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Introduction

A payment system is a system used to settle financial transactions in bond markets, currency markets, and futures, derivatives or options markets, or to transfer funds between financial institutions. 
In our essay, we write about International Payment system, risks, forms and tools of international payment system.

In the first part is an international payment system during the Middle ages: the Papacy. Secondly, we write about International Payment system. There are explained the most important risks. In the third part, there is something about SWIFT and TARGET. Then, there are divided risks of international payment system and how can we control risk in payment system. In the fifth part of our essay are forms and tools of international payment system. Finally, we will write about financial derivatives as tools of risks elimination in foreign payment system.
Risks in International Payment System, their forms and tools of elimination

A payment system is a system used to settle financial transactions in bond markets, currency markets, and futures, derivatives or options markets, or to transfer funds between financial institutions. Due to the backing of modern fiat currencies with government bonds, payment systems are a core part of modern monetary systems. (Wikipedia, n. d.)
1. An international payments system during the Middle Ages: the Papacy

For security reasons, the Papacy transferred itself to Avignon, in the south of France, from

1309 to 1418. This coincided with a period of turbulence between 1378 and 1417, during which the Church was ruled by no less than four popes and anti-popes until the Council of Konstanz ended the GreatWestern Schism. Substantial funds and new financial collection and management systems were required to recruit mercenaries to regain the Papal States, as well as build the sumptuous Palais des Papes. Italian popes often came from merchant and banking

families and were therefore fully aware of the latest financing techniques. They would appoint a senior Church official, experienced in banking and payment networks, to manage the Papacy’s finances. The Church would maintain a network of tax collectors extending to the most remote regions: Poland, Scandinavia, the Levant, etc., so funds had to be repatriated to Rome or Avignon. As physical transportation was too dangerous, the Papacy would contract with the great Italian merchant and banking families such as the Medici or the Bardi. The pontifical tax collectors would remit the taxes into the foreign branches of the bankers, who would make them available (minus a pre-agreed commission) to the Papacy in Rome or Avignon by using the funds deposited with them by the Church dignitaries and members of the Curia. They would use the funds collected locally to purchase goods, such as wool from England which was sold to the Florentine weavers for the sumptuous cloths and robes we see

today in the portraits by Holbein and Titian. The bankers ensured the safe availability of funds collected remotely, the settlement and the foreign exchange, all sources of fees. (M. Toth, n.d. – his lecture)
2. An international payment system
- is a summary of mutual payment relations of individual states and institutions.
With international payment system are related different risks, from which are most distinguished the risk of territory and exchange rate risk:
2.1 The risk of territory - also called political risk - is the risk of loss when investing in a given country caused by changes in a country's political structure or policies, such as tax laws, tariffs, expropriation of assets, or restriction in repatriation of profits. For example, a company may suffer from such loss in the case of expropriation or tightened foreign exchange repatriation rules, or from increased credit risk if the government changes policies to make it difficult for the company to pay creditors.This content can be found on the following page:[image: image1.png]


http://www.investorwords.com/3733/political_risk.html 
2.2 Exchange rate risk - is simply the risk to which investors are exposed because changes in exchange rates may have an effect on investments that they have made. The most obvious exchange rate risks are those that result from buying foreign currency denominated investments. The commonest of these are shares listed in another country or foreign currency bonds. Investors in companies that have operations in another country, or that export, are also exposed to exchange rate risk. A company with operations abroad will find the value in domestic currency of its overseas profits changes with exchange rates. (Szovics, M. Toth, 2006)

3. Technique of international payment system
3.1 SWIFT

SWIFT is the acronym for the Society for Worldwide Interbank Financial Telecommunications. This full name sets out quite clearly the main remit of SWIFT as a highly secured private telecommunications network set up originally for the exclusive use of banks, financial institutions and related market infrastructures (e.g. clearing systems). Its secondary role has always been as a standards organisation; developing and managing financial message standards for a whole range of purposes. These messages have been designed to promote straight through processing (STP) when used by banks, market infrastructures, and bank customers. As such SWIFT does not provide clearing or settlement services, nor does it transfer money. It acts as a secure link between the financial community to exchange messages about money. In many cases the clearing and settlement systems will also use both the SWIFT network and messages standards. SWIFT is owned by its members, approximately 7,500 financial institutions, and operates in just over 200 countries. On some days it may move in excess of 10 million messages between market participants. 

3.2 TARGET
TARGET (Trans-European Automated Real-time Gross settlement Express Transfer system) 

A payment system comprising a number of national real-time gross settlement (RTGS) systems and the ECB payment mechanism (EPM). The national RTGS systems and the EPM are interconnected by common procedures (interlinking) to provide a mechanism for the processing of euro payments throughout the euro area and some non-euro area EU Member States. 
Real time gross settlement systems (RTGS) are a funds transfer mechanism where transfer of money takes place from one bank to another on a "real time" and on "gross" basis. Settlement in "real time" means payment transaction is not subjected to any waiting period. The transactions are settled as soon as they are processed. "Gross settlement" means the transaction is settled on one to one basis without bunching with any other transaction. Once processed, payments are final and irrevocable.
ECB payment mechanism (EPM) - the payment arrangements organised within the ECB and connected to TARGET for the purpose of effecting: payments between accounts held at the ECB; and payments through TARGET between accounts held at the ECB and at the national

centralbanks. (Szovics, M. Toth, 2006)
4. Risks in international payment system
4.1 Different types of risks
	Kind of risk
	Accrued losses

	
	For seller
	For consumer

	A) Risks relating to the participant states of contract
	
	

	Production risks
	Cancel or modification of requisition from the customer side.
	Inefficiency of seller to realize a contract for technical and financial reasons. Unwillingness of seller to realize a contract.

	Loan risks
	Payment disablement and unwillingness of purchaser to pay.
	Inefficiency and unwillingness of seller to recover payments.

	B) Risks relating to the economic or political situation of  constrictixe or other counties
	
	

	Political risks
	Political events or arrangements (e.g. wars, revolutions etc.) Consumer is unable to transport a product.
	Political events or arrangements (e.g. wars, revolutions etc.) Seller is unable to transport or send the product.

	Risks in transmission
	Refusal or inefficiency of state or local bodies to enforce the payment in agreed currency.
	Any facilitation of payment in consequence of security or refund.

	Exchange rate risks
	Depreciation of a currency used in contract in comparison with the currency of seller´s country.
	Overestimation of the currency used in contract in comparison with the currency of customer´s country.


(J. Sipko, 2000)
4.2 Controlling risk in payment systems 
by Jean-Charles Rochet , Jean Tirole 

OVER THE PAST TWENTY YEAR the growing integration financial markets, the development of new financial instruments, and the advance of computer technology have all contributed to a remarkable growth of financial activity in the main industrialized countries. One of the most significant consequences of this growth has been the unprecedented increase in the volume of trade on the large-value interbank payment systems which itself has resulted in a massive increase in intraday overdrafts on those systems.
The central banks of the large industrialized countries, concerned with the risks that this growth was creating for their banking systems, have been studying the risks on interbank payment systems, work that has borne fruit with the Angell report (Bank for International Settlements [BIS] 1989) and the Lamfalussy report (BIS 1990) both under the aegis of the BIS, and the Padoa-Schioppa report (European Community 1992) under the aegis of the EEC. 

Of particular concern is the organization of interbank large-value transfer systems. Banks have traditionally concluded among themselves multilateral netting arrangements which settle at discrete time intervals. This is the modem form of clearinghouses, which still operate for small-value transfers. These arrangements ("clearing or net settlement systems") are designed to reduce the need for settlement balances and to cut on the number of portfolio adjustments. 
On the other hand, central banks worry about the settlement lags and implicit overdrafts associated with net systems and tend to favor "real time" or "continuous gross systems" for large-value interbank transfers. Whereas in a net system a payment is cleared with the settlement of the balance to the settlement agent (typically at the end of the day), in a gross system payment orders are examined one after the other in real time. If the sender's account has a sufficient funds balance, the order is executed irrevocably. If not, it is in principle cancelled. Such cancellations, however, are costly. To make them less frequent, two mechanisms are used: the settlement agent can grant participants intraday overdrafts; and unexecuted orders can go into a queue, with an "optimization" enabling the highest number of waiting orders to be carried out when sufficient funds are available. The gross payment principle is worrying the commercial banks, who fear that they will have to shoulder not only collateral demands but also higher risks than in a system based on netting. 
Our purposes are to review and analyze the different risks incurred by the participants in interbank large-value payment systems in order to perform a comparative study of the main
interbank payment systems in operation in large industrialized countries, to identify the key ingredients of interbank payment systems and to analyze those ingredients in the light of economic theory. Finally, we develop an analytical framework encompassing existing systems and suggesting alternative organizations of the payment system. 
The design of a payment system must meet several goals: Within the banking sector, the payment system must promote efficient financial management and responsibility at an individual level, and facilitate the early detection of bank insolvency. The payment system should also limit the risk that a single bank's troubles propagate to other banks. The payment system must more generally enable risk control for the entire banking system. (Goodhart-Schoenmaker, 1993)
5. Forms and tools of international payment system
5.1 Smooth payments
Bank order represents a transmission from one bank, which points to correspondent bank e.g. Third bank with amount, which has to be paid to the account of final recipient of payment. There are distinguished payments from abroad and payments to abroad.
Advantages of smooth payments are:

· fast realization,

· low costs,

· efficiency in performance of all kinds of  payments in trade and uncommercial character,

· simplicity at the display of bank order.

5.2 Cheque
A cheque or check is a negotiable instrumentfinancial institution instructing a  to pay a specific amount of a specific currency from a specified demand account held in the maker/depositor's name with that institution. Both the maker and payee may be natural persons or legal entities.
5.3 Bill of exchange
An unconditional order issued by a person or business which directs the recipient to pay a fixed sum of money to a third party at a future date. The future date may be either fixed or negotiable. A bill of exchange must be in writing and signed and dated.
5.4 Documentary credit 
Documentary credit is contigent, abstract debt liability, which issues banks on the ground of request and instructions of the client against submission of specified documents to realize the payment of third person or pay, accept or negotiate the bill of exchange, which is issued by exporter, or to delegate other bank to the effection of this cover.
5.5 Documentary collection
A service provided by banks to sellers in obtaining payments. This service is usually transacted by the seller's bank through the buyer's bank, with the latter presenting the shipping documents to the buyer in exchange for payment or for signing a promissory note like instrument called a time draft.

[image: image2.png]



5.6 Traveller´s check

A traveler's cheque is a preprinted, fixed-amount cheque designed to allow the person signing it to make an unconditional payment to someone else as a result of having paid the issuer for that privilege.
5.7 Credit card

A credit card is part of a system of payments named after the small plastic card issued to users of the system. It is a card entitling its holder to buy goods and services based on the holder's promise to pay for these goods and services.line of credit The issuer of the card grants a  to the consumer (or the user) from which the user can borrow money for payment to a merchant or as a cash advance to the user.
5.8 Banker´s guarantee in international system
They are divided:

1. Payment warranty – bank undertakes to pay an agreed amound to the recipient or to the foreign bank in case, that the debtor (bank´s client) is not efficient to observe their payment liability.

2. Unpayment warranty – is a deposit for good conversion, warranty for backspacing of advance payment and warranty for repayment of instalment on credit. Next is possible to issue a customs bond in utility of customs authorities in order to ensure repayment of  customs duty and customs fees.
            (P. Szovics, M. Toth, 2006)
6. Financial derivatives as tools of risks elimination in foreign payment system
6.1 Derivatives 
- are financial instruments whose value is derived from the value of something else. They generally take the form of contracts under which the parties agree to payments between them based upon the value of an underlying asset or other data at a particular point in time. The main types of derivatives are futures, forwards, options, and swaps. (Wikipedia, n.d.) 
6.2 The use of derivatives

The main use of derivatives is to reduce risk for one party while offering the potential for a high return (at increased risk) to another. The diverse range of potential underlying assets and payoff alternatives leads to a huge range of derivatives contracts available to be traded in the market. Derivatives can be based on different types of assets such as commodities, equities (stocks), bonds, interest rates, exchange rates, or indexes (such as a stock market index, consumer price index (CPI) or even an index of weather conditions, or other derivatives. Their performance can determine both the amount and the timing of the payoffs.

One use of derivatives is as a tool to transfer risk by taking the opposite position in the futures market against the underlying commodity. For example, a farmer can sell futures contracts on a crop to a speculator before the harvest. By taking a position in the futures market, the farmer hopes to minimize his or her price risk. (Wikipedia, n.d.)
6.3 Types of derivatives
1. Over-the-counter (OTC) derivatives are contracts that are traded (and privately negotiated) directly between two parties, without going through an exchange or other intermediary. Products such as swaps, forward rate agreements, and exotic options are almost always traded in this way. The OTC derivatives market is huge. 
2. Exchange-traded derivatives (ETD) are those derivatives products that are traded via specialized derivatives exchanges or other exchanges. A derivatives exchange acts as an intermediary to all related transactions, and takes Initial margin from both sides of the trade to act as a guarantee. The world's largest derivatives exchanges (by number of transactions) are the Korea Exchange (which lists KOSPI Index Futures & Options), Eurex (which lists a wide range of European products such as interest rate & index products), and CME Group (made up of the 2007 merger of the Chicago Mercantile Exchange and the Chicago Board of Trade). Some types of derivative instruments also may trade on traditional exchanges. 
6.4 Common Derivative contract types
There are three major classes of derivatives:

1. Futures/Forwards, which are contracts to buy or sell an asset at a specified future date.

2. Options, which are contracts that give a holder the right (but not the obligation) to buy or sell an asset at a specified future date.

3. Swaps, where the two parties agree to exchange cash flows.
Conclusion

Risks in International Payment System, their forms and tools of elimination is very extensive topic. We tried to choose the most important information about this topic. Therefore we hope, that the reader understood the objective of our essay.

After the reading of this essay, the reader should understood and knew something about history of this topic, what is international payment system, what type risks can be there, what is SWIFT and TARGET, what tools of elimination risks exist and the others important information about this topic.
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