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PREFACE

Since the end of the Second World War, international trade and. investment the world
over have,on the whole,expanded a great deal ,despite the cyclical slowdown or recession oc-
curred in some developed countries and the negative economic growth sustained by some de-
veloping countries. In the meantime,the internationalization of banking activity has entered
upon a new stage. To be adapted to the developing circumstances, international payments
and settlements through the financial intermediaries —banks have come to be more and more
flexible, adaptable and innovative. For one thing,not only the traditional methods of pay-
ment are adopted more widely and with more flexibility than before,but quite a few innova-
tions have been created out of necessity,in settlement of international economic transactions
among different nations. For another, the services offered by international banks are of a
great variety,to serve the purpose of safe and swift transfer of foreign exchange funds as well
as receipt of correct documents of title to the goods.

As the saying goes,the responsibility for good communication rests with the teacher or
author. In addition,as is known to all,to impart knowledge to the students is the teacher’s
sacred duty. Precisely because of this,the authors made up their minds to write a book cov-
ering the syllabus of the subject of international banking.

This book entitled “International Payments and Settlements”,as the name implies,lays
particular stress on banking and financial aspects of international economic transactions. Its
primary aim is to provide an introductory exposition of and a practical guide to current for-
eign exchange operations conducted by international banks on behalf of their customers as
well as themselves, with special emphasis on its basic concepts, characteristics, procedures
and formalities,and points for attention. This book is designed for undergraduates majoring
in International Finance,so as to give them a good grounding for their studies at universities
and colleges and for their work in banking and financial institutions after graduation. Actuat-
ed by these motives,the authors endeavour to arrange the subject matter in such a way that
the book will remain comprehensible to all the readers,with the description and explanation
proceeding in an orderly way and step by step. The authors also hope that this book will
prove of interest to the staff of banks,financial institutions or trading firms,and to all others
who are interested in the subject.

Finally,based on many years’teaching experience,the authors are confident that from the
viewpoint of study for the purpose of application,using an English text for a subject of this
nature will achieve better results than it is otherwise. That is the reason why this book is
written in English.

Shen Jinchang
February,1989
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Introduction

I. What are international payments and settlements

International payments and settlements are a financial activity conducted among differ-
ent countries in which payments are effected or funds are transferred from ane country to an-
other in order to settle accounts, debts, claims, etc. emerged in the course of political, eco-
nomic or cultural contacts among them. As everyone knows, most of the international pay-
ments, originate from transactions in world trade. For this reason, it is quite natural that this
book will lay emphasis on dealing with commercial payments and settlements. To be more
specific, international payments and settlements may arise from:

1. Commercial settlements, that is, trade payments. (

In international trade importers in one country must make payment to exportea's in an-
other country for their imported goods.

2. Payments for the services rendered. o

Services rendered by individuals or enterprises in one country to those in another coun-
try must also be paid, for example, insurance premium, freight, postage, cable charges,
bank commission, etc.

3. Payments between governments. . .

The government of one country may make payment to that of another country for politi-
cal, military, or economic reasons, such as extending loans, giving aids and grants, provid-
ing disaster relief, etc.

4. Transfer of funds among countries. .

Following the general trend of capital internationalization in the world. capltal is fre-

P 5 —_



quently exported or imported among developed countries, among developed countries and de-
veloping countries, or even among developing countries by way of making investments, pro-
viding loans, issuing bonds, etc.

5. Others

Other international payments such as overseas remittances, educational expenses, in-

heritance, etc. should also be settled among countries.

II. Evolution of international payments and settlements

1. Frofh cash settlements to non-cash gettlefénts

Before the sixth century B. C. , goods were exchanged between traders in different
countries on a barter basis. A barter system put the trading parties great inconvenience.
Then a medium of exchange was used in the form of coins in the beginning of the fifth centu-
ry B. C. thereby ending the barter transactions. These coins were measured and exchanged
by weight and fineness among trading countries for settling international payments. Since
then the international payments were effected by shipping precious metals taking the form of
coins, bars or bullions to or frofn the trading cotntries. This was the so-called cash settle-
ments. _ '

‘However, the shipments of gold or silver across national bounda:jies were both expen-
sive and risky. Fréight costs were high, the risk of being lost, stolen of robbed was om-
nipresent and what is more, the speed of transferring funds would depend on the speed of
transportation facilities, which would often slow down the turnover of funds. From the thir-
teenth century A. D, onwards, bills of exchange were created, gradually taking the place of
coins in international payments and the bill of exchange market began to develop. With the
establishment of foreign exchange banks at the end of the eighteenth century, international
payments could be settled by way of transferring funds through the accounts opened in these
banks. Fromn then on, the non-cash settlements era began. Nowadays non-cash settlements
are universally adopted all over the world. There is no dénying the fact that the establish-
ment of foreign exchange markets does play a very important role in creating and' déve\loping
non-cash settlements, for foreign exchange banks are allowed to buy and sell foreign ex-
change freely in these markets so as to neet the needs of international banking business.

2. From direct payment made between international traders to payment effected through

a financial intermediary. ’ '

As mentioned above, initially international trade payments were made by the'buyers di-
rectly to the sellers by means of precious metal shipments. As foreigh exchange banks were
set up over time in different regions the world over, the payment channel did change; espe-
cially after a new means of payment, namely the bill of exchan'g;é, had been widély used in
international payments and settlements. These banks acted as an intermediary effecting in-
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ternational payments by the buyers to the sellers. With worldwide banking network-as well
as modern banking technicality, they could not only make easier and quicker the transfer of
funds needed for conducting inteznational trade but also furnish their customers valuable eco-
nomic :and credit information so required. Nowadays they have become the centre of interna-
tional settlements. A '

3, From payments under simple prlce terms to payments under mqre complex -price

terms . ]

In the past, international trade payments were settled on vexy snmple prlce terms, such
as cash on delivery, cash on shipment, cash with order, cash before shipment, etc. In mod-
ern international trade, its payments and settlements are done in different price terms.

As indicated in INCOTERMS (International Rules for the Interpretation of Trade
Terms) ICC Publication No. 460, the price terms available for use are multifarious and more
complicated than before, including: '

EXW EX WORKSC. . . named place)

FCA FREE CARRIERC(... named place)

FAS FREE ALONGSIDE SHJP(. . named port of shipment)

FOB FREE ON BOARDC. . . named port of shipment)

CFR COST AND FREIGHT(. ..named port of destination)

CIF COST, INSURANCE AND FREIGHT(.. . named port of destination)

CPT CARRIAGE PAID TOC. .. named place of destination)

CIP CARRIAGE AND INSURANCE PAID TOC. .. named place of destinatior)

DAF DELIVERED AT FRONTIERC.. . named place)

DES DELIVERED EX SHIPC(. .. named port of destination)

DEQ DELIVERED EX QUAY (DUTY PAID)(... named port of destination)

DDU DELIVERED DUTY UNPAIDC. .. named place of destination)

DDP DELIVERED DUTY PAIDC. .. named place of destination)

The most common ones being used at present are:

(1) FAS(Free Alongside Ship) )

The seller must arrange to deliver the goods alongsnde the ship at the port of
loading named in the sales contract. The buyer is responsible for choosing the carrier to
transport the goods abroad, paying the cost of carriage from the port of shipment, ar-
ranging insurance and paying insurance premium, and arranging and paying for tho ex-
port licence and export tax, if any. |

(2) FOB(Free on Board).

The seller must deliver the goods on board the ship, named by buyer, whlch
_means he must pay for the carriage to the port of loading, pay the loading cost, and ar-
range and pay for the export licence and export tax, if any. The place of dellvery is the
ship’s rail. The buyer is responsible for choosing the carrier to transport ‘the goods
abroad, paying the cost of carriage from the port of shipment, and arranging and paying



for the insurance of the goods from this point. - x

(3) 'CFR( Cost and Frieght)

‘ The seller is responsible for choosing the carrier to transport the goods abroad
and paying the freight charges to the overseas destination. He is also responsible for ob-
taining an export licence, if necessary, paying the loading cost if it is separate from the
freight charges. The buyer must arrdnge and pay for the insurance of the goods. He
must also pay the unloading cost if it is not included in the freight charges already paid
by the seller. i

(4) CIF(Cost, Insurance and Freight)

The responsibilities and costs borne by the seller are same as CFR above. ‘In ad:
dition, the seller must arrange and pay for the insurance of the goods from the port of
shipment to the port of destination. The buyer must pay the unloading cost at the port
of destination, if it is not included in the freight charges already paid by the seller.

III. Basic points for attention in international payments and settlements -

Although the currency to be used, time and ‘method of payment are all' stipulated in
trade contracts, attention should be paid to the following points in settling international pay-
ments, '

1. As a rule, international traders would pay or receive such freely convertible curren-
cies as U. S. dollar, Pound sterling, Japanese yen, Deutsche mark, Swiss 'franc, French
franc, etc. , widely used in all countries the world over, when buying or selling theit goods
and services. They will convert ultimately from the foreign exchange banks these currencies
into their national currency, which can be legally circulated in their own cbuntry, or vide ver-
sa. But these currencies may become the so-called hard currency at ohe time, whose ex-
change rate is rather stable, or the so-called soft currency at another time, whose exchange
rate is rather feeble. Thus the conversion may incur some exchange risks. That is to say, in-
ternational traders may get or pay more national currency, or less national ¢urrency, for a
given amount of the forelgn currency at a given time. In order to minimize the eéxchange risk,
they often buy from or sell to the foreign exchange banks the forward exchange, to be settled
after a given period of time, such as one month, three months, six months, etc. On the oth-
er hand, the foreign exchange banks may avoid the exchange risks on their overbought or
oversold currencies by squaring their position in the foreign exchange market. If there exists
a payments agreement under a bilateral trade agreement signed between two countries for ex-
change of goods, matters are different. Such payments should then be effected as stipulated
'm that agreement, using the so-called clearing currency to settle their trade iribalance.

2 Time of payment can be different in internatiohal payments and settlements as the
case fnay be. Sometimes advance payment is required. Sometimes, payment can be post-
— 8 J—



poned until a fixed future time. At times, there may be payment against documents; that is
» paymert is to be made upon receipt of the shipping documents. At other times., there may
be payment on delivery, that is, payment is to be effected upon receipt of the godd,s.‘ ' Differ-
ent time of payment has different effects on the tisk exposure and the. turnover of-funds-on
the part of the international traders. In point of these, exporters naturally expects to:.be paid
as soon as possible, while importers wish to defer their _pajrments.

3. Method of payment commonly used in international payments and settiements in-
cludes 4 C : ,

(1) remittance, that is, payment is to be remitted by the buyer to the seller through
the foreign exchange banks. This method is mostly used in the advance payment and
open account terms. o .

(2) collection, that is, payment.is to be collected from the buyer by the. seller
through the foreign exchange banks. :

(3) letter of credit, that is, payment is to be made by a foréign exchange bank issu-
ing a written document called a letter of credit provided the terms of the decument are
complied with. This method is widely used in international settlements. - v ‘

(4) bank guarantee, this isy paymeat is' to.be guaranteed vby a foreign exchange
bank, issuing a written document called a letter of guarantee,

Each method has its advantages and disadvantages to the parties concerned respectively.

4. Foreign exchange control is being enforced in all the socialist countries, most-devel-

oping countries, or even a few developed countries. Consequently, buying or selling foreign
exchange in these countries and also transferring foreign exchange funds from or to these
countries are subject to thair foreign exchange control regulations in forcey which should be
carefully studied and strictly observed. . . ' .

5. International traders should be aware that legal title te the exported goods passes
from the exporter to his foreign buyer by means of documentation, regardless of whether the
goods are physically in the possession of the buyer. It goes without saying that sl'nppmg‘ doc—
uments play a very important role in intermational payments and settlements.:-For this rea-
son, careful handling of these documents is necessary to all parties concerned.

B

IV. Characteristics of modern international payments and settlemmé' _

Modern international payments and settlements are characterized by
1. Transfer of foreign exchange funds and convey of banking messages are very much
facilitated. This is due to the formation of an international banking network in the world
connected with electronic telecommunications. The establishment of the Society for World-
wide Interbank Financial Telecommunication(SWIFT) may be: 1llustratwe of this.:
SWIFT is a cooperative society established in Brussels under Belglan law in tMay 1073
— 9 —



with nearly 250 member banks in West Europe and North America including the major banks
in those regions. As a co-operative automatic world communication system SWIFT’s aim is
to énable its. members to transmit among themselves interpayments, statements and other
‘messages connected with international banking in a few minutes, so as to facilitate and accel-
erate their operations. In fact, SWIFT also means a highly sophisticated message switching
or communications system. It should bé pointed out that a SWIFT message does not transfer
any title to money. When a financial institution receives a SWIFT message, it must-act on its
own to carry out the instructions contained therein. As the messages communicated among
its member banks are computerized, interrational payment transfers among them can be
.greatly speeded up. SWIFT is developing and its membership is growing (up to now, there
are 3700 member banks in 93 countries and regions). The Bank of China has become a mem-
ber.of SWIFT since February 1983. By 1990 other Chinese banks, such as Bank of Commu-
nications, the Industrial and Commercial Bank of China, the Agricultural Bank of China,
etc. are SWIFT members too. It can be predicted that with more and more banks admitted
into SWIFT the use of mail transfer and telegraphic transfer in international payments and
settlements will decline. The SWIFT system goes into operation 24 hours peér day, seven
days a week, delivering a very high level of on-line performance to its members. To imple-
ment the decision made by the SWIFT Board of directors;:various kinds of .commen format
have been adopted for transmittihg member’s messages, such as MT100 Customer Transfer,
a payment order originated from a client -of one financial institution member, to be sent to
another financial institution member in favour of the latter’s client, either the order-giving
client or the beneficiary client, or both, should be a non-financial ins_tiiution;MTZOZ Bank
Transfer in favour of a third bank, all parties concerned in the transaction must be finaneial
institutions; MT700 used for issuing a documentary credits MT740, for reimbursement: au-
thorizations; MT742, for reimbursement claims ete. Adoption of standardised message for-
mats eénables automated handling and eliminates language and interpretation problems emerg-
ing between sender and receiver. Furthermore, fast transmission ensures. timely delivery of
different messages without any delay. Consequently cost savings can be expected on interest
payments and on claims. : i s

2. Vehicle currencies are more diversified than before, More keygcurrencies are now
used in international payments and settlements instead of being concentrated on one or two
major internagional currencies sych as Pound sterling before the Second World War or U. S.
dollar by 1970s.

3. International lending is often combined with international payments. In so doing, ex-
tensive transactions, such as the export business of capital goods and engineering projects
can be promoted. The export credit extended to the sellers in the exporting country or to the
buyers or banks in the importing country is a typical illustration.

4. Great importance is attached to high efficiency on the part of the foreign ex¢hange
bank. It-is an urgent need for the bank to do best any international banking business on be-



