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The ‘Payment and Settlement Systems Bill’ has been proposed with the view
to receiving and creating legal definition of ‘netting’ and ‘settlement finality’
and also to create a regulatory framework for the payment and settlement
systems.

The shift towards electronic modes of payments has revealed inadequacies in
the present legal structure and consequently there is lack of legal clarity about
the products designed using information technology. This issue becomes
more pronounced in respect of the ‘instruction’ based payments, i.e. the now
prominent ‘credit transfer’ systems. The United Nations has published an
UNCITRAL Model Law on International Credit Transfers (1994) to cover
payment instructions which are originated by the payer through a banking
system to pay into a beneficiary’s bank account. Such a law will have to be
put in place in India too as current international trends indicate a bias towards
the more risk-free credit transfer mode of payments.

Keeping in view the possibility of dishonour of instructions on the due date,
the issue of legality of action required to be taken against the defaulters has to
be addressed. Such instructions of payment are in the nature of non-
negotiable standing instructions. These types of instructions, not being
instruments, are not covered under the existing laws. Therefore, there is a
need to examine this issue to provide desirable level of robustness.

Keeping the above in view, it is proposed to initiate the following steps
towards building a sound legal base for payment systems during 2005-08:

Action Points:

1. The Payment and Settlement Systems Bill to be enacted;
2. Regulations for authorised payment and settlement systems to be

framed
3. Finalisation of EFT Regulations
4. Initiating the process of legislation for credit transfer transactions  on

the lines of UNCITRAL Model Law on International Credit Transfers
(1994)

5. Drafting Regulations for ECS(Debit Clearing)

4. Risk Mitigation in Payment Systems

Safe, secure and efficient payment systems are critical to the effective
functioning of the financial systems.  Payment Systems face various risks like
credit, liquidity, legal, operational and settlement risks.  However, systemic
risks by far outweigh other types of risks. In case of systemically important
payment systems, failure of one or more participants could have a domino
effect, leading to settlement failures in other payment systems, thereby
threatening stability of the entire financial system.  Over the past few years an
international consensus has developed on the need to strengthen the
payment systems by promoting and adopting internationally accepted
standards and practices. The Committee on Payment and Settlement
Systems of the G-10 countries (CPSS) set up under the auspices of the Bank
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for International Settlements (BIS) has formulated best practices in the form of
Core Principles for Systemically Important Payment Systems (SIPS). The
CPSS has also specified the responsibilities of the central banks with regard
to the payment systems in their respective countries.

India has, by March 2004, made all the systemically important payment
systems (SIPS) compliant with the Core Principles, except the Inter-bank
Clearings at places other than Mumbai and the High Value Clearing Systems.
There is a need to complete this process in the near future.

Keeping the above in view, it is proposed to initiate the following steps
towards risk mitigation in payment systems during 2005-08:

Action Points:
To address Systemic Risks:

1. Interbank transactions at all places to be migrated to RTGS System
2. High Value Clearing Systems to be made secured netting systems by

introduction of guarantee funds
 
To address Liquidity Risks:

1. Implementation of National Settlement System for posting the net
position of the clearing participants in all clearing houses in the country.

 

To address Operational and Legal Risks:
1. For enhanced security of messages, PKI based digital signatures to be

introduced.
2. Credit transfers to be encouraged and in electronic mode
3. Provide for high availability of all systems

5. Efficiency Enhancements

Cheques continue to be the dominant retail payment instruments. To enhance
efficiency in this system, India has embarked on Cheque Truncation to
quicken the realization of proceeds of cheques. During the currency of the
new vision document, cheque truncation will be operationalised in the four
metros and some of the other major cities like Bangalore and Hyderabad
where high bandwidth is available. In due course, a National Cheque-
Truncation System (National CTS) may emerge – possibly under the new
national entity for retail payment systems- that may route all intercity cheques
facilitating thereby, customer credits on a T+1 or even T+0 basis.

India has introduced MICR processing in 40 places and another 14 are in the
offing. With this about 70% of the country’s volume of cheques will stand
MICRised. In order to bring in uniform standard for cheques and to facilitate
cheque truncation nation-wide, the remaining small number of non-MICR
cheques can be completely replaced with MICR cheques by March 2007.

Rationalisation of the Clearing Houses is another key activity that should be a
priority. This is in tune with the new institutional structure suggested earlier.




