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ABSTRACT

Clearing has been an important part of the banking system and will always remain a
part of it for years to come. Clearing in banking indicates the transfer of fund from one
person to another. This clearing of the fund can take place in 2 ways either through
cash or through cheque. There has been no major change in the cash transactions
except for the changes in the value of money. However, the cheque clearing system has
undergone lot of changes. The origin of cheque can be traced back to the first century
AD, where banks in and around Persia used to issue letters of credit called “Sakks”
wherein the banks used to pay the identified payees as per the instructions. This
eliminated the cumbersome process of carrying money or gold which was very risky.
Changes have taken place in cheque clearing over the period of time. From ordinary
cheque clearing to MICR clearing and finally to the latest in clearing ‘Cheque
Truncation System’. This is a conceptual paper which tries to explore the changes that
have taken place in the bank clearing system in the past, present and will also try to
visualise the future of bank clearing.

Keywords: Cheque Truncation, MICR clearing.

1. INTRODUCTION : - National electronic fund transfer (NEFT)
- Card based clearing (CBC)

- Pre-paid payment system

- Mobile payment system

- Online payment systems

Clearing in the banking or finance sector
means all the activities that are done from the
time a commitment has been done for a
transaction up to the time of settlement of this
commitment. This essentially speaks about the 2. OBJECTIVES :
payment aspect of the transaction, which is the
major part in settling any commitments.
Payments can basically be of two types, that is
either cash payment or non-cash payment.
There has been no major change in Cash
payment system which has been a major
source of payment. The only change has been 3. RESEARCH METHODOLOGY :
the types of currency used or the value
associated with it. This is not the same with
regards to the non-cash payments, which has
been changing from time to time based on the
need and trend in the economy. To hame a few
of these non- cash payment are;

Cheques

Electronic clearing system (ECS)

Real time gross settlement (RTGS)

Electronic fund transfer (EFT)

The main objectives of the study are to know

1. The history and evolution of cheque
clearing system.

2. The types of cheque clearing or paper-
based clearing in banks

Since this is a conceptual paper, the data is
collected mainly through secondary sources
and then analysed to meet the objectives. Also
certain unstructured interviews were done with
the managers of certain banks to know things
in detail.

NON-CASH PAYMENTS:

Of the various non-cash payments Cheques or
the paper based instrument is the major one.
The use of paper-based instruments (like

Amith Donald Menezes et al, (2017); www.srinivaspublication.com PAGE 46


mailto:amith.menezes@yahoo.co.in

International Journal of Management, Technology, and Social
Sciences (IJMTS), ISSN: 2581-6012, Vol. 2, No. 1, June 2017.

cheques and drafts etc.) accounts for nearly
60% of the wvolume of total non-cash
transactions in the country. In value terms, the
share is presently around 11%. By going
through this statistics, it is apt that we consider
the changes that have taken place in the
clearing system of these paper based
instruments.

4. HISTORY AND EVOLUTION OF
CHEQUE CLEARING SYSTEM :

Cheques in India were first introduced by
Bank of Hindustan, a joint stock company/
bank which was established in 1770. In 1827
Post Bills were introduced by British. These
were the promissory notes that were issued by
the bank on a distant place, the holder would
be paid on acceptance after a specified
particular number of days.

In 1839, buying and selling of the bills of
exchange was started by the Bank of Bengal
and it became a part of business to be
conducted by them. In 1881, the Negotiable
instruments Act (NI Act) was passed which
formalised many things including the usage
and characteristics of instruments such as
cheque, bill of exchange & promissory note.
This act was the legal framework for all the
non-cash paper payment instruments in India.
With the slow & steady growth in the volumes
of commerce and trade and the growing
confidence of the public in the usage of
cheques & other paper based instruments, the
transactions through these payment
instruments also grew at a rapid pace. Initially
the Bank employees had to frequently walk to
other banks, collect cheques and drafts, and
present them to the drawee banks and then
collect the cash over the counter [1]. This
brought into picture the risk of the instruments
being lost in transit and also that this system
could be viable only for a small volume of
cheques.

As the banking system started developing, the
volumes & turnover of cheques also started
increasing, which created the need for an
organised cheque clearing & processing
system. The clearing associations were started
by the banks in the presidency towns. The
final settlement between member banks was
done by means of cheques which were drawn
upon these presidency banks. Once the
Imperial Bank was set up in 1921, the

settlement was effected through cheques
drawn on this bank.

The clearing house rules were first adopted by
the Calcutta Clearing Banks Association in
1938. This association had 25 large banks as
its members & 8 sub members. There were 2
ordinary clearings on each business day
excluding Saturday[2]. This association did
not cover many other banks in Calcutta &
hence they started a group call the
Metropolitan Banking Association with 50
members. The association conducted the
Metropolitan  Clearing House in 1939.
Subsequently in 1940 they arrived at an
understanding with the Calcutta Clearing
House. Similarly in Bombay we had the
Bombay Clearing House [1].

After the Reserve Bank of India (RBI) was set
up under the RBI Act 1935, the clearing
houses that were setup in the presidency towns
were taken over by the RBI.

5. TYPES OF CHEQUE CLEARING OR
PAPER-BASED CLEARING IN BANKS :

5.1 TRADITIONAL CLEARING:

Daily cheque clearing was initially started in
1770 wherein the bank clerks used to meet
each other to exchange their cheques and settle
their dues or balances if any through cash.
This system was also followed in India too
wherein the bank employees used to walk to
other banks with the cheques provided by their
customers for clearing. These cheques were
presented to the respective drawee banks and
the amount was collected over the counter.

5.2 MANUAL CLEARING/ HAND SORT
CLEARING:

As discussed previously, with the formation
of clearing houses in the metropolitans and
other presidential towns the settlement in cash
vanished & was replaced by new system. Here
the clerks or the representatives of the various
banks use to meet at a central point, known as
the clearing house to exchange their cheques.
Once the claims on cheques were settled, the
balance amount was paid by the banks through
the cheques of the presidential Banks. This
settlement was later changed to the respective
Clearing House bank cheques or the RBI
cheques.

5.3. CLAIM BASED SETTLEMENT
SYSTEM:

The first major step to be done in the process
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of modernisation of payment system was the
computerisation of clearing operations. The
claim based settlement system (CBSS) was
introduced in the early eighties at Delhi,
Mumbai and Chennai. This system used
Microprocessor based computer system for
generating the settlement reports which were
based on the input statements which had the
aggregate amount of claims or cheques
presented by one bank over the other in the
clearing house [3]. Due to the errors in manual
sorting and balancing, the settlement &
balancing of clearing cheques used to take a
lot of time. Hence this system of settlement
was introduced.

5.4. MICR CLEARING:

The Magnetic Ink Character Recognition
(MICR) system or format was first developed
in 1950’s by Stanford Research Institute &
General Electric Computer Laboratory[4].
This is a technology wherein the cheques are
processed mechanically with enhanced speed.
The existing cheques were redesigned with the
introduction of 9 digit MICR codeline at the
bottom of the cheque. These machine readable
9 digits MICR numbers identified its city,
through its postal code. This also helped the
clearing houses to sort the cheques based on
the bank & branch wise & ultimately help the
clearing house to deliver these cheques to the
respective bank branches. This system was
introduced in 1986 for the first time in India at
Mumbai. By 1989, this MICR clearing system
was fully operational in all the metropolitan
cities. Subsequently by 1990°’s it was
operational all over the country.

5.5. INTER-CITY CLEARING:

The 4 metro cities, Mumbai, Delhi, Chennai
and Calcutta were covered by this 2 way inter-
city clearing. As per this system, any inter-city
cheques which are drawn on any of these 4
metro cities were being processed at the MICR
clearing house & sent to the drawee centre to
be integrated with the clearing of the local
centre. The extension of this system to all
other major cities was called as “Regional
Grid Clearing”.

56. MAGNETIC MEDIA
CLEARING SYSTEM (MMBCS):
This is also known as floppy based clearing
system. This is based on the in-house software
of RBI, wherein the clearing data that is the
funds cleared or returned are submitted in

BASED

floppies to the clearing house and based on
which the clearing is conducted. This was a
step towards complete automation of the
MICR cheque processing & clearing system
[5]. This system covers all the different types
of clearings except inter-city clearing.

5.7. HIGH VALUE CLEARING:

This type of clearing was first introduced on
April 1989 in Chennai. This system was used
to settle large value based cheques in major
cities especially the ones where RBI had its
branches. The banks within a certain
geographical area of the clearing house used to
present cheques of large value, especially
above 1 lakh within a certain cut-off time to
the clearing house [6-7]. The return clearing is
held through floppy based clearing by the
close of the banking hours on the same day.
With the introduction of RTGS & other
electronic payment sytem it lost its charm &
finally in March 2010, this clearing was
discontinued.

5.8. SPEED CLEARING:

This clearing refers to the processing of the
outstation cheques through local clearing.
Usually the outstation cheques are sent for
collection to the respective bank branches
through post or courier. This cheque may take
7 to 21 days to clear and also may incur certain
clearing charges [8]. This system was
introduced in June 2008. This is a part of the
existing MICR Clearing, the only difference is
that we can clear cheques that are drawn on
core banking branches which have a branch in
that city.

59. EXPRESS CHEQUE CLEARING
SYSTEM (ECCS):

Apart from the 66 cntres which used the MICR
system, there were yet another 1,093 locations
which were known as non-MICR centres.
These centres were using the Magnetic Media
Based Clearing Software (MMBCS) which
helped these centres in automating the manual
process of running these clearing houses [9].
With the growing need for improved
technology along with the core banking &
graphic interface created pressure on RBI to
go for something new. Hence in 2011 State
Bank of India (SBI) under the advice of RBI
along with the help of Software Company
developed Express Cheque Clearing System
(ECCS). This system helped the non-MICR
centres to have a better control on the clearing
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activities.

5.10. CHEQUE TRUNCATION SYSTEM
(CTS):

This is a logical progression of MICR clearing
because the main problem with MICR system
was the physical movement of cheques. With
the main objective of increasing the efficiency
and reducing the cheque processing time, the
cheque truncation system (CTS) was
introduced. CTS is an electronic process
wherein the physical cheque is stopped at the
presenting bank itself and only the electronic
image of the check is passed on to the paying
bank. The physical cheque remains with the
presenting bank itself. The paying bank
cheques the image & clears the funds based on
the information provided to them by the
presenting bank in the form of electronic
media. This system was first introduced on
February 1, 2008 at NCR (National Capital
Region), New Delhi, and presently it has been

. 12%% 24104
B

rolled out in other major regions all over India
through Grid system[10].
If we have a look at the various types of
cheque clearing systems, they can be mainly
segregated into the following three categories.

e Traditional and Manual Clearing

system

e MICR Clearing system

e Cheque Truncation system
Let us see these in detail.
TRADITIONAL AND
CLEARING SYSTEM:
These systems were the old type wherein the
manual work of the bank clerks and officers
were prominent. It was a tedious work for
them to carry the cheques and do the clearing
activity. The time taken for this clearing type
was more and it was also a costly affair. The
risk of the instruments being lost in transit
were also more

- Cheque Format: (Traditional)

AT

MANUAL

Figure 1: Format of Traditional Cheque

This is a format of a traditional
clearing cheque, wherein each bank
had its own format of printing the

L] T S el D
)
i
|

S ROPEES T s e e

[+

SISt din
Indian Bank

cheque [11]. There were no
standardised fields or format for
elements of the cheque.

Cheque Format ( Manual/Hand sorted)

Dato: B 20 ..

... W1 €M7 W1 OR BEARER

Figure 2: Format of Non-MICR cheque

Then came the era of Hand-sorted or Manual

clearing system, the above cheque shows the
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format of that era. This type of cheque is now
popularly known as the Non-MICR cheque.
These cheques were slightly better than the
traditional or old aged era. Here there was a
standard format for each elements of the
cheque [12]. Still the branch names and other
details such as account numbers were needed
to be written or hand sealed. Slowly in the
later stages of the era they started to have
personalised cheques, whichwere cheques with
name of the account holders and their account
numbers being printed on them.

MICR CLEARING SYSTEM:

To overcome the shortcomings of the hand-
sorted or manual clearing system a new system
known as The Magnetic Ink Character
Recognition (MICR) system was introduced.
This system simplified the clearing process. It
helped in sorting the cheques at a faster pace
with the help of machines, which reads the
MICR codes which were punched on them by
the presenting banks. The MICR band has
various information like the city, bank, branch
and amount which are used by the clearing
house to segregate and sort these cheques to
various banks.

Cheque Format:

Date
here
NK LTD PAYABLE AT PAR THROUGH CLEARING /TRANSFER AT AL ES
A.rnoa.mt m 2
Payee's OR BEARER

RUPEES

i

SBA/cNo. | 000000000000 |
3

Branch
Details

. Mew Building, Nr Police Station
§ |E. Road, Raipur 492001
GS/NEFT IESC : XXXX0000000

Y920k 002 0 =

Mcocount
No

Strike out
“BEARER"™ to
make it payable
to order

VIICR - City
code,/ Bank
code,/ Br

Code Aarea

Date

MName
Customer
RS MName

Avrmount
Signature # in
Area MAnil Kumar Figures

nDoooosi =

Figure 3 : Format of MICR cheque

The above format shows the description of the
MICR cheque. The various elements of the
cheque are standardised. It also includes the
branch address and IFSC number of the branch
and at the end there is the MICR band which
gives the details regarding cheque number,
city, bank, branch, cheque type etc. which
helps in the faster processing of cheques in the
clearing house.

CHEQUE TRUNCATION SYSTEM:

The main drawback of MICR clearing system
was that in spite of the use of technology and
increasing the processing speed there was the
problem of physical movement of the cheques.
This resulted in unnecessary wastage of time
and money, also it increased the risk of frauds.
To overcome all these problems a new system
of clearing the Cheque Truncation System

(CTS) was introduced. This system stopped
the physical movement of cheques at the
presenting branch level itself and only the
electronic image with other MICR details are
transferred to the clearing house for
settlement. This will further increase the
efficiency of the clearing system by reducing
the time and cost aspect involved in the
previous systems [13-14]. This system also
introduced a new standard format of cheque,
which will further reduce the risk of frauds in
the paper based clearing system.

Cheque Format:
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A Cheque in new format

oD ——- CLLLITIT)

Dretails —

Fary, Q ; o s o Cegier
Fougeaes 604 ﬁ:

: P AP |

B v se]rnmsomcoam

' (S

i D |

f

e *O00 779" COOO0T000 4 CODODO0E A0

1.B
2. Voud pantograph
3. Cheque pnnter details/CTS-2010

ank’s logo printed with invisible Iink (ultra-violet ink)

4 Symbol
5. Signature space indicator

Figure 4: Format of CTS-2010 cheque

The above format shows the new format which
is known as “CTS-2010" cheque. These
cheques have certain additional security
measures as shown above. It has the banks
logo printed in ultra violet (U/V) ink and it
also has a void pantograph which denotes the
cheque being CTS-2010 compliant.

6. CONCLUSION:

Cheque clearing is the most important activity
of any banking institute. It is an activity based
on which the funds are transferred from one
person to another or in another terms it is the
process by which a transaction is completed.

In this paper we have seen what payments are
and the various types of payments. We focused
more on the cheques or the paper based
clearing activity, where in we saw the
evolution of cheque clearing system. Also we
briefly discussed the various types of cheque
clearing systems that has evolved over time.
From the traditional clearing system where the
clerks use to go to various banks to clear and
settle the dues to Hand-sorted system, where
bank people use to meet at a central point and
settle the difference through cash or central
bank cheque. As the volumes increased along
with technology the MICR system came into
limelight which helped the processing of
cheques at a faster pace and hence increased
the efficiency of the cheque clearing system.
In spite of all these changes the physical
cheques were still moving from the presenting
banker to the clearing house and finally to the
settling banker. In order to avoid this and also
to reduce the cost and time wasted with this

activity a new system called Cheque
Truncation System (CTS) is introduced.
Presently this CTS system is in existence and
is working on a grid clearing system. With
CTS cheques from any core banking branch
can be cleared at one go as a local clearing
cheque.

In future we may also move towards the
Remote Cheque Deposit system, which is
prevailing in some of the countries. Through
this system a person can take a photo of a
cheque and send the image to their branch and
ask the bank to process the instrument for
payment without the physical instrument being
presented by the customer.

Hence we conclude that cheque clearing has
evolved over time from the traditional to the
more modern CTS system, with the objective
being fast, safe and secure.
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