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Chapter One Introduction

Section One What is International Settlement

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 tangible goods and intangible 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. While international non-commercial settlement is of equal importance in interna-
tional banking business, international commercial settlement will constitute the core part to this
book and it will be our major focus.

International settlement centers around payment methods which in turn will cover those
major items as sales amount, currency used and how to make or collect payments for each indi-
vidual 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 a-
gainst 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. For this reason, this book
will also be divided into three parts accordingly: chapter one to chapter five will be devoted to
“Instrument Acts”; chapter six to chapter ten to “ Methods of Payment™ and chapter eleven to
chapter thirteen to “Commercial Documents”. The following paragraphs will talk briefly about
the financial instruments, commercial documents and methods of payment respectively.

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 pay-
ments. 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 commer-
cial 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 docu-
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ments are not made directly for the purpose of effecting payment, they are referred to as com-
mercial ones.

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 re-
sult 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 goods. As a result, modern interna-
tional settlement has offered the traders with choices so that they can select different payment
methods in accordance with the nature of the transaction, the market condition and the credit-
granting of the seller or that of the buyer.

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: con-
vertible currency of the export country, convertible currency of the import country and converti-
ble 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.

Financial instruments and commercial documents are stipulated in the relevant parts of the
following major laws and uniform rules: Uniform Rules and Practice for Documentary Credits
(1993 Revision), ICC Publication No. 500 ( UCP 500) which came into effect on 1 Jan.,
1994; Uniform Rules for Collection ( 1CC Publication No. 522) which came into effect on 1
Jan. , 1996; Uniform Rules for Demand Guarantee (URDG) (ICC Publication No. 458) which
was published in April, 1992 and expected to be widely adopted. Rules for Multi-modal Trans-
port Document (ICC Publication No. 481) which came into effect on 1 Jan. , 1992. In addition
to the above-mentioned laws and rules, a good knowledge of other related national and interna-
tional rules and regulations is also necessary. All these constitute the legal foundation on which
International Settlement practices are performed.

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 Inter-
national Settlement coming into being. With the rapid development of international trade, In-
ternational Settlement has evolved into a new era, totally independent from and much more

complicated than domestic settlement. Its characteristics will be discussed fully in the next sec-
tion.

Section Two Characteristics of Modern International Settlement

There are five important characteristics of modern international settlement:
1. Instruments are Widely Used in International Settlement

In the early days when international trade was less developed, cash was the major medium
of exchange used in international payment and the international settlement of this period was
called cash-settlement. For example, if trader A in country A sold certain goods at a certain a-

mount to trader B in country B and if, in another transaction, trader A bought some other goods
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at the same amount from trader C in country B, then, under the direct cash-settlement, trader
B should first ship cash to trader A and the latter would again ship cash at the same amount
back to country B to trader C. From the double cash shipments of the above example, the ma-
jor drawbacks of cash settlement in international trade are obviously reflected. First, double
shipments from and back to the same country are wasteful in terms of time, money and energy.
Secondly, shipments of cash across national boundaries are risky. It is common sense that the
freight costs are high and the risk of being lost, robbed or damaged is always present. In addi-
tion, the speed of transferring funds would depend largely on the speed of the transportation fa-
cilities which would often slow down the turnover of funds.

Later on, these disadvantages are largely overcome with the creation and the involvement
of financial instruments. With the passage of time, financial instruments have gradually taken
the place of cash to settle accounts for the traders. Financial instruments are made against the
creditworthiness of the relevant parties. With its major forms such as bill of exchange, promis-
sory note and cheque, funds can be transferred, debts can be offset and accounts will be
cleared. Take the above-mentioned example again: if trader A opened an account with trader
B. he could first draw an instrument on trader B and asked the latter to make payments to trad-
er C. Trader A would then hand/give the instrument to trader C who would claim payments
from trader B against the instrument. In this way, trader B cleared his debt with trader A and
the latter cleared his debt with trader C. From this example, we can see clearly that the inter-
national shipment of cash is replaced by the international movement of financial instruments.
When instruments are used as medium of exchange, international settlement has evolved into a
new era — non-cash settlement where, compared with cash-settlement, not only the security of
payment is greatly enhanced, but also the time is largely saved and the costs are significantly
reduced. Wide application of instruments is the first important characteristic of modern interna-

tional settlement. As a result, international settlement has evolved from cash settlement to non-
cash settlement.

2. Bank Becomes the Center of International Settlement

Initially, credit instruments were made only on traders and the settlements were made di-
rectly among the traders themselves. Take again the above-mentioned example, we can see that
the reason for trader A to draw an instrument on trader B and requires the latter to make pay-
ments to trader C is because there is a triangular sales relationship among them, with the same
amount for either transaction. However, this coincidence may rarely exist in real life situa-
tions. As modern society requires large volumes of daily transactions of goods and services to
satisfy its economic wants, these large volumes of daily transactions may involve a great number
of traders in many different countries as well as large but varied sums of money. It may be very
inconvenient and frustrating for the traders themselves to match the amounts and settle the ac-
counts. Such problems in settlement greatly affected the development of international trade.

Later on, with the development of the worldwide banking network as well as modern bank-
ing technicality, banks have moved in as a reliable intermediary between the traders with the
result that both the buyer and the seller can maintain accounts with banks. First, the buyer
(the party paying the money) gives a payment order in the form of financial instrument to the
bank holding the funds. Then, the bank transfers the funds to the account of the recipient ( the
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party to receive the money) with him or another bank or financial institution. As a result, the
arrangements of funds transfer via banks “smooth-out” the inconvenience of direct payment, es-
pecially when long distance and a large sum of money are involved. With its worldwide banking
network and its professional services, bank has become the center of the payment system.
Therefore, international payment is defined as the international money transfer via banks to set-
tle accounts, debts and claims among different countries. In other words, the money transfer
must be entrusted to banks for payments to or claims from the traders. Bank has become the
center of the international payment system and this is the second major characteristic of modern
international settlement. As a result, international settlement has evolved from direct payments
to indirect payments.

3. Some Commercial Documents Have Become Title Documents

The word “title” signifies the right of ownership. The holder of the title document becomes
the owner of the goods. With the development of shipping and insurance industries, two kinds
of commercial documents, ocean bills of lading and the insurance policy, have become the title
documents. For example, when the seller surrenders bills of lading, it means that he has deliv-
ered the goods and when the buyer receives the document, it means that the goods have been
delivered to him. This kind of delivery is called constructive delivery in contrast to actual deliv-
ery in early international settlement where goods were delivered only when they were physically
in the hands of the buyer. When goods have been documented, they have changed the land-
scape of the international settlement greatly because both the delivery and the payment are
made against documents rather than the actual goods.

The following example will illustrate the concept of constructive delivery clearly. Now let’s
consider a situation when the physical goods are destroyed in transit while the shipping docu-
ments have already been handed over to the importer. Under the concept of constructive deliv-
ery, the importer has to make payments against the correct documents to the exporter, even
with the knowledge that the goods can never be actually delivered to him. The loss to the im-
porter, however, may be compensated from the insurance company if the said goods are in-
sured. But the point here remains that the goods are constructively delivered to the importer
when the title documents are in his possession. Therefore, we should always keep in mind that
certain commercial documents should be treated as title documents and this is the third impor-
tant characteristic of modern international settlement. As a result, both delivery and payments

are made against documents and documents have become the center of modern international set-
tlement.

4. The Seller’s Rights and Responsibilities are Stipulated in the Price Terms

The fourth important characteristic in modern international settlement is that price for each
transaction should be quoted in price terms. Price terms are the English initials stipulating the
rights and obligations of the seller and those of the buyer. They are also called incoterms, the
short form for International Rules for the Interpretation of Trade Terms. Generally speaking,
price terms set out the obligations of the seller. Hence, by a process of elimination, the buyers’
rights and responsibilities are implied because any obligation which does not appear in a parti-

cular price term may be the responsibility of the buyer. Price terms should be agreed upon
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when the sales contract is established so that the trader’s rights and obligations are clearly de-
fined at the beginning of the transaction. There are 13 different price terms and they can be
classified into 4 groups:

E group

EXW Ex Works (... named place)

F group

FCA Free Carrier (... named place)

FAS Free Alongside Ship (... named port of shipment)

FOB Free on Board (... named port of shipment)

C group

CFR Cost and Freight (... named port of destination)

CIF Cost, Insurance and Freight (... named port of destination)

CPT Carriage Paid to (... named place of destination)

CIP Carriage and Insurance Paid to (... named place of destination)

D group

DAF Delivered at Frontier (... named place)

DES Delivered Ex Ship (... named port of destination)

DEQ Delivered EX Quay ( Duty Paid) (... named port of destination)

DDU Delivered Duty Unpaid (... named place of destination)

DDP Delivered Duty Paid (... named place of destination)

It is not necessary to have a detailed understanding of all the 13 terms except the four most
popular ones: FAS, FOB, CFR and CIF.

(1) FAS (Free Alongside Ship) ( named port of shipment)

Obligations for the seller: Make the delivery alongside the ship at the port of loading and
pay for the carriage of the goods from any inland place to the port of loading.

Obligations for the buyer: Choose the carrier to transport the goods abroad and pay for the
loading costs. Arrange and pay for the export permit and export tax and the costs onward. At
the same time, he may choose to arrange the insurance and pay insurance premium from the
port of loading.

(2) FOB ( Free on Board) ( named port of shipment)

Obligations for the seller: Make the delivery on board the ship at the port of loading and
pay for the carriage of the goods from any inland place to the port of loading and the loading
costs. Arrange and pay for the export permit and export tax.

Obligations for the buyer: Choose the carrier and pay for the freight and the cost onward.
At the same time, he may choose to arrange the insurance and pay for the insurance premium
from the port of loading.

(3) CFR (Cost and Freight) ( named port of destination)

Obligations for the seller: Choose the carrier to transport the goods abroad, make the de-
livery at the port of destination and pay the freight charges to the port of destination. Arrange
and pay for the export permit and export tax as well as the loading costs if they are separated
from the sea freight.

Obligations for the buyer: Pay for the unloading costs. Arrange and pay for the import

permit and import tax and the costs onward. He may arrange for the insurance and pay for the
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insurance premium from the port of loading.

(4) CIF (Cost, Insurance and Freight) (named port of destination)

Obligations of the seller: In addition to the obligations and costs illustrated in CFR above,
he must also arrange the insurance and pay for the insurance premium from the port of loading
to the port of destination.

Obligations for the buyer: Pay for the unloading costs if they are not included in the sea
freight already paid by the seller. Arrange and pay for the import permit and import tax and the
costs onward.

From the above explanation, we will see clearly that the seller takes the least responsibili-
ties in FAS and assumes the most obligations under CIF. This conclusion can also be applied to
all the 13 price terms, that is to say, when price term moves from EXW to DDP, the responsi-
bilities of the seller runs from the least to the most and the opposite holds true for the buyer.
Hence, we should also notice the following points.

(A) Different price terms will affect the quoted price in the sales contract.

If the obligations fall heavily on the part of the exporter, the price will be quoted higher.
On the contrary, if the buyer assumes the most responsibilities, the price will fall down. For

example, for one sales contract, the quoted unit price (USD) may vary according to different
price terms:

EXW > FOB » CFR > CIF DES > DDP
$98 $ 100 $110 $115 $ 120 $ 140

Notes: The figures here are just a theoretical illustration with no practical references.

From the above we may notice that the seller charges the lowest price ( $98) "at EXW be-
cause it engages him the least responsibilities and he charges the highest price ( $ 140) at DDP
which implies his greatest responsibilities.

(B) Price and terms make the price terms.

“Terms” indicate the conditions under which prices are made. These conditions represent
the trader’s obligations and are expressed in the 13 different incoterms we have discussed a-
bove. In addition, the distance between the port of loading and that of the unloading and the
currency used should also be considered as other factors affecting the quoted price. As a re-
sult, three items will make a complete and correct price term: Unit price with its currency +
incoterms + place of loading /unloading. A comparison between a domestic quotation with an
international price term will make the case clear. For example:

Unit price in domestic quotation: RMB100/bag.

Unit price in international quotation: USD100/bag FOB ( Shanghai) or USD120/bag CIF
( London).

(C) Goods can be covered by insurance under any price terms.

When dealing with price terms, we should always remember that incoterms are descriptions
from the seller’s point of view rather than from that of the buyer’s. Therefore, goods can be pro-
tected under insurance coverage in FOB or CFR as much as under CIF. When insurance is not
the seller’s responsibility, such as under FOB or CFR, it can be taken by the buyer.

(D) Guiding points in choosing a proper price term.

Generally speaking, as EXW creates extreme inconvenience to the buyer while DES and



