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Chapter 1

Introduction to International Trade
and International Settlement

1.1 International Trade

International trade, also known as world trade, or overseas trade, is the fair and
deliberate exchange of goods and services across national boundaries. It concerns trade
operations of both import and export and includes the purchase and sale of both visible
and invisible goods, the former of which is called trade in goods while the latter of
which is called trade in services in the word of WTO.

Economic activity began with the caveman, who was economically self-sufficient.
He did his own hunting, found his own shelter, and provided for his own needs. One
person was more able to perform some activity than another, and therefore each person
concentrated on what he did best. While one farmed, another herded. The farmer then
traded his surplus to the herdsman, and thus each benefited from the variety of diet.

In today’s complex economic world, neither individuals nor nations are
self-sufficient. Nations have utilized different economic resources; people have
developed different skills. This is the foundation of international trade and economic
activities.

International trade, the exchange of goods between nations, takes place for many
reasons. The first, as mentioned above, is that no nation has all of the commodities that
it needs. Raw materials are scattered around the world. Large deposits of copper are
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mined in Peru and Zaire, diamonds are mined in South Africa, and petroleum is
recovered in the Middle East. Countries that do not have these resources within their
own boundaries must buy from countries that export them.

Secondly, international trade also occurs because a country often does not have
enough of a particular item to meet its needs. Although the United States is a major
producer of sugar, it consumes more than it can produce internally and thus must
import sugar.

Thirdly, one nation can sell some items at a lower cost than other countries. Japan
has been able to export large quantities of radios and television sets and movie cameras
because it can produce them more efficiently than other countries. It is cheaper for the
United States to buy these from Japan than to produce them domestically.

Finally, international trade takes place because of innovation or style. Even though
the United States produces more automobiles than any other country, it still imports
large quantities of autos from Germany, Japan and Sweden, primarily because there is a
market for them in the United States.

With the development of manufacturing and technology, there arose another
incentive for nations to exchange their products. It was found that it made economic
sense for a nation to specialize in certain activities and produce those goods for which
it had the most advantage, and to exchange those goods for the products of other
nations, which had advantages in different fields. This trade is based on the principle of
comparative advantage.

The theory of comparative advantage, also called the comparative cost theory, was
developed by David Ricardo and other economists in the nineteenth century. It points
out that trade between countries can be profitable for all, even if one of the countries
can produce every commodity more cheaply. As long as there are minor, relative
differences in the efficiency of producing a commodity even the poor country can have
a comparative advantage in producing it. The paradox is best illustrated by this
traditional example: the best lawyer in town is also the best typist in town. Since this
lawyer cannot afford to give up precious time from legal affairs, a typist is hired who
may be less efficient than the lawyer in both legal and typing matters. But the typist’s
comparative disadvantage is least in typing. Therefore, the typist has a relative
comparative advantage in typing.

This principle is the basis of specialization into trades and occupations. At the same
time, complete specialization may never occur even when it is economically
advantageous. For strategic or domestic reasons, a country may continue to produce
goods for which it does not have an advantage. The benefits of specialization may also
be affected by transport costs: goods and raw materials have to be transported around
the world and the cost of the transport narrows the limits between which it will prove
profitable to trade. Another impediment to the free flow of goods between nations is
the possible introduction of artificial barriers to trade, such as tariffs and quotas.

In addition to visible trade, which involves the import and export of goods and
merchandise, there is also invisible trade, which involves the exchange of services
between nations.

Nations such as Greece and Norway have large maritime fleets and provide
transportation service. This is a kind of invisible trade. When an exporter arranges
shipment, he rents space in the cargo compartment of a ship.
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The prudent exporter purchases insurance for his cargo’s voyage. While at sea, a
cargo is vulnerable to many dangers. Thus, insurance is another service in which some
nations specialize. Great Britain, because of the development of Lloyd’s, is a leading
exporter of this service, earning fees for insuring other nations’ foreign trade.

Some nations possess little in the way of exportable commodities or manufactured
goods, but they have mild sunny climate. During the winter, the Bahamas attracts large
numbers of tourists, particularly from the northeastern United States, who spend money
on hotel accommodations, meals, taxis, and so on. Tourism, therefore, is another form
of invisible trade.

Invisible trade can be as important to some nations as the export of raw materials or
commodities is to others. In both cases, the nations earn money to buy necessities.

1.2 International Settlement

What Is International Settlement? ; : e e

International settlement refers to the money transfer via banks to settle accounts,
debts and claims among different countries. It is originated from both international
trade transactions such as the sales of visible goods and invisible service transactions
and international non-trade transactions such as international lendings and investments,
international aids and grants, cross-border personal remittances. For this reason,
international settlement is divided into two types: international commercial settlement
which is created on the basis and for the purpose of international trade, and
international non-commercial settlement which is related to non-trade transactions.
This book will take the international commercial settlements as the core part.

International settlement centers on payment methods which in turn cover those
major items as sales amount, currency used and how to make or collect payments for
each individual transaction. Thus, international settlement is also called payment terms
or payment methods in a sales contract in international trade. Also, as traders are
located in different countries and regions, payments in modern international settlement
are not made against cash payments directly between the traders themselves. Rather,
payments are made via banks against various financial instruments and/or different
commercial documents in the process of settling payments. In other words, payments
cannot be effected or payment methods cannot be realized without the participation of
the financial instruments and/or commercial documents. So we can say that payment
methods, financial instruments and commercial documents are the three important
and closely related parts in international settlement.

Methods of payment can be divided into remittance, collection, factoring, letter of
credit and letter of guarantee, each with several subdivisions. Actually, different
payment methods require different combinations of financial instruments and
commercial documents, with the result that not only payments are effected, but also the
time of making payments can be chosen to be made before, after or at the same time of
the delivery of the goods. As a result, modern international settlement has offered the
traders with choices so that they can select different payment methods in accordance
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with the nature of the transaction, the market condition and the credit-granting of the
seller or that of the buyer.

Financial instruments mainly refer to bills of exchange, cheques and promissory
notes. The word “financial” implies that these instruments are made for the purpose of
effecting payments. In general terms, they are the orders given to the bank by one
trader who asks the bank to make/collect payments to/from the other trader. When such
orders are performed by the bank, funds are successfully transferred from the buyer to
the seller.

The major types of commercial documents are commercial invoice, packing list, bill
of lading, insurance policy, inspection certificate and certificate of origin, etc. Various
commercial documents will signify whether the responsibilities regarding the
production, packing, shipment, and/or insurance of the goods have been fulfilled by the
traders. As these documents are not made directly for the purpose of effecting payment,
they are referred to as commercial ones.

Another point we need to know is that the currencies used in international settlement
should be convertible ones. There are three kinds of international convertible
currencies: convertible currency of the export country, convertible currency of the
import country and convertible currency of a third country, generally referred to as the
US dollar, the British pound and the Japanese Yen. The currency is to be chosen and
mutually agreed to by the traders in the sales contract before the payments are in
process.

In summary, as international trade involves traders from different countries and
goods are transferred across national boarders, it is both inconvenient and dangerous
for the traders to make direct cash payments from one country to another country. This
has made modern international settlement necessary. With the rapid development of
international trade, international settlement has evolved into a new era, totally
independent from and much more complicated than domestic settlement.

Electronic Devices Are Widely Used in International Settlement

The development of the international banking network with electronic communications
creates the integration of international settlement operations with electronic messages
such as SWIFT, CHIPS and CHAPS to facilitate the international funds transfer.

SWIFT is the initials for the Society for Worldwide Interbank Financial
Telecommunications. SWIFT also refers to a fully integrated computer transmission
system where the message can be transmitted in a standard format. Established in 1977
and with headquarters in Brussels, Belgium, the system is owned by 240 of the largest
international banks. Technically, member banks will be hooked-up by computers to one
system which permits them to relay funds to another simultaneously with the computer
code only known to its members. As a result, international banks are able to transfer
funds at a faster speed.

CHIPS is the initials for the Clearing House Interbank Payment System. It is a
computerized network established in New York in 1970 for the transfer of international
payments made in US dollars. CHIPS links up more than 100 international banks and
other financial institutions which have their offices or subsidiaries in the city of New
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York.

CHAPS is the initials for the Clearing House Automated Payment System. It was
established in London in 1984 for the funds transfer made in British pounds. CHAPS is
available nationwide in Britain, operated by a number of settlement banks who
communicate directly through computers. Payments sent through the system are
unconditional guaranteed and are cleared on the same day basis.

Further development of the international settlement operations incorporates EDI
(Electronic Data Interchange services), which enables all paper-based trade
documentation to be sent, received and acknowledged by all parties electronically so
that no documents or data need to be made on paper and sent manually. For this
reason, EDI is called “trade without paper”. It eliminates the repetitive and tedious
paper work and thus reduces the opportunities for errors and helps to save time and
resources. Although EDI has not been widely used in China today, it is developing
speedily. Wide application of electronic devices is an important characteristic of
modern international settlement.
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EXERCISES
I . Translate the following Chinese terms into English.
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II. Translate the following English terms into Chinese.

visible trade commercial invoice
invisible trade financial instrument
factoring bill of exchange
European Union cheque

factor promissory note

1. Questions
1. Do nations trade with one another?
2. What is international trade?
3. What kinds of goods should a nation specialize in producing?
4, Who developed the theory of comparative advantage? What do you think of it?
5. What is invisible trade?
6. What is international settlement?

7. Is there any difference between international trade and foreign trade?



