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rently Chairman of the Basle Committee on Banking Su-
pervision. In a speech back in 1989, he talked of the need
to achieve the right balance in the payments industry
ongst “competition, co-operation and control” (this is

| Introduction

In looking at the programme for this conference, | w

struck by the wide scope and apparent diversity of t %\rtly my own characterisation of his remarks). For to-

various topics. We are going to be Iooklng back at so sy’s purposes, let me focus on two main questions which
very old payment technologies, and looking forward tgrise from this characterisation:

some very new ones. We will - implicitly at least - be

questioning t_he roles .Of virtually all of _the NSUtions 4 can competitive and co-operative forces be
and entities involved in the payments industry. While S

this seems somewhat daunting, it is also perhaps ne‘dfgéz_oncned.

sary for us not to get too carried away by some of the . L

hype. While itis true that many things are changing, mug‘ultllateral payments arrangements must mewtably be
remains the same. Indeed, one of my themes will be t glsed on some stro_ng co-operative elements, It.'s. self-
the fundamentals of payments system analysis applye%'dem that '_[ransac_tlons can only be processed efficiently
all kinds of payment technologies; and that a balanc ad reliably if certain standards are set and followed, and

consideration of these fundamentals is essential to )9ommon_ rules are a_pplled to _aII participants. These
payment system reform - whether re-engineering or i >atures will also contribute to widespread customer ac-
novation ceptance - the common standards applied to many pay-

ment technologies (including cheques) have enabled them
Those fundamentals are both boringly familiar an_tcﬁ) become ubiquitous methods of payment. However, this

blindingly obvious. Sadly, that does not mean that thdy not an enormously attractive feature from a compet-

are always universally applied. Let me list the main on e viewpoint. If customers are unab_le (o perceive any
as follows. difference between the payment services offered by dif-

ferent providers, then there is little competitive incentive

to invest in improvements to those services. The result
can be under-investment in co-operative systems. Moreo-
ver, at least up until now, the economies of scale in the
payments industry have led to a fair degree of concentra-

ii)n - banks and other payment service providers have

* A comprehensive analysis of risks is required, a d littl hoice b :
of who bears those risks when anything goes wrong?. lttle or no choice between competing payment sys-

ms, and so there have not been strong market incentives

. There must be satisfactory legal and/or contractu%'l)erating to keep those systems efficient and innovative.

underpinnings, so that the rights and obligations of - .
the various parties to a transaction are clear; and §8vernance arrangement_s \.N'thm co-operative payment
that the status of transactions is clear at all sta tems can also have a similar effect. However good the

they may pass through intentions of the participants, the need (in many cases)
' for consensus or unanimity amongst all the members

Some of these fundamental points underpin much of {Fans that a number of problems are not uncommon:
remainder of what | have to say this morning.

« A sound business case needs to be established.

e The technology must be robust.

* The adoption of “lowest common denominator” so-

T lutions rather than “best practice” solutions;

Il Roles and responsibilities P
) ) ) * slowness to update and innovate;

Before | get into the nitty-gritty, can | say a few words

about the roles and responsibilities of the various players

_ : lengthy and costly negotiations;
in the payment system. Who's in charge here?

. _ . ) .. . conflicts over access to the systems.
One way into this question is provided by a distinguished

Italian central banker, Tommaso Padoa-Schioppa - cur-
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The combined effect of these competitive and governangayment arrangements, but rather have sought to achieve
features seems to suggest that competition and co-opémgrovements in both the soundness and efficiency of
tion are uneasy bed-fellows, and may not always produoerrent systems by discussing problems and potential so-
the most efficient results or the best customer service. Thé&ons with industry participants, and by promoting
best form of market solution to this problem is probablghanges to the law and to our own operating systems where
to ensure that payments system governance arrangemapisopriate. While this process has not been without some
are put onto a basis which replicates - as far as possibfeustrations, it has produced some useful results. How-
the incentives that would apply if these systems had closeer, a good deal remains to be done; and new challenges
competitors. But this may be somewhat easier said thae emerging all the time. | must say that we do some-
done. times wonder if some kind of reform of the payments sys-

tem’s institutional arrangements would be helpful in
Do market incentives deal adequately with sys- achieving a more integrated and a more purposeful ap-
temic risks? proach.

Not all payments arrangements contain significant risk& focusing on the payments system, we have been pursu-
but some certainly do. In particular, the typical moddng a number of specific objectives. These are:

that has applied to date - where payments are exchanged
(sometimes irrevocably) during the day, but not finally
settled until some later time - potentially involves quite
large risks if one or more participants fail to settle their
obligations. In principle, these risks are manageable in
the sense that credit risks against direct counterparties ¢an
be managed and, where warranted, limited. But, in a fully
multilateral system, it may not be a direct counterparty
that causes the problem. As Padoa-Schioppa (again) put
it: “Against this indirect risk, the individual bank is pow-
erless by definition. A clearing system can be likened to a
boat that may capsize even if just one passenger falls oVer-
board.”

to ensure that payment system risks are reduced to
acceptable levels, and are managed appropriately by
system participants;

to ensure that the payments system can continue to
operate without disruption in the event of the sudden
withdrawal of a participant from the system, or fol-
lowing other types of financial crisis, or following
natural disasters etc;

to encourage movement towards delivery versus pay-
ment arrangements in all financial markets - especially
with respect to high value transactions;

The key point here is that while payments system partici-
pants have strong incentives to manage their settlemént
risks, they may not in practice always have available to

to help ensure that the status of payments is certain at
all times, and, in particular, that the legal environment

them sufficient up-to-date information to carry out this
task to the fullest extent. The use of robust failure-to-
settle arrangements (perhaps supported by collateral) may
be helpful in spreading and/or capping the risks, but suth
approaches do not eliminate the problem, and they have
their own costs. Nor have they been used in New Zea-

supports “finality” and “irrevocability” in payment
instructions;

to encourage banks and others to offer efficient, reli-
able and relevant payments services to their custom-
ers;

land.

to maintain an open, flexible and competitive system,
and ensure that no unwarranted entry or operational
barriers exist.

The answers to these two questions provide the basic ra-
tionale for addressing the third issue of “control”. Con-
ventional approaches to payments systems, based on com-
petition and co-operation alone, may not produce outet me now discuss how we are getting on with respect to
comes that are either as efficient or as sound as they cofftieving some of these objectives.

be. However, given the importance of the payments in-

frastructure to the modern economy - probably right up

there in importance with roads, telephones and electrici}f Settlement risks

supplies - there is a strong public interest in ensuring that

payments arrangements do indeed deliver efficiency agédttlement risks exist at present with respect to both do-
soundness. lItis against that background that the Resatugstic and cross-border (foreign exchange) transactions.
Bank has developed a stronger interest in payment s¥$ey arise essentially where there are time gaps between
tem developments over recent years. In contrast to the point where transaction instructions are irrevocable
position in many other countries, we have not - so fafeither in theory or in practice) and the final settlements
found it necessary to assert any direct jurisdiction over deliveries in respect of those transactions. The nature
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of these time gaps can vary a good deal, depending onghbstantial - is now well advanced. | hope that it will soon
type of transaction (eg “pure” payment; security deal, fobe possible to set a firm date in 1997 for implementing the
eign exchange deal); whether they are “own accourdverall RTGS system. The implementation of RTGS will
transactions or “customer” transactions; and the rules amgresent a significant milestone in the reduction of do-
practices of the actual clearing and settlement systemsstic payment system risks. The overall result, once the
that are being used. Many clearing and settlement egforms are complete, should be not only a significant re-
rangements rely in practice on the end-of-day netting dfiction in payments system risks, but also a much greater
payments, which means that the actual cash flows at setsurance that the domestic payment system will continue
tlement time may be quite small in relation to the verp function smoothly in the face of a financial crisis or the
large volume of gross transactions. However, if the sé&ilure of one of the participants.
tlement does not occur, the only alternative may be to
unwind all of the gross transactions which have taken plaCeoss-border settlements
- which could, in turn, be impossible or impracticable.
With work on RTGS almost complete, we will soon be turn-
There are three basic methods of dealing with the prdhg our attention more actively to dealing with the similar
lems arising from deferred settlement: risks (sometimes referred to as “Herstatt” risks) which ex-
ist with respect to cross-border foreign exchange transac-
*  moving transactions onto a real-time gross settlemafins. In this case, the effective delay between the point
(RTGS) basis, where the underlying transaction anthen a bank issues an irrevocable payment instruction and
the interbank settlement in respect of that transactigiie point when it actually receives the corresponding pay-
go through the system essentially simultaneously, @fent from the counterparty bank can amount to some days.
a real time basis. In such a system, settlements afach attention is currently being focused on this problem
final and irrevocable at the point when they occur; internationally, and the solutions being suggested are simi-
lar in character to those outlined above. It remains to be
» adopting legally robust bilateral or multilateral netseen how international practice will develop, but New Zea-
ting arrangements for certain transactions. With bintknd should be relatively well placed to move towards any
ing netting arrangements in place, the various “grossf these solutions.
obligations to make payments are offset against one
another, and it is only the net amounts due which asg a first step, we will soon be approaching particularly
called into question in the event of a failure. Thighose banks which are active in the foreign exchange mar-
reduces the risks involved, and also eliminates the digt, in order to improve our understanding of the size and
ruption which would be caused by full unwindingduration of these risks in the New Zealand context; and we
(which would no longer be necessary); will start to explore more fully the possible options for
managing the risks more effectively - whether through bet-
» adopting legally and financially robust failure-to-setter internal management arrangements, through the use of
tle arrangements in respect of any payment streamstting systems, or through some kind of linkage of RTGS
which continue to involve deferred settlement or nesystems to provide Payment v. Payment (PVP) arrange-
ting, at least where the risks remain material. ments (where the two legs of a deal are settled simultane-
ously). We will also need to look at some stage at whether
In New Zealand, all of these techniques may have somenot these credit exposures should be explicitly included
role to play. in the disclosure requirements for registered banks, and
whether they should be included in the capital framework.
Domestic settlements

With regard to settlement risks within New Zealand, oy\/ Disaster planning
main emphasis has been on developing the first option - an

RTGS system. This first requires putting the Reserve Banks \vell as considering the possible impact of financial
Exchange Settlement Accounts (the accounts maintainggkes etc, we have started to give increased attention to
by the commercial banks at the Reserve Bank) onto an elgfs potential impact of natural disasters and other physi-
tronic system which can be operated by our commercia or technical disruptions on the payments system.
bank customers on a real time basis. This system (callgghin, our principle interest is in whether the system as a
“ESAS”) has already been built, and is now ready for opgnole can continue to operate smoothly in the face of
eration. Secondly, the individual banks (and the varioggtain kinds of disruption - which could initially be lo-
payments “switches” which they use to process their trangyted in a particular city or region, a particular institution

actions) have had to design and modify their systemsjfcjyding the Reserve Bank) or a particular clearing sys-
order to interface with ESAS. This work - which has beggm: and which could be short-term or fairly long-term
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in their impact. Our hopes would be that problems whigisks involved are managed appropriately. However, we
are essentially “local” (albeit perhaps serious) do not presll continue to try to get the message across to the gen-
vent life going on pretty much as normal outside the aéral public that they may need to exercise some caution
fected area. and that recovery of normal operations ocahen they use some of these kinds of services. Most peo-
be achieved within an acceptable time-scale. ple are well aware that when they are buying a carpet in a
foreign bazaar, they are on their own - the Fair Trading
At this point, we have made some good progress in et and the Consumer Guarantees Act do not apply. Much
viewing the Reserve Bank’s own arrangements for maitite same attitude may need to be cultivated with respect
taining operational capacity in the face of certain kinds & Internet transactions, for example. People will need to
disabling event; and we have commenced some enqsitisfy themselves that they are dealing with reputable
ies with banks and payment switches as to the naturesefvice providers, and that they are not taking unwarranted
the back-up arrangements which they have in plaggsks.
Clearly this is an area where everyone has to take some
responsibility: most systems are only as good as théf course, banks and other service providers located in
weakest link. New Zealand are fully subject to New Zealand law, and,
in addition to the Reserve Bank, it may be that other agen-
We have not yet come to any particular conclusions asdies including the Securities Commission, the Commerce
the current state of preparedness within the industry. @bmmission and the Ministry of Consumer Affairs will
we do come across areas of significant weakness, the@ve some role to play with respect to some of these in-
we will certainly be encouraging those concerned to adevations.
dress them. However, there are not any absolute stand-
ards to aim for in this area, other than the maintenance\gf |egal issues
data integrity. The main goals are to help facilitate the

adoption of appropriately high, and reasonably commogyer recent years, we have been putting quite a lot of

standards across all areas of the industry. effort into reviewing aspects of the law underpinning pay-
) ments arrangements, with the overall aims of ensuring
V New payment technologies that it fits well with current banking and business prac-

tice, and that it promotes both efficiency and soundness.
We are starting to hear a lot of talk about new paymeany of our initiatives arise from some of the comments
and banking technologies. The main areas of likely innthat | have already made.
vation are the introduction of Stored Value Cards (such
as Mondex) as a substitute for the use of cash, and the Géques law
of the Internet for the provision of banking and payments
services. | will not spend much time on these innov&heques are unusual in relation to other methods of pay-
tions today, as | have discussed them on other occasiangnt in that the rules governing cheques have - at least in
Let me just repeat my earlier comment - that these kingart - a statutory basis (in the Bills of Exchange Act and
of innovations do not raise many new issues of principlgi the Cheques Act). Other payment methods have de-
but that is important that both the providers and the use#sloped on the basis of contracts and codes of conduct,
of these types of products and services fully understaadd a statutory underpinning has not been felt to be nec-
their risk characteristics, and, in particular, what forms @fssary. This distinction has occurred essentially for his-
redress are available when things go wrong. torical reasons. If we were introducing cheques at this
point in our history, it is perhaps unlikely that the rules
The Reserve Bank’s role with respect to these innovaould be entrenched in legislation. However, given that
tions is mainly to keep abreast of developments, identifye have had this legislation for a long time, that the case
any important risk features which could have systemigw is now well developed and generally well understood,
significance, and to keep an eye on any potential legald that the statutory rules do not seem to impose any
implications. One thing we aret going to do is “ap- serious inefficiencies on the system, there is probably lit-
prove” the introduction of these new products - we havi to be gained by moving to a fundamentally different
never done that in the past, and we have left it to bardsproach.
and other providers to ensure that the technologies in-
volved and the security features are robust, and that artye Reserve Bank recently took over responsibility for
administering the Bills of Exchange Act and the Cheques
L ‘ . , . Act. We commenced a review of these pieces of legisla-
See ‘Pre-paid cards’, Reserve Bank of New ZeaBwmitetin, . . . . . . .
December 1994; and ‘The Policy Implications of ElectronityIon in 1992, in close consultation with the banking in-

Payments’, a paper presented at a conference on consumer S8yStry. The general aims of the exercise were to promote
ment systems, Auckland, 16 May 1996. efficiency, enable better customer service, and improve
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certainty and clarity where necessary. Our deliberatiotesm, and in enabling very large volumes of gross pay-
led to the adoption of a two-stage approach. In the finstents to be settled efficiently. However, there is consid-
stage, which was completed last year, we repealed #rable legal uncertainty as to whether different types of
Banking Act (which had become an anachronism), introetting arrangements would be robust in the event of the
duced a facility for non-transferable cheques, and sorfalure of one of the counterparties. Accordingly, the
amendments to enable truncationcheque processifig Reserve Bank’s key aims are to ensure that sensible busi-
These were seen as the more urgent areas for reform, a@ss practice within the financial markets is adequately
should be helpful in enabling banks to reduce fraud, irsupported by the law; and to achieve as much certainty as
prove efficiency, reduce costs, and speed up the chegussible, so that netting agreements can be entered into
clearance process. with full confidence that they can be relied upon in all
circumstances.
Although these changes to the law were enacted in June
1995, we have not yet seen much sign of general impl&e have cast our proposals for reform fairly widely, so
mentation of truncation arrangements, or of smarter @hat all forms of netting, both multilateral and bilateral,
rangements for dishonours. This is somewhat disappoiatt types of transactions, and all types of counterparties
ing given the potential cost savings that are presumalalse potentially covered. We are currently busy working
available, and given that cheque clearance times (still tygirough the submissions we have received on the discus-
cally 5-7 days) are a common source of complaints. sion paper. While objections have been raised to some
hope that the industry will be able to make some goespects of the proposals, we are hoping that we will be
progress on these matters before too long. able to find a way through these, and make some firm
recommendations to the Government for the legislative
A second stage of cheques law reform remains on treforms required within the next few months. While the
agenda, but we are not giving it a high priority at thigtroduction of RTGS will substantially reduce the extent
point. We are not aware of too many serious issues tloatpayments netting which occurs at present, there will
remain to be addressed, and it may well be the case thidtbe many netting arrangements which will benefit from
some areas which have caused some difficulty - suchths reform. Moreover, with respect to cross-border for-
the dishonouring of bank cheques - may be better aglgn exchange transactions, it seems quite likely that net-
dressed by the development of alternative technologiisg arrangements could play a significant role in reduc-
rather than by changes to the law. We are also well awarg settlement risks - and, indeed, netting schemes such
that cheque usage is now on a reasonably rapid decliae. ECHO are already in operation.
While I am not expecting that they will disappear entirely
in my lifetime, | think it is appropriate for the time beingThe “zero hour” issues are rather more straightforward.
to concentrate our efforts on some other priorities.  Current insolvency law provides that a court-ordered lig-
uidation commences from the beginning of the day on
which the liquidator is appointed, implying that any pay-
Netting and payments finality ments or settlement made after the beginning of that day
would have to be reversed. This would be contrary to the
In August this year, the Reserve Bank released two diginciples underlying the RTGS system, in particular,
cussion papers - on the enforceability of netting arrang&here it is envisaged that payments will be final and ir-
ments and on the so-called “zero hour” rule for the correvocable at the point they occur. The solution, in es-
mencement of a liquidatioh. sence, is to move the commencement of liquidation onto
a real-time basis, and ensure that the time of commence-
“Netting” is a process which - in various different forms ment of a liquidation, bankruptcy or statutory manage-
is widely used in financial markets. It occurs when pament is specified. These proposals should improve cer-
ties making payments to and from one another are abldgainty in all such cases, and appear to be widely supported.
set-off these payments, and settle only the net balance
due. When used properly, netting can be very helpfvlll Conclusion
both in reducing risk exposures within the financial sys-
The programme of payments system reform which | have
R o . Qutllned here is a major one - although it is very similar to
“Truncation” is a system which enables banks to “present
cheques to the paying bank branch by electronic means ratMéhat is happening in many other countries as well. New

than by physical delivery of the pieces of paper to the brangk€aland has been a world leader in some aspects of pay-
concerned.

For afuller description, see Sachin Zodgekar, “Banking law ré- ~ For a summary of the proposals, see Sachin Zodgekar, “Netting
forms: changes to cheques law and repeal of the Banking Act’, and payments finality: proposed changes to the law”, Reserve
Reserve Bank of New Zealagulletin, September 1995. Bank of New Zealan@ulletin, September 1996.
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ments system modernisation, but has lagged behind in
some other aspects. Alot has now been done to recognise
some of the problems which have accumulated, and in
some cases the implementation of solutions is well ad-
vanced. A good deal remains to be done, and | expect
that we will be busy working on these various areas for
some time yet. Once the process is complete, | hope that
we will have the kind of system that | described earlier in
this paper - one that is both efficient and sound; both in-
novative and reliable; both responsive and resilient.
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