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Chapter 7

ROLE OF PAYMENT AND SETTLEMENT SYSTEMS IN

MONETARY POLICY AND FINANCIAL STABILITY IN NEPAL

By

Binod Raj Acharya1

1. Introduction

The modern banking history of Nepal dates from the establishment of the

Nepal Bank Limited (NBL), a commercial bank founded  in 1937. Prior to this,

some government entities like ‘Kaushi Tosha Khana’ and ‘Tejarath Adda’ carried

out some limited financial operations for government officials. From the very

beginning, the non-institutional sectors, like landlords and rich merchants, have

been serving as money lenders in Nepal and are still in existence in various

parts of the country.

The Nepal Rastra Bank (NRB) was established as a Central Bank on 26

April 1956. It was followed by the establishment of a commercial bank, Rastriya

Banijya Bank (RBB) and two development banks, the Agriculture Development

Bank (ADB) and the Nepal Industrial and Development Corporation (NIDC).

The Nepalese banking and financial system stagnated for a long period until the

government adopted the policy of economic and financial liberalisation. It

encouraged Nepalese promotors to set up various banks and financial institutions

in the country in joint venture with foreign and local capital participation. As a

result,  the Nepalese financial system today has 31 commercial banks, 58

development banks, 81 finance companies and 19 microfinance development

banks. In addition to this, there are 30 insurance companies, 1 stock exchange

company, 1 citizen investment trust, 1 employee’s provident fund, 1 postal saving

service and 1 deposit insurance and credit guarantee company.

The Nepalese financial system is in a nascent stage of development. Most

of the banks and financial institutions and their branches are located in the urban

areas of the country, while the money market remains unorganised in the rural

areas. It has been felt that the unorganised institutions have the potential to

mobilise a wide range of financial sources.

________________
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As a central bank, the NRB has been empowered by statutory act to have

direct control on the banks and financial institutions within the country. The

payment and settlement system (PSS) linking banks and financial institutions is

a major component and plays an important role in the economy.  The PSS is

recognised as a crucial institution for a small and developing economy like Nepal.

A developed PSS facilitates the implementation of monetary policy and financial

stability in the country.

In the Nepalese financial system, the NRB is the main regulatory and

supervisory body for the banks and financial institutions. The other institutions

like insurance companies, stock exchange company, and cooperative institutions

come under the jurisdiction of different regulatory bodies. Good coordination

among these regulatory bodies is essential and requires a legal framework..

Lacking a comprehensive legal framework, the payment system is mainly covered

by such statutory acts as the Nepal Rastra Bank Act, 2001; Bank and Financial

Institution Act, 2006; Foreign Exchange Regulation Act, 1962; and the Negotiable

Instrument Act, 1977.

With the increase in the number of banks and financial institutions as well

as the growing number of new payment products in the country, there is a need

to have an efficient banking system. As a central bank, the NRB is responsible

for supporting the monetary policy goals, maintaining financial stability and

promoting the efficiency of the financial system. For this, an efficient and safe

payment system is needed. A sound and efficient payment system will enhance

the allocation of resources, facilitate growth and improve the social welfare.

The payment system plays a fundamental role in the economy by providing a

range of mechanisms through which transactions can be easily settled.

2. Literature Review

This paper is based on two other research studies: (1) “Payment System”

by Susil Ram Mathema, published in ‘Fifty Years of Nepal Rastra Bank’ by

the NRB; and (2) “The Payment and Settlement System in Nepal” by Jagadishwor

Adhikary, published in ‘The Payment and Settlement Systems in the SEACEN

Countries, Vol. II,’ by the South East Asian Central Banks Research and Training

Centre. Some articles published in newspapers and magazines were also included

in the review of the literature. All these publications highlighted the existing PSS

practices in Nepal and the need for development of the legal framework.

However, these papers could not prescribe what kind of legal framework and

coverage that is needed. Hence, the objective of this paper is to prescribe the

essential elements that should be incorporated in the legal framework, so that
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the PSS can support the monetary policy framework and financial infrastructure

in the country.

In spite of the expanding role of different substitutes, the banknote is still

a fundamental payment instrument in Nepal. The payment system is not well

developed in Nepal due to its small economy and low business volume. Generally,

the Nepalese payment system encompasses domestic payments and cross-border

payments. The domestic payment system comprises cash for small-value

transfers, and cheques, drafts, and telex transfers for large-value payments by

organised enterprises and business houses. Most of the banks have started issuing

the Automated Teller Machine (ATM) cards, credit cards and debit cards as

well as providing Internet banking, mobile banking service, and Any Bank Branch

Service (ABBS). The operation of the clearing house is only the systemic

payment system in the country. The payment transactions of all the banks and

most of the financial institutions are  settled through the clearing house. Whereas

demand draft, mail transfer, telex transfer and SWIFT transfer and credit cards

are the most common instruments in the cross-border payment system.

Most of the banks use the traditional payment instruments for the cross-

border payments. Such instruments are foreign currencies, traveler cheques,

cheques, draft, telex transfer and letters of credit. Under the Foreign Exchange

(Regulation) Act, 1962, the NRB monitors the foreign currency transactions.

The cross-border payment system consists of payment system for Indian currency

and a separate system for other convertible currencies. Due to bilateral payment

arrangement, open border, geographical proximity,  historical and cultural relations

between India and Nepal, the exchange regulation covering Indian currency is

very soft and liberal. A maximum of INR 25,000 can be exchanged at a single

time for retail transactions. Trade payments between Nepal and India are settled

mostly in Indian currency. For certain specific Indian machinery and industrial

raw materials, the payments are made in US dollar.

The Nepalese foreign exchange regime has not been fully liberalised. The

current account transaction is convertible under the regulatory framework,

whereas the capital account transaction is unconvertible, and such transaction

is subject to the prior approval of the Government of Nepal or the NRB.

Authorised moneychangers, hotels, travel agencies and banks can accept foreign

currencies in cash, traveler cheques and credit cards. Those who want to receive

payment from abroad, whether foreigners or Nepalese, can receive the money

in the form of bank cheque, draft, mail transfer or telex transfer, and so on.

Pursuant to Nepal’s commitment to the Financial Action Task Force (FATF), an

inter-governmental body established to combat money laundering and other related
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threats to the integrity of the international financial system, the Nepal government

has recently passed the Anti Money Laundering Act, 2012, for Nepal to avoid

being blacklisted, as it can be very difficult for the country to settle the cross-

border payments. In most of the cases, the payments and settlement are through

cheques and demand drafts for both domestic and for cross-border payments.

The payment system presently is running smoothly, but the possibility exists of

payment error that may arise in such a system. Hence, e-payment is a must to

mitigate such error.

Similarly, the transmission mechanism of monetary policy and quick and

accurate recording of transactions are the two major components for monetary

stability. The PSS influences these areas. First, the transmission mechanism of

monetary policy in Nepal moves from the Treasury Bill auction rate, to interbank

rate, to market liquidity, to change in the lending rate, to credit availability and

to real variables. Without a proper PSS, such transmission mechanism cannot

run effectively and efficiently. Secondly, an inefficient PSS can distort the

monetary aggregates variable significantly. At present there is a significant number

of banks and financial institutions in Nepal. Without a sound and efficient PSS

the financial sector cannot function smoothly for financial stability to be attained.

As a member of the world economy and the global financial sector, Nepal

is being made aware that it should take measures to develop its PSS in order

to preempt potential problems in the payment system. It should adopt the

international best practices and simultaneously develop a comprehensive legal

framework reflecting such practices. For this, NRB should implement the BIS’

Core Principles for Systemically Important Payment Systems (CPSIPS) and

move towards the implementation of a real time gross settlement (RTGS) system

gradually.

3. Assessment of Current PSS Framework

As a least developed economy, the PSS in Nepal is not fully automated.

Cash and paper-based instruments, like cheques and commercial bills, are mostly

used in the country. The Nepalese financial sector has started adopting new

financial technology and the populace using ATM cards and credit cards have

increased. Due to the lack of a comprehensive legal framework, the payment

system operation is based on the various statutory acts. These acts, however,

do not adequately sanction and regulate the payment procedure.

The existing PSS in Nepal is categorised into two payment systems, one is

for domestic payments and the other for cross-border payments.
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3.1 Domestic Payments

The domestic payment system comprises cash for small-value transfers;

and cheques, drafts, telex transfers for large-value payments in all organised

enterprises and business houses. The use of traveler cheques in domestic

currency is not widely accepted, and most of the banks have started issuing

ATM cards.

The Nepal Clearing House Limited (NCH) was established with the support

of the NRB in conjunction with the Nepal Bankers’ Association (NBA) for the

settlement of  corporate interbank payment transactions in the Kathmandu valley.

Banks and financial institutions, including the NRB, participating in the NCH are

required to be a member of the NCH, paying a membership fee to the NCH.

Whereas, the NRB itself has been providing  clearing house services at seven

of its branches in different cities. The branches of banks and financial institutions

in the city where the NRB branch is located, are eligible to join as a member

of the NRB branch clearing house. The settlement is based on the multilateral

transactions among the clearing members.

The payment system in the domestic market is not clearly governed by any

regulation, but the law and practice regarding payment instrument is defined by

the Negotiable Instrument Act (NIA). The NIA is the codification of long-settled

merchantile custom and practices relating to the payment and transfer of money

in the European continent. The main objective of this act is to set rules relating

to the payment and transfer of money through instruments instead of currency

notes or coins, to make monetary transactions easier.

Promissory Note, Bills of Exchange and cheques have been legally recognised

as negotiable instruments in the country. Any document which entitles a person

to a certain right and transferable by mere delivery is accepted as a negotiable

instrument. However, negotiable instruments such as bearer share certificates,

bearer debenture/bonds, dividend, etc., have yet to be introduced in Nepal. As

such, the payment system in the domestic market mainly involves the issuance

of promissory note, postal saving, Nepal Stock Exchange, National Saving Bond,

Citizen Saving Bond, Development Bond, Treasury Bills, etc.

(a) Promissory Note: Promissory Note is an instrument in writing containing

an unconditional undertaking to pay a certain sum to, or to the order of, a

specified person, or to the bearer of the instrument, and is duly signed by

the maker. However, the bank note or currency note is not considered a

promissory note as this is dealt under a separate statute.
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(b) Postal Savings Service: To promote the saving habit among the rural

people, the concept of Postal Savings Bank (PSB) was introduced in 1977.

Although the PSB network is spread over the 75 districts of the country,

the volume of savings is relatively low.

(c) Nepal Stock Exchange: After restoration of democracy in 1990, Nepal

adopted the policy of financial liberalisation. In this regard, for the

development of stock market in the country, the Nepal Stock Exchange

Ltd. (NSEL) replaced the Securities Exchange Centre in 1992. The number

of listed companies in the NSEL increased from 176 to 209 in FY 2011/12.

The NEPSE index decreased to 363 in 2011/12 from 478 in 2010/11. Market

capitalisation as well as annual turnover decreased in 2011/12 in comparison

to 2010/11 due to the prevailing uncertainty in business environment and the

deteriorating law and order situation.

(d) National Saving Certificate, Citizen Saving Certificate, Foreign

Employed Bond and Development Bond: The NRB, on behalf of the

government, issues  government bonds, notably the National Saving

Certificate, Citizen Saving Certificate, Foreign Employed Bond and

Development Bond, to finance the government budget deficit. The National

Saving Certificate, Citizen Saving Certificate and Foreign Employed Bond

are generally issued with a tenor of five years  with fixed interest rate

payable, and cater for the non-banking sector, i.e., ordinary Nepalese citizens,

Nepalese foreign employed  and Nepalese non-residents. The Development

Bond is generally issued with a tenor of three years at fixed interest rates

and is offered to the banking sector through auction. Generally, the competitive

bidders quote at premium interest rate during the Development Bond’s auction

and the bidders who quote the higher premium interest rate will be awarded.

During the year 2011/12 the government mobilised Rs. 14.0 billion, Rs. 500

million and Rs. 12.6 million by issuing, respectively, the Development Bond,

National Saving Certificates and Citizen Saving Certificates. So far the

government published the notice for the issuance of Foreign Employed Bond

during the year 2011/12, and was met poor response as the Nepalese foreign

employed and Nepalese non-residents were reluctant to purchase such bond.

Hence, only a negligible amount of capital could be raised through the issuance

of the Foreign Employed Bond during the said year.

(e) Treasury Bills: After the implementation of financial liberalisation policy,

the monetary policy stance shifted from the direct method to the indirect

method. In this regard, the NRB emphasises on open market operation

(OMO) as the monetary policy instrument. Since 1988, the auctioning of
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treasury bills was introduced as open market operation. In the beginning,

91-day treasury bills were issued once a month of irregular intervals and

the auction of treasury bills is done once a week since 1989. The NRB

announces the amount of treasury bills to be auctioned and the deadline for

submitting the bids, with the discount rate enlisted in the previous auction

two to three days before each auction. After examining the bids, allocation

is made on the basis of first priority to the lowest interest bidder. If the bid

is abnormally higher than the trend, or if the open market operations

committee feels the bid is a distortion of the market situation, it can impose

a discretionary cut-off rate for each auction. Settlement takes place on the

day of the auction, by charging directly on the banks’ reserve accounts in

the NRB. During the FY 2011/12 the government mobilised Rs. 17.28 billion

by way of short-term government securities, like treasury bills.

(f) Secondary Transaction of Treasury Bills and Development Bonds:

The NRB conducts secondary transactions of Treasury Bills and

Development Bonds for  liquidity management purposes. The NRB provides

a Standing Liquidity Facility (SLF) to banks and financial institutions, loaning

them 90% of the total face value of Treasury Bills and Development Bonds

offered as collateral, for very short periods, i.e.,  up to five working days.

The banks and financial institutions are required to pay  to the NRB interest

together with the principal sum on maturity of the loan.

Similarly, if the Liquidity Monitoring and Forecasting Framework (LMFF)

indicates a shortage or excess of liquidity for a short period, the NRB will offer

the banks and financial institutions REPO and Reverse REPO auction. But, if

the LMFF indicates shortage and excess of liquidity for a long period, then the

NRB will offer the banks and financial institutions for outright purchase and

sale auction.

In case of REPO, the NRB offers for auction  government securities of

certain amount for a short time period (tenor of 7-28 days) to banks and financial

institutions. From the auction result, the NRB lends the money to the banks and

financial institutions, who quote a higher interest rate up to the cut-off interest

rate for that offer amount, against the government securities. And on the maturity

of the REPO, the banks and financial institutions should pay back the total

principal and interest to the NRB. For Reverse REPO, the NRB offers for

auction  government securities of certain amount for a short time time period

(7-28 days) to banks and financial institutions. From the auction result, the NRB

borrows  the money from banks and financial institutions, who quote the lower

interest rate up to the cut off interest rate for that offer amount, against the
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government securities. And on the maturity of the Reverse REPO, the NRB

should pay back the total principal and interest to banks and financial institutions.

Similarly, in case of Outright Purchase and Outright Sale, the NRB offers

auction for purchase and sale of certain amount of the government securities

up to the maturity period of that securities, to banks and financial institutions.

From the auction result, the NRB lends money to/from banks and financial

institutions, who quote the higher/lower discount rate up to the cut-off discount

rate for that offer amount for outright purchase and outright sale. The payment

and settlement for the SLF, REPO, Reverse REPO, Outright Purchase and

Outright Sale transaction will be by debiting and crediting the NRB account and

Vostro account of banks and financial institutions.

3.1.1 Payment Instruments

The payment instruments that are used domestically in Nepal are cash,

cheques, draft, telex transfer (TT), Nepalese rupee credit and debit card and

ATM card. Currently, the ATM card, credit and debit card have been becoming

increasingly popular due to the collaboration of systems arranged by the

commercial banks with the departmental stores, hotels, restaurants and big

business houses. Over the last decade, the Nepalese payment system has made

some progress in replacing cash with other instruments like cheque, draft and

TT, and even the plastic card, but the usage of such instruments is concentrated

in the urban areas, including the capital city of Kathmandu.

(a)  Cash

Major portions of the settlement of purchasing and services transactions

are made by cash (banknotes and coins). Cash payment remains the most

convenient method for making small-value payments when payment is made at

the point of sale. Most of the middle and lower middle-class people in the urban

area and rural people prefer to hold cash for their transactions.

During the fiscal year 2011/12, the currency in circulation expanded by

18.5%, compared to 14.5% in the previous year.

(b) Cheques/Banker’s Cheque

Cheque is the second most important payment instrument for small-value

and large-value payments. The depositor issues an order to his banker to make

payment through the cheques. Since the cheque is regarded as the most developed
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credit instrument in the money market, most of the modern business transactions

consistently have been using cheques in settling their accounts.

Banker’s cheques are issued as a service extended to customers and a

means of transacting business for the bank. The cheques are printed on security

paper, pre-numbered as well as prepared in conjunction with a manifold set of

forms, which include an advice to the customer, advice to payee and a register

copy.

Manager’s cheques outstanding for more than six months from the date of

issuance  are transferred to Bills payable under their respective subsidiary

accounts. The operating branch should approve all debits to these accounts.

(c)  Draft, Telex Transfer, Mail Transfer

Draft, TT and mail transfer (MT) are other popular methods of payment

for the large-value transactions. The issuance of foreign currency draft, TT and

MT is the subject to NRB regulation. The draft that remains outstanding for

more than six months from the date of issue, should be transferred to bills payable.

Mail transfer is cost effective as a payment mode, but the time-lag involved

in this method makes this method less popular. TT is the most frequently used

instrument in Nepal. Total transactions utilising these payment modes are on a

decreasing trend.

(d) Electronic Payment

Now most of the banks and some of the financial institutions offer electronic

payment services. The electronic payment facilities includes the Credit Card,

Debit Card, Automated Teller Machine (ATM), Prepaid Cards, Branchless

Banking, Internet and Mobile Banking.

(e)  Credit Card

Although the concept of credit card is new to most Nepalese, the volume

and usage of credit card are increasing. The security of using credit cards for

payment compared to cash and the discounts available with the use of cards is

attracting consumers to their use.

Commercial banks issue credit cards to their high-income customers.

Generally, the lower-income class do not have access to card facilities.
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All cardholders are charged a minimum initial enrolment fee and an annual

fee, as fixed by the card issuing companies.

Seven banks in the Nepalese financial market are offering credit card

facilities and they have issued 30,079 domestic credit cards and 4,865 international

credit cards, as of 20011/12.

(f) Debit Card

Most of the banks are now issuing the debit cards. The debit cards issued

have increased by 123% to 288,790 cards in fiscal year 2011/12, compared to

previous fiscal year. The  total value of debit card transactions has increased

by more than 300% to Rs. 3.17 billion in 2011/12 in compared to previous year.

(g)  Automated Teller Machine (ATM)

Almost the all banks and some financial institutions have established ATM

services in the country. To date, more than 300,000 ATM cards  have been

issued by the  commercial banks, serviced by an ATM network of 1,002 terminals

in the country.   Current and saving account holders with a minimum account

balance are eligible to apply for an ATM card. Generally, the ATM cards are

issued with minimal cost, whereas the transactions are free of charge. ATM

machines is a convenient channel for cash withdrawals by the public. The ATM

service provider may also offer other ATM payment functions, such as on-line

fund transfer. An expansion in the ATM network may lead to a decline in the

volume of cheque transactions.

(h) Prepaid Card

Without the need of operating a bank account, customers can obtain the

prepaid cards from the issuing banks. The customers can avail this facility for

self-use for domestic and cross-border payments. As of mid-July 2011, 49,275

domestic users and 4,535 international users are using this facility from six

commercial banks in the country.

(i) Branchless Banking

It is a distribution channel for delivering financial services through point-of-

transaction machine using smart cards, without relying on bank branches. The
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customers can avail deposit and withdrawal facilities via the branchless banking

system. Two commercial banks are operating branchless banking systems in

five districts.

(j) Internet and Mobile Payments

The rapid growth of e-commerce and the use of the Internet have led to

the development of new payment mechanisms capable of exploiting the Internet’s

unique potential for speed and convenience. Similarly, the broader usage of mobile

phones has encouraged banks and non-banks to develop new payment modes,

and the channel through which payment instruction is entered into the payment

system defines mobile payments.

To date, 28 commercial banks are providing the Internet banking services

to 147,833 users while 26 commercial banks are providing Mobile Banking (SMS

Banking) to 267,426 users.

3.1.2 Nepal Clearing House Ltd. and NRB Clearing House

The NCHL is established to settle corporate interbank payment transactions

in the Kathmandu valley in collaboration with NRB and the NBA. Every

participating bank and financial institution including the NRB, is required to be

a member of the NCHL by paying a membership fee. The NRB itself, at branch

level, has been operating a clearing house in each of its branches in seven

different cities. The branches of the banks and financial institutions  in the city

where the NRB branch is situated, are eligible to become a member of the

NRB branch clearing house. The settlement is based on the multilateral

transactions among the clearing members.

(a) Participating in the System

All commercial banks, development banks, and finance companies licensed

by the NRB are eligible to participate in the clearing system. The corporate

branch office will be a representative member and other branches located in

Kathmandu valley will be ordinary members of NCHL. All clearing member

banks are needed to have a transaction account with NRB. Interbank clearing

and settlement in Kathmandu as well as outside Kathmandu are run on paper-

based, manual system. For the seven cities outside the Kathmandu valley, the

clearing system is run by the NRB branches. All the branches of the banks and



242

financial institutions are eligible to be members of the regional clearing house

and each is required to open a transaction account in the respective NRB branch.

(b) Types of Transactions Handled

The clearing house facilitates the clearing of cheques, drafts and similar

payment orders in Nepalese rupees as well as in foreign currencies.

(c) Operation of the System

The NRB Banking Office, Thapathali, is the venue of the clearing house

in Kathmandu, whereas the clearing houses outside the Kathmandu Valley are

located in the premises of the NRB Branch office. In the cities where the NRB

does not have a branch, a bank branch is authorised by NRB to act as clearing

house. The clearing house meets twice on each business day. The first meeting

is scheduled at 10:00 a.m. and the second meeting at 2:00 p.m. The payment

instruments such as cheques, drafts, etc., are presented at the first meeting and

final settlements are made at the second meeting. In case of non-acceptance

of such instruments, the returned items will be presented at the second meeting.

The clearing operation is on “same day settlement.” If any member fails to

overdrawn during the settlement process, the concerned member is not permitted

to participate the clearing house until the balance is recovered.

(d) Operation Procedure

• All member representatives are to prepare and submit a summary sheet

of their total presentation to the clearing house. The clearing house then

prepares a settlement of the clearing transactions and provides a copy to

each member that will show the total volume and value of clearing transaction

for that day.

• After checking the 1st settlement copy the members have to submit a

separate adjustment summary sheet by 2:00 p.m.

• An ordinary member should inform their representative bank on the same

day if any cheque/draft is not honoured. Then the member representative

should prepare a statement of returned cheques and submit it to the clearing

house by 2:30 p.m. on the same day.
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• All member representatives meet at 3:00 p.m. at clearing house with

details of the transactions. The clearing house will prepare and provide to

the members a 2nd settlement sheet with adjustment, if any.

• After correcting the mistakes (if any), the clearing house will prepare

a final settlement of clearing transactions for the day and provide debit/

credit advice to member representatives.

In the event of a dispute, the matter is initially referred to the clearing

house officer. If the officer is unable to resolve the dispute, reference shall be

made to the senior management of the banks involved. If the senior management

reach a deadlock, the clearing house committee shall then be convened.

(e) Settlement Procedure

Each member bank must maintain a transaction account with a minimum

balance to be determined by the clearing house on the basis of its clearing

transactions with the NRB. The net clearing figure of each member bank shall

then be debited and/or credited to its account. Where the transaction/clearing

account is overdrawn, the bank shall reconstitute it within 24 hours to create a

credit balance out of which claims on it shall be paid.

Unpaid items, which have been presented through the clearing house, must

be returned through the clearing house itself. The member banks must be informed

regarding the clearing house details of unpaid items on the same day of the

clearing, latest by 2:30 p.m. The clearing house officer will then raise a separate

debit voucher regarding the returned item to be debited/credited to respective

member bank’s account.

All instruments that are not returned shall automatically be deemed to have

been paid by the drawee bank. Each unpaid item shall bear, on an attached slip,

the reason(s) for the refusal of payment. Such statements shall be written in full

and not abbreviated.

(f) Pricing Policy

The member banks do not have to pay any charge for the payment and

settlement service. The members pay a  membership fee to join the NCHL.

They are also required to pay for the communication charges such as telex,

mail, courier, etc., incurred in the  clearing of foreign cheques, drafts, etc.

However, the NRB does not levy any service charge on the member banks.
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(g) Management of Risk in Clearing House System

Precautionary measures are taken into account to minimise the risks. The

member banks in the domestic payment system are obliged to open an account

with the central bank and maintain a minimum balance. This will cover, to a

certain extent, the risk arising from liquidity shortage. As far as systemic risk

is concerned, this is minimised to a large extent as the summary form is balanced

in the presence of all the member banks and then only is it signed by the clearing

house officer. The system hardly incurs credit risk, since the payment instructions

are executed only if there are sufficient funds in the participant’s account. There

will be no credit risk involved if payments are accepted while recipients are

notified after the payments are settled.

(h) Volume of Transaction

The volume and value of the transactions are increasing and trending upward.

Hence it may not be possible to continue doing the clearing through the manual

system. An electronic system is being launched for the clearing house settlement.

This electronic system is currently in the testing phase. The manual system will

continue until such time when the electronic system is ready for cut-over.

3.2 Cross-border Payment System

The cross-border payment system in Nepal is still in a primitive stage. Most

of the commercial banks use the traditional payment instruments. The Foreign

Exchange Management Department (FEMD) of NRB monitors the foreign

currency transactions. The cross-border payment system consists of payment

system for Indian currency and a separate system for other convertible

currencies.

3.2.1 Payment System for Indian Currency

Although under the Foreign Exchange (Regulation) Act, 1962, the Indian

currency comes under the definition of foreign currency, the exchange regulation

for Indian currency is liberal due to the bilateral payment arrangement, open

border, geographical proximity and the historical and cultural relations between

Nepal and India. For the purposes of receipt and payment accompanied by

documents, the Indian currency is convertible for both Nepalese and Indian

citizens. However, for retail transactions, a maximum of Indian Rs. 25,000 can

be exchanged at a single time. For trade purposes, telex transfer is the prevailing
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method for advance payment, deferred payment, and letter of credit (LC), with

the bills of transport being the most popular method. The trade payment between

Nepal and India is settled in Indian currency. Payments for the import and export

of commodities from India are effected in cash through drafts and TTs. Thus,

a LC is not essential. A LC is essential only if payment is to be made in US

dollars for some specific Indian machinery and industrial raw materials to be

imported from India. Nepalese commercial banks have maintained their Indian

currency agency accounts in Indian banks to settle the above payments.

3.2.2 Payment System for Other Convertible Currencies

The foreign exchange regime in Nepal is partially liberalised. Current account

transaction is convertible under the regulatory framework while capital account

transaction is not convertible. As Nepal is a member of the Asian Clearing

Union (ACU), all the trade payments among member countries, except India,

are settled through the clearing system of the Union in ACU dollars. Moreover,

some restrictions are imposed on the usage of foreign currencies since the rupee

is not convertible. The same payment modes such as drafts, mail transfer, telex

transfer, SWIFT transfer, credit cards and ACU dollars are in use for cross-

border payments for convertible currencies.

3.2.2.1 Asian Clearing Union

The ACU was established in 1975 with the purpose of:

• Providing the facility to settle on a multilateral basis, payments for current

international transactions among the participating countries;

• Promoting the use of participants’ currencies in current transactions between

the respective territories, thereby effecting economies in the use of

participants’ exchange reserves; and

• Promoting monetary cooperation among the participants and closer relations

among the ACU banking systems.

Nepal is one of the founder members of the ACU. When the ACU started

its operations in 1975, all individual transactions were required to be cleared

through the respective central banks. According to the ACU agreement, all

payments relating to trade and trade-related transactions among member countries

should be routed through the ACU payment systems. Under this system, payments

arising from trade transactions with member countries are first settled by the
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respective commercial banks with their central banks, and thereafter request to

settle the same is made to the corresponding bank of the member country. In

turn, the respective central bank advises the central bank of the recipient member

country to settle that payment with the corresponding recipient commercial bank.

The central bank of the recipient’s member country then settles the payment

with their local commercial bank. Interest is debited or credited to the account

at the end of the day, depending on debit or credit balance in the account. All

the settlements are made in US dollars.

The ACU head office maintains accounts in ACU dollar for each member

central bank and updates the debit and credit entries as advised by the respective

member central banks. At  the end of the settlement period, i.e. two months,

the ACU informs the net position of each bank (debit or credit) for the final

settlement among member central banks. There is no cross border fund transfer

during the settlement period, i.e. two months. The cross-border settlements take

place only after final settlements are made among themselves by the member

central banks.

The total transactions settled under the ACU amounted to Rs. 3,275 million

during the calendar year 2010. The amount was higher by Rs. 1,274 million

compared to the previous year. Total exports of goods settled under the ACU

registered a rise from Rs. 1,452 million to Rs. 1,534 million. Similarly, total imports

increased by Rs. 1,470 million.

3.3 Some Comprehensive Analysis and Interpretation

As explained above, cash, cheque, draft, TT, MT and traveler cheque are

the most used domestic payment instruments, and credit card, debit and ATM

card are also widely used in the urban areas, mostly in the Kathmandu valley.

Regarding the cross-border payment, bank draft, TT and SWIFT are the most

popular instruments.

More than 75% of the population live in the rural areas which are without

a banking network, so cash remains the main payment mode. The currency in

circulation to narrow money (M1) is still 68% in Nepal, which establishes that

cash is predominant in the payment system. Over the last decade the Nepalese

payment system has made some progress replacing cash with credit cards, debit

and ATM cards in the urban areas, and cheque, draft and TTs in the rural areas.

Since 2002, the banking sector in Nepal has continued to make further

advancement in computerisation. However, the commercial banks are oriented

towards big clients; the villagers who live in remote areas are without access
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to these facilities. Besides cash, cheque is the most frequently used payment

instrument and is issued by businessmen and government enterprises for both

small as well as large-value payments. Draft is another important method of

payment and is typically used by businessmen and the rural inhabitants. As a

matter of fact, draft is the safest mode of payment for the rural populace.

Regarding cross-border payment, draft and TTs are most often used and

LC is used if the payment is denominated in US dollars in the case of payment

between Nepal and India. The LC is also the most popular method of payment

regarding  other convertible currencies. Financial institutions use the SWIFT

network facility for the fund transfers and/or other financial transactions.

The settlement of the financial claims takes place when cheques are

presented to the clearing house by the representatives of the participating banks.

So, the system followed is real time net settlement. This refers to simultaneous

transmission, processing and net settlement of financial claims

Regarding the settlement of securities, both bilateral and multilateral methods

of payments are used. Most of the cross-border transactions takes place

bilaterally. Draft, TTs and SWIFT are the most used payment method for bilateral

settlement. Draft and TTs are mostly used by the NRB whereas SWIFT is

mostly used by commercial banks. With respect to cross-border payment and

settlement, Indian currency is used for transactions with India, whereas

convertible currencies are used for transactions with other nations. Multilateral

settlement takes place through the ACU.

4. Policy Implication and Role of NRB in PSS for Monetary Policy and

Financial Stability

The central bank plays a key role in the payment system. Money is

fundamental to the functioning of a market economy. Money denominated in a

given currency serves as the medium of exchange. By sharing a currency, the

members of a community have in common a measure and store of economic

value, and a set of instruments and procedures to transfer this value. However,

as the value of money lies in trust, there can be no absolute guarantee that

confidence in the currency can be preserved over time. It may be shaken by

a monetary crisis or by the malfunctioning of the payment system. As a result,

maintaining trust in the currency and facilitating its circulation is of major public

interest. The central bank is designated as the institution to pursue this public

interest.
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Likewise, payment systems play a fundamental role in the economy by

providing a range of mechanisms through which transactions can be easily settled.

Bank notes are part of the payment system landscape. In spite of the expanding

role of its various substitutes, the banknote is still a fundamental payment

instrument in the economy. The NRB is making determined effort in structuring

an conducive environment for sustainable development through price stability,

strengthened balance of payments, sound and efficient payment systems, and

reform and promotion of the banking and financial system. Therefore, the focus

of monetary policy has centered on the gradual modernisation of the payment

system.

Generally, commercial banks maintain the clearing account and statutory

reserve requirement account with the NRB. By implication of monetary policy,

the NRB can influence the money supply as well as credit creation of the banks

through changes in reserve money, required reserved ratio and OMO. Changes

in the requirement of the clearing account with NRB will affect the overall bank

liquidity ultimately, and impart on the payment system.

Time lags in clearing and settlement affect the level of float or items in

transit, forcing the commercial banks to maintain a certain degree of liquidity

or clearing balances that are necessary. NRB’s willingness to provide standing

liquidity facilities and  daylight overdrafts may reduce the need of holding high

amount of clearing balances. In addition, the degree of decentralisation of clearing

accounts to the district offices also affects the level of liquidity. The NRB acts

accordingly in light of the above to conduct its monetary management activities

efficiently. The efficiency and effectiveness of monetary policy, thus, are affected

by the efficiency and reliability of the payment system.

The transmission mechanism and quick and accurate recording of transactions

are two major areas of concern for the implementation of monetary policy. These

are influenced by the PSS. First, the transmission mechanism in Nepal moves

from the treasury bill auctioning rate to interbank rates, market liquidity, changes

in the lending rates, credit availability and finally to the real variables. The

efficiency and effectiveness of this mechanism is vitally affected by the PSS.

Secondly, in view of the fact that monetary aggregates are targets, it is extremely

important that these values reflect current conditions. Delays and inefficiencies

in the PSS can distort these variables significantly.

The development of the payment system is one of the indicators that

determine the level of the country’s economic development. As the payment
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system plays an important role in the economy, the NRB must pay close attention

to the importance of payments systems in supporting economic growth. Since

there is a very close interconnection between the financial institutions, the failure

of one of them may jeopardise the solvency of others. This calls for vigilance

on the part of the NRB to keep abreast of payment system technology. Due

to the rapid advancement of technology, especially in financial services, such as

banking, investment, insurance, etc., the world economy has become borderless,

increasing the complexity of the  financial sector. It is incumbent upon the NRB

to assume greater responsibility in enhancing the effectiveness of the payment

system as there has been continuous expansion of the banking system and

advancement of new technology in PSS. The NRB plans to install the GL

software programme and will fully implement the ABBS system very soon.

Hence, it is timely for the NRB to work towards the implementation of the real

time gross settlement (RTGS) system for the PSS. For this to take place, the

NRB should be serious about adopting the core principles prescribed by the BIS

for financial market infrastructure.

Also, in order to encourage economic activities in the country, the NRB

should be involved in monitoring the payment system to minimise the occurrence

of problems during settlement. In the absence of a special Act, it is difficult at

present to perform payment and settlement activities efficiently in the country.

As such, it is timely that the NRB plays an active role in the development of

the PSS.

4.1 Oversight of the Payment System

A robust payment system is a key requirement for the maintenance and

promotion of economic and financial stability. It facilitates management of the

macroeconomy as well as of micro objectives, particularly in the core area of

payment systems. Payment systems can involve significant exposures and risks

for participants and users when payment system failures occur. In addition,

payment systems can be a channel for the transmission of disturbances from

one part of the economy or financial system to another, disrupting the functioning

of the payment system and the stability of the financial system, and thereby

disrupting the entire economy. This issue of systemic risk is one important reason

warranting the close interest and attention of central banks in the oversight of

payment systems.

It has become an internationally accepted principle that a central bank should

disclose the key aspects of its policy on the oversight of payment systems. The
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oversight of payment systems is an integral part of its wider responsibility for

monetary and financial stability. The maintenance of the stability of the financial

system is a matter of concern for the central bank regarding the payment and

settlement infrastructure.

The Nepal Rastra Bank Act, 2001, has entrusted the responsibility of

supervision and control over banks and financial institutions to the NRB. To

ensure the sound and efficient operation of the financial system, the NRB regularly

inspects and supervises the bank and financial institutions through its Inspection

and Supervision Department (ISD). But, there is no specific provision governing

the oversight of PSS in Nepal.

It will be relevant here to quote the Ferguson Report which noted that:

“because of consolidation, central bank oversight of payment system is becoming

more closely linked with traditional bank safety and soundness, supervision at

the individual firm level. Increasing cooperation and communication between

banking supervisors and payment system overseers may be necessary both

domestically and cross border.”

It also added “central banks and bank supervisors should carefully monitor

the impact of consolidation on the payment and settlement business, and should

define safety standards where appropriate. In particular, central banks, in

conjunction with bank supervisors, may need to consider various approaches,

possibly including standards that could be used to limit potential liquidity, credit

and operational risk stemming from concentrated payment flows through a few

very large players participating in payment systems.”

Due to the rapid development of the financial sector in Nepal, the risk and

efficiency related concentration may arise; it will benefit Nepal to formulate

ahead policy measures regarding the PSS oversight.

5. Problems, Challenges and Conclusion

The payment system in Nepal is virtually dominated by cash transactions.

Bank drafts, cheques, SWIFT payments and plastic-card-based transactions

(ATM cards, credit cards and debit cards) are also available, but their use is

very much limited due to these reasons:

• Bank drafts attract relatively high service and transaction charge and are

also relatively slow (incurring several days) in respect of affecting the required

fund transfer.



251

• Cheques carry inescapable credit and documentary validity risks, and also

their clearing takes at least two days and up to ten days or more for cheques

outside the Kathmandu valley. The legal provisions in Nepal for enforcement

of payment concerning dishonoured cheques are not satisfactory.

• Plastic-card-initiated transactions are rising but are mostly available to bank

account holders. Non-bank account holders only have access to small sums

that can be transacted through plastic card. There are only about six million

bank accounts out of a population of about thirty million.

The challenge for the development of the Nepalese payment system is to

find a solution, which meets the needs of banks and other sectors of the economy,

and more pertinently, of the NRB and ordinary consumers. The NRB is making

efforts to reduce the volume of cash in circulation and to strive for more efficient

management of macroeconomic conditions through the management of OMO.

A number of innovative products for making payment such as e-money,

Internet and mobile payments have been developed in recent years. Developments

in these products have been evoking considerable interest over the last few

years. E-money does not exist in the Nepalese financial market; some financial

institutions have started introducing Internet and mobile payment systems in the

market. Their usage, however, is very low compared to cash and traditional

non-cash payment instruments. The introduction of e-money and/or Internet and

mobile payment instrument as a potential substitute for cash for making small-

value payments raises policy implications and issues for central banks in terms

of the central bank’s revenues,  implementation of monetary policy, and role in

payment system oversight.

For payment systems related to retail payments, large value payments as

well as electronic based payments, NRB as the central bank, needs to look at

the infrastructure for  the legal aspects, oversight, security as well as  cross

border issues. Without  the proper development of the financial market

infrastructure,  the further enhancement of the payment systems is not possible.

Hence, the NRB along with the other stakeholders must be committed to the

development of the financial market infrastructure. The PSS should be developed

hand in hand with the central securities depositories system (CDS), securities

settlement system (SSS), central counterparties system (CCS) and trade

repositories system (TRS) in order to lay down the infrastructure for the

implementation of a RTGS system. We need to develop a sound financial market

infrastructure to accommodate the growing economic, banking and financial

activities in the country.
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The above problems and challenges can be solved by adopting the appropriate

technological innovations regarding the payment system as explained above. To

facilitate the adoption of technology, the current legal framework should also be

revised. The PSS in Nepal is covered by piecemeal enactments and regulations.

Hence, it is high time for Nepal to review and consolidate the existing laws and

formulate a comprehensive legal framework covering PSSs.



253

References

Nepal Rastra Bank, (2011), Annual Bank Supervision Report.

Nepal Rastra Bank, (2011), Banking and Financial Statistics,  No. 57, July.

Nepal Rastra Bank, (2012), Economic Survey of Nepal, 2068/69.

Nepal Rastra Bank, (2013), Monetary Policy of Nepal, 2069/70.

Nepal Rastra Bank,  (2005), Nepal Rastra Bank in 50 Years.

Nepal Rastra Bank, (2012), Annual Report, 2068/69.

Torreja, Magno L., (2001), The Payment and Settlement System in SEACEN

Countries, Vol. 2, The SEACEN Centre.



254


