Upon completion of Grade 11 Commerce you will be able to:

Use the acquired knowledge or skills to pursue a career in business
studies.

Interpret business documents.
Display an understanding of commercial activities in everyday life,
taking into account gender issues by applying the principles taught in

business activities.

Distinguish between evidence and opinion so as to make a reasonable
judgment.
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Timeframe

How long?

As an open and distance learner, you are free to enrol at any time and
complete the course at your own pace, but we expect that you complete
the course in a time frame of 45 weeks or 225 hours.

This gives you approximately 20 hours per unit which includes time for
reading, doing in-text activities and topic exercises. For the assessments
(which comprise self and tutor-marked assignments), you will need
between 2 and 3 hours per unit. The number of hours per unit may vary
from individual to individual. You might spend less time on shorter units
and more time on the longer units. Similarly, you may spend less time on
self-marked assignments and more on tutor-marked assignments. You
may require about 3 hours for tutor-marked assignments and 2 hours on
self-marked assignments.

For every unit, you need about 2 hours for tutorials.

You are expected to spend a minimum of 5 hours of self-study time per
week.
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Study Skills

As an adult learner your approach to learning will be different from that
of your school days. You will choose what you want to study, you will
have professional and/or personal motivation for doing so and you will
most likely be fitting your study activities around other professional or
domestic responsibilities.

Essentially you will be taking control of your learning environment. As a
consequence, you will need to consider performance issues related to
time management, goal setting, stress management, etc. Perhaps you will
also need to reacquaint yourself in areas such as essay planning, coping
with exams and using the web as a learning resource.

Your most significant considerations will be time and space i.e. the time
you dedicate to your learning and the environment in which you engage
in that learning.

We recommend that you take time now—before starting your self-

study—to familiarize yourself with these issues. There are a number of
excellent resources on the web. A few suggested links are:

= http://www.how-to-study.com/

This “how to study” website is dedicated to study skills resources.
You will find links to study preparation (a list of nine essentials for a
good study place), taking notes, strategies for reading text books,
using reference sources, test anxiety.

= http://www.ucc.vt.edu/stdysk/stdyhlp.html

This is the web site of Virginia Tech Division of Student Affairs. You
will find links to time scheduling (including a “where does time go?”
link), a study skill checklist, basic concentration techniques, control of
the study environment, note taking, how to read essays for analysis
and memory skills (“remembering”).

= http://www.howtostudy.org/resources.php

Another “how to study” web site with useful links to time
management, efficient reading, questioning/listening/observing skills,
getting the most out of doing (“hands-on” learning), memory building,
tips for staying motivated and developing a learning plan.

The above links are our suggestions to start you on your way. At the time
of writing these web links were active. If you want to look for more go to
www.google.com and type “self-study basics”, “self-study tips”, “self-
study skills” or similar.
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Need Help?

Ve

Help

In case you need help, you can get in touch with the tutors in the
Commerce Team, Zambia College of Distance Education, Plot No. 41,
Independence Avenue, Private Bag 20, Luanshya. Telephone No. +260
212 510271 e-mail zacodeducation@yahoo.com between 08:00 and
17:00hrs.

For inquiries, you can get in touch with the learner support committee,
secretary or registry staff at the above stated location, using the above
stated contact details.

The Zambia College of Education is still in the process of reorganising
itself as such, at the moment there is no:

= Librarian or research assistant.

=  Technician at the moment whom learners can contact for
technical issues.

* Learners’ resource centre
= Website address; but this issue is being addressed.

Nevertheless, the learner support committee will attend to most of your
problems. We offer:

= Tutorial support
= Book lending at study centers

* Quidance and counselling (academic and personal)

Some helpful websites for Grade 11 Commerce are:

http://www.businessdictionary.com/

http://www.zambiachambers.org/

http://www.mcti.gov.zm/
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Assignments

Assignments

Aside from the in-text questions and activities with immediate feedback,
all units have assignments at the end with instant feedback. You will need
to mark your own assignments using the feedback given.

Assignments should be answered in the order in which they are presented.
Make sure you do each Assignment after reading through the respective
topic. Avoid the temptation to look at the feedback before attempting the
questions.
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Assessments

O

Assessments

Assessments will be in form of self and tutor-marked assignments. There
will be 9 assessments; five will be self-marked and four will be tutor
marked.

In a unit where there is no tutor-marked assignment, a self-marked
assignment will be given. These assignments are found in the Assessment
Section of the unit. Assessments will be found in the following units:

Self-Marked Assignments

Self-Marked Assignment 1 is based on Unit 1
Self-Marked Assignment 2 is based on Unit 3
Self-Marked Assignment 3 is based on Unit 5
Self-Marked Assignment 4 is based on Unit 7
Self-Marked Assignment 5 is based on Unit 8

Note that for all self-marked assignments you will mark your work. You
do not need to send them to the college for marking.

Tutor-Marked Assignments

Tutor-Marked Assignment 1 is based on work discussed in Unit 1 —2
Tutor-Marked Assignment 2 is based on work discussed in Unit 3 — 4
Tutor-Marked Assignment 3 is based on work discussed in Unit 5 — 6
Tutor-Marked Assignment 4 is based on work discussed in Unit 7 —9

Note that tutor-marked assignments will be given at the end of every 2
units except for assignment 4 which covers 3 units.

You will be required to send tutor-marked assignments to tutors at the
college for marking.

It will take between 2 to 3 weeks for a teacher to mark the assignments.

It will take you about 2 hours to complete self-marked assignments and
about 3 hours to complete tutor-marked assignments.

There is a final assignment that covers the entire course. It will be written
at the study centre under the supervision of a tutor. It will be marked by
your tutor at the College.

10




Getting Around the Course

Margin icons
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While working through the course material, you will notice the frequent

use of margin icons. These icons serve to “signpost” a particular piece of
text, a new task or change in activity. Margin icons have been included to
help you to find your way around the course.

A complete icon set is shown below. We suggest that you familiarize
yourself with the icons and their meaning before starting your study.

©

Il

Activity Assessment Assignment Case study
i <V A
Discussion Group activity Help Note it!
Outcomes Reading Reflection Study skills
fasy, %
Summary . .
Terminology Time Tip
@ — ®
Objectives Feedback Answers to Basic
Assessments Competence
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Unit 1

Foreign Trade

Introduction

COURSE
MATERIAL

Welcome Grade 11 Commerce! We trust that you will enjoy studying this
course. As you have read from the course overview, this course has nine
units and you are now in the process of going through the first of these
units. Congratulations on making the decision to study this course!

In this unit we are going to discuss foreign trade. Foreign trade is one of
the many interesting topics in commerce as it deals with several aspects
of the broad environment of commerce internationally. Foreign trade is
not a totally new topic because it is directly related to what we already
know. In Grade 10 Commerce, you learned a lot about home trade. Home
trade is closely related to foreign trade in that both topics deal with the
core commercial activities: ‘Trade and Aids to Trade’. Commercial
activities play a vital role in providing consumers all over the world with
the goods and services they need.

Foreign trade is the buying and selling of goods and services between
two or more countries. Foreign trade is the backbone of every country’s
economy. For many countries, foreign trade is considered a ‘major source
of economic revenue’. Although it has been in existence for many
centuries, today its importance has increased both economically and
socially. With the development of transportation and the growth of
electronic commerce (e-commerce), foreign trade has become more
vibrant and interesting.

In this unit, we shall define foreign trade. We shall also examine the
many reasons why countries trade with each other and the problems
which traders in foreign trade experience as they go about their business.
We shall move on to identify the middlemen in foreign trade and explain
their various roles/functions in foreign trade. Finally, we shall explain the
commercial documents used in foreign trade.

The unit is divided into three topics. In the first topic we shall define
foreign trade and examine its importance to a country’s economy while
also exploring the possible challenges related to foreign trade. Topic 2
shall examine problems experienced by traders in foreign trade. We shall
also discuss middlemen in foreign trade. In Topic 3, we shall examine
relevant commercial documents used in foreign trade.

The core content of the unit has a variety of activities. You are
encouraged to answer all the questions in the topic activities and to check
your work against the answers given in the feedback only after

12
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completing the activities. This will help you to assess your progress and
understanding of the different sections while working through the unit. It
will also enable you to take corrective action where necessary.

You will be required to do the three end-of topic exercises for the three
topics in this unit. You will find the exercises in the assignment section of
this unit. There is also a self-marked assignment which you will find in
the Assessment Section at the end of the unit. There is no tutor- marked
assignment for Unit 1. It is only at the end of Unit 2 that you will be
required to complete a tutor -marked assignment based on the first two
units. You will be required to send this tutor-marked assignment to your
tutor at the college for marking.

We hope you will find this unit exciting and beneficial.

By now you may have realized from the general outcomes listed in the
course overview that these outcomes relate to all aspects of the Grade 11
Commerce. To provide more guidance on what you are expected to
achieve in each unit, these general outcomes have been broken into
specific outcomes.

Let us start by looking at the specific outcomes of this Unit.

Upon completion of this unit you will be able to:

= Define foreign trade

= State the reasons for foreign trade

= Discuss the advantages and disadvantages of foreign trade
= Explain the problems experienced in foreign trade

= [dentify types of middlemen

These materials are self-instructional materials, but you can use the given
resources to improve your understanding of the content in this unit.

Outcomes = Explain the functions of middlemen
= Explain the documents used in foreign trade
= Use the documents.
Resources
Tips

= Computers, internet and mobile phones (where possible) to
research the content under discussion and to communicate with
tutors, other learners and the College

= To visit libraries to research the benefits and challenges of foreign
trade and documents used (where possible).

= Attend Tutorials at study centres (for 2 hours).

= Visit any or all the following institutions: airports, customs and
excise offices, forwarding agents and transport firms in your area.

13
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Learning and Teaching

Approaches

%k

Tips

Time

Terminology

The following learning and teaching approaches will be used:

= Content based approach has been used to present the core content of
the course. It is linked to the other two approaches mentioned below
because it is the springboard for doing activities and solving problems.
It encourages you to base your learning on the subject matter provided,
read and follow instructions and improve your knowledge, skills and
competencies on foreign trade. All this is intended to help you learn
effectively.

= Problem based approach aims to make you responsible for your own
learning in order to promote higher level learning skills like critical
thinking on foreign trade. Your study units are like a teacher in print
form in that they facilitate your learning and assist you when solving
problems rather than merely providing you with the solutions.

= Activity based approach which should enable you to physically
interact with the content and people in order to acquire foreign trade
related skills and general learning skills by being actively involved in
the discussions and activities within the unit.

You will need between 20 — 25 hours to study this unit. Do not worry if it
takes you more or less time than this — we do not all work at the same pace.
You will need about 16 hours to study each topic. This includes 6 hours for
reading and doing the in-text activities and end-of-topic exercises and two
hours for doing the self-marked assignment.

Benefits: Advantages of something.

Challenges: Any issue or factor that hinders
someone/something’s progress.

Comparative The advantage a country has to produce particular
advantage: goods efficiently and at reduced costs in relation to
another country.

Competition: A manufacturer or trader’s effort to try and win
another’s business by offering better conditions.

14




Consumer:

Currency:

E-Commerce:

Endorsed:

Export:

Foreign Exchange:

Foreign Exchange
Rates:

Gemstone:
Imports:
Skilled labour:

Technology:

Trade:

Topic 1: Reasons for Foreign Trade

Introduction
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The final user of goods.

The kind of money a country uses.

The buying and selling of goods and services
online or internet.

Signed at the back to transfer ownership.
Goods and services sold to other countries.

Foreign money used by a country to carry out
foreign trade.

The value of a country’s currency compared to
another country’s currency.

A valuable and durable mineral.
Goods and services bought from another country.
Workers who are trained in the work they do.

Use of machinery and equipment to produce
goods.

Exchange of goods and services for a profit.

Welcome to Unit 1, Topic 1 on reasons for foreign trade. You may recall
from your Grade 10 work that trade is the buying and selling of goods
and services with the goal of making profit. Different people have
different opinions about trade. Your understanding of trade may be

restricted to the buying and selling of goods and services within a country

because home trade is what we studied in Grade 10. In this topic, we are
going to discover interesting ways which indicate that trading could
extend beyond national boundaries.

Before we do that, we need to understand why we are suggesting that
trade extends beyond boundaries or borders, and also to investigate the

benefits which might arise in the process. Therefore, in this topic we shall

define foreign trade and look at the reasons and benefits for foreign trade.
The topic will address three of the unit outcomes listed in the Unit
Objectives Section above.

15
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Upon completion of this topic you should be able to;

= Define foreign trade.
= State the reasons for foreign trade.
= Discuss the advantages of foreign trade.

Outcomes

You should spend at least 6.5 hours on this topic.

Time

What is Foreign Trade?

Think of the goods and services you buy in your daily life. Are they all
produced locally? The answer is certainly no. Next time you visit a shop,
look at the tags and labels on the items to see which countries the goods
came from. You will discover that about fifty percent of the goods and
services you buy come from other countries. Someone had to buy them
from that country so that you could buy them from your local shop. Your
country also sells goods and services to other countries. Countries these
days depend on each other for the provision of goods and services to
satisfy the needs and wants of their citizens. They are involved in foreign
trade.

You will recall that in the introduction to this unit, we defined foreign
trade as the buying and selling of goods and services between two or
more countries. It may simply be defined as ‘business across international
boundaries’. For this reason, foreign trade is sometimes called
international trade.

You are now aware that buying and selling is an essential part of foreign
trade. The buying of goods in foreign trade is called importing, while the
selling of goods and services to other countries is called exporting.
People who buy goods from other countries are importers and those who
sell are called exporters. Goods and services made in one country and
bought by another are called imports and those produced in one country
and sold to another are called exports. Do you know any goods or
services that your country imports or exports? Answers may vary from
country to country. For Zambia, imports in the form of goods include:
motor vehicles, machinery, fruits, clothing and many more other goods.
Imported services include: manpower in form of doctors, engineers,
teachers and many more. Zambia imports goods and services from many
countries worldwide. Zambia’s exports in the form of goods include:
copper, gemstones, agricultural products and many more. Her exports in
the form of services on the other hand include tourism which is when
people from different countries come to see Zambia’s beauty in the form
of natural wonders, wildlife etc. Victoria Falls is one of the natural
wonders that Zambia has. Figure 1 below shows Victoria Falls and some
tourists viewing Victoria Falls.

16
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X

Activity 1

Figure 1: Victoria Falls and some tourists (Photo taken by Nkomeshya
J B. 2010).

Manpower is also another of Zambia’s service exports. This is in form of
teachers, doctors, nurses and a lot of other professionals who go to work
in other countries.

Before you proceed, do the following activity. It should take you 5
minutes to complete.

1. Foreign trade may be bilateral or multilateral. What do you
understand about the terms bilateral and multilateral trade? Write
your ideas in the space provided below.

17
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Feedback

Note it!
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Reflection

Check if your ideas are similar to the ones provided below.

Bilateral trade is where your country and another country are involved
in trade. This means that they buy and sell to each other. For example, if
Zambia buys goods and services from Congo DR and Congo DR sells to
Zambia only, the two countries are involved in bilateral trade. If your
country trades with more than two countries then it is involved in
multilateral trade. For example, Zambia buys goods and services from
China, India and Congo DR and these countries sell goods and services
to Zambia and other countries. They are therefore involved in
multilateral trade.

You should always remember that:

Foreign trade does not only take place between two governments or
nations, it takes place even between two individuals or organisations
found in two different countries.

Let us also note that a country may not only export and import goods, but
services as well as capital items.

You may have observed that foreign trade involves the buying and selling
of goods and services just like home trade. Remember that wherever
buying and selling takes place, the motive is profit making. However,
foreign trade differs in many ways from home trade. Before you proceed:

Consider what you learnt about home trade in Grade 10. Compare it with
foreign trade

How does it differ from foreign trade?

As you thought over the questions in the above reflection activity, you
may have thought of many differences. Some of the differences are given
in Table 1 below. Check if they match with the differences you gave.
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Foreign Trade: How it differs from Home Trade

Table 1 below shows the differences between foreign trade and home

trade.

HOME TRADE

FOREIGN TRADE

Buying and Selling of
goods and services

o Done within the
country

o Done between two or
more countries

People involved in the
buying and selling

o Wholesalers and
retailers

o Importers and
exporters

Language of
communication

o Uses same official
language to
communicate

o Uses different official
languages to
communicate

Customs duties

o No customs duties

o Customs duties
imposed on imports

Currency

o Same currency used

o Different currencies
used

Units of measurements
and weights

o Same units of
measurements and
weights

o Different units of
measurements and
weights

Documentation

o Short and fewer

o Long and
complicated

Table 1: A summary of the differences between home trade and foreign
trade. Created by Commerce Team, ZACODE, 2010.

You now know the meaning of foreign trade and how it differs from
home trade. We shall now examine the reasons for foreign trade.

Reasons for Foreign Trade

Zambia like any other country is involved in foreign trade with other
countries including her neighbours. Countries trade with each other for

various reasons.

Before you read on, look at the map in Figure 2 below which shows the
flow of goods into and out of Zambia. The box in the map of Zambia
shows goods. The blue arrows show the flow of goods into Zambia from
neighbouring countries, while the yellow arrows represent the flow of
goods out of Zambia .We shall re-use the map in Topic 2 on problems of

foreign trade.
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Activity 2

Feedback

KEY

¢— Goods bought
= Goods sold

NAMIBIA

Figure 2: Flow of goods in and out of Zambia. Hand drawn by
Commerce Team, ZACODE, 2010.

Before you go on reading, do the following activity.

Why do you think Zambia trades with her neighbouring countries? Write
your ideas in the space below.

Your wording may be different, but check whether your ideas are similar
to those included in our discussion below. You may also not have
included all the different aspects discussed below. It is important that you
revise your notes after reading the discussion below and include any
points you may have omitted. If you wrote them all in your first attempt,
congratulations!

Zambia trades with neighbouring countries because:

e It cannot produce all the goods and services required by its
citizens.

There is no country in the world that is self-reliant. It is often said
that ‘no man is an island.” All countries in the world depend on each
other for the provision of goods and services due to a number of
factors. This could be because no two countries are the same in terms
of availability of natural resources, climate, labour, equipment or
machinery.

e It may not have certain raw materials because different countries
have different natural resources.

Different countries are gifted with different natural resources. Do you
know the natural resources your country has in abundance? Zambia
for example has copper in abundance, but lacks oil. So it becomes
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inevitable that Zambia imports oil from countries like Iraq, Saudi
Arabia and Kuwait.

Its climate may not favour the growth of particular crops.

Climates also differ considerably from region to region. While one
region may have climatic conditions that favour the growth of a
certain crop, another region may lack such climatic conditions. For
example, climatic conditions in Zambia favour maize production and
not cocoa production. Again it becomes necessary that Zambia
imports cocoa from countries like Ghana, Nigeria and Ecuador.

Some countries lack skilled labour, equipment and machinery.

While some countries may be favoured in terms of natural resources
and climate, they may not have skilled manpower, advanced
equipment or machinery to exploit these raw materials. The
implication here is that a country that is unable to exploit its natural
resources will remain underdeveloped and depend on other countries
for the provision of goods and services.

Some goods may be produced cheaply in other countries.

A country with the necessary raw materials, skilled manpower,
equipment and machinery could produce more of a particular product
efficiently and cheaply. Another country may find it more expensive
to produce the same product because it lacks the resources. Assuming
that Country A is able to produce goods cheaply and Country B finds
it expensive, Country B will have no alternative but to import cheaper
goods from Country A.

It is a source of revenue for the government.

The other reason which we mentioned earlier in our introduction to

this unit is that foreign trade provides many countries with a ‘major
source of economic revenue’. The revenue raised is used to improve
infrastructure like schools, hospitals etc. and to pay for imports.

To meet the different preferences of consumers.

Again, consumers in a given country may prefer to use goods made
in another country because they think if they use these goods their
quality of life will improve. What do you think of this? As a
consumer, given an opportunity to choose between locally produced
shoes and similar shoes produced in United Kingdom, which ones
would you buy? There is a high possibility that you would opt for
U.K. made shoes probably because you think shoes made elsewhere
other than your country are of high quality. Consumer preferences are
therefore another reason for foreign trade.

To get rid of surplus goods so as to avoid wastage.

Other than the reasons mentioned above, countries may trade with
each other to get rid of surplus goods produced through specialisation
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in order to avoid wastage. Specialisation is not a new concept; we
covered it in Grade 10. Remember that specialisation leads to large
quantities of goods being produced and these goods need a large
market. Foreign trade provides that market.

Reasons for foreign trade are many and varied as you may have seen
above. When a country trades with another, it also enjoys several benefits
or advantages. You should be familiar with some of the advantages. We
suggest the following advantages and hope they will be in line with what
you have in mind.

Advantages of Foreign Trade

e Foreign trade promotes friendship between countries, making it
easy for countries to exchange knowledge and skills.

e Foreign trade provides a wide variety of goods and improves
your standard of living.

e Many employment opportunities arise from the increasing levels
of production.

e Foreign competition forces local industries to improve quality of
their goods and services for the benefit of the consumer.

Now that you know why countries trade with each other and the
advantages of foreign trade, do the following activity. The first question
in this activity requires you to analyse the price tag and answer the
questions below. Question 2 requires you to state whether the given
statements are true or false. Ultimately, the activity is intended to assess
your understanding of topic 1. After completing the activity, mark your
own work by comparing your answers with those provided in the
feedback soon after the activity. Avoid the temptation to check the
answers before completing the activity
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Write the answers to this activity on a separate sheet of paper.

1.

Examine the cloth tag below and answer the questions that
follow:

!

100% COTTON
MADE IN TURKEY
SEE REVERSE FOR CARE

100% ALGODON
HECHO EN TURQIA
VE EL REVERSO
FARA E£L CUIDADY

a) In which country was the item made?

b) How did the item get into your country?

c) What is foreign trade?

d) List at least two services which Zambia exports to other
countries and four goods which Zambia imports from other
countries.

Why do countries trade with each other?

If you are working alone, write down the reasons why countries
trade with each other and compare your answers with the
feedback below.

If you are working in a group, write down the reasons for foreign
trade and then discuss them with your group.

As mentioned above, consumers often have a preference
Z for products made in other countries. If you have access

to the internet, please go to:
http://www.conservationzambia.org/actlocal/buylocal.htm

Discussion

If you are working in a group, discuss why you think
people prefer to buy exports from other countries rather
than locally made products. What are the benefits of
buying local products?
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Now compare your answers with the ones below.

1 (a)
(b)

Turkey

Through foreign trade/someone bought/imported it from
Turkey.

(c) Foreign trade is trade between or among countries.

Feedback (d)

Exported services are tourism and manpower.
Imported goods are motor vehicles, machinery, fruits and
clothes.

2. Why do countries trade with each other?
Countries trade with each other because;

No country can produce all the goods and services
required by its citizens.

Different countries have different natural resources.
Some climates may not favour the growth of particular
crops.

Some countries lack skilled labour, equipment and
machinery.

Some goods may be produced cheaply in other countries.
1t is a source of revenue for the government.

To meet the different preferences of consumers.

To get rid of surplus goods so as to avoid wastage.

Congratulations if after comparing your answers with our answers in the
feedback above you got all the answers correct! You are now ready to
move on to the next topic after reading the topic summary and
successfully completing the Topic 1 Exercise. If you did not get them all
correct, then we suggest you go through the activity again. You may be
required to read through the topic again in order to gain more
understanding
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Topic 1: Summary

We have now come to the end of the first topic of this unit where we
defined foreign trade as trade between two or more countries. We looked
at the reasons why countries trade with each other. We observed that the
differences in natural resources, climates, labour, equipment and
machinery make it difficult for any given country to be self-reliant. We
discussed advantages of foreign trade. We noticed that foreign trade:

= promotes friendship

= creates employment

= provides a wide variety of goods and

= encourages world competition which improves the quality of
local goods.

We hope you found the discussion in this unit very helpful and are now
able to define foreign trade, state reasons for foreign trade and discuss its
advantages.

You had a chance to check your understanding through the activities
given in this topic. We hope you did all the three activities correctly.

Before you move on to the next topic, find out how much you remember
from the content you have just covered by completing the activities
without referring to the text.

You can now check your understanding of the topic by doing End-of -
Topic Exercise 1 in the assignment section of this unit. We recommend
that you complete the exercise before reading our feedback. This will
give you an accurate assessment of your understanding of what you
learned from the topic. If you discover that some of your answers are
incorrect when reviewing the feedback, revise the relevant sections of the
topic before moving on to the next topic.

In the next topic we shall look at the problems faced by traders in foreign
trade. We will also look at middlemen in foreign trade and their
functions.
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Topic 2: Problems Experienced in Foreign Trade

Outcomes

Time

Introduction

In Topic 1 we defined foreign trade. We saw that foreign trade involves
buying and selling of goods between two or more countries. We also took
time to look at the reasons for foreign trade and the benefits of foreign
trade to countries. We discovered that all countries in the world depend
on each other for the provision of goods and services and that no country
is self-reliant due to differences in climates, natural resources, labour,
equipment and machinery. In this topic we will look at the problems
traders involved in foreign trade experience and other challenges or
disadvantages of foreign trade. We shall also explore the services of
middlemen in foreign trade.

Upon completion of this topic, you should be able to:

= [dentify and explain the problems experienced in foreign trade.
= Discuss the disadvantages of foreign trade.
= |dentify middlemen in foreign trade and explain their functions.

You should spend at least 6.5 hours on this topic.

In your study of Topic 1, you may have observed that foreign trade has a
lot of benefits. The problems are equally abundant. You may be aware of
the problems of traders in foreign trade.

Now do the following activity to assess how much you already know
about problems experienced in foreign trade and where to get assistance.
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Activity 4

Feedback

1. In your own opinion, what are some of the problems you would face as
an exporter or importer?

2. As atrader in foreign trade, where would you get help?

If you work alone, write your ideas in the space below:

If you work as a group, identify and discuss the problems as a group.
Then write down ideas from your discussion in the space below:

1. Your ideas may have included problems of distance, differences in
units of measurements and weights, documentation, payments, trade
restrictions and problems in accessing information on foreign
markets.

2. You may have identified the following sources of help:

= Middlemen

= Commercial banks

= Chambers of commerce

v Ministry of commerce and industry

»  Trade Missions Abroad and

= Export Credit Guarantee Department

Please note that in this unit we shall only discuss middlemen. You will
learn more on other sources of help in your future studies in business.

In the next section, we will examine these problems in detail. After
reading the discussion below, you may want to improve on what you
wrote in Activity 4 above.

Problems
1. Problems of Distance

We saw in Topic 1 that foreign trade is trade between two or more
countries. Some of these countries may be miles away from each other,
while others may be in the neighbourhood as we saw in the diagram in
Figure 2 of Topic 1.
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Activity 5

Feedback
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= Goods sold

TANZANIA

MOZAMBIQUE

Figure 2 Flow of goods in and out of Zambia. Commerce Team,
ZACODE, 2010.

Now do the following activity. You are expected to do this activity with a
member of your family or a friend.

1. Examine the above diagram and come up with reasons why
Zambia would find it easier to move goods to Zimbabwe. Why
would Zambia find it difficult to move goods to India?

2. Asyou identify the reasons, write them down and then discuss
them with members of your group before reading the feedback
below. If you are working alone, write them down and then
compare them with the feedback below.

Your ideas may include the ones given below.
Do not worry if some of your answers have not been included. As long as
they are related to distance and transport costs, they are right.

Why it is easy to move goods from Zambia to Zimbabwe:
e short distances involved
e Jow cost of transport
e may use one type of transport

Why it is difficult to move goods from Zambia to India:
long distances involved

high cost of transportation

use of more than one mode of transport

no direct access to ports

You may be aware that the cost of transport depends on distance. Moving
goods in foreign trade may prove to be costly and time consuming as the
exporter and importer are usually miles away from each other.

The problem is worse for landlocked countries like Zambia. As you may
know, Zambia faces a serious problem of long distances to international
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ports like Dar-es-salaam in Tanzania, Beira in Mozambique and Port
Elizabeth in South Africa. As the goods are being moved to these ports,
there is a high possibility that the goods will be transferred from one
mode of transport to another, raising the transport costs even further. For
example, if you are transporting goods from Lusaka, Zambia to Mumbai,
India via Port Elizabeth in South Africa, you will first have to send the
goods to Port Elizabeth using a truck. When the goods reach Port
Elizabeth, they will be transferred from the truck and loaded onto a ship
going to Mumbeai, India. The process of transferring goods from one form
of transport to another is called transhipment. Transhipment is always
associated with certain problems.

What are the problems of transhipment?

Transhipment increases transportation costs and because of the high
possibility of theft and damage, insurance costs also go up.

Apart from long distances and transhipment, transport costs are increased
further by packaging. Remember, in Grade 10 you learned about pre-
packaging. Pre-packaging is when goods are put in containers, wrappers,
boxes and other materials by manufacturers. We called it ‘pre-packaging’
because it is done by manufacturers ‘before’ sale. Packaging is the actual
putting of goods in wrappers, boxes, containers, packets and other
materials. Why should goods be packaged? The answer is obviously
protection and easy carriage.

Goods, especially those going to distant places need to be well protected
not only from adverse weather conditions but theft, as well as damage.
Proper packaging is a must especially in sea transport, where moisture is
a serious problem. Proper packaging is needed even where a ship has a
dehumidifier. A dehumidifier is a machine or device you would use to
remove excess moisture from the air in a room or ship.

Proper packaging would be necessary even when sending goods by air.
Goods must still be adequately protected, especially when sending goods
that are precious and at a high risk of being stolen. One problem of
packaging is that it increases the cost of transportation.

How packaging increases transportation costs.

Some packaging materials are so heavy that they add to the weight of an
item. You may be aware that transportation charges depend on the weight
of an item. Take for instance bottles of Fanta© cold drink in wooden
crates. Transporting these bottles of Fanta© may be costly because the
bottles of Fanta© are heavy and the crates are also heavy.

2. Different units of measurement

Units of measurement vary from country to country. Some countries like
Zambia use kilograms for weight while others use pounds. Converting
kilograms to pounds may be difficult, however many countries have
converted to the new metric system which is a common system of
weights and measures adopted by countries worldwide. To convert units
of weights and measurements easily, standard conversion formulae are
used. Let us study the conversion table on mass below.
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A

Note it!

X

Activity 6

Conversion formulae for mass

TO CONVErt ovvvrieiiieiineienionnreeniceesonne suee Multiply by
Grams into milligrams......................o.o.ee. 64.79891
Pounds into kilograms ......................... 0.4535924
Tonnes into kilograms ...................ocvvvennns 1016.0469
Tonnes into Metric toNNes ............c.ovevvenenn.. 1.01605

To convert to another unit you simply multiply the imperial
measurement/weight by the conversion factor.

To help you understand this, let us look at the following example:

Example

1. Convert 10 tonnes of maize into kilograms.
2. Convert 500 grams into milligrams.

Solution

1. To convert 10 tonnes into kilograms you will have to multiply 10
tonnes by the conversion factor 1016.0469.
10 X1016.0469
=10160.469 Kilograms

Similarly,

2. To convert 500 grams into milligrams you will have to multiply
500 grams by the conversion factor 64.7989
i.e. 500 X 64.7989
=32399.45 milligrams

Note that this conversion table only contains a few selected items on
mass.

Now do the following activity to check your understanding on conversion
of units of weights and measurements.

Convert the following;

a) 50 pounds into kilograms
b) 12 grams into milligrams
¢) 30 tonnes into metric tones
d) 45 tones into kilograms
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Feedback

Check whether your answers are similar to the ones given below;

a) 22.67962 kilograms

b) 777.58692 miligrams
c) 30.4815 metric tonnes
d) 45722.1105 kilograms

If your answers are different re-do the activity and ensure that you
multiply the figures in the question with the one appearing besides the
conversion in Table 2 above. Well done if you got all of the answers
correct!

3. Problems of documentation

Encarta© Dictionaries (2008) defines documentation as “documents
provided or collected together as evidence or as reference material”.

Documents are not new to us; they were covered in Grade 10. Although
documents serve an important purpose, in foreign trade they also
numerous and complicated. This may be because of the many commercial
activities involved. The challenge is in meeting the many documentation
requirements for transportation, storage and clearance of goods etc.

4. Payment problems

When goods are sold on credit, there is always a high possibility of bad
debts. Bad debts are not a new concept; we covered them in Grade 10.
Bad debts may be considered as one of the payment problems which
traders face in both home and foreign trade. The problem may be worse
in foreign trade because the exporter may not know the importer
personally, let alone their credit worthiness.

What are the causes of bad debts?

Bad debts in foreign trade may be the result of a change of government or
cancellation of an import licence. Often governments as well as import
regulations and rules change. This has repercussions on foreign trade.
Where the importer’s licence is revoked before payment for the goods,
exporters have always found it difficult and expensive to take legal
action.

Also directly linked to payment problems are the different currencies
used by different countries. To trade with an exporter in another country,
as an importer you must first convert your currency into the exporter’s
currency through a foreign exchange market which can either be a bank
or bureau de change.

It is important that you also learn how to convert your currency into other
countries’ currencies.

Let us now study the following table showing exchange rates as compiled
by the Bank of Zambia November 30", 2010.
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Tip!

Bank of Zambia
November 30, 2010
Currency Buying Selling
Dollar %) 4,500 4,630
British Pound  (£) 6.200 6,400
Euro  (€) 5,000 5,200
South African Rand (R) 430 470

Table 2: Exchange Rates adapted from the Times of Zambia, 30

November 2010.

Now let us work out the following example together:

Example

Mr. Komba, a Zambian businessman, is buying goods worth R5,000 from
South Africa. How much money does he need in Zambian kwacha to buy

R5,000?

Mr. Komba is going to pay in South African Rand and not Zambian
Kwacha. Therefore he must buy the rand from a bank or bureau de
change. Since the bank or bureau de change is selling the rand to Mr.
Komba, we shall use the figures in the selling column.

Solution

From the table, the selling price of 1 rand is K470

If R1 is equal to K470 then R5,000 is equal to an unknown figure.

Therefore; let the unknown figure be x

S0 R K470 Cross multiply.
R5,000 > X iel XX and
5,000 x 5000 X470
Therefore; ) X ? /
Divide both
Thus: 1x = 2,350,000 sides by 1 to
1 x 235&0004 remain with x
T 1
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Feedback

x= K2,350,000

Therefore, Mr. Komba will need K2,350,000 to buy goods worth R5,000
from South Africa.

Now do the following activity. The activity will give you an opportunity
to convert another country’s currency to your local currency.

Mr. Komba, buys R9,500 to carter for other expenses. After paying all
the expenses, he was still left with R2,500. He decides to convert it back
to Zambian Kwacha. How much will he receive?

You should have realised that the bank or bureau de change buying the
rand from Mr Komba may have converted it as follows:

If 1 rand ——p K430
Then 2,500 rands —y x

2,500, x

1 430
Ix = 1,075,000

T x 1,073,000

1 =
x = K1,075,000

Therefore, Mr. Komba will receive K1,075,000.

You have had a chance to convert South Afirican currency into your local
currency. We hope this activity has been an eye-opener on conversion of
currency. You can now convert currencies of other countries into your
local currency. We encourage you to convert the remaining currencies in
Table 2 to your local currency on your own. You can then discuss your
answers with your friends or tutor.

Although the conversion of currency is easy and can be done within a few
minutes, it has serious implications for the exporter as can be seen below:

e Exchange rates fluctuate. This puts the exporter at a
disadvantage if their currency is devalued. To devalue is to
lower the value of a countries currency. This means the exporter
will be paid less for their goods.

e Commissions charged by banks or bureau de changes are an extra
cost.

Having looked at problems of payment, let us now discover how
countries restrict trade.
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Activity 8

Feedback

5. Trade Restrictions (barriers)

In spite of the many benefits of foreign trade, countries still put in place
restrictions to limit trade. The most common trade restrictions are tariffs,
quotas and embargoes.

Take time to examine the words highlighted above. Write down the
meaning of each word in the space provided below. You may use a
dictionary.

Compare your answers to the ones given below,

A tariff is a tax on imported goods. The money collected on imports is
called customs duty. Customs duty is one such tariff. A quota is a limit
on the number of items to be imported in a given year. A complete ban on
the importation of goods in a given year is an embargo. Not only do
governments impose embargoes on imports, but on exports as well.

Countries impose customs duty in order to make imports expensive. The
main aim is to limit foreign trade.

The major consequence of the trade restrictions identified above is that
they all make imported goods more expensive than locally produced
goods. The main motive here is to protect local industries from foreign
competition. However different countries have their own reasons for
trade restrictions.

Why restrict trade?
Whereas countries have various reasons for restricting trade, many
countries do it for some or all of the following reasons:

e To raise government revenue.
e To stop the importation of unsafe goods.
e Toreduce imports in order to save foreign currency.
e To discourage dumping.
What is dumping?

The term dumping may be used differently by different people. To help
you understand the term better, do the following activity. You are
required to use a dictionary.
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1. From your own understanding write down three different
meanings of the word dumping in the space provided.

a)

b)

c)

2. Use a dictionary to confirm your answers. Only refer to the
dictionary after you have given your own answers.

Compare your answers to the ones given below;

You are right if you thought of things such discarding, throwing away,
getting rid of something or other ideas similar to these. Although these
words appear different, they may be summarised in this definition.: “the
activity of depositing waste in an area or place”. Encarta© Dictionary

(2008).

People in foreign trade know dumping as a situation where an exporting
country sells its products at lower prices in a foreign market than the
prices offered locally. When goods are dumped in a country, local
industries suffer. People prefer to buy imported goods whose prices are
typically lower instead of locally produced goods.

You can clearly see that foreign competition has a serious adverse effect
of forcing local industries out of business. For example, the textile
industry in Zambia has suffered greatly in this regard. The importation of
cheap clothes, especially second hand clothes has forced the textile
industry out of business. Supporting industries like suppliers of raw
materials have also suffered the consequences. As a result, many workers
have found themselves out of employment.

6. Problems in accessing information on foreign markets

Before anyone can consider selling goods and services abroad, there is a
need to gather as much information as possible on foreign markets. You
need to be knowledgeable on matters like measures and weights,
customs, rules and regulations and other related matters. Communication
is the only sure way of gathering information. Communication enables
traders to share ideas and information by writing or talking to others.

Nowadays communication takes various forms: telephone, fax, letters, e-
mail and internet, using skype, Facebook, face-to-face meeting and many
others. All of these have implications for foreign trade and are also
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Feedback

costly. If there are any of these means of communication that you do not
know, look them up in the dictionary, ask family, friends and/or your
tutor.

In addition, gathering information might not be that easy as different
countries use different languages. Language is the main method which
people use to communicate with each other. Where people speak different
languages there is usually a communication breakdown. We may have
had an encounter with a foreigner where communication became difficult
because of differences in languages. Attempts to overcome the problem
of language differences could be costly. For example, a translator is
needed to translate trade documents like information leaflets, labels and
other related documents into different foreign languages.

Now that you know the problems of foreign trade, see if you can come up
with other challenges or disadvantages not mentioned in our topic.

Disadvantages of Foreign trade

Use this space.

This activity should have made you realise that there are many disadvantages which the
list above has not covered. You may have come up with the following disadvantages:

Countries may end up using all their natural resources to meet worldwide demand.
The process by which natural resources are used up is called depletion.

Harmful goods like fire arms and illicit drugs may find their way into the country.

Serious economic difficulties may be experienced by a country that depends too
much on others during emergence periods e.g. during war times.

A country may not develop its resources fully if it depends on imported goods.

Diseases such as swine flu, bird flu and foot and mouth disease may be transferred
from one country to another through foreign trade.

If you came across other disadvantages not included above, that is fine.

Invasive species are non-native plants, animals or
microorganisms that invade a habitat causing environmental
or economic damage. Many of these invasive species are
'{- introduced via transportation of exports and imports. If you

have access to the internet, please go to:
http://www.scidev.net/en/news/invasive-weed-strangles-

Discussion zambian-park.html and read about an invasive species in
Zambia. Discuss with your friends and family the impact of
invasive species.
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You have so far examined the various challenges of traders in foreign
trade. Remember, the problems are common to all exporters and
importers, whether new or experienced. To trade successfully, exporters
and importers need help from some quarters. There are individuals and
firms that help traders with export and import procedures. These
individuals or firms are called middlemen. Let us now discuss some of
the middlemen found in foreign trade.

Middliemen in Foreign Trade

You are already familiar with the term middlemen. In Grade 10 we
discussed middlemen like wholesalers who handle goods between the
producer and the consumer. Just like wholesalers, middlemen in foreign
trade middlemen act on behalf of importers and exporters. You will
definitely find the services of middlemen helpful if yours is a small scale
business. You may also find them useful if you don’t know much about
international business. You will need to know the various types of
middlemen and the kind of services they offer. Your choice of
middleman will depend on the kind of services you require. Let us now
look at different types of middlemen and the types of services they offer.
Middlemen in foreign trade include; forwarding agents, brokers, factors
and import merchants.

Forwarding agents

Forwarding agents are middlemen of international trade who assist people
to export goods for a fee. They are sometimes referred to as freight
forwarders. Before you read on do the following activity:

1. With the help of your friend or a member of your family, identify
at least two forwarding companies in your country. List them
down in the space provided.

2. What kind of services do the companies identified in one above
do? Explain.

For Zambia, you may have identified companies like SDV, Manica and
Azfireight co.

You may have observed that the companies above operate on an
international level.

Services.
These companies mainly deal with customs clearance, shipping and
freight forwarding.

37




Commerce 11

Other freight companies not mentioned here may be accepted.
Find out more on your own from people or companies involved in _foreign
trade like commercial farmers and mining companies in your area.

The work or functions of forwarding agents in foreign trade

Exporters worldwide find the services of forwarding agents helpful.
Some of the help you would get from forwarding agents include:

e Preparation of documents.
e Booking of transport.
e Obtaining insurance cover for the goods that are being exported.

e Packing the goods and storing the goods before shipment (before
the goods can be transported).

e Sending the documents and instructions to their representatives
or agents abroad.

e Despatching goods to the (importers) through their
representatives.

For the work they do on your behalf, they get a commission.

Other people or firms that act on behalf of exporters and importers are
brokers and factors. Let us start by examining the work/function they do
in foreign trade.

Brokers and Factors

Brokers and factors are not new concepts. We covered them in Grade 10
under wholesaling in home trade. Do you still remember what you learnt
about them? To see how much you still remember, do the following
activity.
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The Table below is meant to summarise the features of each agent. You
are required to complete the table without referring to the answers. The
first one has been done for you.

Feature Broker Factor
Buying and selling Buy and sell Only sell on the
goods/services on behalf principal.
behalf of the principal.
1. Handling of
goods
2. Ownership of
goods
3. Remuneration
(reward)
Compare your answers with the ones given below:
Feature Broker Factor
1. Handling of They do not handle They handle the goods
goods the goods they sell. they sell.
2. Ownership of They do not own the They own the goods

goods

goods and cannot sell
in their own names.
They simply bring the
buyer (importer) and
seller (exporter) in
contact.

and can sell the goods
in their own names,
sometimes even on
credit.

3. Remuneration
(reward)

They are paid a
commission known as
brokerage.

They are paid a
commission but when
they sell on credit they
receive an extra
commission called Del
Credere commission.

We hope you were able to remember all of the features. If you forgot some of
the features, this activity has acted as a reminder.
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Remember:

e The principal is the person who owns the goods or services being
offered for sale by an agent. It may be a local manufacturer or
seller.

e The factor may also collect and forward the payments to the
principal, less their agreed commission.

e The factor may also take the responsibility of insuring goods in
their possession with an insurance company in their own names.

Not all middlemen are agents, some are principals themselves. Here is
one such middleman.

Import Merchants

Import merchants are actually wholesale traders (principals) who buy
goods in bulk from abroad and sell them locally for a profit. Import
merchants buy and sell for themselves; they do not work for anybody.
When they sell goods, they do it in their own names. In reality, they are
wholesalers that provide wholesale services like delivery service,
warehousing and other wholesale services. The services offered by
wholesalers were discussed in Grade 10, so you should remember what
this means. If you do not, review your Grade 10 notes or textbook. You
may even discuss this with your friends.

You can now make the right choice of middlemen in foreign trade as you
now know the functions of each middleman.
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Topic 2: Summary
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You have now come to the end of the second topic on ‘problems
experienced by traders in international trade’. We saw that the main
problems experienced by traders in foreign trade are caused by long
distances, differences in languages, units of weights and measurements,
and currencies used by different countries, as well as trade restrictions
like tariffs, quotas and embargoes. Other challenges of foreign trade
range from depletion of natural resources to transfer of diseases. We
further discussed in this topic the middlemen in foreign trade and their
functions. From the services offered, you may have observed that
middlemen are very helpful to small scale business with little or no
knowledge of international business.

As in Topic 1, you had a chance to check your understanding through the
activities given in this topic. We hope you did all the nine activities and
found them useful.

Before you move to the next topic, go to the assignment section and do
Topic 2 Exercise. Ensure that you do the exercise to review and check
your understanding of the topic. Avoid the temptation to look at the
answers before completing the exercise. This will give you an accurate
assessment of your understanding of what you learned from the topic. If
you discover that some of your answers are incorrect when you compare
them to the feedback, review the relevant sections of the topic before
moving on to the next topic.

We hope that you have found the topic beneficial and are now familiar
with the problems faced by traders in foreign trade and how to address
them.

In the next topic we shall explore the documents used in importing and
exporting.
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Topic 3: Documents Used in Foreign Trade

Introduction

In Topic 2 we discussed the problems of exporters. We saw that both
exporters and importers experience problems in carrying out their
commercial activities of buying and selling. You will remember that we
said in Topic 2 that one of the problems in foreign trade is that the
documents are usually numerous and complicated due to the many
commercial activities involved. Documents are needed in the
transportation, storage and clearance of goods, as well as in exchanging
currencies.

In this topic we shall explore the common documents used in the
exportation and importation of goods.

Let us start by looking at the topic outcomes.

Upon completion of this topic, you should be able to:

= Explain documents used in foreign trade.

= (Use the documents.

Outcomes

You should spend at least 6.5 hours on this topic.

Time

Dealing with documents in foreign trade may not be an easy task. We
have seen in Topic 2 that documentation in foreign trade may be costly
and time consuming to organise. Although this is the case, as a
prospective trader and business studies learner, you need to know the
importance of these documents.

What is the Importance of Documents?

Documents are the only sure way of providing a written record of
transactions. This is not only done to provide proof, but to provide traders
with a pathway of their business activities.

Documentation needed by one country may not be needed by another.
This is because different countries have different import and export
regulations. The documentation requirements will depend mainly on the
destination of shipment.
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Activity 13

Feedback

Before you read on, see if you can come up with at least five common
documents used in foreign trade. Write your answers in the space below
the heading.

Common Documents used in Foreign Trade

A

If you managed to write down any of these five documents on your first
attempt, well done! If you did not, keep trying until you manage to write
all of them without first referring to the answers.

Your list may have included documents such as:
o [mport/export permits

Export/import declaration forms

Bill of lading

Charter party

Airway bill

Commercial invoice

Certificate of insurance

Certificate of origin

We are now going to look at how each of these documents is used,
starting with import licenses or permits. While studying these documents,
we advise that you pay particular attention to their usage.

Import Permit/License

Before an importer considers importing goods into a country, they must
be issued an import permit or license. An import permit is a document
issued by a government allowing the importation of specified goods into
the country. Which government ministry or department is responsible for
issuing import permits? In Zambia, import permits are issued by the
Ministry of Commerce and Industry. Any importing company wishing to
obtain an import permit in Zambia can get in touch with the Ministry of
Commerce and Industry. There is a possibility that in other countries
different ministries are responsible for the issuance of import permits.

Each license specifies the volume of imports allowed. In a country where
a quota has been imposed, the total volume allowed should not exceed the
quota. Remember, a quota is a limit in the number of items to be
imported in a given year.
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It is important to note that some countries do not require permits to
import goods.

Import licences may be required by customs and excise authorities at the
port of entry. Therefore, problems with customs officials can be avoided
if the importer puts the import permit together with the other documents.
While import permits may be used for other purposes like customs, they
are used by some governments to protect their local industries against
foreign competition by discriminating against another country’s goods.

Export Permit/License

Exporting goods to another country may require an export permit. An
export permit is a document issued by government to allow someone to
export specific quantities of particular goods to a given destination.
Export permits are slowly being replaced by export declaration forms in a
number of countries including Zambia.

What is an Export Declaration Form?

An export declaration form is a document used in the clearance of goods
by the customs authorities. As an exporter you need to complete an
export declaration form whenever you are exporting goods. The form
helps customs officials to collect the necessary statistical data from the
exporter which the government can use to verify and regulate exports.
You will discover why the government needs to do this in Topic 2 of Unit
2. The customs authorities require that an original commercial invoice,
packaging list and an airway bill or bill of lading accompany the export
declaration form. In Zambia, a standard customs authority form ZRA CE
20 is used mainly for statistical purposes.

However, there still remain some instances when export permits may be
used. You still need an export permit to export goods like gemstones,
games skins, timber etc. In Zambia, you obtain such permits from
respective ministries or departments. To export gemstones for instance, a
permit may be obtained from Ministry of Mines. Note that export
licences and permits are used synonymously. Export permit requirements
may depend on the destination of your shipment. You will come across
trading blocs in Unit 2 of Grade 11Commerce.

Import Declaration Form

When importing goods, you will need to complete an Import Declaration
Form. Like the export declaration form, an import declaration form
provides the customs authorities with the necessary statistical data on
imports which may be used by government to verify and control imports.
In some countries, different forms may be used for small consignments
and commercial consignments respectively. For example, in Zambia the
CE 7 form may be used for consignments below USD 500.000 and CE
20 for commercial consignments above USD 500,000.
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al

Note it!

Bill of Lading

A bill of lading is a document used when sending goods by sea transport.
The bill of lading will show full details of goods, the name of the ship to
carry the goods and the ports of departure and destination.

Importance of the bill of lading

We saw earlier in this topic that documents provide a written record of
transactions as well as helping traders keep track of their business
activities.

The bill of lading is equally important because it:

e isareceipt for the goods received on board the ship.

e isa contract of carriage between the ship-owner and exporter.

e is a dispatch note (informs the importer of the impending arrival
of the goods).

e gives the holder title to the goods. This means that when the
goods finally arrive, the holder of the bill can use the bill of
lading to claim them.

e is transferable, which means that the importer may sell the goods
even before they arrive and hand over the bill of lading to the
buyer in the same way a title deed is transferred to the buyer of a
house.

e shows the state in which the captain received them.

Remember, a bill of lading only acts as a receipt when signed by the
ship’s captain. It is therefore important that as the ship’s captain is
receiving the goods, they sign the document. If goods are received in
good condition, a clean bill is signed. On the contrary if goods received
are damaged a dirty bill is signed.

The holder of the bill of lading may be the importer or any person
to whom the bill has been transferred.

How the bill of lading is transferred

You may be aware that when a person sells a house, they must also
handover the title deed. Similarly, if the importer decides to sell their
goods before their arrival, they must also handover or transfer the bill
lading to the buyer. Bills are transferred from one person to another by
way of endorsement. To endorse is to sign the bill at the back. Figure 3
below shows the transfer of ownership of goods from the importer to
another buyer.
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Sells goods to
2nd buyer
before arrival

and transfers bill

of lading to

Sells goods
and sends bill
of lading to

Exporter B Im{;i{;‘;ﬁ_g]m . 2nd Buyer

s - J

Figure 3: Transfer of ownership of goods. Created by Commerce Team,
ZACODE, 2010.

It is important to note that once the second buyer takes possession of the
bill of lading, they can use it to claim the goods when they arrive.
Remember, we mentioned earlier that the bill of lading is a document of
title.

Another document essential in the shipment of goods by sea is a charter
party.

Charter Party

To send goods by sea you need to hire a ship if you don’t own one
yourself. Ships may be hired just like trucks or cars in road transport. The
hiring of a ship is called chartering. A charter party is a document used
when one is using a hired ship to transport goods. A Charter Party is,
therefore, a contract between the owner of the ship and the business
person.

Ways of Hiring a Ship

You can hire a ship for a specific period of time, like 3 months, six
months or even 1 year or more during which your business can make
many trips. This way of hiring a ship is called time charter.
Alternatively, you can hire a ship for a specific sea journey or trip
(voyage) after which you can return the ship to the owner. For example
you may hire a ship to carry goods from Port Mumbai in India to Port
Beira in Mozambique and back to Mumbai, India. This is called voyage
charter.

As we have seen, a bill of lading is associated with shipment of goods by
sea. But goods may also be sent by air transport and when this happens,
another document called an airway bill is used.

46




Commerce 11

Airway Bill

As indicated earlier an airway bill is a document used when sending
goods by air transport. This document is as important as a bill of lading in
that both have similar functions. An airway bill, on the other hand cannot
be used to claim ownership of the goods when they arrive. This means
that it is not a document of title and thus it cannot be used to transfer
ownership of goods.

Now that you know the major difference between an airway bill and bill
of lading, see if you can come up with your own functions of an airway
bill by doing the following activity. You may refer to our discussion on
the bill of lading.

1. What are the functions of an airway bill? Write your answers in
the space below.

Activity 14

2. Kaasu wants the right to claim ownership of some goods when
they arrive at the Port Elizabeth in South Africa. Which
document does she need to claim her goods?

Check whether your answers are similar to those in our feedback below:

1. Functions of an airway bill includes the following:

e [t is a receipt for the goods received aboard a named plane.

e Jtis a contract of carriage between the airline and exporter.

e [t is an invoice for the freight, reflecting the shipper, the
consignee and the goods being shipped as well as the full
freight amount.

Feedback

e It is a certificate of insurance (if carriers insurance is
requested by the shipper).

e [t also guides airline staff on the handling, dispatch and
delivery of the consignment.

2. A bill of lading.

From the answers above, you may have seen that a bill of lading and
airway bill are similar in a number of respects. For this reason, some
people still refer to an airway bill as a bill of lading or air consignment
note. You learnt about consignment notes in Grade 10.
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Commercial Invoice

When a transaction is agreed upon whether in home trade or foreign
trade, the seller must send a bill for the goods to the buyer. A bill is a
document that shows the buyer how much he owes the seller. In home
trade, an ordinary invoice is that bill. In foreign trade, commercial
invoices are used for the same purpose. You already know much about
ordinary invoices. You may recall from your Grade 10 work that an
ordinary invoice contains the names and addresses of the buyer and
seller, the order number, the date of invoice, quantity, description of the
goods, unit price, total prices and terms of payment among other things.
Similarly a commercial invoice gives the following details:

e the names and addresses of both the (buyer) importer and (seller)
exporter.

e the quantity of goods including the number and kinds of
packaging involved.

e an order number or reference to correspondence between the
exporter and importer.

o A full description of the goods in question (including brand
marks).

e the total price of the goods (and unit price where applicable).
e the type and amount of discount given.
o the likely delivery schedule and delivery terms.
e the payment terms, for example 30 days on sight.
In addition, commercial invoices may show:
e packing details where there is separate packing list.

e the currency in which the goods will be sold (e.g. British pound
or US dollars).

e the payment methods, for example cash in advance or Letter of
Credit (L/C).

o the exporter's banking details.
o freight and insurance charges to be paid.

From your knowledge of ordinary invoices covered in Grade 10 and the
details given above, you can come up with your own example of a
commercial invoice. In the next activity you are given an opportunity to
apply this knowledge.
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1. Draw an example of a commercial invoice in the space provided
below:

Activity 15

You may have come up with a commercial invoice similar to the one
given in the feedback below.
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Feedback

COMMERCIAL INVOICE

BENJAGET TEXTILES ZAMBIA LIMITED Invoice No. 669

Plot No. 7, Buntungwa Road, Luanshya Invoice Date: 07/06/11
Telephone No. 0212512704
Email address: benjagetex@yahoo.com Due Date: 08/07/11

Account No. 063-78654000

Bill to:
George Clothing Factory
1 Quinton Road, Birmingham
United Kingdom
Your Order No. 90
Quantity | Weight | Commodity Description Unit Total
Value Value
KGs Code (K) (K)
1000 WGl Roles Wax 20,000 12,000,000
Material
200 CT56 Roles Chitenge 5,000 2,500,000
Material
800 VVT9 Roles Velvet 25,000 5,000,000
Material
Total 19,500,000
Payment Method: L/C (Letter of Credit) ,
Currency | Zambian
Kwacha

Signature: Bex

Figure 4: Sample Commercial Invoice. Created by Commerce Team,
ZACODE, 2010.

1f your commercial invoice included all the details in the invoice above,
congratulations! If on the other hand your commercial invoice did not
contain all the details or included more details, do not worry. As long
as the details were obtained from a recognized source like the internet
or textbook that is fine.

You can see from the commercial invoice above that to arrive at the total
value, we multiplied the quantity by the unit value just as we did with the
ordinary invoice in Grade 10. It is clear that the minor differences are in
terminologies because terminologies in home trade and foreign trade
differ.

Governments use commercial invoices to arrive at the true value of
goods for customs and import control purposes.
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Note it!

When a copy of a commercial invoice is certified correct by the consul,
it becomes a consular invoice. Let us now discuss a consular invoice.

Consular Invoice

We have seen that commercial invoices provide the government with
important information that enables them to arrive at the true value of
goods being imported or exported. Many governments require
commercial invoices to be certified correct by their trade missions in the
exporting country. A consular invoice is a certified copy of a commercial
invoice. However, some countries use specified forms for consular
invoices. A consular invoice is certified correct when a consul or their
representative stamp and append their signature to it for a small fee.

Who is a consul?

A consul is an official sent to live in another country and look after their
own country’s citizens and business interests there. You may be using
terms such as diplomats or ambassadors to refer to consuls.

Why do consuls certify consular invoices correct? Consular invoices are
certified correct as a control measure. It is required by the customs
officials to assess customs duty. Without the diplomat or consul’s
signature, some traders may cheat by reducing the price of goods on the
invoice so that they pay less duty. Certification on consular invoices also
prevents the importation of forbidden goods in the country. It is important
to note that:

Consular invoices are written either in English or the official language of
the importing country.

Certificate of Insurance

A Certificate of Insurance is a document issued in order to protect the
goods against risks while in transit. We saw earlier in Topic 2 that as
goods are being moved from one place to another, they are exposed to a
number of risks. Do you remember some of the risks? You may have
recalled risks such as theft and damage to the goods in transit. Other risks
like fire, accident, floods, and bad weather may affect both goods in
transit and those awaiting collection from warehouses. You may also
insure against loss of profits as a result of fire or other risks.

To reduce serious losses resulting from such risks, you can insure your
goods, property or life. To insure something, you need to pay a small
amount of money called a premium to the insurance company. Upon
payment of this premium, the insurance company initially issues you with
a cover note to provide you with temporary cover while an insurance
policy is being prepared. An insurance policy is a contract of insurance; it
provides you with the terms and conditions of insurance. The benefit is
that when you are in possession of a cover note or insurance policy, if
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your goods are for example destroyed by fire, the insurance company will
replace them. You will get to know more about insurance in Grade 12.

In reality, a certificate of insurance is a cover note or insurance policy
covering goods in transit. One has to make a choice whether to obtain a
certificate of insurance to cover a specific sea journey or a specific period.
When the certificate of insurance is issued for a specific journey, it is
called a voyage policy. If it is for a specific period of time, it is a time
policy.

What is the importance of a certificate of insurance?

A certificate of insurance proves to the transport firm that the goods in
transit have already been insured against risks by the exporter. With this
proof, the transport firms can handle the goods with confidence, knowing
that they will not be responsible for any risk that may occur to the goods
in their custody.

Certificate of Origin

Some countries may require a signed certificate showing the name of the
country where the exported goods were manufactured. Since the
certificate shows the origin of the goods, it is called a certificate of origin.
Certificates of origin are usually obtained through a local Chamber of
Commerce. A chamber of commerce is an association of people who own
businesses in a given area. It is common for large cities that have a
chamber of commerce. The main goal of a chamber of commerce is to
improve conditions for business in their area. To achieve this aim,
chambers of commerce provide advice and information to their members
on issues relating to their businesses. Sometimes training courses may be
provided to their members.

What is the importance of a certificate of origin?

Many governments find certificates of origin helpful in preventing the
importation of goods from countries where imports have been stopped by
means of a government order such as a quota.

By showing the country of origin, customs officials are guided as to how
much customs duty should be charged. This is particularly important
where countries have agreed within their region not to pay customs duties
or to pay less. Such a regional grouping is called a trading bloc. An
example of such countries would be those in the SADC region. You will
learn more about trading blocs in Unit 2.

So far we have discussed the common documents used in foreign trade.
There are however, several other documents used in foreign trade, some
of which we are now going to discuss.
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Other Documents used in Foreign Trade
Packing List

Another important document worth mentioning is a packing list.

When preparing goods for export, a detailed packing list may be required.
A packing list is a document prepared by either a shipper or forwarding
agent to give a breakdown of the items in the shipment, including
identification or special marks. Such identification marks may be
essential in case the goods are lost or stolen for the purposes of claiming
insurance and tracking them. In addition, a packing list shows the
customer’s purchase order number and destination. From this
information, we can design a packing list together using bits of
information given above.

Can we identify from the passage above some of the pieces of
information we will require to design a packing list. We will require:
e the shipper’s name and address.
e the customer’s order number.
e the description of the goods together with identification or special
marks.
the consignee or importer’s name and address (destination).
e the quantity.

SHARMATAN INTERNATIONAL HAULAGE COMPANY
Sharma Building, Shang Rd, P.O BOX X9001
India

PACKING LIST
RECEIVER: DATE

Customer’s Purchase Order No.

Case Identification Description Quantity
No. marks/Code

Signature:

Figure 5: An example of a packing list form. Created by Commerce
Team, ZACODE, 2010.

53




Commerce 11

Note it!

As you can see from Figure 5, a packing list is not a complicated
document.

It is important to note that:

Packing lists are usually written on printed forms like the one we have
designed above. However, there may be variations in layout and design.

A packing list must be stuck to the outside of the package in a waterproof
envelope or plastic sheath and marked “Packing list enclosed".

Why is a packing list needed? A packing list helps shippers or forwarding
agents in ascertaining the weight and volume of the goods as well as
ensuring that the correct goods are being transported. Customs officials
may also use a packing list to verify the cargo.

Now that we have designed our packing list, see if you can manage to
complete it using the details in the activity below. The activity is intended
to help you learn how to use some of the documents in foreign trade. We
will not give you practice on all the documents in foreign trade because
they are many, thus we have selected some commonly used documents.

54




X

Activity 16

L.

(a)

(b)

(©)

Commerce 11

Sharmatan International Haulage Company has a

Consignment of books to deliver to Janet Mabbola of Luanshya
Book sellers, P.O. Box 90700. You have been asked to help
Sharmatan International Haulage Company to prepare a packing
list. Use the form we designed above and the information given

below.

50 Mastering Commerce, case no 1, code 1A/300

45 Commerce Around You, case no 3, code BN/111

110 Tips on Commercial Knowledge, case no 5, code CC90C
95 Business Economics Book 2, case no 6, code MAC56

200 Reality of Climate change, case no 7, code 1IGTR3

Attach the document you have just prepared to your package.

What is the importance of the packing list to forwarding agents or

shippers?

(d) Which document would you use to send goods using sea

transport?

(¢) Which document is used when goods are sent by air?

¢y

Which document would you use to prove to the customs officials

that the prices indicated on reflect the true values?

For more practice on the use of documents, we advise that you visit
airports, customs and excise offices, forwarding agents, airports and
transport firms in your area. Make a collection of documents and
make comparisons.

Check if your answers are similar to those provided in the feedback below.
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a)
SHARMATAN INTERNATIONAL HAULAGE COMPANY
Sharma Building, Shang Rd, P.O BOX X9001
India
PACKING LIST
RECEIVER:
fanet Wablola
Luanshya Book Sellers
P.o Boy 90700
Luanshya
Customer’s Purchase Order No. 34091
Case No. | Identification Description Quantity
marks/Code
1 1A/300 Mastering Commerce 50
3 BN/111 Commerce Around 45
You
5 CcCo0C Tips in Commercial 110
knowledge
6 MAC/56 Business Economics 95
Book 2
7 1GTR3 The reality of Climate 200
Change

Signature: smg

Congratulations if you managed to enter the details correctly. If
not, go through the activity again. You may find it necessary to
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%k

Tips

compare our packing list with actual packing lists. To do this you
are advised to visit forwarding companies, international
transporters, airports, railway stations or mining companies in
your area. This will also give you a chance to collect some
documents and learn how to use them.

(c) It helps them in determining the weight and volume of the
goods and making sure that the correct goods are being
transported.

(d) Bill of lading.

(e) Airwaybill.

() Consular Invoice.

When preparing the packing list, it is important to ensure that quantities/
items on the packing list should match with those on the commercial
invoice and bill of lading to avoid delay in sending the goods.

Now that you know the packing list and how it is used, let us proceed and
look at a shipping note.

Shipping Note

When sending goods to the docks, the person sending the goods prepares
a shipping note and gives it to port officials a few days before the ship
starts off. The shipping note gives full information about the goods
including handling instructions. It also names the ship to carry the goods
and the port where the goods will be offloaded from. The port authorities
will find the shipping note helpful in comparing the goods being exported
against those written on the shipping note. If satisfied with the details on
the shipping note, the port official signs it. At this stage the signed
shipping note may act as a dock/warehouse receipt. Alternatively, the
port officials may issue a separate dock or warehouse receipt.

What is a dock or Warehouse Receipt?

A dock or warehouse receipt is a document that provides proof that the
shipping company has accepted the goods and will be putting them
aboard a named ship. The dock/warehouse receipt shows the goods have
moved from the home transporter to the port of loading and have left with
the international transporter. This means the home transporter is no
longer responsible; the responsibility has been transferred to the
international transporter.

The Indent

The word ‘indent” might mean different things to different people. For
instance in writing, to indent is to move either from the left or right
margin at least 5 spaces inside the paragraph. An indent in foreign trade
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is a document which instructs an agent to order goods from abroad.
Remember in Topic 2 of this unit we saw that agents help traders either
with the buying or selling of goods.

An indent may be mistaken for an order in home trade because the
information on these two documents is similar. For example, the quantity
of goods that is to be ordered, their prices, the terms of payment, where
there are discounts and many more. The only difference is that with the
order, the buyer directly requests the seller to supply him with the
required goods. On the contrary, an indent requests an agent to look for
goods from sellers (exporters) abroad on behalf of the buyer (importer).
This means that the importer leaves the task of placing an order to the
agent. When an importer does not give the agent specific details of the
supplier to order goods from the indent, this is called an open indent. In
this case, the agent is given the liberty to look for his own source of
supply. When the importer specifies to the agent which supplier goods
should be ordered, the indent is a closed one.

Now that you know what an indent is proceed to the next document.

Letter of Credit

In Topic 2 You learnt that whenever goods are sold on credit, the
possibility of bad debts is high. You saw that bad debts may be worse in
foreign trade because the importer and exporter do not personally know
each other. Under such circumstances, exporters may be reluctant to
release goods before payment. On the other hand importers may be
reluctant to make payment before receiving goods. Banks play an
intermediary role. Remember, we did mention in Topic 2 that banks are a
source of help for traders in foreign trade. One way in which banks help
is by issuing a letter of credit.

What is a letter of Credit?

A letter of credit is a document that can be used by an importer to request
their bank to assure the exporter that the payment for goods will be
transferred to them. In short, the importer’s bank adds its promise to that
of the importer to pay the exporter. With the bank’s promise, the exporter
is assured that payment for the goods sold to the importer will be made
within a specified period. However, this requires that the exporter meet
the conditions stated in the letter of credit. For example, the exporters
must commit themselves to provide proof that goods have been shipped.
This is done by sending shipping documents like the bill of lading,
certificate of insurance etc. by a given date. Payment for the goods will
then be made on the basis of these documents. The letter of credit
eliminates the risks of bad debts and other risks that may arise from
change of governments.

As an importer you will find the letter of credit helpful as it will meet you
and the exporter half way. There is no need for you to worry about the
goods. Similarly, the exporter does not have to worry about the payment.
Letters of credit are used to arrange for documentary credits, a means of
payment we shall consider in Topic 3 of Unit 2.
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Topic 3: Summary

As an importer, you can choose to cancel or revoke a letter of credit
without the consent of the exporter. This is called a revocable letter of
credit. Some letters of credit may only be cancelled or revoked with the
consent of the importer. Such letters are called irrevocable letters of
credit.

You have so far looked at the different documents used in foreign trade.
You may have observed that we have only looked at the common
documents and not all the documents that other countries require. This is
done because documentation requirements vary from country to country.

In this topic you learned about the common documents used in the
shipment, customs clearance and handling of goods. You looked at
documents like the bill of lading, airway bill, certificate of insurance,
charter party, consular invoice etc. You have seen that the bill of lading
and charter party are particularly important when sending goods by sea
transport, while the airway bill is necessary when sending goods by air
transport. Other documents looked at in this topic included the export
packing list, declaration forms, dock receipts which are as important as
the other documents in this topic. We noted that the packing list gives a
detailed list of what is in the shipment and the dock receipt provides
proof that the goods have been accepted and will be loaded on a named
ship.

We hope the activities in this topic were done correctly, if not go through
the topic and re-do the activities you did not do correctly. You also have
an end-of-topic exercise to do at the end of the unit summary. The end-of-
topic exercise will enable you to review different aspects of documents
used in foreign trade. This will give you a clear understanding of the
topic. The answers to the End-of-Topic Exercise 3 are given just below
the exercise.

This is the last topic in this unit. We hope you have found the topic very
helpful and that you now know the common documents used in foreign
trade.
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Unit Summary

/7

Summary

Congratulations! You have now come to the end of the first unit of Grade
11 Commerce. In this unit you learned the reasons, benefits and problems
of foreign trade. You also looked at some of the middlemen and their
functions and the documents used in foreign trade. The unit had three
topics. In Topic 1 of this unit you learned that foreign trade involves
business across international boundaries. You had an opportunity to see
how foreign trade differs from home trade. You further learned the
reasons for foreign trade and benefits of foreign trade. We saw that the
main reason for foreign trade is that there is no country in the world that
can provide all the goods and services needed by its citizens. Countries
depend on each other for the provision of goods and services because the
differences in natural resources, climates, labour, equipment and
machinery make it difficult for any given country to be self-reliant.
Among the advantages, we saw that foreign trade promotes friendship,
creates employment and provides a wide variety of goods.

In Topic 2, you learned about the problems experienced by traders in
foreign trade and other challenges of foreign trade. You noticed that the
main problems experienced by traders in foreign trade are caused by long
distances, differences in language, differences in units of weights and
measures, differences in currencies, as well as trade barriers like tariffs,
quotas and embargoes. Other challenges of foreign trade discussed were
the problem of smuggling and overdependence and depletion of natural
resources. You also learned about the middlemen in foreign trade and
their functions. You saw that middlemen are very hepful to small scale
business with little or no knowledge of international business.

In Topic 3, you learned about documents used in foreign trade. You had
an opportunity to look at important documents like the bill of lading,
airway bill, consular invoice etc. You were also given an opportunity to
use some these documents.

We hope you have done all the in-text activities and end-of-topic
exercises to assess your understanding of the topics.

There is also a self-marked assignment for you to do in the assessment
section of this unit. The assignment is intended to help you review and
assess your understanding of the whole unit. You are not required to send
this assignment to the college for marking; mark it yourself and compare
your answers with those provided just below the assignment. Avoid the
temptation to look at the answers before attempting the assignment. There
is no tutor-marked assignment in this unit; it will be given in Unit 2.

We hope that the activities in this unit have been sufficient in helping you
to assess your own progress.

Now go back to the outcomes at the beginning of this unit and review
them again. Have you achieved them all? If there is any outcome that is
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not clear to you? Go back to the relevant topic and read it again or write
to your tutor for clarification.

In the next unit we shall look at the work of port and customs authorities,
balance of payment and trade, and methods of payments in foreign trade.

Now that you have come to the end of the unit, move to the assessment
section and do the self-marked assignment.
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Assignment
Topic 1 Exercise
This activity has two parts, A and B. Answer all questions.
Part A
Assignment

Part A contains five multiple choice questions. Choose the correct answer
and write the relevant letter of the alphabet (A, B, C OR D) in the box
provided’

1. Business across international boundaries is called:

A. Export Trade
B. Home Trade

C. Foreign Trade
D. Import Trade

2. What are imports?

A. Goods sold to other countries

B. Goods and services bought from other countries

C. The buying of goods and services from other countries
D. Goods and services sold to other countries

3. Tourism is an example of Zambia’s:

A. Exports

B. Imports

C. Imports and exports
D. Foreign trade

4. Which of the following is not an advantage of foreign trade?

It creates employment

It improves the standard of living of people.
It involves buying and selling of goods and services
It promotes friendship

Sowy

5. Foreign trade provides many countries with:

A. Goods

B. A major source of revenue
C. Services

D. Tourism

Part B

1. State whether the following statements are true of false:

a) Foreign trade provides many countries with a source of
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revenue.

b) Home trade deals with imports and exports.

c) Imports is the buying of goods and services.

d) Foreign trade is trade across international borders.

e) Foreign trade provides employment.

f) Competition from foreign trade improves the quality of
imported goods.

2. In the table below, write down your country’s exports.

EXPORTS

GOODS SERVICES

Q) et Q) terreerrere et
b) e b) e
(o) ISR o) ISR

Topic 2 Exercise

Before you read on, do the following activity. The exercise has three
questions. Answer all the questions. The answers to the activity are given
in the feedback below.

1. Give one word or phrase to mean the following:

a) Trader who buys goods from abroad and sells goods for himself.

b) The sale of goods cheaply to other countries.

c¢) Tax levied on imported goods.

d) The transfer of goods from one type of transport to another.

¢) Complete ban on the importation of a particular item in a given
year.

2. State how each of the following middlemen is rewarded:

a) Broker
b) Import merchant
¢) Forwarding agent
d) Factor

3. You own a diary farm, selling dairy products on the home market
and have decided to extend your market to foreign markets. How
would you benefit from the services of a forwarding agent?

63




Commerce 11

Topic 3 Exercise

L.
a)

b)
¢)

d)
e)

a)

Fill in the blank spaces

A s e, is a certified copy of a commercial
invoice.
The method of hiring a ship for a specified period is called

A shows the country of origin of goods.
ZRA Form CE 20 is mainly used for .............cceeuvennenns purposes.
A, provides proof that the shipping company has

accepted the goods and will put them aboard a named ship.

Mr. Mwale has a consignment of timber which he intends to send
to India using sea transport.
Which document would you advise him to use:

i. To hire a ship
ii. To contract a shipping company.

b) Explain to him the importance of a bill of lading.
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Feedback

Topic 1

Check whether the answers you gave included the ones provided
below.

Part A
1. C 2. B 34 4.C 5 B
Part B

1. State whether the statement is True/False

a) True b) False c) False d) True
e) True f) False

2. EXPORTS (for Zambia)

GOODS SERVICES
a) Copper a) Tourism
b) Gemstones b) Electricity
¢) Agricultural products ¢) Manpower

Well done, if these were your answers. You may have given different
answers for exports. If your exports include the ones given below,
that is fine.

o floricultural products

e processed foods e.g. sugar, molasses, honey and bees wax

o building materials e.g. cement, PVC pipes asbestos pipes

e animal products such as crocodile meat, poultry, fish and

leather products

Well done! You are now ready to move to the next topic on problems and
challenges of foreign trade.

Topic 2
Check whether your answers are similar to the ones given below:

1. Word or phrase
a) Import Merchant
b) Dumping

¢) Customs duty

d) Transhipment
e) Embargo

2. Rewards for middlemen

a) Broker — Commission called brokerage
b) Import merchant — Profit

¢) Forwarding agent — Commission

d) Factor — Commission
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3. How you would benefit from the services of forwarding agents

Forwarding agents would assist you in preparing the necessary
documents in the exportation of dairy products, book suitable
transport to carry the dairy products and get insurance cover for the
dairy products being exported. Before the products are transported,
they would provide storage for the products. For example, they
would store the dairy products in a cold storage or refrigerated room
to prevent them from going bad. They would also ensure that the
products are properly packaged. They would also send the
documents and instructions to their representatives or agents abroad
after the goods have been sent. When the diary products arrive, the
forwarding agents through their representatives abroad would then
dispatch the goods to the buyers according to specific instructions.

Well done! You are now ready to move to the next topic on documents
used in foreign trade.

Topic 3

Now, check whether your answers are similar to the ones given in
the feedback below.

1. a) Consular Invoice
b) Time Charter
¢) Certificate of Origin
d) Statistical
e) Dock/Warehouse Receipt

2. a) I would advise him to use a;
i) Charter Party to hire a ship
ii) Bill of lading to contract a shipping company

b) A bill of lading is a document is used when goods are sent by
sea transport. It is important because:
i) It is a contract between the shipping company and the
exporter.
ii) It indicates the condition of the goods.
iii) It acts as a receipt for the goods.
iv) It is a document of title.
v) It acts as an advice note.
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Assessment

O

Self-marked
Assessment 1

This is a self-marked assignment and not tutor-marked. It is aimed at
assessing your understanding of the unit. You are encouraged to do it
without referring to the unit content or feedback.

This assignment has three parts, A, B and C. Answer all questions.

PART A:

You are to answer the following multiple choice questions by writing
down the letter of your choice provided.

1. is the main reason for foreign trade.

A. Foods B. Comparative advantage
C. Trade C. Life

2. Imports are goods and services

A. bought from another country

B. sold to another country

C. bought from within the country

D. sold within the country

3. One advantage of foreign trade is that it promotes
A. Dumping B. Friendship among countries
C. Foreign trade D. Food production

4. Trade barriers include tariffs and

A. Quotas B. Currency

C. Skilled manpower D. Trade war

5. Which middleman imports goods from outside and sells them
locally in their name for a profit

A. Broker B. Factor

C. Del credere agent D. Import merchant

6. Which document is used to hire a ship

A. Consular invoice B. Charter Party

C. Packing list D. Shipping Note

7. A is signed by the consul or ambassador
A. Consular invoice B. Shipping Note

C. Dock receipt D. Certificate of origin
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8. A bill of lading acts as a

A. A receipt B. Method of payment
C. A record D. List of goods sent by sea

9. Which document shows the country of origin of the goods

A. Charter Party B. Bill of lading
C. Certificate of Origin D. Commercial Invoice

10. Which one of the following is not a reason for imposing trade
restrictions?

A. To make a profit

B. To make imports expensive
C

D

. To protect the local industry
. None of the above

PART B

This part contains one essay type questions

1. Ms. Kambole owns small ceramic factory. She has extended her
market for ceramics to India.

a) Explain to her the work of the following middlemen in foreign

trade.
1. Brokers
1. Factors

b) Why would your country impose trade restrictions?

¢) What are the similarities between an airway bill and bill of
lading?
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Self-Assessment
Feedback

Compare your answers with the ones given in the feedback below.

Feedback
PART A.
1. B 2. 4 3.B 4. A 5. D
6. B 7. A 8. 4 9.C 10. A
PART B

1. a) i) Brokers

o They will help her to sell her goods on foreign markets by
finding customers for her as their main function involves
selling and buying goods on behalf of the principal. In
return she will pay them a commission called a
brokerage.

ii) Factors
o They will help her to sell her goods on the foreign
market.
o They will get the goods from Ms. Kambole and sell them
in their own names.
o They may even sell the goods on credit since they own
them.

b) Trade Restrictions would be imposed to:
o 70 raise government reventue.
To stop the importation of unsafe goods.
To reduce imports in order to save foreign currency.
To discourage dumping.
Protect the local industry.

¢) Similarities between the airway bill and bill of lading.

The following are the differences between an airway bill and bill of lading.
Both:

e actas areceipt for the goods received.

e are contracts of carriage for the goods.

e act as a despatch or advice note.

Differences between the airway bill and bill of lading:

There is only one major difference between an airway bill and bill of
lading. While the bill of lading is a document of title the airway bill is not.
Thus, it is not quasi-negotiable; it cannot be transferred by endorsing.

How a consular invoice differs from a commercial invoice.

There is only one difference between a consular invoice and commercial
invoice. A consular invoice is actually a copy of a commercial invoice
certified correct by a consul or their representative for a fee. The
certification is what makes the two documents different.

69




UNIT 2: CUSTOMS
AUTHORITY

COMMERCE

Grade 11

ZAMBIA COLLEGE OF DISTANCE EDUCATION
Social Sciences Department



Commerce 11

Contents

CUSLOMS AULNOTIEY ..eiiiiiieeiiieiee ettt ettt sttt e eeteesaaeebeessaeenseeenseasseenenas 1
INEFOAUCTION ...ttt e et e et e et e e eeaeesrnaeesaneeenseeens 1
Topic 1: Customs and EXCis€ AUthOTILY .......ccvieiiieriieiieiieeiceeeee e 4
The Zambian Customs and Excise Authority .........ccccceeeviieviiieniiieniieeniene 5

POTt AULNOTILY ..ot 14

Bonded Warehouse ...........ooouiiiiiiiii e 16

Free Trade and Trading BIOCS........ccooiiiiiiiiiiiiiieeceee e 18

Topic 2: Balance of Trade and Balance of Payment.............cccoecvviviiiiniiieniieeciie e, 22
Balance of Trade ........cccooiiiiiiiiiii e 22

Balance of PAyment .........ccoooiiiiiiiiiiiieeee e 25

Topic 3: Means of Payment in International Trade ..........cccoooveviiieviiniiiinieiiicieeiees 32
Documentary credits / letter of credit........cccooeeveeeciienciieeiiiiecie e, 33

Banker’s draft ........oooveiiiiiiie e 34

Telegraphic transfer or cable transfer..........cccccceeeeiieeiieeiiiiecie e, 35

DIreCt PAYMENLS .....eovvieiiiieiieeiie ettt ettt seeesiteensee e 35

Bills 0f @XChange ........cccvveiiiieiiiecieecee e 36

Documentary bill or Credit.........coooveiiiiiniiiiienieeiieeeee e 37

Letter of hypothecation............cceeeciieiiiiieiiieecee e 37

Clean bill of @XChange ..........ccovueeiiiiiiiiieiieee e 37

UNIE SUIMIMATY .ttt ettt et eie e e et e e eateeseaeeesaeeesaeesssaeessseesssseeesseeassseesnnseeensseesnsses 40
ASSIZIIMENE ..ttt ettt ettt et sbe ettt s bt et e e st e s bt et eae e ebe e bt et eaeeaes 41
FOADACK ...ttt 45

Assessment: Tutor-Marked Assignment 1 ..........ccccoeiiiiiiiiiiiiienieeee e 46



Commerce 11

Unit 2

Customs Authority

Introduction

Welcome to Grade 11 Commerce Unit 2 on Customs Authority.

Customs Authority is important in foreign trade because it is the authority
that monitors the goods that come in and those that leave a country. The
customs authority also falls under foreign trade

The unit you have just completed (Unit 1) is a very useful resource. It has
taught us various aspects of foreign trade. We learnt in that unit how
trading with other countries is done and the reasons for foreign trade. We
also discussed the problems faced by traders in foreign trade and looked
at the export and import procedures and the documents used, which is
why we are going to learn about the importance of the customs authority.
Some of the documents discussed and used in Unit 1 will be discussed
again in Topic 3 of this unit under means of payment in foreign trade.

In our discussion of the customs authority, we are going to use the
country Zambia and the Zambia Revenue Authority as examples.
Hopefully this will improve your understanding of the customs authority
because you will be learning about what applies in our own country.

In Topic 1 we will discuss customs authority and port authority. We are
first going to discuss the customs authority and its functions. Later we are
also going to discuss the port authority and its functions.

Topic 2 will cover balance of trade and balance of payment under which
we are going to discuss favourable and unfavourable balance of trade and
favourable and unfavourable balance of payment.

Topic 3 will discuss the different means of payment used in international
trade (foreign trade).
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Upon completion of this unit you will be able to:

Explain the functions of the Zambia Revenue Authority, Customs
and Excise Authority and Port Authority.

Distinguish between excise and customs duties.

Discuss the requirements of a harbour or port.

Differentiate between free trade and free port.

Explain the advantages and disadvantages of joining a trading
bloc.

Describe bonded warehouses.

Discuss the balances of trade and balance of payments.
Explain the means of payment.

Name different means of payment.

Resources

These materials are self-instructional and contain all the
information you will need to study this topic However, the
resources listed below have been given to improve your
understanding of customs and excise authority, enable you to
communicate and share ideas with other learners and your
tutor and to research the various concepts taught in this unit:

e Computer, internet and mobile phone (where possible).

e To visit libraries (where possible).

e Visit customs and excise department if it is near your area, to
familiarise yourself with its operations.

e Attend tutorials at study centres and discuss with other
learners.

Learning and Teaching approach:

= Content based approach - To encourage you to base your
learning on customs authority, in order to improve your skills
and competencies and to give you instructions to help in your
learning.

= Problem-based approach - To encourage open minded,
reflective, critical and active learning; encourage the
development of commercial thinking. The problem-based
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approach respects the fact that both you and the teacher have
knowledge and understanding on customs authority. You
will, therefore, be expected to use this knowledge in your
interaction with the content and the activities within this unit.

Activity-based approach - To help you develop skills and
understanding of customs authority in the cognitive,
psychomotor and affective domain and general learning skills
as you interact with people and content. The activities that
you will find in this unit are meant to encourage such
interaction. It is important to discuss these activities and the
content of this unit with other learners and your tutor at the
learning centre. These discussions will enable you to find
immediate solutions to your study problems, broaden your
knowledge and break the isolation you may experience as a
distance learner.

You will need between 24 and 25 hours to study this unit. This means
you will need about 8 hours to study each topic in this unit. This time also
includes doing the topic exercises. Do not worry if it takes you more or
less time than this - we do not all work at the same pace.

Balance of payment:  This is the difference between total exports and

Smuggling:

total imports (including the visible, invisible as
well as capital items).

This is a situation where importers use illegalised
footpaths to run away from customs authorities to
avoid paying customs duties on dutiable goods.

Dutiable goods: These are goods on which duties have to be paid

Dock:

Dredging:

Wharves:

while duty free goods are those goods which can
be imported without paying any duty.

Enclosed area of water in a port, where ships stay
while goods are taken on and off, passengers get
on and off or repairs are done.

To remove dirt and sand from the bottom of a river
or lake.

A structure built for boats to stop at, at the edge of
the land or leading from the land out into the
water.




Commerce 11

Topic 1: Customs and Excise Authority

Topic Outcomes

Time

Introduction

In this topic, we will discuss the customs and excise authority and port
authority. We are first going to discuss the customs and excise authority
because it is important for us to understand the functions of the customs
and excise authority, to enable us link them to the port authority. Later we
will discuss the port authority and its functions. We will also learn that
the port authority provides office space for the customs and excise
authority at ports and harbours.

In our discussion of the customs and excise authority, we will define the
terms customs and authority. In the same way, we will define the term
port in our discussion of the port authority.

Here are the outcomes that this topic will cover:

By the end of this topic, learners should be able to:

e  FExplain the functions of the Zambia Revenue Authority,
Customs Authority and Port Authority.

Distinguish between Excise and Customs duties.

Discuss the requirements of a harbour or port.

Differentiate between free trade and free port.

Describe bonded warehouses.

Explain the advantages and disadvantages of joining a trading
bloc.

You should spend at least 6.5 hours on this topic.

Let us start by looking at the Zambian Customs and Excise Authority.
We have mentioned above that you have prior knowledge on some of the
things that we will be discussing in this unit. In some of the activities in
this unit you will be asked to use this knowledge before reading what we
have to say. The first activity below is asking you to revise your
knowledge of the Zambian custom Authority. Please write your answers
below each question before checking our feedback.
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Activity 1

Feedback

What is the Zambian customs and excise authority?

What do you think some of its functions are?

The feedback to these questions is contained in our discussion in the next
section under the Zambian Customs and Excise Authority. As you read
this part, compare it with your answers and note the differences or
omissions you may have in your answers to ensure common
understanding of this section.

The Zambian Customs and Excise Authority

The Department of Customs and Excise Authority in Zambia falls under
the Ministry of Finance and National Planning. Its primary responsibility
is to deal with the movement of goods into and out of the country. The
Zambian government through the Ministry of Finance and National
Planning has appointed an independent agent called the Zambia Revenue
Authority to perform the functions of the customs authority. An agent is
somebody who officially represents somebody else in business.

The Zambia Revenue Authority is an organ of the government which has
the right and power to enforce the collection of government duties and
taxes. It performs many functions which we are now going to discuss.

We will start by looking at the functions of the Zambia Revenue
Authority under the overall mandate or in relation to the Ministry of
Finance and National Planning in Zambia.

Functions of the Zambia Revenue Authority
The functions of the Zambian Revenue Authority are as follows:
1. Collecting statistics on imports and exports

The customs authority keeps a statistical record of goods that leave
(exports) and enter (imports) the country. This helps the country to
calculate the balance of trade and balance of payment. Remember, we
discussed imports and exports in Unit 1. We will discuss balance of trade
and balance of payment in our next topic.

A record of what goods are exported, at how much they are exported, as
well as their value, has to be kept by the customs authority. The details of
imported goods including their value are also kept. These records are
important because they will help the government to:
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= Assess and design its trade policies.
= Determine the needs of the people at home.
= (Calculate balance of trade and balance of payment.

= Assess the usefulness of their tax collection methods.

2. To enforce trade restriction also known as quotas

Remember, we learnt about import quotas in Topic 2 of Unit 1 when we
were discussing trade barriers.

The customs and excise authority enforces trade restrictions. This means
there should be a limit on the amount of imports and exports allowed in a
country in a given year. A physical limit or amount of goods allowed to
be imported or exported in a given year is known as a quota. Such quotas
are carried out by the customs and excise authorities. Sometimes, the
government puts a limit on the importation of certain goods. This is in
order to:

= Protect local industries from collapsing due to unfair competition
from foreign goods.

=  Prevent the dumping of cheap and poor quality goods in the
country.

=  Encourage consumption of locally produced goods to promote
the local industry and reduce the consumption of imported goods.

= Restrict the importation of a particular product in order to correct
unfavourable balance of trade. Unfavourable balance of trade is
when visible imports exceed visible exports (we will discuss it
later in this unit).

We have looked at the two functions of the Zambia Revenue Authority
that relate to the Ministry of Finance and National Planning. Now, let us
look at the specific functions of the Zambia Revenue Authority in relation
to foreign trade. They are as follows:

3. Collecting Revenue

The customs and excise authority collects customs and excise duties. Let
us first define the words customs, authority and duty, and then later
define the word excise.

The words customs, authority and duty may have different meanings.

The word customs may be used to mean something people do that is
traditional or usual. In the commercial context however, it means a
government department that collects taxes on goods that people bring into
a country. It may also mean a place at a port, airport or border where
officials check that the goods that people are bringing into a country are
legal. Authority means an administrative body that is set up by the
government to be in charge of affairs in an area or activity.

The word duty can mean things that you have to do as part of your job.
It also means a legal or moral obligation. In the commercial context, it
means a tax that must be paid on something that is bought or a tax on
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something brought into one country from another. Let us now discuss
customs duty.

Customs Duty

This is a levy which is charged on some dutiable imported goods entering
a country such as equipment. Collecting duties is an important function of
the customs and excise authority. You may remember that we discussed
the process of exports and imports at length in Unit 1. We also
highlighted that various governments in various countries may charge
these levies for specific reasons some of which may include the
following:

= To restrict imports in order to improve the balance of payment
position (balance of payment will be discuss in our next topic).

= To raise revenue (income) for the country. The revenue that the
customs and excise authority raises is used to finance
development projects like building of hospitals and schools,
roads and many other projects.

= To protect the local industry. This is done by making imported
goods more expensive, thereby discouraging people from buying
them.

= To save foreign exchange by reducing imports. In other words, a
country saves money when it reduces buying goods from other
countries.

= To discourage importation of goods like tobacco and spirits
which are harmful our health.

Now that you understand what customs duty is and why it is charged, let
us now discuss the types of customs duty.

Types of Customs Duty

There are two types of customs duty. These are specific duty and
advalorem duty.

Specific duty is customs duty levied according to the amount or quantity
of goods imported. This may be in terms of weight, volume or number of
goods. For example, a manufacturing company imports 2 tonnes of
copper. It is required to pay K4 000,000 specific duty. This means that
the charge per 1 tonne of copper is K2 000,000. To arrive at K2 000,000,
we simply divided K4 000,000 by 2 tonnes as follows:

K4 000 000

2 tonnes

=K2 000,000

The manufacturing industry will therefore, pay K2 000 000 per tonne.

The other type of customs duty is advalorem duty. This is customs duty
charged according to the percentage of the value of imported goods.

Advalorem is a Latin word meaning “to the value”. This simply means
that to every improvement that is done to an item, more value is added to
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it therefore, a charge is attached to it. For example, Zambia exports
copper, but before this copper is exported, some improvements to it need
to be done. These may include the separation of the actual copper from
other impurities and even the packaging. All these processes add value to
the copper and attract a charge which is called advalorem duty.

Let us look at the following example for easy understanding of how
advalorem duty is charged.

Example

An importer may be importing expensive goods which may be valued at
K3, 000,000. The government charges customs duty (advalorem duty) at
a fixed rate of 10%. How much do you think the importer will need to
pay? The customs duty will be calculated as follows:

K3 000,000 x 10
100
= K300,000

The importer will be required to pay the sum of K300,000 as advalorem
duty.

Let us not forget that specific duty and advalorem duty are types of
customs duty.

Having discussed the types of customs duty, let us now look at
excise duty.

Excise Duty

The word excise in medical terms means to remove something harmful
that is growing inside a person’s body. It is also a term used to mean to
remove part of a book or film because it is considered offensive. In the
commercial context, excise means a tax that a government charges on
services used and goods sold within a country.

We defined the term duty when we were discussing customs duty. We are
therefore, not going to define it again under excise duty.

Excise duty is defined as a levy charged on goods that are produced
locally which might include carbonated drinks, soaps and many other
products. The government charges excise duty for the following reasons:

=  To raise income for the government.

= To balance any price advantage of locally produced goods over
imported goods which are dutiable.

= To discourage consumption of certain goods that might be
harmful to health, like cigarettes.
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Activity 2

Now that we have looked at both customs and excise duties, we will now
proceed and look at the differences between the two. Before we proceed,
do the activity below in order to help you understand the reasons why
customs and excise duties are charged.

In Unit 1, we discussed the advantages and disadvantages of foreign
trade. Some of the advantages and disadvantages can be linked to the
reasons why customs and excise duties are charged. Can you think of
some of these advantages and disadvantages and link them to either
customs or excise duties?
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Feedback

As you thought about the activity above, you may have come up with
other advantages and disadvantaged that can be linked to either customs
or excise duties apart from the ones given in the feedback below.
Remember, there are many other advantages and disadvantages of
foreign trade. You can also go back to Unit 1 and check which other
advantages and disadvantages can be added to the ones below.

Let us consider some of the advantages and disadvantages below:

One disadvantage of foreign trade is that local industries suffer as goods
that are imported dominate the local market. Imported goods, therefore,
are charged customs duty. This raises the prices of imported goods,
which in turn discourages people from buying them. The local industry,
therefore, is protected.

One advantage of foreign trade is that it raises revenue for the
government. This can be linked to the reason why customs duty is paid.
Dutiable imported goods like equipment are charged customs duty. The
money raised from such goods goes to the government.

Let us now link one disadvantage of foreign trade to excise duty. Usually
foreign trade leads to competition between locally produced goods and
the imported ones. Remember, we learnt that excise duty is charged on
locally produced goods like cigarettes in order to discourage their
consumption. When goods are charged excise duty, their prices go up and
do not vary much with the imported goods. This therefore, means the
locally produced goods will be competing with the imported goods on the
market.

Having done the activity, we are now going to summarise the differences
between customs and excise duties using the table below.

Differences Between Customs and Excise Duties

Customs duty

Excise duties

It is charged on dutiable
imported goods such as
equipment.

It is charged on some
locally produced goods
like cigarettes in order to
discourage their
consumption as these
might be harmful to health.

It is charged to raise prices
on imported goods in order
to discourage people from
buying them and thus,
protecting the local
industry.

It is charged to raise
income for the
government.

10
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3. Itis charged to save foreign

exchange by reducing
imports. In other words, a
country saves money when
it reduces buying goods
from other countries.

It is charged in order to
balance the price of locally
produced goods over
imported goods. This
enables locally produced
goods to compete with

imported goods.

Figure 1: Differences Between Customs and Excise duties.

From the table above, we have seen that customs duty is charged on
dutiable imported goods while excise duty is charged on locally produced
goods. We have also noted that customs duty is charged to raise prices on
imported goods, while excise duty is charged to raise income for the
government. Lastly, we have learned that customs duty is charged to save
foreign exchange by reducing imports while excise duty is charged in
order to balance the price of locally produced goods over imported goods.

We have discussed three of the functions of the customs authority:
collecting statistics on imports and exports, enforcing trade restriction
also known as quotas and collecting revenue. In the next section, we will
discuss the last three function of this authority. Let us start with the
control of public health.

4. To Control Public Health

The customs and excise authority promotes the enforcement of public
health policies of the country. This may be done by restricting or banning
imports which may pose a danger to the health of the citizens. For
example, in Topic 1 of unit 1 under the disadvantages of foreign trade, we
said that the importation of livestock may facilitate the transfer of
livestock diseases. Such diseases can be bird flu or foot and mouth
diseases. When in contact with or consumed by humans, the infected
animals may be dangerous to human life.

The custom authority should therefore ensure that animals coming from
other countries be accompanied by correct the documents of vaccination.

Another function of the customs authority is to supervise the movement
of goods. Let us discuss it.

5. Supervising the movement of goods

In order to prevent smuggling and bringing prohibited goods which may
pose a danger to national security or heath into the country, the customs
authority supervises the movement of goods entering or leaving the
country. They also supervise the movement of vehicles, ships, aircraft
and trains.

We will now discuss the last of the functions of the custom authority.

1"




Commerce 11

Activity 3

6. Controlling of bonded warehouses

Customs authorities also control bonded warehouses in order to enforce
payment of duties or to prevent the non-payment of duty on smuggled
goods. We will discuss more about bonded warehouses later in the topic.

Let us first define a bonded warehouse.

A bonded warehouse is a place used for the storage of dutiable goods on
which duty has not yet been paid. The government may own bonded
warehouses and sometimes, they may be privately owned. Private owners
of bonded warehouses give their bond or agreement to the customs
authority not to release goods without custom duties being paid. Once
duty has been paid, the goods can be released in bits or at once. If the
goods are to be re-exported, they can be kept in bonded warehouses
without paying duty.

Goods in bonded warehouses can be prepared for sale by labelling. This
is when a piece of paper or material is fastened on an object which gives
information about it. It can also involve blending, which involves
mixing of different foods or substances together or bottling which means
to put a liquid in bottles in order to sell it or store it. Tea, for example,
can be packed while it is still in bond. Traders can also sell their goods
while in bond to avoid paying duty.

Now do the activity below to access your understanding of what we have
learnt so far, but do not look at the answers in advance.

1. List three functions of the customs and excise authority.

2. State two differences between customs and excise duties.

Compare your answers to the ones provided in the feedback. If you did
not get some of the answers correct, you can read through the topic again
and make sure you understand the content. If your answers were correct,
you can proceed with the rest of the topic.

12
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Feedback

= Functions of the customs and excise authority:
a. Collecting revenue.
Collecting statistics on imports and exports.

c.  Supervising the movement of goods.

= Differences between customs and excise duties.

a. Customs duty is charged to raise prices on imported goods in
order to discourage people from buying them, thereby
protecting the local industry.

Excise duty is charged to restrict consumption of goods that
are considered harmful to health.

b. Customs duty is charged on dutiable imported goods such as
equipment.

Excise duty is charged on some locally produced goods like
cigarettes.

c.  Customs duty is charged to save foreign exchange by
reducing imports.

Excise duty is charged in order to balance the price of locally
produced goods over imported goods.

(Any two of the above answers are correct)

You now know the functions of the customs authority. Do you know that
the customs authority is not only found at border points, but also at our
ports, harbours and airports? It is found at these points as well because
they are also entry and exit points to and from other countries.

In the next section we are going to discuss the port authority. The port
authority regulates the use of a port. In other words, it monitors and sees
that laws governing the usage of a port are followed. Before we proceed,
do the following activity to see how much you know about the port
authority. You can write your answers below each question.

13
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Activity 4

Feedback

Do you know what a port is?

Is there a port in your area?

If there is, what are some of the facilities that are provided at the port
which you can easily notice?

As we discuss Port Authority in the next section, take note of the facilities
that the port authority offers and compare them to the answers you have
provided. Note that our discussion of the port authority below is the
feedback to the questions above. We will first start by defining a port
before we look at the facilities provided.

Port Authority

A port is a place by the sea, river or other waterway where ships and
boats can dock, load and unload. A harbour is also a port although it is
much smaller and is intended for smaller boats. A harbour is an area of
water near the land where it is safe for boats to stay.

Let us look at the map below which was given to you in Figure 2 of
Topic 1 in Unit 1 concerning the flow of goods in and out of Zambia.

KEY

¢— Goods bought
= Goods sold

TANZANIA

MOZAMBIQUE

Figure 2: Flow of Goods in and out of Zambia. Hand drawn by
Commerce Team, ZACODE, 2010.
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From the map above, can you identify which of the countries in the
SADC region are likely to have a port or a harbour? Can you also state
the reasons why you have chosen those countries?

Activity 5
Compare your answer to the one given below:
The countries that have an outlet to the sea are more likely to have ports
or harbours. Examples of such countries on the map are Tanzania,
Namibia, Mozambique and Angola. These countries are likely to have a
Feedback port or harbour because they have access to the sea.

If your answers were similar to the ones given above, that is very good.
If they were not, read through the map again and make sure you
understand it. You may also consult a bigger map in an atlas which will
show all the areas that have access to the sea. You may also discuss your
answer with other learners or your tutor.

Since we have defined what a port is, let us now discuss the facilities
provided by the port authority.

Facilities Provided by Port Authorities

Port authorities must provide dock facilities to allow the ships to offload,
load, refuel and fulfil other requirements efficiently. To dock is to put
ships in an enclosed area of water in a port where they can stay while
goods are taken on and off, passengers get on and off or repairs are done.
Some ports are privately owned while others are owned by the
government.

The following are some of the facilities provided by the port authority:

= Jtneeds to provide office space for customs and immigration
authorities, banks, shipping warehouses, companies, restaurants
and many other organisations. These are meant for the
convenience of the public using the port.

= There should be easy access to the port. This means that the port
authority should provide good transport connections inland. A
port must be linked to the road and railway networks by a
transport system which is capable of managing the volume of
traffic that passes through the port.

= Ship repair yards and dry docks should be provided by the port
authority for routine maintenance on ships to be carried out.

= There must be clear access to the port. The larger the ships that
use the port, the deeper the water needs to be. It should also
provide pilots with detailed knowledge to take over steering of
vessels entering and leaving the port.

=  Wharves — These are mechanised handling facilities which a port
must have for the speedy discharge and loading of vessels.
Cranes and labour warehouses must be available to deal with
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ships as soon as they arrive. Provisions must be made by port
authorities for ships to refuel and take on other supplies that they
need. Efficient cargo handling will reduce the time a dock is
occupied. It also cuts on dock and freight costs.

= [t must provide special facilities for handling cargo such as grain,
timber, coal and oil.

Some of answers you wrote down earlier at the beginning of our
discussion of the port authority may be the same or similar to the ones
given above.

Some ports are called free ports. Let us see what makes them different
from other ports.

Free ports

Some ports are called free ports because at these ports ships can dock,
load and offload freely, refuel and get all other requirements without any
restrictions from the port authority. This makes them different from other
ports.

Having discussed the port authority, let us now discuss in detail bonded
warehouses which we briefly looked at under functions of the customs
authority. Some goods that enter our countries through borders, ports,
harbours and airports need to be kept safely before they are transported to
their destinations. These goods can be stored in bonded warehouses.

Bonded Warehouse

As we said earlier, a bonded warehouse is a place for the storage of
dutiable goods on which duty has not yet been paid. We said the
government may own bonded warehouses and sometimes, they may be
privately owned. Private owners of bonded warehouses give their bond or
agreement not to release goods without customs duties being paid. Once
duty has been paid, the goods can be released in bits or at once. If the
goods are to be re-exported, they can be kept in bonded warehouses
without paying duty.

Traders can keep their goods in bonded warehouses while they are still
looking for money to pay customs duty. Traders can also raise money
through selling their goods while they are still in bond in order to avoid
payment of duty. In this case, the buyer would be responsible for paying
duty.

We also said earlier that goods in bonded warehouses can be prepared for
sale by labelling, blending, bottling or packaging.

We are now going to discuss the reasons why bonded warehouses are
different from other types of warehouses. Examples of the other types of
warehouses are manufacturers’ warehouses, retailers’ warehouses and
cold storage warchouses which we learnt about in Grade 10.
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A

Note it!

Differences between bonded warehouses and other types of
warehouses

Bonded warehouses are different from the other types of warehouses in
the following ways:

= They are controlled by the customs and excise authority.
= Goods are released only when duty is paid.

= While still in bond, goods may be manufactured or prepared for
sale by blending, bottling, labelling and packaging.

= Only dutiable goods on which duty has not yet been paid are
stored.

Traders may prefer to use bonded warehouses than other types of
warehouses because:

= Imported goods can be stored when not required immediately.

= Goods can be packed, labelled, blended or bottled while in the
bonded warehouse.

= Goods can be re-exported thus, no duty would be paid.

= Goods can remain under the custody of the customs and excise
authority if the trader does not have enough money to pay duty
for them until they are paid for.

In Zambia, the Minister of Finance and National Planning decides the
charging of duty on goods. This is announced during the annual budget
speech.

Bonded warechouses also assist in entrepot trade. Let us define entrepot
trade and briefly discuss it.

Entrepot Trade

The word entrepot is a French word which in the English language
means buying of goods from another country with the intension of re-
exporting them. It carries the same meaning even in the commercial
context. This type of trade is usually carried out in goods such as
diamonds, tea and many others. Such goods are imported into the
country, processed and then re-exported to another country. Usually
customs duty on such goods is avoided by storing and processing them in
bonded warehouses.

Let us bear in mind that when goods are in bonded warehouses at the
port, border, harbour or airport, they have not yet entered a country and
therefore, customs duty cannot be paid on them. Customs duty is only
paid on goods that enter a country.

Goods that are processed while in bonded warehouses and re-exported
straight from there, do not pay customs duty because they have not
entered a country.
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We have so far discussed the port authority and its functions. In the next
section, we are going to discuss free trade and trading blocs. We will start
by discussing free trade.

Free Trade and Trading Blocs

Free trade means countries are able to trade freely with each other
without any artificial difficulties or barriers. Artificial difficulties or
barriers may include a lot of documentation or paperwork to be done and
long procedures to follow when importing or exporting goods and
services. When there is free trade, a country will allow goods to enter
from other countries without restrictions. What then is a free trade area?

Free trade area refers to a region comprising of member countries in
which barriers put in the way of international trade are reduced.
Examples of such free trade areas are Common Market for East and
Southern Africa (COMESA) and Economic Community of West
African States (ECOWAS) which we will discuss later. Usually nations
are encouraged to trade among themselves. Free trade usually leads to
greater competition, specialisation, increases in technology, efficient
production and lower prices. These are the advantages of free trade. Let
us briefly discuss them.

Advantages of Free Trade

1. Specialisation

Due to free trade, a country may greatly specialise in the production of a
commodity which other countries may not produce. It will therefore, have
an advantage over other nations.

2. Increases in technology

If there is free trade, countries freely trade and interact with each other.
They learn and copy the latest technology from each which leads to
efficiency and improvements in the quality of goods and services
produced. This will further lead to reduced prices of goods and services.

Though free trade may be good, it also has disadvantages. These are as
follows:

= [fa country is not as efficient as other countries, then its goods
would be inferior or more expensive.

= A country may specialise in only one type of product and may
have economic difficulties when that product is not in demand.

= Import spending would increase due to free trade and therefore,
increase the deficit in the balance of payment.

=  Free trade may also lead to the importation of prohibited or
harmful substances which are dangerous to the lives of a
country’s citizens.

Consumers prefer buying foreign or imported goods to locally
manufactured ones. This can cause local industries to suffer and in some
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cases, wind up going bankrupt. This leads to mass unemployment. To
avoid this situation, some imported items can be taxed to make them
more expensive than the local ones. Consumers in this case would prefer
local products, boosting the local industry and in turn increasing
employment opportunities. This means that artificial difficulties or
barriers (in this case, tax) would be in the way of international trade and
trade would not be free.

There are organisations which have been formed to encourage free trade
among member states and also try to reduce the artificial barriers which
have been put in the way of international trade. Below are two examples
of these organisations.

Organisations such as COMESA are formed to encourage trade among
member countries and to allow free movement of factors of production
and reduce tariffs. Do you still remember the factors of production we

learnt in Grade 10? Some examples of these are labour and capital.

Free trade areas may also reduce trade barriers between member states.
An example of such integration is ECOWAS. However, each member
country stills has the right to impose tariffs on goods from non-member
countries. In other words, the ECOWAS member countries are free to
charge tax on imported goods from countries that are not members of
ECOWAS. The full names of ECOWAS and COMESA were given
above. If you do not remember them, go back and check the names in the
section on free trade areas above.

Organisations such as the ones we have stated are called trading blocs.
Trading blocs can be defined as organisations formed to encourage trade
among member countries, allow free movement of the factors of
production and reduce tariffs.

Having come this far, you can now do the activity below to review what
you have learned, but do not check the answers in advance.
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1. State whether the following statements are True or False.

a. Port authorities do not need to provide office space for
customs and immigration authorities, banks, shipping
warehouses, restaurants or any other organisation.

b. Free ports are ports where ships are charged when they want
to dock, load, unload and refuel.

c. A bonded warehouse is a place for the storage of dutiable
goods on which duty has not yet been paid.

d. One disadvantage of free trade is that it leads to increase in
technology.

e. The Economic Community of West Africa States is an
example of a tree trade area.

Explain the following:
a. Free ports

b. Free trade

Since we have discussed trading blocs, free trade and free ports, you may
have found the activity easy to do. Compare your answers to the ones
given in the feedback below.

1.

a. False
b False
c. True
d. False
e. True

a. Free ports

These are ports where ships can dock, load and offload fireely,
refuel and get all other requirements without any restrictions
from the port authorities.

b. Free trade

Free trade means that there are no artificial difficulties or
barriers put in the way of international trade. A country will
allow goods to enter from other countries without restrictions.
Free trade usually leads to greater competition, specialisation,
increases in technology, efficient production and lower prices.

Now read topic summary below.to revise what you learned in the whole

topic
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Topic 1: Summary

Commerce 11

We have come to the end of Topic 1, in which we started by discussing
the customs authority. We discussed the functions of the Zambia Revenue
Authority and looked at the differences between customs and excise
duties. We also discussed port authority and looked at the facilities that it
provides. We defined free trade and trading blocs. We said free trade
means there are no artificial difficulties put in the way of international
trade. We defined trading blocs as organisations formed to encourage
trade among member countries and to allow free movement of the factors
of production and reduce tariffs.

In the next topic, we are going to discuss the balance of trade and balance
of payment. You can now do the Topic 1 Exercise which you will find at
the end of the unit under assignment. Check your answers with the
feedback provided only after completing the exercises. If you are happy
with your progress continue to Topic 2. If not, review the sections where
you experienced difficulties before moving on to the next topic.
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Topic 2: Balance of Trade and Balance of Payment

Topic Outcomes

Time

Introduction

In the last topic, we discussed the customs authority. We looked at the
functions of the Zambia Revenue authority and discussed customs and
excise duty. We also discussed the port authority. We first defined what a
port is and looked at the facilities it provided. We further discussed free
trade and trading blocs.

In this topic, we are going to discuss Balance of Trade and Balance of
Payment and learn how the two are calculated. We will also discuss
favourable and unfavourable balance of trade and favourable and
unfavourable balance of payment. Below are the outcomes that are
covered in this topic:

By the end of this topic, you should be able to:

e Discuss the balance of trade and balance of payments.
e Calculate balance of trade and balance of payment.

You should spend at least 6.5 hours on this topic.

We are going to learn how to calculate balance of trade and balance of
payment and discuss the effect that the two have on a country. It is
important that we learn how to calculate balance of trade as it will enable
us to know the difference between what a country gets from its exports
and what it spends on imports. We are going to start by discussing
balance of trade.

Balance of Trade

We stated earlier that the statistical record on imported and exported
goods which is kept by the customs and excise authority enables a
country to work out the balance of trade.

We will now define balance of trade, but before we proceed with the
definition of the concept, let us investigate the meaning and origin of the
key word balance. In the English language, the word balance could mean
the ability to remain steady in an upright position or it may mean an
amount of something that remains after part has been used. The last
meaning of the word applies in commerce. Let us now look at the
definition below.

Balance of trade can be defined as the difference between the amount of
money a country earns from its exports and its expenses on imports. It
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can simply be defined as the difference between visible exports and
visible imports. For easy understanding, let us write it down as follows:

Balance of trade | = | Visible exports Visible imports

Visible exports are goods that a country exports that can be seen and
even touched. Examples of such can be motor vehicles, minerals and
agricultural products. On the other hand, visible imports are those goods
that a country imports that can be touched and seen. Examples of such
goods can be as the ones under visible exports. We will discuss invisible
exports and invisible imports later.

For us to calculate balance of trade, we are first going to look at an
example of export and import figures for country B for the years 2008
and 2009.

Export Figures for 2008 and 2009

Principal Export 2008 2009

Commodities

(Million/ Kwacha)

Gold 4 000 3000
Maize 2 000 15 000
Cotton 2000 35000
Sunflower 3000 7 000

Other 3200 10 000
Total 14 000 70 000

Figure 3: Table of imaginary export figures for 2008 and 2009.
Created by Commerce Team, ZACODE, 2010.
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Import Figures for 2008 and 2009

Import of 2008 2009
commodities

(Million/Kwacha)

Machinery 5000 7 000
Textiles 2 000 5000
Vehicles 1500 4500
Food 3 000 6 540
Building materials 4000 8 000
Other goods 2 100 9 400
Total 17 600 40 440

Figure 4: Table of imaginary import figures for 2008 and 2009.
Created by Commerce Team, ZACODE, 2010.

From the above tables, we are going to calculate balance of trade for the
years 2008 and 2009. We are going to subtract the import figure from the
export figure to calculate balance of trade.

We will first calculate balance of trade for 2008. We have seen that in
2008, country B exported goods worth K14 000 000 and imported goods
worth K17 600 000.

We are going to use the formula:

Balance of trade = Visible exports — Visible imports
= K14 000 000 — K17 600 000
=-K3 600 000.

The figure we have found is negative (-) because the visible imports were
more than the visible exports. This is because country B imported more
goods than it exported in 2008. This situation is called unfavourable
balance of trade and is not ideal for a country. Unfavourable balance of
trade is when visible imports exceed visible exports.

The government may improve unfavourable balance of trade by taking
the following measures:

= [t can increase customs duty on dutiable goods.
= [t can restrict the issuing of import licences.

= [t can completely ban the importation of goods that are harmful
to health.

= [t can reduce on quotas.
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Activity 6

Feedback

Since we have calculated balance of trade for 2008, we will now calculate
balance of trade for 2009 from the figures in the tables above.

In 2009 country B exported goods worth K70 000 000 and imported
goods worth K40 440 000. We will use the formula:

Balance of trade = Visible exports — Visible Imports
= K70 000 000 — K40 440 000
= K29 560 000

What do you think the situation we have found above is called?
Write your idea in space provided below.

You can now compare your answer to the one provided below.

A situation like the one above, where visible exports exceed visible
imports is called favourable balance of trade

All countries prefer to have more exports than their imports so that they
can build a foreign exchange reserve. A foreign exchange reserve is an
accumulation of foreign currencies that come into a country through its
exports. This reserve would help a country in difficult times, for example,
when there is war, floods and drought.

We now know what balance of trade is and have looked at unfavourable
and favourable balance of trade. Let us now discuss balance of payment.

What is Balance of Payment?

Balance of payment is defined as the difference between total exports
and total imports (which includes visible, invisible and capital items).
Balance of payment summarises all payments made to and received from
other countries. As stated earlier, these payments are made for visible,
invisible and capital items. Balance of payment can be written, therefore,
as:

Balance of payment = visible exports + invisible exports — visible imports
+ invisible imports.

Before we proceed, let us discuss what visible, invisible and capital items
are.
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Note it!

Visible items

These are physical goods which can be seen, touched, measured and
weighed.

Invisible items

This refers to services bought and sold among countries. These services
may be in the form of human resources, for example, teachers and
doctors. Other services would be in form of loans, consultancy and
banking.

Capital items

These show the amount of money borrowed from abroad and the amount
of money which has been lent abroad. Do you know what the words
borrowed and lent mean? Let us look at the difference between the two
words. To borrow means to receive something that belongs to someone
else and promise to give it back to them later. Something which is
borrowed, therefore, should be given back to the owner later. On other
hand, to lend, means to give someone something for a short time,
expecting that they will give it back to you later. Something which is lent,
therefore, is given to someone to use for a short time.

When money is lent out, that sum or amount leaves the country. This
means that there will be a reduction in the amount of money a country
has. In other words, when a country gives out, it loses. This is classfied as
an import because every time an item is imported, money is spent.

On other hand, when money is borrowed from another country it is
regarded an export because money has come into the country and
nothing has been spent on it. It is called an export because when we
export an item, money is received in a country and not spent on that item.

Read the examples given under capital items several times so that the
concepts of imports and exports do not confuse you.

Balance of payment can either be favourable or unfavourable. Let us
discuss these terms.

Favourable Balance of Payment

Favourable balance of payment exists when the total amount of money
received from exports exceeds that spent on imports. When this situation
happens, then the country is said to have a surplus. Surplus means to
have more of something than is necessary or more than is needed.

Balance of payment can also be unfavourable.

26




Commerce 11

Activity 7

Feedback

Having learnt what favourable balance of trade is, do you have an idea of
what unfavourable balance of payment is? Write your answer in the space
provided below the heading unfavourable balance of payment.

Unfavourable Balance of Payment

Compare your answer to the one provided below.

There will be unfavourable balance of payment when the total amount of
money spent on imports exceeds that received from exports.

Congratulations if the answer you gave was similar to the one given in
the feedback. If it was not, read through the feedback again and make
sure you understand it.

A country is said to have a deficit when the total amount of money spent
on imports exceeds that received from exports. Deficit means that you
have less that you need or should have.

We are now going to look at an example of how balance of payment is

calculated.

Example

In a given year, country C had the following:

200X | (R, (Million)
Visible exports 6 000
Visible imports 4500
Invisible exports 2 000
Invisible imports 5000

Let us now calculate balance of payment from the above figures.
Remember that:

Balance of payment = visible exports + invisible exports — visible imports
+ invisible imports.

Balance of payment = 6 000 + 2 000 — 4 500 + 5 000
=8 000 -9 500

=- K1 500 000 (unfavourable balance of
payment).
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The answer we have found is negative. This means there was
unfavourable balance of payment in 200x. An unfavourable balance of
payment is not a good situation for a country because the number of total
imports should never exceed the number of total exports. Remedial action
has to be taken to improve the unfavourable balance of payment.

The following is the action a government may take:

Ban the importation of goods which may be harmful or
those not essential to the community.

Impose quotas to restrict importation of some goods. A
quota is a limit that is set on the amount of imports allowed
in a country in a given year.

Borrow money from abroad or within.

Draw on its foreign exchange reserves to offset the balance
of payment deficit if it has these reserves.

Sell its invisible items or services it may have, to enable it
earn money to offset the unfavourable balance of payment.

Use tariff or customs duties to restrict the imports by
making them expensive, thereby discouraging people from
buying imported goods.

We have so far discussed balance of trade and balance of payment. You
can now do the activity below to access your understanding of what we
have discussed in this topic, but do not check the answers in advance.
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1. Briefly discuss
a. Balance of trade
b. Balance of payment
Activity 8
2. Country C, had the following import and export figures for the

year 2010.
Import and Export Figures for 2010

Export and Import 2010 2010
of c.or.nmodities Exports Imports
(Million/Kwacha)

Machinery 5000 3 000
Textiles 4000 3500
Vehicles 2500 1 500
Food 3000 1 540
Building materials 4 000 2 000
Other goods 9100 3400
Total 27 600 14 940

a. Calculate balance of trade for the year 2010 from the figures
given in the table above.

b. State if the answer in (a) above is favourable or unfavourable
balance of trade.

3. Differentiate:
a. Favourable from unfavourable balance of trade.

b. Favourable from unfavourable balance of payment.

Compare your answers to the ones given in the feedback. If you did not
get some of the answers correct, read through the topic again and find
the answers before you proceed to the next topic.
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1. a. Balance of trade
This is the difference between the amount a country earns

from its exports and its expenses on imports. It can also be

defined as the difference between visible exports and visible
Feedback imports.

Balance of payment

1t is the difference between total exports and total imports
(which includes visible, invisible and capital items).

Balance of payment summarises all payments made to and
received from other countries.

2. a. Balance of trade =Visible exports — Visible imports

Therefore, balance of trade = 27 600 — 14 940

=12 660
12 600 is balance of trade.

The answer in (a) if favourable balance of payment because
exports were more than the imports in the year 2010.

Favourable from unfavourable balance of trade:

Favourable balance of trade is a situation where visible

exports exceed visible imports while Unfavourable balance
of trade is when visible imports exceed visible exports.
c.

Favourable from unfavourable balance of payment
Favourable balance of payment exists when the total

amount of money received from exports exceeds that received
from imports while unfavourable balance of payment is

when the total amount of money received from imports
exceeds that received from exports.
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/7

Topic 2: Summary

We have come to the end of Topic 2 in which we discussed balance of
trade and balance of payment. We defined and discussed favourable and
unfavourable balance of trade and favourable and unfavourable balance
of payment. We also looked at examples on how they can be calculated.
We saw that having an unfavourable balance of trade and an
unfavourable balance of payment was not ideal for a country.

In Topic 3, we are going to discuss means of payment in international
trade. Before we proceed, do the Topic 2 exercise which is under
assignments at the end of the unit. You can then do as you have done in
the previous topic and check your answers against the feedback provided
and review the sections you found difficult if necessary.
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Topic 3: Means of Payment in International Trade

Topic Outcomes

Time

Activity 9

Introduction

In Topic 2, we discussed balance of trade and balance of payment. We
defined balance of trade as the difference between the amount a country
earns from its exports and its expenses on imports. On the other hand, we
defined balance of payment as the difference between total exports and
total imports (which includes visible, invisible and capital items).

We also discussed favourable and unfavourable balance of trade and
favourable and unfavourable balance of payment. We learnt that having
an unfavourable balance of trade or an unfavourable balance of payment
was not ideal for any country. We also learnt how these are calculated.

We will discuss the different means of payment used in international
trade in this topic.

Here are the outcomes that cover this topic:

By the end of this topic, you should be able to:

= Name different means of payment
= Explain the means of payment

You should spend at least 6.5 hours on this topic.

In Unit 1, we discussed the problems faced by traders in international
trade. Do you still remember them? Do the activity below to review what
you already know and help you understand our discussion on means of
payment in international trade.

Think of the problems faced by traders in international trade that we
learnt in Unit 1 and list them. Write your answers and then compare them
to the ones given in the feedback below.
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Feedback

The answers that you might have come up with may have included the

following:

= Distance problems

v Communication difficulties

= Complicated and long documentation
= Payment problems

»  Trade barriers problems

= Different unit of measurements

From the answers we have given above, we are going to single out
payment problems and link it to our topic, which is Means of Payment
in International Trade. We have picked on payment problems because it
has a direct link to the means of payment that we are going to discuss.

To solve the payment problem faced by traders in international trade, a
lot of means of payment in international trade have been developed. Let
us first list them down as follows:

= Letter of credit or documentary credit

= Banker’s draft

= Telegraphic transfer or cable transfers

= Bills of exchange

=  Documentary bills (documentary bill of exchange)
= Letter of hypothecation

= (Clean bill of exchange

We will now discuss each one of the methods of payment mentioned
above separately. Remember we discussed the letter of credit as one of
the documents used in foreign trade in Topic 3 of Unit 1.

Documentary Credits / Letter of Credit

When people doing business together do not know each other personally,
each of them has fears. The seller may fear releasing their goods to a
person they do not know. Equally, the buyer may fear sending their
money to a person they do not know. To clear these fears, a letter of
credit is used. A documentary credit is a facility used in international
trade to pay for imports. The importer asks their bank (which is referred
to as the issuing bank in their country) to send a letter of credit in favour
of the exporter to the exporter’s bank. In short, the letter of credit will add
the bank’s promise to pay for the goods as long as the exporter abides by
its terms and conditions.

The terms and conditions are that the exporter must ship the goods and
produce a bill of lading as well as a certificate of insurance and the
invoice before they are paid. The bill of lading, certificate of insurance
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and the invoice were all discussed in Topic 3 of Unit 1. The exporter is
paid immediately upon producing the necessary documents showing that
the goods have been shipped. The documents are then sent to the
importer so that a claim is made of the goods upon their arrival.

The exporter’s bank, where the letter of credit is sent, is referred to as the
correspondent bank.

The letter of credit is issued by the importer’s bank for the following
reasons:

= The importer’s bank promises to pay the exporter provided they
produce the relevant documents proving that the goods have been
shipped.

= To advise the exporter on how the goods should be packed.

= To specify the various documents demanded by the importer,
which the exporter must present at their bank before they are
paid.

= Advise the importer on how much insurance cover is required.

=  Authorise the exporter to withdraw money from their bank where
the documentary credit has been sent upon presentation of the
necessary documents confirming that the requirements of the
letter of credit has been met.

/ \h If you have access to the internet, please go to:
.{( 2\ \ 'P http://en.wikipedia.org/wiki/Letter of credit for a
diagram of this process.

Help

Another means of payment that we are going to look at is the banker’s
draft.

Banker’s Draft

A banker’s draft is a cheque drawn on a bank instead of on an
individual’s account. In other words, it is equivalent to a banker’s own
cheque.

The bank prepares a banker’s draft for a fee. For example, a bank
customer wishing to pay for goods or services by a banker’s draft in
international trade initially pays their bank the local currency equivalent
to the amount of the foreign currency required to pay for goods or
services. The bank then prepares the bank’s draft and gives it to the
customer. The customer using any quick and safe means then sends it to
the exporter who presents it to their bank for payment.

Let us now look at circumstances in which the banker’s draft is used.
They are as follows:
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= Where the transaction involves a large sum of money.

= Where both the importer (buyer) and exporter (seller) do not
know each other well.

= Where the exporter may not accept the importer’s cheque for
fear of it being dishonoured. A dishonoured cheque is a
cheque which a bank refuses to pay for a given reason.

The following are the benefits of a banker’s draft in payment for goods
and services:

= The importer pays for value of the banker’s draft in advance
therefore; the banker’s draft cannot be dishonoured.

= Large sums of money are paid safely by the banker’s drafts.

= |t guarantees payment because it is drawn by the bank itself
making it safe, acceptable and reliable.

Since we have discussed the banker’s draft, let us look at another means
of payment which is the telegraphic transfer or cable transfer. Thereafter
we will discuss direct payments and bills of exchange.

Telegraphic Transfer or Cable Transfer

This is the fastest method of paying for goods and services in
international trade. This involves the transfer of money electronically
between banks. The importer pays the money directly into the account of
the exporter. The importer pays his/her bank the local currency required
to pay for the goods.

The importer gives instructions to the bank to transfer money from their
account to the exporter’s account using fast communication facilities such
as fax, internet, teleprinters etc. Money is not physically transferred but
only account transactions take place. Settlement between banks takes
place later when a number of such payments are “set off” against each
other, that is, where these payments occur in both directions.

The following are some of the advantages of sending money through
cable transfer:

= ]t is quick and more useful where payment needs to be made
urgently.

= The exporter is guaranteed payment for goods and services
provided.

Direct payments

This method is used when the exporter or seller is selling to a well-known
and trustworthy customer. The payment can be made direct to the
customer either by using a banker’s draft or cable transfer.
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Bills of Exchange

Under the bill of exchange, the exporter and importer first agree on a sale
of goods. These bills are a means of payment normally drawn for a future
date either three or more months.

The following are how the bill of exchange is used:

The exporter of goods writes and signs a bill of exchange and
then sends it to the importer for either payment or
acceptance.

The importer signs across it and writes “accepted”.

The importer returns the accepted bill of exchange to the
exporter.

The exporter can also endorse it and then use it to pay
another company for goods bought from them.

It can also be discounted by the exporter. This means that the
exporter can sell it off to the bank before maturity at a price
slightly lower than its face value as the bank waits for its
maturity date in order to claim its full value. A summary of
how a bill of exchange is used is given below.

Summary of how a bill of exchange is used:

Exporter

Write zaed sgnsthe hil

Importer

|¢

Signiacrozsitand writeanccepred nad petumats s sparter

A 4

Exporter

Can use i b2 poy another campany fer gacdshaught fram Can absa sell it off o the Bianl hefiare mmburiry of slighthy bess s

them Tace vilue nsbianh svaibs e mstun ity Lo claim lull value:

Figure 5: A summary of how a bill of exchange is used. Created by
Commerce Team, ZACODE, 2010.

You now know what telegraphic transfer or cable transfer, direct
payments and bills of exchange are and how they are used. We will now
discuss the documentary bill and letter of hypothecation.
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Activity 10

Documentary Bill of Exchange

It is a means of payment that is similar to a bill of exchange which is
usually handled between banks. Attached to it are some shipping
documents to show that goods have been despatched. These documents
are given to the exporter’s bank. The bank will then send them
(documentary bill and shipping documents) to the importer’s bank with
relevant instructions. The documents will only be released to the importer
upon accepting the bill or having paid cash. It is more useful when
exporting to familiar and trustworthy customers.

Letter of Hypothecation

This letter is attached to the bill of exchange together with other relevant
documents. This letter gives authority to the importer’s bank to sell the
goods if the importer fails to pay or accept the bill of exchange.

Let us now look at the clean bill of exchange and see why it is called by
that name.

Do you have an idea why it is called a clean bill of exchange? Write your
idea in the space provided below the heading clean bill of exchange.

Clean Bill of Exchange

You can now compare your answer to the one provided in the feedback
below.

37




Commerce 11

This clean bill of exchange has no documents attached to it and is usually
used when the exporter and importer know each other well. We can simply
say that it is the opposite of the documentary bill. Remember we have
learnt that the documentary bill of exchange has shipping documents
attached to it. Since a clean bill of exchange is sent alone without any

feedback documents attached, it is said to be clean, hence the name clean bill of
exchange.
= — Koehlo wants to import textiles from an exporter in
=Y China she has never done business with. There is no rush
for the payment, but there a very large sum of money
c involved so naturally, she is quite nervous. Which form
ase study

of payment would you recommend to Koehlo?

Having looked at the clean bill of exchange, we will now look at the topic
summary to remind us of what we have covered in the topic.
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Topic 3: Summary

Commerce 11

We have come to the end of Topic 3 in which we discussed the means of
payment in international trade and how they are used. We specifically
looked documentary credit which is a facility used in international trade
to pay for imports. We also looked at the bankers draft and the
telegraphic transfers. We discussed a bill of exchange and gave a
summary of how it is used. Finally, we discussed the documentary bill of
exchange, letter of hypothecation and lastly the clean bill.

You can now do the Topic 3 exercise which is at the end of the unit under
assignment. You can then compare your answers to those provided. You
should then read the Unit summary to remind yourself of what you
learned in this unit and what you need to do next.
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Unit Summary

/7

Summary

In Topic 1 of this unit we learned about the customs authority. We
discussed customs and excise duties and looked at the differences
between the two. We further discussed port authorities, free trade, trading
blocks and free ports.

In our discussion of the customs authority, we used the Zambia Revenue
Authority as an example. Using this example, we discussed the functions
of the customs authority. We are most familiar with our country Zambia.
This is the reason why most examples are based on it.

In Topic 2, we discussed balance of trade and balance of payment. We
saw that a country can have either a favourable or unfavourable balance
of trade. It may also have a favourable or unfavourable balance of
payment.

Topic 3 discussed the different means of payment in international trade.
We also discussed how these are used.

It is necessary that you compare what you have learnt in this unit to the
situations that happen in your area.

In the next unit, we are going to discuss business units that are under the
private sector.

You can now look at the unit outcomes again and see whether you have
achieved them. If there is any that you still have not met, go back to the
relevant section(s) and ensure you read and understand the content well
or seek clarification from your tutor.

When you are sure you have achieved all the objectives, do the tutor
marked assignment given at the end of the topic. This assignment will
include work that was done in Units 1 and 2. The assignment will have to
be marked by your tutor at the study centre. Now take a short break and
relax before you do the assignment.
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Assignment

Assignment

Topic 1 Exercise

Using the list of given words or phrases, fill in the blank spaces.

List

Artificial difficulties or barriers
Bonded warehouse
International trade

Entrepot trade

Quota

Common Market for East and Southern Africa
Produced locally

Statistical record

Port

Specific duty

a. The customs authority keeps a of goods that
leave and enter a country.

o

A physical limit or amount of goods allowed to be imported or
exported in a given year is known as a

c. There are two types of customs duty. These are
and advalorem duty.

d A is a place by the sea, river or other waterway
where ships and boats can dock, load and unload.

e. A is a place for the storage of dutiable
goods on which duty has not yet been paid.

f. Free trade area refers to a region comprising of member countries in
which barriers put in the way of are reduced.

g. Organisations such as the are formed to
encourage trade among member countries.

h. Excise duty is a levy charged on goods that are

i. Free trade means countries are able to trade freely with each other
without any

] means buying of goods from another country with the
intention of re-exporting them.
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Topic 2 Exercise

1. Differentiate the following:
a. Balance of trade from balance of payment.

b. Unfavourable balance of trade from unfavourable balance of
payment.

c. Visible exports from visible imports.

2. State the formulae for:
a. Balance of trade.

b. Balance of payment.

Topic 3 Exercise

1. Outline four means of payment in foreign trade.
2. Explain the four means of payment in 1 above.

Question 3 below consists of multiple choice questions.
Indicate either A, B, C or D for the correct answer in the given
boxes.

3. 1. One of the reasons why a letter of credit is issued is to:
A. Advise the exporter on how the goods should be packed.
B. Make the importer sign across it and write ‘accepted’.

C. Give authority to the importer’s bank to sell the goods if
the importer fails to pay.

D. Make the importer and exporter to know each other.

2. A banker’s draft is:
A. A letter attached to the bill of exchange.
B. A clean bill.

C. A cheque drawn on a bank instead of an individual’s
account.

D. A means of payment that is attached to the bill of
exchange.
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3. Which means of payment has no documents attached to it
and is usually used when the exporter and importer know
each other well?

A. Letter of hypothecation.
B. Bill of exchange.

C. Documentary bill.

D. Clean bill of exchange.

4. Direct payment is a method used when the exporter or seller
is selling to a well-known and trustworthy customer. The
payment can be made direct to the customer either by using:

A. A banker’s draft or cable transfer.
B. Documentary bill.

C. Letter of hypothecation.

D. None of the above.
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Feedback

Topic 1

Now, compare your answers to the ones provided below.

a.

b.

&0

> 00 SN o

statistical record

quota

specific duty

port

bonded warehouse

international trade

Common Market for East and Southern Africa
produced locally

artificial difficulties or barriers

entrepot trade

Topic 2

Compare the answers that you have given to the ones below.

1. a. Balance of trade is the difference between the amount a
country earns from its exports and its expenses on imports.
Balance of payment is the difference between total exports
and total imports (which includes visible, invisible and
capital items).

b.  Unfavourable balance of trade is when visible imports
exceed visible exports. Unfavourable balance of payment is
when the total amount of money spent on imports exceeds
that received from exports.

c. Visible exports are goods that a country exports that can be
seen and even touched. On the other hand, visible imports
are those goods that a country imports that can be touched
and seen.

2. a. Balance of trade =Visible exports — Visible imports

b. Balance of payment = visible exports + invisible exports —
visible imports + invisible imports.
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Topic 3

1.

Four different means of payment.
Letter of credit or documentary credit.
Banker’s draft

Telegraphic transfer or cable transfers

Documentary bills

Explaining the means of payment.
Letter of credit or documentary credit.

A documentary credit is a facility used in international trade to
pay for imports. The importer asks his/her bank (referred to as
the issuing bank) in his/her country to send a letter of credit in
favour of the importer to the exporter’s bank. The bank in the
exporter’s country is referred to as the correspondent bank. The
importer’s bank then issues a letter of credit in favour of the
exporter.

»  Banker’s draft

A banker’s draft is a cheque drawn on a bank instead of on an
individual’s account. This is equivalent to a banker’s own
cheque.

The bank at a fee prepares a banker’s draft. For example, a bank
customer wishing to pay for goods or services by a banker’s draft
in international trade initially pays her or his bank the local
currency equivalent to the amount of the foreign currency
required to for goods or services. The bank then prepares the
bank’s draft and gives it to the customer. The customer using any
quick and safe means then sendls it to the exporter who presents it
to his/her bank for payment.

Telegraphic transfer or cable transfers

This is the fastest method of paying for goods and services in
international trade. This involves the transfer of money
electronically between banks. The importer pays the money direct
into the account of the exporter. The importer pays his/her bank
the local currency required to pay for the goods

The importer gives instructions to the bank to transfer money
from his/her account to the exporter’s account using fast
communication facilities such as fax, internets, teleprinters etc.
Money is not physically transferred but only account transactions
take place. Settlement between banks takes place later when such
a number of such payments are “set off” against each other i.e.
where these payments occur in both directions.

Documentary bills or credits.

1t is a means of payment that is similar to a bill of exchange
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which is usually handled between banks. Attached to it are some
shipping documents to show that goods have been despatched
and they are given to the exporter’s bank. The bank will then
send them (documentary credit and shipping documents) to the
importer’s bank with relevant instructions. The documents will
only be released to the importer upon accepting the bill or having
paid cash. It is more useful when exporting to familiar and
trustworthy customers.

1. 4
2. C
3. D
4. 4
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Assessment
@ Tutor-Marked Assignment 1
This is a tutor-marked assignment and should be sent to the College
Assessment for marking.

1. Write brief notes on the following:
a) Trading blocks
b) Free trade
c) Free ports

d) Bonded warehouses

2. Differentiate customs from excise duty.
State the facilities provided by the port authorities.

4. Multiple choice questions. Choose A, B, C or D for the correct
answer.

1. Which of the following is not a problem of foreign trade?
Communication
Imports and exports

Distance

S 0w

Customs duty

2. Which of the following is not a Middlemen in international
trade:

A. Exporters
B. Importers
C. Import merchants
D. Export merchants
3. Which of the following increases transportation costs?
A. Transhipment
B. Banking
C. Transport
D. Commission
4. Which of following is NOT a disadvantage of foreign trade?
A. It facilitates the transfer of diseases.

B. It promotes the importation of dangerous and harmful
goods.

C. It discourages self-sufficiency.
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D. It enables countries to specialise.
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Unit 3

Organisation of Business Units -
Private Sector

Introduction

Welcome to Unit 3 of Grade 11 Commerce on organisation of business units. In
Unit 2, you learned about foreign trade, a form of trade or business which
involves many countries. You learned that in order to carry out foreign trade,
customs and port authorities play vital roles such as controlling imports and
exports in order to correct an unfavourable balance of payments or trade, or to
maintain a favourable one. You also learned how foreign trade is financed.

These business activities require an organised approach. For trade to take place,
whether foreign or local, an organisation or business unit is required to provide
goods and services wanted by the people. There are different types of business
units, those under the private sector and public sector.

In this unit we will consider how business units under the private sector are
organised. Organisation of business units involves several aspects of different
business environments. In many countries, the majority of the business units are
under the private sector.

This unit is divided into three topics. In the first topic we shall focus on sole
trading and partnership. In the second topic we will discuss limited companies
and in the third topic we shall consider multinational companies. In each topic we
will look at formation, features, advantages and disadvantages.

We trust you will enjoy working through this unit and that you will find this unit
interesting.
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Upon completion of this unit you will be able to:
= Explain the term private sector.

= Discuss the advantages of the private sector.

Outcomes

Identify different types of business units under the private sector.
= Discuss the characteristics of business units under the private sector.

= Discuss advantages and disadvantages of business units under the
private sector.

= Discuss the documents used in the formation of different types of
business units.

= Discuss the similarities and differences between private and public
limited companies.

Resources

In order to study this unit with minimum difficulties, you need:
= A computer with internet connectivity (where possible) — to do

Tips

research and send and receive e-mails.

Mobile phone (where possible) — to make calls, sms and access
internet for research and sending e-mails.

To visit libraries to research on customs and excise authority
(where applicable).

Where possible attend tutorials at study centres and discuss with
other learners and tutors.

Learning and Teaching Approaches

ﬂ The following learning and teaching approaches will be used:

Tips

Content based approach — To encourage you to base your
learning on the subject matter provided, improve your skills and
competencies on foreign trade and receive and to follow
instructions. All of these will help you to learning effectively.

Problem based approach — To make you responsible for your
own learning in order to promote higher level learning skills like
critical thinking on foreign trade. Here the teacher is viewed as a




Time
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facilitator who assists you to solve problems rather than merely
provide his/her own solutions.

= Activity based approach — To enable you to physically interact
with people and the content in order to acquire foreign trade related
skills and general learning skills by being actively involved in the
discussions within the unit. You will be required to visit sole

traders.

You will need between 20 — 25 hours to study this unit. Do not worry if it
takes you more or less time than this — we do not all work at the same pace.

Audit:

Bankrupt:

Board of Directors:

Consent:

Dissolution:

Entity:

Incorporated:
Legal:

Partnership
Agreement:

Personally Liable:

Shareholders:

Shares:

A formal examination or checking of books of
accounts. Audited is in the past tense.

A state of having no money to pay debts.

A group of directors elected by shareholders at the
annual general meeting to supervise the running of
the company and deal with policy matters.

To agree to something proposed by another person.

A formal ending of a partnership relationship due to
various reasons e.g. resignation or death.

A separate unit that is complete and has its own
features, which makes it a single separate object.

Established legally as an entity or business unit.
Something allowed by law.

Rules that govern a partnership.

Any debts or damages incurred by the business are
your debts and you must pay them, even if it means

selling your home, your car and so forth.

People who have bought shares in the company and
are considered owners of the company.

Capital of a limited company which is divided into
units of uniform value.
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Topic 1: Business Units: Private Sector

Topic Outcomes

Tips!

Time

Introduction

Welcome to Topic 1 of this unit on the organisation of business units within the
private sector. The word “unit’ has different meanings. In Grade 11 Commerce, we
have used the word “unit’ to represent a group of topics to be covered. The word
‘“unit’ in busines means one person or a group of people forming one entity.
Business units therefore refer to the way businesses are organised. Business units
will be discussed in more detail later in this topic. We will start the unit by defining
the terms business and private sector. We will then discuss the benefits of the
private sector to a country’s economy. We will further explore common ways of
organising businesses in the private sector: sole trading and partnerships. We shall
focus on the characteristics, formation, advantages and disadvantages of these
business units.

By the end of this topic you should be able to:

= Explain the term private sector.

= Discuss the advantages of the private sector.

= Explain the characteristics of a sole trading and a partnership business.
Discuss the documents used in the formation of a partnership.

= Discuss the advantages and disadvantages of a sole trading and
partnership business.

To obtain more information on this topic:

Where possible:
=  Visit sole partnerships in your area.
= Visit libraries to research on these business units.
= Attend tutorials at a study centre and discuss with other learners and tutors.

You should spend at least 6.5 hours on this topic.
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Defining a Business

We are all familiar with the term business. In the English language, the word
business may be used to refer to many different situations. Before you proceed,
do the following activity:

In your own words define a business in the space below.

Activity 1
Now compare what you wrote with the three definitions provided below;
Business might refer to:
1. What keeps one busy, for example: an occupation, trade or
profession.
Feedback 2. Private concerns and responsibilities.

3. Key things that somebody has to do.

In commerce, the term also refers to a variety of activities ranging from
commercial activities to organisations.

In this unit we will use the term ‘business’ to refer to commercial activities that
provide customers with goods and services they want, as well as organisations
that provide goods and services or makes goods.

Many people are involved in one form of business or the other. You may also be
involved in some business activities. What type of business activities are some of
the people that you know involved in? They may be involved in manufacturing
goods for sale, buying and selling goods or providing services. Why would they
engage in such activities? They would probably engage in business to make
money or an income. Just like any person working for a company or someone
being paid a wage or salary as his/her reward, a person who starts a business also
expects a reward called a profit for taking the risk.

However business is not all about risk taking. It is much more than just buying
and selling in order to make a profit. In addition to profit making, some people
may just want to do something of their own and ‘be their own boss’. You can also
make the decision of starting your own business today and become ‘your own
boss’ as an entrepreneur.

Starting a business of your own requires proper planning and organisation.
What are some of the things you need to do before starting your business?

The following are some of the things you need to do:
e Make a decision to start a business with a particular product in mind.

e Make a decision on the type of business organisation that would be
suitable for you.

e Organise the factors of production.
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Activity 2

Feedback

e Acquire some knowledge on the business, laws and regulations that apply
to the kind of business you intend to start.

If the business succeeds, you would reap the reward of profits. However, if it
fails, you must bear the loss.

From the above discussion, you should now know the meaning of business in
commerce and some of the business activities undertaken. You also know that
business requires planning and organization and can involve risks and rewards.
In the next topic, we will discuss the meaning of private sector before moving on
to business units within this sector.

Private Sector

Many countries today are encouraging people to invest in the private sector.
Before you move on, do the activity below.

What do you think the private sector is? Write your ideas in the space
provided below.

Your answer may have included elements of private, individual or group
ownership and not state owned. Our definition of private sector is:

Any business that is owned and controlled by an
individual or a group of individuals is said to be a
privately owned enterprise. All privately owned
enterprises put together form the Private Sector. So,
we can say that the private sector is the part of the
economy that is not owned and controlled by the state,
but by private individuals or institutions. The main
motive of the private sector is profit making.

In contrast, a business that is owned and controlled by the state on behalf of the
general citizenry is called a public enterprise. All public enterprises put together
form the public sector. We will discuss the public sector in detail in Unit 4.

An economic system where the private sector is stronger than the public sector is
called capitalism. On other hand, an economic system where the public sector
prevails is called socialism.

The private sector encourages ownership of private property, which is a right to
own property such as land, a house, a car and/or businesses. This means that as an
individual or group of individuals, you are free to buy whatever property you can
afford to buy. You are also free to do as you wish with your property as long as
you are not interfering with other people’s rights.
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Reflection

Do you know of any benefits of the private sector? Of course you may
think of the reward that the business person gets if he manages his
business well. Can you think of other benefits to the country’s economy?

As you thought about the questions in the above Reflection activity, you may
have come up with many benefits. Let us consider some of the benefits:

e The private sector is the chief employer. Many people are employed
in the private sector compared to the number employed by
government.

e The private sector pays tax to the government thereby boosting the
country’s income. The tax paid is used for developmental projects
like building schools, hospitals, roads etc. So the private sector
contributes to the development of a country.

e The private sector is the chief supplier of goods and services to
consumers in and outside the country. By doing so, it helps in
improving the standard of living of people.

Now that we have defined the private sector and know its benefits let us discuss
business units under the private sector. This discussion will include many aspects,
for example structure, types, characteristics, establishment and advantages and
disadvantages of certain business units.

Business Units

Remember, in the Introduction to this unit we said that business units are ways of
organising or owning businesses. One can own a business alone, as a sole trader
or proprietor, or own it with another person as a partner (known as a partnership).
One can also form limited companies such as private limited companies, public
limited companies and multinational companies which also fall under public
limited companies. All of these fall under the structure of business units. This
structure can be illustrated diagrammatically as shown in Figure 1 below.
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Structure of business units under the private sector

Private Sector J

| !

Limited
Company

Sole Trading J Partnership J

Private Limited Public Limited
Company Company

Figure 1: The structure of business units under the private sector (Hand
Drawn, by Commerce Team, ZACODE, 2010.).

We have already stated that a business can be owned by an individual as a sole
trader or by a number of individuals as partners in a partnership. These are the
common ways of organising business under the private sector. However, in our
communities we may have hawkers and pedlars. These are people who sell their
commodities using bicycle or baskets. They prefer doing this type of business
because it is easier to start than sole trading and partnerships which might require
more resources to set up.

We shall now further examine each of the business units mentioned above.

Sole Trading

Since sole trading is a very common business unit worldwide, you may have
different ideas of what it is. So let us define sole trading in order for us all to
come to a common understanding.

Sole trading is a type of business that is owned and controlled by one individual
who raises the capital for the business from his/her own private resources and
enjoys all the profits as his/her reward. This one individual makes all the
decisions and bears all liabilities. This type of business has no separate legal
existence and as such, when the owner dies it also comes to an end (liabilities and
separate legal existence are explained below). A sole trading business is also
called sole proprietorship. An individual who runs business alone is called a sole
trader.
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The passage above gives the main characteristics of a sole trading business which
we are now going to discuss under the following headings:

Ownership

Control

Capital

Profit

Decision making

Liability to debts

Separate legal existence (entity)
Continuity of existence

Main Characteristics of Sole trading
Ownership - A sole trading business is owned by one person.

Control — It is controlled by one person.

Capital — Capital is money or anything of value, used to start or introduced into
an already existing business. The purpose of introducing capital into an
already existing business is to enhance its expansion. Capital is raised
by the owner of the business from their own resources or by getting a
small loan from either friends or relatives. This does not mean that sole
traders cannot borrow money from banks. They can still borrow money
in their own individual capacity, but some may not have property that
they can surrender to the banks in case they fail to pay back the loan.

Profit and losses — the owner enjoys all the profits and bears all the risks or
losses.

Decision making — decisions are made by the sole owner of the business, which
gives them the freedom to decide on the times of opening and
closing their shop.

Figure 2: Sole traders make her own decisions. Photo by Commerce Team,
ZACODE, 2010.
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Figure 2 above shows a sole trader trying to make a decision. Study Figure 2 and
then answer the question in the next activity.

1. What do you think are some of the disadvantages of sole traders
making their own decisions? Write your ideas in the space provided.

Activity 3

We believe from your experience that you were able to come up with
some of the disadvantages of sole traders making their own decisions.
Check whether your ideas are included in the discussion below.

Some of the disadvantages of sole traders making their own decisions are
Feedback that:

o They decide when to open and close their shops.
They may decide to open late which might reduce
their profits. They may also decide on closing
their shops late which might be risky.

o Sole traders may make wrong decisions which
would lead to having a lot of debts. Other
disadvantages of sole trading are discussed
below.

We have said that sole traders are liable to debts, what does this mean? Below
are explanations of liability to debts, separate legal existence and continuity of
existence which all have a bearing on sole trading.

Liability to debts - the sole trader is personally liable for the debts incurred by
the business. This state of being personally liable to the debts of the
business is called unlimited liability. For example, if a sole trader
fails to pay debts because the business is not doing well financially,
the private property of the sole trader will be taken and sold to
repay the debt of the business.

Separate legal existence (entity) - a sole trader is not a separate legal entity. An
entity is ‘something that exists independently’. This means that
there is no legal separation between the owner and the business. For
example, if the sole trader fails to pay the creditors, the creditors
will sue the owner of the business and not the business. Contracts
are also entered into under the individual name of the owner and
not the business.

Continuity of existence - the death of a sole trader may bring the business to an
end. However, there are instances where the business may continue
and an example is if a successor (a relative or friend) takes over.
Sometimes, the absence or sickness of a sole trader may also affect
the business negatively.

10
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In addition, a sole trader does everything alone or may hire a family member or
employ a worker. Sole traders do not disclose their financial records to the
general public, they keep them confidential. However, they declare their financial
records to the revenue authorities in their respective countries for tax purposes.

You are now familiar with the features of sole trading. You have defined sole
trading as a type of business that is owned and controlled by one individual. You
have also learned the characteristics of sole trading and noticed that these range
from sole trading to decision making. We will now look at the procedures to
follow when setting up a sole trading business.

How to set up a sole trading business

There are few legal requirements in setting up a sole trading business. One needs
to obtain a trading licence from a local authority and to pay the required fee.
Immediately after this is done, the business starts its operations. Some small sole
trading businesses operate without trading licences, although that is not legal.

You can start a sole trading business by simply opening a small shop (Kantemba)
in front of your yard, making fritters for sale at home or by buying and selling
vegetables. You may open a restaurant or start a grocery store in town. Many
businesses of this nature that we know are those of sole traders.

Even if it seems sole trading is common in retail, it is not typical of retail trade
only. You learnt in Grade 10 that retailers buy goods from different wholesalers
and sell them to the consumers in smaller quantities. We also know of builders,
plumbers, hairdressers, radio/ TV repairers (to mention just a few) who run their
businesses alone. In addition, there are small scale manufacturing enterprises,
hotels and bars owned and run by individuals. These individuals are also known
as sole traders although they are not involved in the actual buying and selling of
goods, but sell their services and may do their businesses alone.

Doing business as a sole trader does not only come with challenges (such as
liabilities and continuity) as the above section may have suggested. There are also
a lot of benefits. Let us discuss some of the benefits or advantages.

Advantages Sole Trading

A sole trading business is very easy and cheap to set up because you do not need
to use specialist services, all you need is to open a bank account and obtain a
licence.

Before you read on, take a few minutes to do the following activity which
requires you to explain the reasons for setting up sole trading in your area.

11
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Activity 4

Feedback

1. Why do you think people in your area decide to start sole trading
businesses? Do the reasons below relate to why people in your
area choose to start sole trading businesses?

Poverty

Self-help

Family support

Women and sale of goods at the local markets

Write brief notes on each of the above aspects in relation to what
transpires/takes place in your area.

Your answer to the above activity may contain very interesting reasons
related to practices in your area. As long as you have covered the above
reasons your answers should be acceptable. In the section below, we will
briefly explain the above reasons and you should then compare these to
the answers you stated in your answer. Note what you may have omitted
in your answer and make additions to your notes where necessary.

In order to reduce poverty, most people decide to start sole trading
businesses. This may also lead to people being self-reliant (self-help) as
they do not depend on other people for help but on their sole trading
businesses. Through these businesses, people are able to support their
families. Women nowadays no longer stay at home and solely care for
children, but sell goods at local markets. They are therefore, also
involved in sole trading businesses.

From your own personal experience you have explained the reasons why people
in your area start sole trading businesses. You then had an opportunity to compare
these with our views in the feedback above. We can now move on to discussing
the advantages of sole trading.

The advantages are:

The decision making process, as we have already discussed above, is easy
and fast since one does not need to consult anyone.

As the owner of the business, you keep all the profits to yourself; you do
not need to share with anyone. This motivates you to work even harder.
The feeling of being ‘your own boss’ can also be motivating and
inspiring.

Your total control over the business allows you to make your own
decisions in relation to the management of the business without any
external interference.

Your business records are kept secret; they are not made known to
members of the general public except to the revenue authority of your
respective country.

12
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While a sole trading business is easy and fast to set up, it has its own challenges
which we shall now discuss. These include the challenges we mentioned when we
were defining terms like liability and continuity.

Disadvantages of Sole Trading

The sources of capital are restricted. Capital is usually raised from the
sole trader’s own savings and by borrowing from friends or relatives.
Banks and other lending institutions may not be willing to lend money to
very small businesses. This limits the capital that can be raised by the
business which means even business expansion is limited.

One person cannot have all the skills needed to run a successful business.
As sole trader you may be a good hairdresser, but may lack good
customer relations, a quality that is necessary for business success.

As a sole trader you have to do all the work by yourself or you may hire a
family member or employ a worker. Good and reliable workers are not
easy to find. When found they have to be trained and retained, which is
also difficult. This makes the sole trader inefficient.

The business is small so it is does not reap the benefits of bulk buying,
such as reductions in price. Reductions in price are often offered for bulk
buying, which a small business is unable to do.

The operations of a sole trader may come to an end if the owner dies and
when the owner is committed elsewhere, the business comes to a
standstill.

A sole trading business is not a separate legal entity which means that the
owner and the business are legally viewed as one person; there is no legal
separation between them.

The owner has unlimited liability which means that the owner is fully
liable for the losses or debts the business incurs. In the event that your
business fails to pay the creditors, your personal property would be
grabbed from you to pay for the debt.

So far, we have been discussing advantages and disadvantages of sole trading.
Now do the activity below. This activity is more substantial than the ones you
have done above. It should help you to assess your understanding of the private
sector and sole trading in particular. Feedback is given below the activity and you
should use it to check your answers and make improvements where necessary.

13
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Activity 5

Feedback

Answer the questions given below.

1. Visit sole traders in your area and observe how they conduct their
business. Make notes of what you observed.

2. A sole trader is a common privately owned business. How does
the private sector benefit your country?

If you are working alone, write down a list of the benefits of the
private sector to your country and discuss them with a member of
your family or a friend using the observations you made in 1.
above.

If you are working in a group, write down the benefits of the
private sector to your country and discuss them with your group
using your observations in 1. above.

You may have found this activity easy to do because we believe you have
often had personal contact with sole traders found in your community.
During your visit you may have observed that sole traders carry out their
business alone. They are their own bosses. Some of your observations
may not have been included here, but this does not mean that they are
incorrect. We have only mentioned a few here.

Our answers to the question 2 above are as follows:
2. The benefits of the private sector:

The private sector is the chief employer. It provides the majority
of citizens in the country with secure jobs compared to the
number employed by government.

The private sector pays tax to the government thereby boosting
the country’s income. The tax paid is used for developmental
projects like building schools, hospitals, roads etc. So the private
sector contributes to the development of a country.

The private sector is the chief supplier of goods and services to
consumers in and outside the country. By so doing it helps in
improving the standard of living of people.

If these were your answers, well done! If you had problems in getting
some answers, read through the relevant section/s of the topic again.

We have completed our discussion on sole trading and are now moving on to
partnerships. The disadvantages of sole trading are the reasons most sole traders
enter into partnerships. In partnerships, there is capital expansion and sharing of
skills and ideas. We have looked at sole trading as a way of organising and
owning business alone. We are now going to discuss partnerships along similar
lines as we have done with sole trading. This should enable you to compare and
contrast the two kinds of business units with relative ease.

14
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Partnership

A partnership is a business that is co-owned and controlled by two or more
people who contribute capital, make decisions and share responsibilities, profits
and losses. The people who own and control a partnership are called partners.
Like a sole trading business, a partnership is not a separate legal entity as you will
notice in our discussion of the characteristics of a partnership below:

The characteristics of a partnership include:

e  Membership is from 2 up to 20 people. In certain partnerships however,
the maximum number of partners is either less or more than 20.

e The books of accounts are confidential. This means that the financial
status of a partnership is not known to outsiders.

e The partners are the owners of the business.
e Control of partnership is shared amongst the partners.

e The death of a partner leads to the dissolution of the partnership. This is a
legal requirement. The remaining members of the partnership can
establish a new partnership after such dissolution.

e A partnership business requires a few logistics and documents to be put in
place. For example, only a partnership deed may be required.

e Like in sole trading business, partnerships have no legal status. This
means there is no legal difference between the partners and the business
and therefore, they can sue and be sued in their individual capacities.

e Every partner is involved in the running of the business.

e Partners have unlimited liability except for a limited partner (the term
limited partner will be discussed later in the topic).

Partnerships are common among professions such as insurance brokers, dentists
and builders. However, they are also found in other professions and practices.

Earlier in this topic we discussed features of a sole trading business, and now that
you know the features of a partnership, let us compare the two business units. We
will start with similarities and the differences will follow thereafter.

Similarities
Both sole trading and partnership business:
e Are not separate legal entities.
e Keep books of accounts confidential.

e Lack continuity of existence. If the owner or owners die(s) the business
will either come to an end or dissolve.

e Have unlimited liability.

e Are easy to set up as they have fewer legal formalities.

15
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While sole trading and partnership businesses are similar in some ways, they
differ considerably in some respects. Table 1 below shows the differences
between sole trading and partnership businesses.

Table 1: Differences between sole trading and partnership businesses

SOLE TRADING PARTNERSHIP

Ownership Owned by one person Owned by 2-20 partners

Control Controlled by one person Controlled by two or more
partners

Capital Capital is provided by one person Capital is contributed by
partners

Profits All profits are enjoyed by one person | Profits are shared among
the partners

Decisions Sole traders make their own Decisions are made by the

decisions. This gives them freedom to
decide on the times of opening and
closing their shop.

partners by consulting each
other.

Now that you are able to distinguish a sole trading business from a partnership, let
us proceed and look at the legal formalities required to set up a partnership

business.

How is a Partnership Formed?

Just like a sole trading business, a partnership does not require a lot of legal
formalities. However, since the business in not owned by one individual, there is
a need for a written legal document that will guide all partners in case of any
future disagreement. This document is called a partnership deed or articles of

partnership.

Before you proceed, do the following activity. This one question activity will
enable you to assess your prior understanding of how partnerships are formed.
Feedback to this activity is given below the activity. You are advised not to look
at the feedback before you do the activity.

16
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Activity 6

Feedback

1. What do you think are some of the points the partners need to
agree on in the partnership deed or articles of a partnership
document?

If you are working alone, write down a list of the possible points
that the partners need to agree on in this document. After, you
should compare your answer with the feedback below.

If you are working in a group, write down some of the points the
partners need to agree on and discuss these points with your
group.

Write down the main points of your group discussion and
compare them with the feedback given below.

You may have provided your answers from your own experiences in your
environment or from some areas you may have visited or even heard of.
You can now compare your answers to the ones provided below.

Your list may have included some or all of these;,

Capital contribution

Profit sharing

Drawings

Salary to working partners

Rate of interest on capital and drawings

The list of points above will be discussed under the partnership deed
below. These are usually the areas which need to be addressed as the
partnership is being formed.

Other points that you may consider include:

o The name of the business
o The activities you are going to be involved in

All the points we have raised above need to be written down in a
partnership deed as they are important for the partnership.

Partnership Deed

We have so far learnt that in order for the partners to avoid future conflicts or
misunderstandings, they should prepare a written legal document to guide them.

This document is called a partnership deed or articles of partnership. In this
document, the partners must specify the following aspects:

Having discussed how a partnership is formed, we will now move on and discuss
the partnership deed which, as we have already mentioned, covers all the points
that have to be considered in forming a partnership.

17
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Their own rights and duties.

The name of the partnership.

Objectives of the partnership.

The amount of capital each partner will contribute.

The amount of drawings to be made by each partner.

The ratios in which profits and losses will be shared.

The rate of interest on capital and on drawings.

The amount of salary (if any) that will be paid to partners working in

the business.

Where the books of accounts will be kept.

e How assets of the partnership may be shared on dissolution of the
partnership, and

e May also state how future partners may be admitted in the

partnership.

Not all partnership deeds contain all the points raised above. The contents of the
partnership deed may depend on what the partners themselves have actually
agreed upon.

There is a second way in which partnership may be formed. In Zambia,
partnerships could be guided by the Partnership Act of 1890. Using the Zambian
experience, let us now look at the second way partners can organise themselves
apart from preparing a partnership deed discussed above. That is by using the
Partnership Act of 1890.

Partnership Act of 1890

The partners could decide not to prepare the partnership deed. In this case they
would choose to follow the rules of the Partnership Act of 1890. These rules
would apply to matters which are not agreed upon. The following are some of the
rules contained in this Act:

e The books of accounts must be kept at a place of business and all
partners must have the right to read through the books of accounts.

e Profits and losses should be shared equally.

e Partners should not claim a salary for working in the partnership
business.

e Partners are to contribute the same amount of capital to the business.

We have dealt with two ways of forming partnerships: by a Partnership Deed and
through the Partnership Act of 1890. People may decide to join together for
various reasons. Let us consider some of the reasons why people would consider
forming a partnership. You may have deduced some of these reasons from earlier
discussions on similarities and difference between sole trading and partnerships.
In that case, the next section may merely serve to consolidate what you know.
Whatever the case, read the section in order to deepen your understanding of
partnerships.
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Why Form a Partnership?

The idea of forming a partnership may cross your mind because as a sole trader,
you may not have enough capital to expand your business. You would therefore
join together with other sole traders so that you can raise more capital.

In addition, you may not have all the necessary skills required to run a successful
business, so you could consider joining together with other sole traders in order to
put your skills together. Let us assume that you and your partner open a florist
shop. You are good at arranging flowers and your partner is good at customer
relations. Both of you would contribute your skills to make the business more
successful. There will be division of labour. This means each partner will do the
work they are skilled or good at. If you owned the florist shop alone, your
business would lack good customer relations which may negatively affect your
business. Putting your capital and skills together are the major advantages of
forming a partnership.

Other advantages include:

e [t does not involve many legal procedures. All that is needed is a
partnership agreement.

e Decision making is consultative, which often makes the quality of
decisions better than those of a sole trader.

e There is privacy in the business because financial records are not made
available to the public.

e The absence of one partner may not cause the business to come to a
standstill.

e Management and expenses are shared.

Like a sole trading business, a partnership has disadvantages which we shall now
consider.

Disadvantages of a Partnership

e Partners have unlimited liability and therefore, their personal assets are at
risk as each partner is personally liable to the creditors should the
business fail to pay its debts.

e A partnership is not a separate legal entity. Partners can be sued or only
sue in their individual capacities.

e The death or resignation of one partner leads to the dissolution of the
partnership business. This requires a new partnership agreement which is
irritating to the remaining partners.

e Partnerships depend on partners’ contributions which are usually not
enough because membership is limited to 20 partners. This limits the
expansion of the partnership business.

e Since each partner is entitled to participate in the management of the
business, disagreements may arise causing delay in the decision making
process.
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Activity 7

e A decision may adversely affect the partnership even when it is made by
one partner since one partner’s decision is binding on all the other
partners.

e Misunderstandings among partners may arise. Sometimes a clash
between partners can be caused by one partner.

We have so far discussed two business units: sole trading and partnerships. This is
a good opportunity for you to take a few minutes and think of which type of
business unit you would prefer. Once you have decided do the following activity
to examine your reasons for forming both types of business units discussed in this

topic.

1. Why would you decide to form a sole trading business?

2. Why would you decide to form a partnership?

Write down a list of possible reasons for forming both sole trading and
partnership businesses and discuss them with a member of your
family/friend. If you are working in a group, discuss your responses
together.
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Now compare the answers you have given to the ones given below:

We do not know the reasons you have written and discussed. However, these
reasons would have been based on the benefits/advantages of the two types of
business units.

Feedback 1. Your reasons for deciding to form a sole trading business could include
any of the following advantages of sole trading:

= |tis cheap and easy to set up.
= The decision making process is easy and fast.
= You will keep all the profits to yourself.

= Your total control over the business allows you to make your own
decisions in relation to the management of the business without
any external interference.

= Your business records will be kept private.

2. In the case of partnerships, your reasons could be any of the following
advantages:

= More capital is raised since many people are involved.

= You will have more skills compared to a sole trading business, as partners
will pool together their skills.

= [t does not involve many legal procedures. All that is needed is a
partnership agreement.

®  Management and expenses are shared.

= Better decisions than those of sole traders are made because the partners
will consult each other before a decision is made.

s There is privacy in the business because financial records are not made
available to the public.

= The absence of one partner may not cause the business to come to a
standstill.

We hope your answers are similar to these. If you gave the disadvantages of a sole
trading business for choosing a partnership, you are still on the right track.
However if you got some answers wrong, go through the topic again.

Having done this activity, let us move on and look at the types of partners.
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Types of Partners

There are two main types of partners. One is called an ordinary partner and the
other a limited partner.

Ordinary Partner

An ordinary partner has unlimited liability and takes an active part in the running
of the business. Unlimited liability means that if the partnership runs into
financial problems, the personal belongings of an ordinary partner may be sold to
pay off the creditors (the people and lending institutions that the business owes).

The second type of partner is called a limited partner.

Who do you think a limited partner is? From the above description of unlimited
liability, we are sure that you can easily deduce the answer. However, you can
also get the answer from the section below.

Limited Partner

A limited partner has limited liability and does not take an active part in the
running of the business.

What is limited liability?

This means that the limited partner’s personal belongings are not at risk. This
means that they cannot be sold in the event that the partnership fails to pay its
creditors. However, this partner may be asked to contribute a larger part of
capital. This partner is usually well known in the community and the use of her
name might bring greater benefits to the business. In our country, the inclusion of
this kind of partner is supported by the Partnership Act of 1907. In other
countries, this would be controlled by different set of legal procedures.

We have now come to the end of the first topic of this unit where we
defined a business and the private sector. We also discussed the

benefits of the private sector to a country. Under business units, we
explored common ways of organising businesses under the private
sector. We particularly looked at sole trading and partnerships where
we focused on their characteristics, how they are set up and the
advantages and disadvantages. The other types of business units under
the private sector will be discussed in the next topic.

Topic 1: Summary

You had a chance to check your understanding through the activities
given in this topic. We hope you did all the activities and found them
useful.

In the next topic we shall proceed to look at limited companies which
still fall under the private sector. We will look at their characteristics,
the legal procedures followed when setting them and the advantages
and disadvantages.

You can now do the End-of-Topic Exercise 1 which you will find at the end of
the unit after the unit summary. This exercise will help you to review what we
discussed in the topic. We recommend that you complete the exercise before
reading our feedback. This will give you an accurate assessment of your
understanding of what you learned from the topic. If, on comparing your answers
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you discover that some of your answers are incorrect, review the relevant sections
of the topic before moving on to the next topic.

Topic 2: Limited Companies

Topic Outcomes

Time

Introduction

In Topic 1, we defined the private sector. We further discussed two business units
under the private sector, namely sole trading and partnerships. We considered the
characteristics, formation, advantages and disadvantages of these business units.

In this topic, we will discuss limited companies which also fall under private
ownership. We stated earlier in the previous topic that a limited partner has
limited liability and does not take an active part in the running of the business. A
limited company on the other hand is not a living being like a limited partner.

As stated below, it is an association of individuals who contribute money and or
assets to a common stock or business.

Our discussion will focus on private and public limited companies. We will
specifically look at the characteristics, formation, advantages and disadvantages
of these companies.

By the end of this topic you should be able to:

= Explain the characteristics of limited companies.
= Discuss the advantages and disadvantages of limited companies.
= Discuss the documents used in the formation of limited companies.

= Discuss similarities and differences between a private and public limited
company.

You should spend at least 6.5 hours on this topic.

Remember from our discussion in Topic 1 that the sole trading and partnership
businesses have the following limitations:

e They have limited capital,

e They lack continuity of existence.

e There is no separation between the owners and the business.
e The liability of owners to debts is unlimited.

These problems can be overcome by forming a limited company. In our
discussion of limited companies below you will see how limited companies aim
to address these problems.
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What are Limited Companies?

We will start by defining the words limited and company before we discuss
limited companies in detail.

From our discussion of a limited partner in Topic 1, you may have figured out
that the word limited refers to a restriction imposed on something. In this case, it
means that the liability of the company is restricted to its total resources.

A company is an association of individuals who contribute money and or assets to
a common stock (business). These people are referred to as shareholders or
stockholders. The stock they contribute is called capital. The same stock is used
as a starting point for trading and they share the profits and losses accrued from
the same business. In short, a company is also a business.

A limited company therefore is a business that is legally considered a separate
legal entity and whose financial liabilities are restricted to the amount of money
provided by the shareholders in the business. This means that if the company at
some point goes bankrupt, the owners of the company will only lose the money
they have contributed as capital to the business. Being bankrupt is a state where
an organisation fails to pay its creditors. The creditors to the business have no
right to claim any personal properties of the shareholders. A creditor is an
individual or organisation a company owes money.

There are two types of limited companies: private and public limited companies.
Remember, we said earlier that business may be organised under the private or
public sector. It is important to note that public limited companies fall under the
private sector although their names bear the word “public”. They are called public
limited companies because their shares are offered to the members of the general
public.

Main Characteristics of Limited Companies

The two types of limited companies have similar characteristics with regard to the
following aspects:

Ownership
Control/organisation

Capital

Profit

Decision making

Liability to debts

Separate legal existence (entity)
Continuity of existence

Let us examine each of the above aspects/ characteristics in some detail.

Ownership

A limited company is owned and formed by not less than two people and there is
no maximum number of shareholders, although some countries have maintained a
minimum number of fifty shareholders for a private limited company. Try to find
out the minimum number of shareholders that private limited companies in your
area or country are allowed to have. The number may be different from what we
have stated above because different countries or areas have different policies.
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Control/Organisation

A limited company is controlled by a board of directors elected by the
shareholders at the Annual General Meeting. We need to understand the meanings
of the terms ‘board of directors’ and ‘annual general meeting’.

What is a Board of Directors?

This is a group of people elected (chosen by voting) by shareholders from among
themselves to oversee the running of the company, usually for a period of three
years. It is this group of directors that direct the activities of the company by
coming up with the goals and policies to be followed by the company.

The board of directors appoints a full time managing director or general manager
who is responsible for the day-to-day running of the company. To appoint means
to select an individual or a group of individuals for an official position or job. The
managing director has an important role to play on the board of directors. In a
small company the managing director is also the chairman of the company, but in
large companies, the chairman is usually not the managing director. The board of
directors also employs a management team to work with the managing director.
The whole process is summarised in the organisation chart shown in Figure 3

below.
Organisation of a limited company
OO OOEOO
Shareholders elect
©OOO0O
A Board of Directors who anpoints
©
A Managing Director and employs a
management team to work with them
Purchasing Marketing Transport Financial Production
Manager Manager Manager Manager Manager

Figure 3: Organisation chart of a limited company hand drawn by Commerce
Team, ZACODE, 2010.
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Figure 3 above is an organisation chart, which is a diagram or table showing
information concerning the relationships that exist between separate components
(departments) of the organisation. For example purchasing, marketing etc. The
organisation chart also includes the staff structure. For example the above chart
shows the position of the director and his/her relationship with the board of
directors and the departmental managers. The chart can be expanded to include
the lower staffing structure within each department.

We have mentioned earlier that the board of directors are elected by the
shareholders at an annual general meeting.

What is an Annual General Meeting?

This is a yearly meeting held by all shareholders (members) to meet the
requirements of the provisions of the company’s act. At this meeting, in addition
to electing a board of directors, shareholders:

= approve the audited accounts presented by the managing director,

= discuss the affairs of the company,
= and deal with issues that could not be settled by the board of
directors.

Separate Legal Existence

By law, a limited company is a separate legal entity. A separate legal entity is, as
we have already discussed, viewed as separate from the people that formed it. The
company is not related to its shareholders. The company can own and dispose of
its assets as a business. It can even enter into contracts and suffer penalties for the
actions of its employees. In short, it is an artificial person although it cannot
marry, go to jail or suffer other penalties a person can suffer.

Limited Liability

The liabilities of the shareholders are limited. This means that the shareholders
are answerable only to the extent of the amount of capital invested in the
business, and cannot lose more than their investment should the business face
financial problems.

Profits

Profits are shared according to the type, number and value of shares held by each
member. The more shares a sharecholder has, the more profits he or she would get.
The share of profit each shareholder gets is called a dividend.

Continuity of Existence

In topic 1 we said that the death of a sole trader means the end of the business.
Equally, the death, resignation or retirement of a partner in a partnership means
the dissolution of the partnership. On the contrary, a limited company does not
come to an end even if a shareholder dies, it will continue to exist. It is not
disturbed by the coming and going of shareholders. Shareholders can sell their
shares and still others can buy the shares of the company and become part of the
company. This explains why some companies have existed for decades.
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Capital

Capital of a limited company is raised through the sale of shares. The investments
in the limited company are divided into shares. Each shareholder will receive
shares equivalent to the amount they have contributed.

You are now familiar with the main characteristics of limited companies. These
characteristics apply to both private limited and public limited companies as they
are both limited companies. Let us move on and look at the differences between
private limited and public limited companies.

A Private Limited Company and How it Differs From a Public
Limited Company

You may have observed that some companies are small family businesses which
sell shares to family members or friends privately. Such a company is called a
private limited company. It is called a ‘private’ limited company because it sells
its shares privately. The shares of such a company are not sold on the stock
exchange. When it comes to the transfer of shares, there are usually some
restrictions. For example, if as a shareholder you want to sell some of your shares
to another person, you have to do it with the permission of other shareholders.
When the shareholders do not agree with the buyer of shares a shareholder has
chosen, they have to find a new one.

The name of a private limited company ends with ‘Ltd’ or ‘Limited’. For
example: Chibambula Construction Ltd. The inclusion of ‘Ltd’ or Limited in the
name acts as a warning to potential creditors that should such a company become
bankrupt, the liability of shareholders will be restricted to the capital invested in
the company.

The private limited company begins its operations as soon as it is given a
certificate of incorporation; it does not have to wait for a certificate of trading. A
certificate of incorporation is a document issued by the registrar of companies
to show that a company has been registered and can now start operating, while a
trading certificate is a document which provides proof that a registered company
has been allowed to begin its operations. The registrar of companies is a
government official responsible for keeping a record of companies allowed to
operate officially.

The books of accounts of a private limited company are kept private. They are not
disclosed to members of the general public. These are the characteristics that
make a private limited company different from a public limited company.

A Public Limited Company
On the other hand, a public limited company has the following characteristics:

e [tis allowed to invite the public to invest in the company by selling its
shares on the stock exchange.

e Shares are freely transferred without any control from other shareholders
of the company.
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The company begins to operate legally after being issued the certificate of
trading.

The name of the public limited company end with Plc. For example a
company can be called Sugar Producing Company Plc.

The books of account of a public limited company are disclosed to the
public. This allows potential shareholders to know the financial position
of the company and decide whether to invest in the company or not.

Let us move on and look at the advantages and disadvantages of forming a private
limited company first and thereafter those of the public limited company.

Advantages of Private Limited Company

The advantages of the private limited company are that:

the company can start operating legally as soon as the certificate of
incorporation is issued,

a private limited company is a separate legal entity which makes it
possible for the company to enter into contracts, sue and be sued in its
own name and capacity,

it is an ongoing enterprise because the business is not affected by changes
in its membership,

the company can have as many members as it wants especially in
countries where the number of membership is not restricted to fifty,

the books of accounts are confidential since the company is not required
by law to publish them to the public,

the shareholders keep direct control of the affairs of the company
especially at the annual general meeting where they express opinion
regarding the operations of the company.

Although a private limited company has all these benefits, it also has some
disadvantages.

Here are some of the disadvantages of a private limited company:

Disadvantages of a Private Limited Company

The decision making process passes through many management
channels and this may cause a delay in decision making.

The company is not flexible. This is because it is regulated by the
Articles of Association and Memorandum of Association and changing
the business would mean to start the company formalities again.

The company has limited sources of capital because it is not allowed to
sell its shares to the public for additional capital.

There is restriction in the transfer of shares. This is because shares
cannot be sold to another person without the consent of the other
shareholders.
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Forming this type of a company is expensive as it demands large sums
of capital.

The company has many legal formalities such as holding of the annual
general meeting and auditing of books of accounts. This is a must and is
done annually.

We have discussed advantages and disadvantages of a private limited company.
We will now proceed to the advantages and disadvantages of a public limited
company.

Advantages of a Public Limited Company

The following are some of the advantages of a public limited company:

The company can sell it shares and debentures to the public to raise its
capital and it is usually done through the stock exchange.

The company has continuity of existence. The company continues to
operate normally even when a shareholder decides to leave the company.
Shares can be sold to other people wishing to become shareholders in the
company.

The company has limited liability. This reassures the shareholders that
their personal belongings are not at risk in case of company debts.

The company is able to employ specialists in departments such as
accounting and human resource which makes the organisation to operate
more efficiently and effectively.

The company is able to use modern technology and also buy modern
equipment. This saves on the costs of labour and other expenses.

Shareholders can sell their shares freely. They do not need any
permission from other shareholders.

The opportunities of borrowing are very high for the company as most
banks are more willing to lend money to larger business units than the
smaller ones.

The company has the capacity to raise more capital by use of various
means which makes it enjoy the economies of scale. It is able to provide
goods in bulk at lower cost.

The following are the disadvantages of a public limited company:

Disadvantages of Public Limited Company

e  When the business grows in size, it becomes difficult to manage.

e Decision making is slow as there are so many channels to be
followed before a decision is finally made.

e As the business grows bigger, the original owners of the company
lose control.
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It is very costly to establish this type of a business unit because of
many legal procedures to be followed before the company begins to
operate officially by law.

Since shares can easily be bought on the stock exchange, there is a
risk of being taken over if another company decides to buy shares at
fifty-one percent (51%).

In the above section, we have covered a lot of content on private limited and
public limited companies. Before we proceed with the rest of the topic, you
should do the activity below which is a case study to assess your understanding of
what we have learnt so far in the topic. A case study is an analysis of a particular
situation used as a basis for drawing conclusions in similar situations. The case
study below will assist you in drawing similar conclusions to similar situations
that you may come across.

Read the following case study and answer the questions:

IL

Activity 8: Case
Study

Mr. Chola did business with a very small carpentry shop and worked alone
for 10 years. One day he went to town to buy timber. There he met an old
friend, Chomba. The two discussed business and eventually agreed to form a
partnership. They were in this partnership for two years until Chomba
resigned because he was leaving the country. This led to the dissolution of the
partnership. Chola realised that even when he was in a partnership business,
he experienced some problems. He has decided to invite some relatives and
friends to contribute capital so that they form another type of business unit
after the dissolution of the partnership.

Now answer the following questions:

1) Name the type of business unit that Mr. Chola was involved in for 10
years.

2) What led to the dissolution of their partnership?

3) What type of business unit did Chola decided to form after the dissolution
of the partnership?

4) State any two reasons why Chola did not decided to form another
partnership.

5) Explain to him at least four characteristics of a private limited company.

6) State five strengths and five weaknesses of a private limited company.
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Check whether your answers are similar to the ones given below.

. Sole trading.
. The resignation of Chomba.
. A private limited company.
. - Limited capital
- Lack of continuity of existence
- Unlimited liability
- It is not a separate legal entity
- Misunderstandings may occur among partners.
(Any two of the answers)

AN W N~

Feedback

5. Characteristics of a private limited company
a) It is owned by a minimum of two shareholders and no
maximum.

b) It is controlled by a board of directors. Note that these
¢) Itis a separate legal entity. characteristics
d) Shareholders have limited liability. also apply to a
e ﬁt kas cqntinujy 0];1 e);listleence.. c . j public limited
f) 1t is registered with the Registrar of Companies. company

g) Shares are not transferred freely.

h) Its name ends with ‘Ltd’ or Limited.

i) Its shares are sold privately and are not sold on the stock
exchange.

(Any four)
6. Five strengths of a private limited company

a) It can start operating legally as soon it is incorporated.

b) It is a separate legal entity which makes it possible for the
company to enter into contracts, sue and be sued in its own
name and capacity.

¢) It is an ongoing enterprise because the business is not affected
by changes in its membership.

d) The books of accounts are kept private.

e) The shareholders keep direct control of the affairs of the
company especially at the annual general meeting where they
express opinion regarding the operations of the company.

f) It has more capital than a sole trader and partnership since
many people are involved.

(Any five)
Five weaknesses of a Private limited company
Again, any five of the following will be adequate:

a) The company has many legal formalities such as holding of
the annual general meeting and auditing of books of
accounts. This is a must and is done annually.

b) Forming this type of a company is expensive as it demands
for large sums of capital.
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¢) The company has limited sources of capital because it is not
allowed to sell its shares to the public for additional capital.

d) The decision making process passes through many
management channels and this may cause delay in decision
making.

e) The company is not flexible. This is because it is regulated by
the Articles of Association and Memorandum of Association
and changing the business would mean to start the company
formalities again.

f) There is restriction in the transfer of shares. This is because
shares cannot be sold to another person without the consent
of the other shareholders.

The case study and questions above should have enabled you to review the content
that we provided in the first part of this topic, including the strengths and
weaknesses of a private limited company. Let us now look at the formation of a
limited company.

The formation of a limited company involves more legal procedures and costs a lot
of money compared t