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EXECUTIVE SUMMARY

I. Conceptual and Definitional Aspects of Payment Systems

1. A payment system is a combination of the institutional set-up in which payment

transactions are made; the various actors involved for the transactions to take place; and

technological instruments used in the transfer of funds. The institutional set-up of a payment

system often comprises of a central bank, commercial banks and non-bank financial

intermediaries, postal services, and in advanced countries courier services. The actors in a

payment system are usually individuals, firms (including banks and non-banks), governments,

and non-governmental organizations. The instruments used to transfer resources between the

various actors range from cash and cheque payments to electronic transfer of funds. -

2. A payment system, therefore, is a combination of elements required to facilitate trade and

exchange among enterprises and individuals, transfer financial resources between countries, and

transform domestic and international savings into productive investment through financial

intermediation. Financial institutions often depend on the payment system to cost-effectively

mobilize, allocate, and transform domestic and international savings into productive investments.

This requires the existence of a convenient, cost-effective and low risk means of delivering and

transferring value between individuals and from point-to point.'

The purpose of the payment system is to provide low cost, timely, and secure payments for both

enterprises and households and the main function of such a system is to support trade and

exchange.

3. The major elements of a payment system often comprise of transfer of funds between

payer and payee; and settlement of the transfer of funds between banking institutions. The

process of initiating a transfer of funds between payer and payee often involves instructions to

the bank of a payer to settle an obligation owed to a payee. This instruction is often in the form

of a cheque or electronic instruction. This action in turn initiates a process of payment

clearing, whereby payment information is transferred among banks and which results in the

1 Setsuya Sato and David Burras Humphrey: Transforming Payment

Systems: Meeting the needs of Emerging Market Economies, World Bank

Discussion Papers, No. 291, the World Bank, Washington, D.C., 1995.
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account of the payer being debited with the stated amount and that of the payee being credited.

Accordingly, this process involves the processing of the request by a bank; the physical or

electronic transfer of funds within a bank if both payer and payee use the same bank or between

banks if they have different banks; and the debiting and crediting of the two accounts,

respectively.

4. It is essential to observe that although the account of the payer has been debited and that

of the payee credited, no funds have actually moved between banks until settlement is made

between banks. Accordingly, only when settlement of accounts between banks has been made

has the actual movement of funds taken place. Settlement of accounts between banks can either

be on a "Gross Settlement Basis" or on a "Net Settlement Basis." Gross settlement is when each

transaction is settled as it occurs and net settlement is when a number of transactions are

consolidated and settled as a group. In this case, only the net position between banks is settled

at the end of the settlement period, which may be daily, weekly or monthly.

5. Gross settlement represents a "bilateral settlement arrangement", while net settlement a

"multilateral arrangement." The risks inherent in a net settlement arrangement is the possibility

that one of the banks may fail to honour its obligations at the end of the settlement period.

Although individual banks, or the post office, provide for the processing of funds among

themselves, the Central Bank of each country often provides for final settlement among financial

institutions. The Central Bank reconciles net debit and net credit positions of various institutions

at the end of each settlement period in a "net multilateral settlement system." Settlement

involves the actual movement of funds among banks, usually in the form of debiting and

crediting balances held by banks at the central bank in order to liquidate the obligations that

each bank has with others.

6. Financial deepening is often accompanied by increased need for a more developed and

effective payments and clearing system. A greater use of interest-bearing financial instruments,

which reflects an increase in domestic financial savings, leads to (and requires) financial

deepening, since it calls for more sophisticated and diversified markets, a wider rang of financial

instruments, and a more developed institutional infrastructure. Accordingly, the deepening of

financial systems occurs largely through the expansion of the range and use of interest-bearing
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instruments, together with the development and diversification of financial markets and

infrastructure.2

7. It has been observed that as financial systems and economies develop and per capita

incomes increase, there is less reliance on currency to undertake transactions and instead greater

reliance on deposit money to fund such transactions. This shift has invariably to be accompanied

by improvements in the instruments and the infrastructure needed to effect payments and clear

obligations. Many African countries display serious weaknesses in their payments and clearing

arrangements, not only within the country but also with other countries in Africa and abroad.

8. Financial deepening in Africa will need to be accompanied by significant improvements

in payments and clearing arrangements. It is generally acknowledged that efficient payments and

clearing arrangements are a prerequisite for the development of efficiently functioning interbank

markets as well as money and capital markets. Enhancing the efficiency of payments and

clearing arrangements in African countries would inevitably have to entail: improving and

expanding payments and clearing systems, speeding up the process of clearing within African

countries and between African countries as well as with the outside world, promoting

computerization and electronic transfers as well as use of checks where such a culture does not

exist, and strengthening the accounting framework for the payment and clearing process.

9. The payment and clearing arrangements prevailing in any given country are to a large

extent a reflection of the state of the financial system and structure existing in the country;

prevailing exchange rate arrangements, including the type of exchange rate regime, types of

currencies prescribed for payments and settlements to be made, and exchange control and

restrictions imposed on transactions to take place; the type of banking relationships existing

within the country and between the country and the outside world; and any reciprocal payment

arrangements that may exist between the country and other countries.

2 Paul A. Popiel: Financial Systems in Sub-Saharan Africa: A

Comparative Study, World Bank Discussion Papers, Africa Technical

Department Series, No. 260, World Bank, Washington D.C., 1994.
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II. The Structure and Operational Elements of a Payment System

10. Cash transactions transfer value directly between payer and payee which takes place

outside the banking system and does not therefore require clearing and settlement. On the other

hand, non-cash transactions, whether paper-based or electronic transfers, require clearing and

settlement to transfer value between payer and recipient of funds. The basic elements of a

payment cycle include payment entry, in bound processing and transfer, inbound clearing,

settlement (gross or net), outbound clearing, outbound processing and transfer, and payment

distribution.

11. The structure and operational elements of a payment system prevailing in a given country

or a group of countries depends to a large extent on: the state of development of the economy;

the type of economic organizational structure, whether it is a market or a centrally planned

economy; the degree of financial deepening and the development of financial markets; and

technological advances achieved in the financial sector. It is generally acknowledged that at low

levels of economic development, there is a tendency towards use of cash transactions and as the

economy develops a progressive shift occurs towards paper-based and electronic transfer of

funds. Similarly, as financial deepening in the economy progresses, the range of instruments

used to settle transactions increases and the infrastructure under which payments are made

improves. Furthermore, the type of economic organization adopted also has a bearing on the

type of payments arrangements in place. Payment arrangements which prevailed in the former

centrally planned economies of Eastern Europe and Russia differed significantly from those

which prevail in Western Europe and North America. Lastly, the state of technological advances

made in the financial sector has had a significant bearing on the type of payment system

prevailing in many countries.

12. Major differences exist between payment systems in centrally planned and market

economies. The structure and operation of payments systems in centrally planned economies is

characterized by: a mono-bank structure; the primary purpose of banks being that of monitoring

the financial plan; the plan determining the allocation of all of the output produced to the sectors

of final demand and also plans the use of labour, physical capital, and materials inputs by state

enterprises. Accordingly, the primary purpose of the banking system in centrally planned
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economies is to monitor the implementation of the financial plan. The plan assigns production

and output goals across state enterprises. Complicated models of input output models define the

link between factors of production, labour, capital and raw materials, and intermediate and final

outputs.

13. Market economies on the other hand rely extensively on the banking system to transfer

value between payer and payee. A nation's payment system is ultimately related to the

development of money and capital markets as well as to the type of monetary policy prevailing

in the country. Controls of various types tend to inhibit the development of an efficient and

adaptive payments system.

14. The development of capital and money markets in both developed and developing

countries has also had a significant impact on the evolution of payment systems. Financial

market transactions tend to be large value transactions and include interbank overnight

borrowing, bank large value certificates of deposit, government debt securities, enterprise equity

and debt securities as well as a range of features, options and other derivative instruments

associated to money market securities, foreign exchange transactions and commodity trade. All

transactions in financial markets have to be cleared and settled and this usually takes place

through the banking system and the central banks. The most common method for clearing and

settlement of financial market transactions is creating a clearing house that clears only a certain

type of financial instrument e.g. only government securities or only enterprise equity securities.

The final settlements and clearance of such transactions, nonetheless, has to be done in the

banking system and the central bank. The second method for handling financial market

transactions involves creating a specialized depository which integrates the clearing house

function and the payment transaction (delivery against payment). Financial market clearing

houses centralize purchases and sale information, perform multilateral netting of contracts to buy

and sell, and notify market participants of the net positions they owe one another.

15. The payment system that evolves in any country is also to a large extent depended on

economic, monetary and financial policies being pursued in a country. The evolution of payment

systems in development countries in recent years has been characterized by: decentralizing

decisions in the volume and price of financial products and at giving market forces a greater role
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in these decision; a shift from a monobank to a two tier banking system; efforts at developing

a more efficient framework for monetary management; to provide greater autonomy to central

banks in macroeconomic stabilization policies; to strengthen operational capacities and

competition in the banking system; to build up a banking supervision system; and to foster

money and securities markets3. The instruments and operations of monetary management, the

institution and arrangements for money markets, and the clearing and settlement system for

payments are closely interlinked components of monetary control.

16. The most significant development in developing countries, including Africa, which has

had a significant bearing on the development of payments systems has been the liberalization of

financial sectors at both the country and international levels. Financial sector liberalization

policies have had a significant impact on banking and non-bank financial structures; exchange

rate and exchange control policies; and the general environment governing banking and non-bank

sectors. Similarly, at the international level, greater integration among major financial sectors

has had a significant impact on flow of funds between various regions of the world. This

opening up of the financial sectors, has produced both opportunities and challenges. In the

countries of Eastern and Central Europe, where a mono-bank structure and payment system,

based largely on gross settlements and slow paper-based clearing procedures and lacking any

explicit credit and guarantees to support settlement, existed, significant moves have been made

to improve the functioning of the banking system as well as the payment systems.

III. Payment System Trends in Developing Countries

17. Developments in payment trends in developing countries in recent years have, therefore,

to be analyzed in the context of a significant globalization and liberalization of the world

economy; adoption of financial sector liberalization programmes by many developing countries,

including those in Africa; a significant increase in the role of financial markets and private

foreign direct investment in providing investible funds and in mobilizing resources; a sharp

3 Thomas J. T. Bauno, Jutic Dhawan and V. Sundarara jan:

Payments System Reforms and Monetary Policy in Emerging Market

Economies in Central and Eastern Europe: IMF Staff Papers, Vol. 41,

No.3, September 1994, pp. 383-410.
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increase in the range of financial instruments in the process of financial intermediation; and

technological advances made in developing countries in transfer of funds and settlement of

obligations. These developments set the stage under which payment systems in developing

countries have in recent years taken place. A further important development has been the

collapse of communism, and in tandem the reduced importance of central planning as a form of

economic organization. This in turn has resulted in a shift of former communist countries of

Eastern Europe and Russia, as well as some in Africa, away from centrally planned to market

oriented economies. As already indicated, most centrally planned economies had a monobanking

financial structure in which the primary role of the financial system was to monitor the financial

plan and not to transfer value and make settlements. Significant changes in both the financial

structures and the instruments for financial intermediation have had to be made in former

centrally planned economies. These changes have had to involve creating new banking

structures; separation of the roles of a central bank and a commercial bank; and introduction of

new financial instruments, such as establishment of interbank markets. The creation of foreign

exchange markets and establishing mechanisms for determining exchange rates of currencies of

these countries, are among some of the formidable challenges that authorities have had to face

in these countries. Experiments are still in progress in many of these countries as to how to

achieve optimal and sustainable exchange rates. More importantly, trying to improve payments

and settlements systems in these countries is proving a formidable challenge.

18. The financial reforms in centrally planned economies have aimed at decentralizing

decisions on the volume and price of financial products and at giving market forces greater role

in pricing and allocation of financial resources. Accordingly, in a number of these countries

progress has been made to move from a monobank to a two-tier banking structure; efforts to

provide greater autonomy to commercial banks in macroeconomic stabilization policies; and in

strengthening operational capacities and competition in the banking system. Furthermore,

commercial banks have generally been encouraged to establish correspondent arrangements and

mutual accounts through which to process interbank payments; and payment associations have

been established to serve as a forum to exchange views and expedite reforms.

19. The reforms of the payments and settlement systems have not been without problems and

among these are: the large size and variability of payments float which have proven a bottleneck
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in the shift towards direct monetary arrangement; and the fact that aspects of clearing and

settlement systems affect the demand and supply of bank reserves and the general conduct of

monetary policy. In a number of the former centrally planned economies, the large size and

variability of payment floats reflects differences in timing between crediting and debiting of

accounts caused by delays in transmission of payment information and in the subsequent

registration of accounting entries; lack of operating standards in the processing of payments;

inadequate or poorly enforced rules and regulations on clearing procedures and settlement

methods; and unreliability of systems used for the transfer and delivery of payment information.

20. Accordingly, unpredicted large variations in the float prevent effective liquidity

management by both the central bank and commercial banks, as has been the case in many

economies in transition. Similarly, large shocks to the supply of reserves limit the scope of

short-term liquidity management by the central bank, thereby influencing the choice of operating

targets and the instrument mix of monetary policy. Furthermore, delays in clearing and

settlements tend to exacerbate inflationary pressures or complicate monetary management. Lags

in the processing of payments may respond endogenously to changes in inflation and credit

conditions and this in turn could create serious economic disruption and contribute to large

enterprise arrears, which if monetized, could sharply ease the stand of monetary policy.

21. The rapid liberalization of financial markets in many developing countries has been one

of the major developments of the late 1980s and early 1990s. Foreign exchange control systems

have been dismantled in many developing countries and payments on both the current and capital

accounts liberalized. Many African countries have followed this path and eliminated intricate

foreign exchange administrative machineries that had been in place and moved to liberalize

payments on the current account, while maintaining some controls on the capital account. These

reforms have often been accompanied by improvements in the institutional infrastructure;

increased range of financial instruments; opening up of entry into the financial sectors in order

to improve competitiveness; enhancing the regulatory and legal framework for the financial

sector; and attempts at improving the clearing and payment system.

22. As foreign exchange controls have been disappearing in many developing countries, the

process of the determination of currency exchange rates has increasingly fallen on market forces
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and more specifically on interbank markets. Accordingly, the evolution of interbank markets in

developing countries has been the by-product of the process of financial sector liberalization that

has been taking place in those countries. Similarly, the process of financial liberalization has

been accompanied by a significant shift from direct instruments of monetary policy to indirect

instruments. Accordingly, open market operations and reserve and liquidity requirements have

come to be used more as instruments of monetary policy as opposed to direct instruments, such

as quantitative credit controls and administratively set interest rates. These evolutions have

necessitated the development of efficient clearing and payment systems not only among banks,

but also between banks and their clients.

23. The globalization and liberalization of financial markets is another important development

which has in recent years shaped payments and clearing systems not only in developing countries

but also in developed countries. The massive flow of funds in international capital markets has

made it imperative that payments and clearing systems adapt to these developments. Developing

countries, especially in Latin America and Asia, have benefitted significantly from the massive

flows of capital in international financial markets. Accordingly, a wide range of financial

instruments have evolved and significant institutional changes have taken place to adapt to these

developments. The use of financial instruments such as interbank overnight borrowing, large

value certificates of deposit, government debt securities and private sector equity and debt

securities, as well as a range of futures instruments have become standard methods of transferring

value between payer and payee. Money market securities and associated derivative financial

instruments have also expanded sharply in developing countries, especially in the newly

industrializing countries. These transactions require efficient means of payment and settlement.

In a number of countries, the payment and settlement systems have accordingly been adapting

to better serve operators in the financial sector as well as enterprises.

24. Many developing countries have undertaken reforms of their payment systems which have

included: introduction of gross settlement arrangements for large-value transactions that require

finality, a high degree of security, and immediate same day or value-dated settlement;

improvements in net settlement arrangements through clearing houses for small payments; shared

settlement risk in order to minimize losses associated with default in settlement; and tighter rules

and regulations governing payments and settlements to reduce fraud. Improved and efficient
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clearing arrangements among commercial banks can expedite the processing of transactions and

reduce the float associated with delays in the payment and clearing system. Settlement risk if

not properly contained and shared through appropriate risk management policies may result in

a large provision of central bank credit in order to contain the spread of settlement failure from

one participant to another.

25. It should be observed that the size and distribution of credit or liquidity risk in payment

systems depend to a large extent on the length of interval between settlements in clearing

arrangements; the types of risk controls and loss sharing arrangements in place; the range of

institutions and instruments that have access to the systems; and the specific rules and practices

that govern the timing of debit and credit entries in banks, accounts at the central bank and in

customers' accounts at commercial banks. Financial risk management framework in payments

systems provides the first defense against the spread of financial crisis.

26. Financial risk management, together with banking supervision and well designed payment

system polices can help to avoid major disruptions to monetary stability. Reforms in risk

management framework change the size of the float (supply of reserves), the demand for reserves

by commercial banks, and the probability of central bank intervention to prevent the spread of

crises. In many developing countries making the interbank settlement system efficient and cost-

effective requires changes in the structure of commercial banks' account. Account consolidation

requires major changes in interbank clearing arrangements and sharply reduces the demand for

bank reserves. Reforms in accounting and processing rules can affect the demand for any

variability of reserves. Furthermore, the introduction of new payment instruments or changes

in the relative attractiveness of different instruments may change the size and variability of bank

reserves. Accordingly, improved portfolio management by financial institutions has also had a

significant impact on the evolution of payments and settlement systems in developing countries.

27. Finally, technological advances in the financial sector including computerization of

accounts, electronic transfers, and super highways, have all had a significant impact on payments

and settlement systems. While at the country level, paper-based payment instruments have

remained the primary means of transfer of value between payer and payee, at an international

level electronic transfer of funds has increased sharply in recent years. These changes have been
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made possible by important developments in computer hardware and software as well as in

telecommunications. Electronic links which were not possible a few years ago, or limited to a

few developed countries, have now gained wide acceptance. These developments, including

telex, fax, direct computer connections, have expedited significantly the process of payment and

settlement between countries and between banks.


