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T Central Bank of Nigeria And The Payments System
by
Dr . A, Uduebo, mni
1. Introduction

Let me begin by expressing my deep appreciation to the Director of Research of the Central
Bank of Nigeria for the honour of inviting me to participate and present a paper to the Bank
Executives at this seminar. It is my hope that the pa r will make positive contributions to the
attainment of the stated objective of the seminar.

I also wish to congratulate the Central Bank of Nigeria for the choice of the central theme of
the seminar; namely, self-appraisal & e performance of the Bank against the background of the
prevailing economic situation and the mounting public criticisms of the role of the Bank in the
management of the Nigerian economy. [ regard this as a bold and courageous initiative. Against
this background of observed public criticisms and concern, the fo s of the seminar
could not have come at a better time. In this context, I consider the issue of the Bank and the
payments system, the topic of this paper, as most appropriate and relevant.

As you all very well know, the payments system of any country is the mechanism for the
settlement of business and personal transactions, thus providing a link between the real sector and
the financial sector. The central bank and the commercial (clearing) banks are the main
participants in the payments sysiem.

In any modern economic society, the need for a functioning and efficient payments system is
very obvious. Modern economies have developed or are developing multilateral payments systems
in response to the sophistication in the development of economic activities, having developed
beyond the stages of barter and bilateral systems of payments. This permits the settlement of
financial obligations for eco mic operators no matter where such transactions are madc. For the
payments system to function efficiently, it is important that the financial system is properly
developed and efficient, and other participants in the sysiem support and prot e its smooth and
efficient functioning. In particular. the Central Bank must play a leading role by encouraging the
introduction of appropriate payments instruments and formulating policies supportive of the
efficient functioning of the payments system.

The rest of this paper, limited to the Nigerian payments system, is divided into four main
parts. Part I outlines the payment instruments in Nigeria. Part IIl examines the role of the Central
Bank of Nigeria in the payments systein while an attempt is made in Part I'V to proffer solution to
the problems. Part V contains the summary and conclusions.

2. Instruments of the Payments Sy m

The instruments of a payment system can be grouped into three broad categories. namely,
currency or cash comprising bank notes and coins; paper-based (non-cash) instruments such as
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cheques, debit cards, credit cards and bank drafts; and paperless or electronic instruments such as
automated tellcr machines. Other payments instruments are postal orders, money orders. vouchers
and pre-paid cards.

Cash or Currency

Cash or Currency is the legal tender bank notes and coins issued by a country - the Naira in
Nigeria. In Nigeria. cash or currency is the most important acceptable payments instrument. Largely
as a result of dwindling confiden in the financial system and payment by cheques, most‘pcople
(except perhaps large-scale cnterprises and the government) prefer payment in cash. The conse-
quent high demand for cash has led to sharp increases in the volume of currency in
circulation and currency outside banks, For example, the amount of currency in circulation
inc  ased nearly six-fold between 1990 and (994, while in the same period currency outside banks
increased by slightly morc 1an six-fold. It is relevant to observe that in the same period, the
expansion in national output was minimal, with the GDP annual growth rate of a mere 2.8 per cent
from MN90. 4 billion in 1990 to 101.0 billion in 1994, Simila ~, in the same period. the
ratio of currency outside banks to total nioncy supply (M1) was relatively high compared to what
obtains in the devcloped and some other developing countries where, in contrast to the situation in
Nigeria, the use of currency in making payments is inversely related fo the stage of economic
development in the country. The holding of large cash balances by most individuals and corporate
bodics, has. however, proved beneficial to the economy by keeping economic activitics going
even during periods when banks close their doors to the public or are unablc to mect customers'
demand for cash.

Payment in cash has  own risks. These include the risks of being attached by arned robbers
resulting in loss of the money and/or life, and fear of accident; costs in terms of transportation and
time if the payment has to be made in a distant place; and in respect of the beneficiary, the fear of
being paid in counterfeited bank notes and coins. Similarly, the increasing demand for cash has
additional cost iraplications for the currency issuing authority in terms of production, storage,
handling, distribution, security and destruction. Besides, the large amount of currency outside
banks, part of which could have been put in deposit accounts in the banks, implies reduction in the
credit base of the banks.

Cheques and Paper-based Payment Instruments

In Nigeria, the next most important instruments for payments, after cash, are cheques and
paper-based instruments. They are not as dominant in the payments system as in the advanced
countries. Of this category, cheques and drafis are most widely used for the settlement of contrac-
tual financial obligations maily through bank clearing, Incrcased use of these instrunents,
hinges crucia i the growth and efficient functioning of the banking sector.

It is generally belic :d that thc growth in the use of cheques and other paper-based
instruments in Nigeria has not been commensurate with the openness of the economy. In contrast
to the six-fold increase in currency outside banks and currency in circulation during the period
(1990 to 1994}, the number of cheques cleared through the nation's clearing house system increased
t_ less than two-fold (1.5-fold), although the lue of the total cheques cleared increased
more than six-fold, implying that although the in.  ase in the number of cheques was modest, the
value of the cheques issued was relatively large. The slow growth of the use of cheques for the
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small and diminishing. Similarly, various types of vouchers (petrol and luncheon), which uscd to
be popularly used. have declined in their importance.

Lastly. the pre-paid phone cards recently introduced by NITEL is cxpected to facilitate
patronage of telephone service but its impact on the payments system is not expected 1o be
significant.

3. The Responsibilities of the Central Bank in the Payment System

The Central Bank of any country has a central role to play in the development of the payments
system by planning and co-ordinating the desirable payments system. that 1 cnsure public
confidence in the system, facilitate the smooth and effective performance of the banking sysiem and
promote sustainable economic development in the country.

A major responsibility of the Central Bank of Nigena relating to the pay  nis system is that
the Bank has the sole night of issuing notes and coins which constitute the legal tender in Nigeria.
As stated in Section 18 of the Central Bank of Nigeria Act, 1958:

The Bank shall have the sole right of issuing notes and coiny
throughout Nigeria and neither the Federal Government nor
any State Govermment nor any ather person shall issue currcncy
notes, bank noles or coins or any documents or tokens payabie
to bearer on demnand being docunients or token which are likely
to pass as legal tender.

Furthennore, as provided in Section 19 of the Act. the Bank is required to make the necessary
arrangements for the printing of notcs and minting of coins as well as issuing the notes and coins.
Thus. the Bank ensures adequacy of legal tender notes and coins for payvments, This was the first
legal function carried out by the Bank to sustain the payments system.

From its inception also. the Central Bank of Nigeria was charged with the responsibility of
cnsuring a viable payments system. Section 29(s)(1} of the Bank Act provides as follows:

The Bank mav. promote the establishment of bank clearing
systems and give faci....es for the conduct of clearing husiness
in premises belonging to the Bank.

Also in Scction 42 of the Act, it is provided that:

It shall be the duty of the Bank to facilitate the clearing of cheques
and other credit i, vuments for banks carrving on business in
Nigeria. For this purpose the bank shall, at any appropriate time
and in conjuction with the other banks, organize a clearing house in
Lagos and in such other place or places as may be desirable m
premises provided by the Bank.

Conscquently, after commencing operation in July 1939, the Central Bank of Nigeria in May
1961, established the = : clearing house in Nigeria — the Lagos Clearing House. Thereafier. as
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of money withdrawable by cash.

It is important that the high dominance of currency in the payments system be gradually
reduced. It is expected that this will be made possible if cheques become more widely used and
payments through other insiruments expand.

The clearing system needs to be further improved in several ways:

(i) The physical environment of the Lagos Clearing House needs some attention to make it
conducive for increased productivity.  re importantly, it should be automated as quickly
as possible.

(i) As a matier of urgency, the Central Bank should institute a mechanism for the prompt
settlemen fclearing  sitions. At the moment, banks are allowed to accumulate huge
sums in clearing positions, a practice that has helped to conceal the true state of
financial stress in some of the banks. It is suggested that graduated minimum balances
inre ntode sits or observed clearings be maintained by the clearing banks in the
Central Bank,

The implementation of the MICR programme which is expected when fully completed to
enhance the speed, scale and efficiency of the cheque processing system should  speeded
The uncompleted phases of the programme should be properly rescheduled and completed; all
bottle-necks in the implementation of the programme, such as inadequate supply of MICR
cheques to the banks and inadequate MICR installed equipment should be removed. Given
that the equipment have started to breakdown even beforet  programme has fully taken off,
it is suggested that the issue of equipment be critically examined and a firm decision taken.
As it does not appear that the equipment can stand the test of time, it is suggested it the
equipment be discarded and replaced with a different and new type of equipt ot It is also
recommended that encoding of all  CR cheques be done by the NSPMC, as against the
current practise of each bank encoding for itscif.

Although the electronic funds transfer system of payment can make positive contribution to
the Nigerian payments system, its introduction to the Nigerian banking system is hot
recommended at this point in time. To introduce it now would amount to overioading the
payments system with payments instruments when most of the basics are not working
efficiently. It is preferable to see the instruments so far introduced
functioning efficiently before introducing new ones.

§ mary and Conclusions

The paper examined the current state of the payments system and the role of the Central Bank

in the process. It examined the various payments instruments particularly those used in Nigcria,
including currency or cash, cheques and paper-based instn  nts, electronic
payments instruments, as well as other payments instrume, such as postal and money orders.
vouchers and pre-paid cards. It noted that currency is the most acceptable payment instrument
and the demand for it continues to grow as lack of trust and confidence continues to grow in
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payment by cheque. It also pointed out that although currency ensures certainty for the value
contracted. it entails risks of counterfeiting and loss to armed robbers as well as the disadvantage of
bulkiness in making large payments. It also »>ted that payment by cheque is the next most
important payment instrument. Unlike other countries, cheques are not readily accepted in Nigeria
because of lack of trust and confidence in the instrument, long clearing period and other
problems such as forgeries. theft and fraud. + 1er payments instruments have not made significant
impact on the payments system.

The paper also examined the role of the Central Bank in the payment system and concluded
that the Central Bank has a crucial role to play in planning and co-ordinating measures to promote
the smooth and efficient functioning of the payments system. It also highlighted the major
problems in the payments system, particularly those relating to the use of currency and cheques and
made appropriate proposals for improving the system. The paper is of the view that if the problems
surrounding the use of currency and cheques, particularly the latter, are removed, the payments
system could function cfficiently.

In conclusion, efforts to improve the smooth and efficic  unctioning of the payments system
should given urgent attention. In particular, the Central Bank should assume greater
responsibility than hitherto in this direction as well as in another complementary area (bank
supervision) that has importani relevance for the functioning of the payments system. An efficient
payments system coupled with effective bank supervision will, in turn, facilitate implementation of
economic policies.
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