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Gover nors:

The d earing House Association L.L.C. (“The Cearing
House”)' is pleased to comment on the proposed changes to Part |1
of the Board's Policy Statenent on Paynent System Risk.® The
proposed changes woul d:

1. Clarify the scope of the Policy Statement nmaking it
clear that it covers paynment systens operated by the
Federal Reserve Banks.

2. Clarifies the risk-mnagenent expectations for al
syst ens.

! Formerly named The New York Clearing House Association

L.L.C. The Clearing House is affiliated with The Clearing House
Payments Company L.L.C., which operates the Clearing House
Interbank Payments System (“CHIPS,” a funds-transfer system),
Electronic Payments Network (“EPN,” an automated clearing
house), electronic-check presentments, and physical-check
exchanges.
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3. Updat es the section dealing with system cally inportant
paynent systens by incorporating the Core Principles
for Systemically Inportant Paynent Systens (“Core
Principles”), which replace the Lanfal ussy M nimm
St andards that have been an essential part of the
Policy Statenment for 10 years.

4. Revi ses the section on systemically inportant
settl ement systens by adopting the Recommendations for
Securities Settlenment Systens (“Recommendations”).

The d earing House applauds the Board’s efforts to keep its
Policy Statement up-to-date and consistent with internationa
norns. These efforts, if followed consistently by regulators and
central banks around the world, will ensure that paynent systens,
especially systenmically inportant systems, the world over are
held to the sane standards and that those standards reflect the
best current thinking on safety and soundness for paynent and
securities settlement systens.

W al so support the Board’'s decision, consistent with Core
Principles, to subject the Reserve Banks’ paynment systens to the
same standards as their private-sector conpetitors. Although we
recogni ze that Fedwire and the Reserve Banks’ other paynent
systens have achi eved high | evels of safety, soundness, and
resilience that have net or exceeded international norns, the
Board’ s decision to explicitly subject themto its policy is an
appropriate step and denonstrates the Federal Reserve’'s
cormitment to a level playing field for public and private-sector
syst ens.

2 69 Fed. Reg. 22,512 (Apr 26, 2004).
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Qur coments on the particular issues raised by the Board
foll ows:

1. Do the benefits of a bright Iine quantitative threshold
based on a systenis daily gross settlenent val ue
out wei gh the costs of using nore conplex factors to
determ ne whether a systemis covered by the policy?
Shoul d nore qualitative or judgnental criteria be used
instead? |If a quantitative threshold is appropriate,
does a threshold of $5 billion a day continue to be
reasonabl e? Should other quantitative criteria be
consi der ed?

The C earing House and its nmenber banks believe that the
guantitative criteria proposed are appropriate. The use of
guantitative criteria will ensure that each system knows whet her
it is covered by the Policy Statenent. |If qualitative standards
were to be used, there would be the risk that different exam ners
and regulators could interpret the standards differently and
apply theminconsistently across networks. W believe that if
the threshold is set at an appropriate level, a quantitative

neasure will capture all the systens that need to be captured,
and that this approach will result in a level playing field anong
systens. In this regard, we believe that the $5 billion per day

remai ns a reasonabl e threshold. The Board may, however, wish to
reassess the threshold periodically and every five years or so
request public comment on whet her the threshold should be raised
inlight of inflation over the intervening period.

2. s the definition of what constitutes a system and
explicit exenptions fromthis definition, reasonable
and appropri ate?

The C earing House agrees that the definition of what nakes
a systemis reasonabl e and appropriate. The excl usions
(bilateral relationship such as traditional correspondent banking
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and traditional government-securities clearing services) are al so
appropriate. W believe that the exclusion for clearance or
settlement systens for exchange-traded futures and options are
al so appropriate, nore for the fact that these systens use
central counterparties, making themnore like bilatera
arrangenents that are excluded fromthe policy, rather than
differences in regulatory oversight. To the extent that these
systens are sinmlar to the paynent and securities-settlenent
system covered by the Board's policy, we would encourage the
Board to work with the CFTC and the SEC to bring them under
simlar safety and soundness standards.

3. Do the general policy expectations of a sound
ri sk-managenent framework, laid out in part B of the
revised policy, give nore structure and specific
gui dance to system operators and participants than the
current policy’s primary focus on types of risks and
t he general need to manage these risks?

The d earing House believes that the risk-mnagenent
framework set out in Part Bis clear and appropriate. It is a
di stinct inprovenent over the current, nore general standards.

Wth respect to the general policy expectations, The
Cl earing House believes that it would be hel pful for the Board to
include in the discussion of the risk-identification and
ri sk-managenent criteria sone consideration of the risks that
institutions can present to systens by not managi ng their
custoners’ direct access to paynents system Paynments systens
depend on their participants to nanage their activity to ensure
that they can neet the obligations they incur on the system 1In
sone i nstances, however, financial institutions have entered into
arrangenents with custoners or third-party service providers that
all ow the customers or service providers to send transactions
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directly to a paynment systemwith the financial institution
exercising little or no oversight over what is being sent inits
name. At the end of the day, of course, it is the financial
institution that is responsible for these paynents; institutions
run significant individual risks and al so can present significant
risks to the other participants and their customers if they do
not exercise an appropriate | evel of oversight over these
arrangenents.

W believe that the Board's policy should require systemns
(i ncludi ng Reserve Bank systens) (i) to have in place
requi renents that an appropriate authority (board or senior
managemnent ) approve any direct-access arrangenent, and (ii) that
each system provide tools for institutions to manage the risks
that arise fromallow ng custoners or service providers to send
paynents directly to the system These controls should include
at a mnimumgross debit limts. W strongly believe that the
Board shoul d consi der naki ng use of these tools nandatory.

4. I n applying the Core Principles and the
Reconmendati ons, do the six criteria presented in the
proposed policy appear reasonable for determning if a
systemis systemically inmportant? Are there other
factors that the Board shoul d consider when determ ning
whet her a systemis systemcally inportant?

The C earing House believes that the six criteria that the
Board proposes to determne if a systemis systenmically inportant
are for the nost part appropriate. The Board may wi sh to add a
seventh criteria: whether a failure of the system woul d cause

significant or extended |oss of investor or consuner confidence.

* * * * *
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W hope these comments are hel pful. |[|f you have any
guestions, please call Joseph R Al exander, Senior Counsel, at
(212) 612-9334.

Very truly yours,



