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Negotiable Instrument

1.1 Summary of Negotiable Instrument

1.1.1 Definitions of Instruments

The instruments of payment can be divided into two types. In a broad sense, instruments
refer to all kinds of securities and commercial certificates, including stocks, warehouse
warrants, state treasury bills, bills of lading, invoices, insurance policies, etc. In a narrow
sense, the instruments are special securities aiming for payment. If the drawer makes payment
by himself, such instrument is known as the promissory note. If a third person other than the
drawer is to pay, it is either the bill of exchange or the check. In this chapter, the instruments
we discussed belong to the narrow-sense ones. They are also called instruments-of payment,
including the bill of exchange, promissory note and check.

1.1.2 Functions of Negotiable Instruments

The instruments are widely used because their unique functions and conveniences. To be
specific, there are mainly three functions of those instruments:

1. For payment

Under non-cash settlements, the major function of a negotiable instrument is to serve as a
substitute for money or asset ownership. For example, the debtor purchases a bill of exchange
from a bank and then sends it to the creditor, who would obtain the proceeds upon such bill of
exchange from a local bank.

2. For credit

In commercial transaction, one party may sometimes require its counterpart to provide
credit in order to facilitate its turnover of capital. For example, the seller and buyer make a deal
that the buyer would make payment one month after the seller delivers the goods. The buyer
may issue a promissory note with the one month tenor. The buyer’s promissory note would
substitute his credit thereof. In fact, both the bill of exchange and promissory note have credit
functions. The check does not own such function because the check is payable at sight basis.
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3. For circulation

Via endorsement, those instruments can be transferred from one person to another.
Without cash, such circulation is very convenient. However, it is noted that the instruments
themselves are not the currency. The difference between the instruments and currency lies that
the instruments depend on the credibility of the relevant parties. They do not own the forced
power for circulation while the currency owns. In other words, when the debtor decides to pay
the debt via those instruments, it must obtain the consent of the creditor in advance, or the
creditor may refuse to accept it. However, it is always acceptable if the debtor uses fiat money
to pay the debt. i

1.1.3 Features of Negotiable Instruments

Since instruments own some essential features, they are, as special securities, aimed for
the purpose of paying money.

1. Negotiability

As a negotiable instrument, it may be transferred to another person either by mere
delivery or by endorsement and delivery. When payable to bearer, a negotiable instrument may
be transferred by mere delivery. When payable to a named person or order, a negotiable
instrument may be transferred by endorsement and delivery. If the payee is restricted to a
named person only, an instrument, then loses its capability of being transferred and the payer
would only pay to the named payee. In addition, according to the Law of the People’s Republic
of China on Negotiable Instruments, those instruments must be transferred by endorsement.

2. Non-causative nature

The holder of negotiable instrument may exercise its right as long as the holder presents it
to the debtor of the instrument. For instance, when a drawer draws a bill of exchange on a
drawee, there must be a commercial funds relationship between the drawer and the drawee.
When the payee transfers the bill/draft to a transferee, the transferee will not mind how the
instrument is generated. He only concerns that the instrument is a qualified form and contains
the essential items required by relevant negotiable instrument law. Even if the underlying
relationship behind the instrument is defective, the debtor of negotiable instrument also should
be liable. Just because of the non-causative nature, negotiable instrument possesses the feature
of negotiability.

3. Requisite in form

A negotiable instrument must contain the prerequisite items and forms required by the
law. If it is inconsistent with legally required items and forms, it is not as a valid one. Although
different countries have different requirements in terms of the items and forms of a negotiable
instrument, they are very similar to a large extent. The parties involved must follow those
requirements.
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1.1.4 The Legal System of Negotiable Instruments

In order to promote the circulation of negotiable instruments and protect rights and
interests of relevant parties involved, most countries have stipulated respective laws on
negotiable instruments. There are two main legal systems of negotiable instruments worldwide,
namely British and USA legal system and Continental legal system.”

In China, the Law of the People’s Republic of China on Negotiable Instruments
(abbreviated as “Law on Negotiable Instruments™ hereinafter) was adopted in the 13th meeting
of the Eighth National People’s Congress on May 10th, 1995. It was implemented on Jan. 1st,
1996 and revised again on Aug. 28th, 2004. There are seven chapters with 111 clauses,
including General Provisions, Bills of Exchange, Promissory Notes, Cheques, Application of
Law to negotiable Instruments Involving Foreign Eiements, Legal Responsibility and
Supplementary Provisions. Chapter one elaborates the purpose and task of this law. To be
specific, this law is enacted to regulate acts involving negotiable instruments, protect the
lawful rights and interests of parties engaged in activities involving negotiable instruments,
maintain public and economic order and promote the development of the socialist market
economy. Chapter two stipulates the application and scope of the Law on Negotiable
Instruments. This Law shall apply to activities that are carried on within the territory of the
People’s Republic of China. The negotiable instruments as used in the Law mean bills of
exchange, promissory notes and cheques.” _

All in all, this Law is of great importance to regulate the activities involving in negotiable
instruments. It is also very vital to the overall system of economy and finance. The parties
engaged in are supposed to understand it well so as to protect their rights and interests and
fulfill their obligations.

A
il
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1.2 Bill of Exchange

Bill of exchange or draft is one of the most important negotiable instruments. Because it
reflects the nature and characteristics of negotiable instruments and represents various

economic functions such as credit, payment and financing, it is the typical representative of
negotiable instruments.

1.2.1 Definition of a Bill of fixchange

According to article 19 of China’s Law on Negotiable Instruments, a draft is a bill signed
by the drawer, requiring the entrusted payer to make unconditional payment in a fixed amount
at the sight of the bill or on a fixed date to the payee or the holder.

A bill of exchange is defined in the Bills of Exchange Act 1882 as “an unconditional order
of writing, addressed by one person to another, signed by the person giving it, requiring the
person to whom it is addressed to pay on demand or at a fixed or determinable future time a
sum certain in money to the order or specified person or to the bearer.

1.2.2 Types of Bills of Exchange

Bills of exchange can be divided into different types according to different standards.

1. Banker’s bill and Commercial bill

According to different drawers, the bill of exchange is divided into the bank’s bill and
commercial bill. China’s Law on Negotiable Instruments also stipulates that drafts include
bank drafts and commercial drafts.

(1) Banker’s draft

The draft issued by a bank is known as a banker’s draft. The drawer and drawee are both
banks.

(2) Commercial draft

The draft issued by an enterprise other than a bank is known as a commercial draft. The
drawee of the commercial draft can be either an enterprise or a bank.

2. Demand draft and time draft

Drafts can be divided into demand drafts and time drafts. Article 25 of China’s Law on
Negotiable Instruments stipulates that the date of payment may be recorded in one of the
following forms: payable at sight; dated payment; payable on a fixed date after draft; payable
on a fixed date after sight.

(1) Demand draft

A demand draft is supposed to be paid when it is first seen by the drawee. It can be
expressed as payable at sight/ on demand/ on presentation. When a bill specifies no time for
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payment or the issuing date and maturity date are the same day, it is also considered as a
demand draft.

(2) Time draft

It is a draft payable at a fixed or determinable future time. It will be further classified into

a. “payable at a fixed future time”. Eg, “Pay to ABC COMPANY on Aug Ist, 2015”.

b. “payable at a fixed future time after date”. Eg, “Pay to ABC COMPANY or order at 30
days after date”.

c. “payable at a fixed future time after sight”. Eg, “Pay to ABC COMPANY or order at 30
days after sight”.

d. “payable at a fixed future time after the occurring of a certain event”. Eg, “Pay to ABC
COMPANY or order at 30 days after issuing of the B/L”.

3. Foreign-related draft and domestic draft

(1) Foreign-related draft

According to China’s Law on Negotiable Instruments, the term “foreign-related draft”
refers to the bill whose draft, endorsement, acceptance, guaranty or payment occur both
within and outside the territory of the People’s Republic of China. It further stipulates in
article 95 that, in the case when the provisions of the international treaties to which the
People’s Republic of China is a signatory party or in which the People’s Republic of China
has joined differ from the provisions of this law, the provisions of the international treaties

apply, except those articles on which the People’s Republic of China has declared to have
reservations.

(2) Domestic draft

Domestic draft means the bill whose draft, endorsement, acceptance, guaranty or payment
occur both within the territory of the People’s Republic of China.

4. Restricted order draft, demonstrative order draft and bearer draft

The payee means the person to whom a bill of exchange is payable. A draft may be
payable to a named person only, a named person or order, or bearer.

(1) Restricted order draft R

It is a draft payable to a specified person only. It is also known as a straight draft. Such a
draft is not allowed to make negotiation and it is a non-negotiable instrument. For instance,
“Pay Jim only” or “Pay ABC Co., Ltd only, Not Transferable”.

(2) Demonstrative order draft

A bill may be payable to the order of a specified person. For instance, “Pay ABC Co., Ltd
or order” or “Pay to the order of ABC Co., Ltd”. Such a bill can be transferred after being
endorsed by the specified person.

(3) To bearer

A draft may be payable to bearer without a specified person as the payee. For instance,
“Pay bearer” or “Pay to bearer or holder” or “Pay to . This kind of bill can be
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transferred freely and no endorsement is required.

It is noted that the bill to bearer can be transferred only via delivery and without
endorsement, which makes such a bill extremely convenient to transfer. However, as a
double-edged sword, it is very unsafe too. Anyone holding the draft can present and obtain the
payment. As a result, it is not an ideal negotiable instrument. In practice, laws in some
countries accept such bills, for example, the British and American laws on negotiable
instruments. However, laws in many other countries, including China, do not accept such kind
of bills and deem them invalid. ;

5. Clean draft and documentary draft

According to whether other commercial or shipping documents are attached, drafts can be
divided into clean drafts and documentary drafts.

(1) Clean draft

A clean draft is one that has no relevant commercial or shipping documents attached and
normally used alone in international settlement. Such a draft may be drawn for many purposes,
including collection, payment for services, personal remittance, etc.

(2) Documentary draft

A docﬁmentary draft is one that should be accompanied by the relevant commercial or
shipping documents. The common documents include commercial invoice, transport
documents, insurance documents, etc.

1.2.3 Main Contents of a Bill of Exchange

The main contents of a bill vary from each other in different countries. According to
China’s Law on Negotiable Instruments, a bill must indicate the following contents:

a. Chinese characters denoting “draft”;

b. words expressing it to be a bill of exchange;

By doing so, it is to facilitate identification of the bill and prevent the counterfeit of the
bill.

c. an unconditional order to pay;

This is one-time unconditional payment which cannot be paid via instalments.

d. a sum certain in money;

The sum on a negotiable instrument shall be specified in both capital Chinese characters
and numerical figures; the two must be exactly the same. Otherwise, the instrument shall be
null and void.

e. name of the drawee;

It is the party who accepts the payment order and makes payment. In international trade, it
is usually the importer or the bank.

f. name of the payee;

g. date of issue; and
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h. signature of the drawer.

A bill of exchange is void if any of the above-mentioned particulars is not specified
thereon. Here is a sample of bill of exchange:

BILL OF EXCHANGE
Dated:
No. Place:
Exchange for __(Amount in figure)
At . Sight of this FIRST Exchange( SECOND of the same tenor and date unpaid), Pay
to the Order of

the sum of

Drawn under L/C NO.
To:.

ISSUED BY

DATED

FOR AND ON BEHALF OF

(Signature)

1.2.4 The Acts of a Bill of Exchange

Generally speaking, the acts of a bill” include issuing, endorsement, presentation,
acceptance, and payment. In some special circumstances, it may also include dishonor, protest
and the exercise of right recourse and other possible acts. Most of those acts of a bill are also
applied to a promissory note or a cheque.
1.2.4.1 Issuing®

Article 20 of China’s Law on Negotiable Instruments stipulates that “Issuing” means a
drawer’s signing of a bill of exchange and delivering of it to the payee.

In international settlement, the draft is often issued in duplicate dispatched separately in
case of loss during transit. The bills in a set are identical apart from references on their faces,
which are usually marked by the words “First” and “Duplicate” respectively. In addition, it is
often indicated “Second of exchange being unpaid” in the first exchange and “First of
exchange being unpaid” in the second exchange, because the drawee only accepts and effects
payment upon either the first exchange or the second chahge. Once the one is accepted and
paid, the other becomes null and void.

@ ICEAFWAT N, REMPAANEICE BT A& HIIdE, TEMREL I NEN, UIRAESRFEBTHRR. i
W N H AT .
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“HRREAR” 5 YRR PIRAT M. BURCEYE R R EA LR BB X E R A AEN, KiEERILR—
EFTIFE ARG, DA FEHEZR N FEAN T A QAR SRR AN A IR NERES, FRT AR
e B, MEAEREATHRAT N, SR, W AR AT A X . R B LE T ST ORIRG, X SEAT
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1.2.4.2 Endorsement

Endorsement means that the payee or endorser of a bill writes down relevant particulars
on the back of a negotiable instrument or on an allonge to transfer its rights under the bill to the
transferee. In practice, the payee or endorser often signs its name on the back of the bill or the
allonge together with the name of the transferee or endorsee. Generally speaking, a negotiable
bill may be endorsed more than once. For an endorsee, all endorsers under the bill in prior as
well as the drawer are its former parties. For an endorser, all latter endorsees under the bill are
known as its subsequent parties. The holder’s rights to the bill shall not exceed those of his
former parties thereto. The formet\f)arty would be liable to the subsequent party that the bill is
bound to be accepted and paid.

According to different types of endorsements, they are further divided into special
endorsement, blank endorsement and restrictive endorsement.

1. Special endorsement

It is also known as endorsement in full. It is where the transferor adds a direction to pay a
particular person in addition to the signature of the endorser.

For example, Pay to the order of Henry Brown.

' William  White (%)

The endorsee Henry Brown can further transfer his right under the bill either by special
endorsement or blank endorsement.

The following contents are supposed to be included when Endorsement is in full:

a. Name of endorser as well as its signature and/or stamp. The signature of endorser on
the bill means that the endorser would undertake relevant responsibilities under the bill;

b. Name of endorsee. This is the main difference between special endorsement and blank
Endorsement. Because blank endorsement is not accepted under China’s Law on Negotiable
Instruments, the name of endorsee is a necessity.”

In practice, special endorsement ordinarily has two formats, namely “by words” and “by
table”.

Endorsement in full (1) (By words)

Pay to Y or order

(First endorsement)
X MM-DD-YY

Pay to Z or order
(Second endorsement)

Y MM-DD-YY
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