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Chapter . .
e Overview of International Settlement

1

This chapter mainly introduces the concept of International Trade Payment and key issues in
international trade payment. According to the information mentioned below, it is self-evident
that without bank’s participation, modern international trade payment system would not exist any

more.

1. Definition and Implications of

International Trade Payment

International Trade Payment refers to studying the system of effectively identifying or
supervising performance of both the buyer and the seller with best possible low payment
transaction costs and their practice.

From the definition mentioned above, it is obvious that the objects researched here is
concerned with both the buyer and the seller.

In the process of international trade, at the heart of every business transaction is the buyer
and the seller. Both parties have one thing in common; to profit from the transaction and to
expose themselves to the least risk possible. All transactions, no matter how innocent, expose
buyers and sellers to risk.

Fundamentally , the concern of the buyer and the seller are at the same in both domestic and
international trade. The buyer wishes to get the goods ordered and paid for, and the seller wishes
to get paid for the goods shipped. International trade, however, add a layer of uncertainty and
risk for the buyer and the seller that does not exist in purely domestic trade because the buyer
and the seller are separated by long distances, differences in culture and business tradition,
different government and economic systems, different currencies, and different banking and
legal systems.

The essence of both the buyer and the seller’s concerns is whether the counterpart fulfills the
contract. The motivation for the seller to supply and ship the goods is to obtain money.
Meanwhile, the buyer must exchange money for the goods he orders. It is obvious that the
concern of both sides is eventually about money. Therefore, payment becomes the touchstone for

checking performance sincerity of the two parties.
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If one party of international trade insists that the counterpart’s fulfilling of the contract be
the prerequisite of his performance, the transaction would be aborted. A cautious buyer would
not give all the money to the seller, whom he never met, before shipment. The buyer most
likely exits from the transaction if the seller refuses to conclude a contract without such
condition. Hence, from the beginning of trade negotiation and in the process of dividing trade
surplus, they constantly have contest of strength and balance interest of each other. On a win-
win basis, firstly, effective methods to supervise and even force counterpart to fulfill his
obligation have to be defined. Secondly, one among the methods with the lowest supervision
cost should be found out. According to the modern supply chain concept, both parties in the
transaction will care the supervision costs, they have common interest within a supply chain. If
the supervision cost is so high as or even higher than the trade surplus, the supervision method
would be seldom used or not used.

The two parties must weigh and balance the effectiveness and costs of supervision, so as to
smoothly obtain relative benefit from international trade. Therefore, payment, as the most
important stage in international trade seems to be a funds transfer, a clearance of debit and
credit, actually it is to seek the methods being able to supervise the performance of both sides
not only effectively but also efficiently.

In international trade practice, due to the involvement of banks for a long time, people
have created many effective methods which have been feasible to examine fulfillment of the two
parties. Commonly used payment systems in today’s international society, namely, payment in
advance, collections, letter of credit, and open account. Factoring as well as Forfaiting are
widely used in international trade practice. Under each payment system, effectiveness and
efficiency in respect of supervising or impelling counterpart’s performance have been researched.
As a practice, the common usage of each system, particularly in China, is well-known by

everyone. Therefore, international trade payment is not only a theory, but a practice as well.

1.1 Key Issues in International Payment

There are several broad issues that affect what payment method will ultimately be used in a
specific international trade. Every participant in the transaction must carefully consider these
issues, though they will affect each differently and to a different degree.

Even after these broader issues are resolved, questions will continue to be raised throughout
the transaction. Therefore, careful consideration of these issues can make a transaction go
smoother, keep costs to a minimum, and ensure timely and efficient delivery and distribution of

goods.

1.1.1 Who Bears the Credit Risk?

In almost all business transactions the buyer would prefer to obtain easy, extended, and
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inexpensive credit terms. Credit gives the commercial buyer the opportunity to resell the goods
before having to pay for them. In many instances, the buyer will have a market for goods but
not possess sufficient working capital to make an outright purchase and payment prior to their
resale. Credit makes many such transactions possibie.

At the same time, the seller has a different set of priorities. Having paid for product
development, raw materials, components parts, labor, and overhead, the seller needs to get his
investment back. The seller may not know the buyer or may not trust that the buyer is financially
stable enough to make payment at a future date. International transactions are not as stable,
secure, transparent, or reliable as domestic transactions and many things can happen between the
time of the sales and the expected time of payment. For these and other reasons, the seller will
always prefer to be paid immediately ; either at delivery or even prior to delivery. In a word, the
buyer or importer prefers that the seller bear the credit risk and wants to make certain that the
receives the goods once he has paid, while the seller or exporter prefers that the buyer bear the

credit risk and wants to make certain he receives payment for goods shipped.
1.1.2 What Will Be the Transaction Costs of Payment?

What do the transactions costs of payment mean? First, the costs do not contain the
expenses in respect of production, transportation and insurance. Second, the costs must be
associated with the choice of payment methods. For example, using one method probably brings
about increase of one party’s financial cost or increase of banking charges, and so on. Actually,
payment transaction costs mean total costs by using a certain payment method, including
financial cost, fund transfer expense, default risk of counterpart and exit risk of counterpart. The
explanations of above mentioned costs are as follows.

(1) Financial cost means extra financial expenses for fulfilling the contract do to different
payment timing, or the opportunity cost of using their own working capital. If timing of payment
is to be classified as date of conclusion, date of shipment, dafe of unloading and date of
clearance, financial cost borne by the importer is decreased in above order, while it is increased
to the exporter.

(2)Fund transfer expense means the expense used to transfer the proceeds from importer to
exporter. For example, in Middle Ages, the expense to make payment could be the freight for
transporting gold. In modern economic society, funds transfer are mostly handled by banks and
banks will charge for it. But the expense charged differs from one payment method to the others,
because banks undertake varying obligation and responsibility therefore. Comparatively, banks
expense is increased by the order of remittance, collections, letter of credit, letters of guarantee,
Factoring and Forfaiting.

(3) Default risk of counterpart means the possibility of default of the other side after
performance of one side, in other words, it means the space for the counterpart to be in breach

of contract under certain payment method. Reasons of the counterpart’s default could be

3
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commercial, could be also non-commercial. Commercial default refers to that the counterpart
fails to perform the contract due to the business in a worse off situation, or due to market
changed, or because he does not have good faith to do business at all. Non-commercial reason
means that the environment of politics, economy, law and policy of related country changed
unexpectedly. For example, after the exporter delivered the goods to the importer’s country, the
possibility for the importer refuse to pay and pick up the goods under collections is much higher
than under letter of credit. That is because the importer will not suffer from losses or punishment
from a third party if he do so with various excuses.

(4) Exit risk of counterpart means the possibility for the counterpart to exit from the
transaction due to un-favorite conditions under certain payment method. Maximizing his interest
in a transaction is rational behavior of international trader. The maximum benefit for the importer
is not higher than to receive the goods desired without paying, while for the exporter is to obtain
proceeds without shipping products. There is, however, good exit mechanism in actual market
economy, that is to say, if the transaction is not win-win, one part would exit and there is no
benefit to the other side at all, nor does he will get maximum benefit. Thus, the prerequisite of
using a particular payment method is that both sides are willing to accept it, at least in certain
extent. For example, total amount payment in advance is favorable for the exporter, but the
importer perhaps exits from the transaction because of the high risk he will bear. In other words,

the exporter will be confronted with higher exit risk of counterpart in this case.

2 \Aibhad \A Ra t T vicion "U“T:"

3 What WIill Be the Supervis hanism of Performance?

How do both sides “know” or “supervise” whether the counterpart fulfills the contract? If
one party has no sincerity to fulfill contract at all, the counterpart is hard to avoid being cheated
even though he has made strict supervision measures. In fact, fulfillment of contract rests on the
participant’s willingness. In reality, in most cases of default, the party concerned did so
unintentionally. Because, from long term point of view, fulfilling contracts benefits the
businessmen much more than defaulting.

Many things motivate the participants to fulfill contract. In traditional society, within a
relatively small business circle, deals are made between acquaintances. Following morality
standard, maintaining and elevating self-reputation enable the businessmen do business with
more people and earn more money. That is the main motivation for the businessman’s
performance. The credit chain between seller and buyer in the circle of acquaintance is effective.
That is to say, the public praise makes the participants fulfill the contract willingly and therefore
could be one kind of supervision method. And this method is also efficient, i.e. with lower
costs, because without supervision of the third party and law judgments there are no extra
expenses certainly.

In modern business living, the business circle could reach the whole world, “acquaintance”

and “reputation” do no long motivate people to fulfill the contract, in other words, the power of
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morality is not so strong as to maintain the credit any more, and it has been replaced by
agreement, contract and law. In contract, the obligation of parties is stipulated clearly, so as to
avoid the punishment of social impartiality — court, which is one of the possible motivations of
participant’s performance. However, it is not very difficult for a party to find out chance to
maximize his benefit, which attracts him rushing into danger. In such cases, although the
sufferer could be compensated by law, it could be time — consuming or even lose is more than
gain. In one word, the cost is too high. If there is a third party, who has good reputation, is
familiar with the two parties, or even capable of threatening the party who is possible of
defaulting , to take the role of witness, supervisor and the guarantor to both sides, there must be
a strong force for two parties to fulfill the agreement. The most qualified third party is banking.

Banking has vast penetrating power in modern economic society, and owns the reputation
of blood vessel of national economy. They are indispensable partners to enterprises. The
relationship between enterprises and banks is something like “ acquaintance” in traditional
society,, they maintain their long-term relationship by credit. Credit chain ( see Figure 1.1)
between one party ( Buyer) and his bank ( Bank A) can be connected to the credit chain
between the other party ( Seller) and his bank (Bank B) through worldwide banking network.
The indirect credit chain between buyer and seller through bankers is much stronger than the
direct credit chain between them, even though it is longer. Among “shorter” and “stronger”™ ,
businessmen would prefer to choose the stronger one instead of the shorter one. The complete
credit chain is .composed by the direct chain between buyer and seller as well as the indirect
chain through banks.

Bank A |« > Bank B
Buyer < > Seller

Figure 1-1: Credit Chain in Payment Transaction

As shown in Figure 1-1, the indirect credit chain between buyer and seller through bankers
is longer than the direct chain between them. To “rent” the “credit” from the third parties, the
“rental” must be paid, which would increase transaction cost. Although it is effective from the
transaction to be succeeded, it is inefficient or non-economic.

Even in modern business world, is there any direct, economic credit chain between two
parties from different countries, which is strong enough for promoting them to fulfill the contract
actively? Actually, that direct credit chain is existed in three cases. First, thanks to high
reputation, both sides sincerely believe that the counterpart do fulfill the contract. Second, the
buyer and the seller have established long-term business relationship or even strategic cooperative

partnership, in view of long-term benefit both sides are motivated to fulfill the contract. Third,

5
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although the two parties are from different countries, they belongs to one economic entity —
transnational company , the responsibility or obligation of two parties — paying and delivering in
time — are coordinated or assumed by the headquarter.

To sum up, there are four reasons for the participants to fulfill contract actively. Firstly,
defaults damage one’s reputation among acquaintances. Secondly, defaults will likely be
punished according to laws. Thirdly, defaults would result in economic sanctions by banks.
Finally, defaults would do harm to the long-term cooperative relationships. In a word, the

essential motivation of doing performance is fearing of benefits losses.

1.1.4 What Are the Roles of Banking in the International Trade Payment?

1.1.4.1 Facilitating Funds Transfer

Banking is engine of today’s economic society; its roles in international trade payment can
be summarized as follows:

In modern business world, without banks, we can not imagine how to make international
trade payment with vast amount of money, not to conduct it efficiently. In current business
environment, through worldwide network banks could easily transfer money from the buyers to
the sellers. Considering the whole world as one unit, cost of transferring fund could be saved
greatly through banking systems. .

Suppose that the buyers make payment without banks, it must be a real physical procedure,
that is to say, a certain amount of money is transferred by hand to hand, which will suffer from
safety risk, and expenses of transportation. If a couple of businessmen make payment in this way
are acceptable, how much money will spend if thousands of businessmen clear their debits by
this method? However, banks have different way to transfer funds; funds given by the buyer
will be paid to the seller by their oversea institutes. Banks are capable of handling all
international payment. And through a clearing mechanism between banks, physical flow of funds
between countries is greatly decreased, so as to reduce transaction cost and improve economic
efficiency.

1.1.4.2 Promoting Conclusion of International Trade

Banking’s role in international trade is much more than only facilitating funds transfer. As
an intermediary with good reputation, they act as, at the same time, counterparts of both sides
(i. e. the seller and the buyer) , and are capable of supervising both sides, so as to promote the
business to succeed. The best example is letter of credit. Under letter of credit, banks guarantee
in their own name that they will make payment definitely provided the exporter presents
documents in line with the credit, meanwhile, they engage that the importer do obtain
documents after his effecting payment or promising payment. With the promise of bank,
exporters are willing to prepare and ship goods prior to obtaining money. Exporter will not worry
about that the importer would refuse to pay, for bank is the primary obligor under a letter of
credit. Just with the participation of banks, many international trades, which seems too hard to
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come to conclusion, become to be feasible.

1.1.4.3 Extending Loans for International Trade

Banks take another important role in international trade, that is extending loans for every
side, which is an important function that no sophisticated traders would neglect. Banks could
facilitate finance for both the buyer and the seller. From the position of exporters, banks can
extend an unsecured loan against order; or a packing credit against an original letter of credit; or
a loan against shipping documents or negotiating documents presented. From the position of
importers, bank can grant credit line for opening letter of credit, by which the importer is
allowed not to pay cash collateral , issuing shipping guarantee which enables the buyer to pick up
the goods before paying, so as to put them into production or market as soon as possible.
Additionally, bank can also accept bills of exchange made by the buyer for discounting in money
market and paying for the goods contracted.

Another important thing having to be mentioned here is that banks take a vital role in
hedging foreign exchange risk, which is faced by both sides. Banks could manage, reduce, and
even eliminate foreign exchange exposures by means of foreign exchange forward, future,
options and so on, for themselves and for enterprises.

In conclusion, in international trade payment, banks take four roles: first, to facilitate fund
transfer efficiently world wide; second, to promote transactions because of their easily
supervising both sides; third, to provide loans to international traders, so as to make them
capable of fulfilling the contracts; fourth, to help the foreign trade company to manage or
reduce foreign exchange exposures. After Second World War, world trade has been growing
faster than ever, annual growth rate about 6% averagely, higher than that of world GDP of
about 4%. It can be asserted that such development partially owns to the active involvement of
banking.

1.2 The Purpose of Learning This Course

The objectives of learning this course are that (1) It tries to provide some information on
fundamental principles and theories which are closely associated with the international trade
payment; (2)It tries to offer the experiences and skills about how to deal with the safe exchange
between the proceeds and goods in international trade; (3) It tries to make the readers or learners
familiarize with the customs and practice in international trade payment.

Hopefully, this book may play an important role in combining the theory with practice,
which can facilitate learners’ absorption, digestion and accumulation of knowledge and skills

about international trade payment.



