FEDERAL RESERVE SYSTEM
[ Docket No. R-0974]

Enhancenent of Federal Reserve
Net Settl enment Paynent Services

ACGENCY: Board of Governors of the Federal Reserve System

ACTI ON: Noti ce of Proposed Service Enhancenent; Request for
Comment

SUVMARY: The Board is requesting comment on a proposal for the
Federal Reserve Banks to offer an enhanced net settl enent service
to depository institutions. The proposed service would conbi ne
and i nprove selected features fromthe Reserve Banks' existing
net settlenent services.

Under the proposal, the Federal Reserve Banks woul d
of fer an enhanced and fully automated net settl enment service that
woul d provide participants in clearing arrangenents using the
service with finality of settlenment intraday on the settl enent
date. The service would facilitate inprovenents in the
operational efficiency of clearing arrangenents by providing the
settling participants in such arrangenents with an on-1line
mechani smto submt an electronic file of settlenment information
to the Federal Reserve. Besides providing operational
i nprovenents, the enhanced service is intended to facilitate a
reduction in the duration of settlenment risk for private-sector
cl earing arrangenents.

DATES: Coments nust be received on or before August 11, 1997.

ADDRESSES: Comrents should refer to Docket No. R-0974 and may be
mailed to M. WlliamW WIles, Secretary, Board of Governors of
the Federal Reserve System 20th Street and Constitution Avenue,
N. W, Washington, D.C. 20551. Comments may al so be delivered to
the Board’s mail room between 8:45 a.m and 5:15 p.m on
weekdays, and to the security control roomat all other tines.
The mail room and the security control roomare accessible from
the courtyard entrance on 20th Street between Constitution Avenue
and C Street, NW Coments will be available for inspection and
copyi ng by nenbers of the public in the Freedomof Information

O fice, Room MP-500, between 9:00 a.m and 5:00 p.m weekdays,
except as provided in Section 261.8 of the Board' s Rul es
Regarding Availability of Information.

FOR FURTHER | NFORMATI ON CONTACT: Jeffrey Marquardt, Assistant
Director (202/452-2360), Paul Bettge, Mnager (202/452-3174),
Myriam Payne, Senior Analyst (202/452-3219), Division of Reserve



Bank Operations and Paynent Systens, Board of Governors of the
Federal Reserve System for the hearing inpaired only,

Tel ecommuni cati ons Device for the Deaf, D ane Jenkins
(202/ 452- 3544) .

SUPPLEMENTARY | NFORMATI ON:
| . Background

The Federal Reserve Banks provide a variety of services
to depository institutions. |Included anong these services are
the distribution of currency and coin, the processing and
col l ection of checks, wre transfers of funds, wire transfers of
securities against paynent, and automated cl earing house (ACH)
paynents. In addition, the Federal Reserve Banks support a
vari ety of clearinghouses and other clearing arrangenents by
provi di ng net settlenent services to depository institutions that
participate in the arrangenents.

Cl eari nghouses and simlar arrangenents for checks and
for electronic paynents, such as ACH, Automated Teller Machine
(ATM, and Point-of-Sale (POS) networks, have typically been
organi zed as groups of three or nore participating depository
institutions that exchange paynent instructions, account for the
val ue exchanged, and settle balances on a nultilateral net basis.
These settlenments are a critical function of the clearing
arrangenents. Typically, a net amount is conmputed that
represents the difference between what is owed by each
participant to all others fromthe exchange of paynent
instructions during a netting cycle and what all others owe the
participant. For sone participants, the difference is a net
debit. For others, the difference is a net credit. These
multilateral differences are then settled by participants. The
Reserve Banks’ net settlenment services facilitate settlenents by
provi di ng mechani sns for transferring funds between the Federal
Reserve accounts of the settling participants in a clearing
arrangenent . !

Currently, two types of net settlenent services are
of fered by the Reserve Banks. In the first, which is the

A settling participant in a clearinghouse that uses a
Reserve Bank net settlenent service is a depository institution
whose account at a Reserve Bank is debited or credited in order
to transfer the funds needed to conplete settlenents. In
contrast, non-settling participants typically conduct settlenents
through a settling participant.



traditional nodel of the Reserve Banks' net settlenent service, a
settlenment sheet (in either paper or electronic forn) containing
the net position (net debit or credit) of each settling
participant in a clearing arrangenent is typically provided by
the arrangenent, or a settlenent agent, to a Reserve Bank on the
settlenent day (day T). Net debits and credits are then posted
(often manual ly) by the Reserve Bank to participants’ Federal
Reserve accounts on day T. Posted credits represent avail able
funds for the purposes of intraday cash managenent and over ni ght
reserve managenent. ?

Many Reserve Banks, however, reserve the right to
reverse settlenent debits and credits, if a settlenent debit
posted to a Federal Reserve account is not covered by the
norni ng, or in some cases, early afternoon, of day T+1. This
met hodol ogy creates the possibility of a settlenent failure for a
cl earing arrangenent on day T+1 with respect to the settlenent on
day T. Further, because these dating conventions refer to
banki ng days, day T+1 may occur on the third or even fourth
cal endar day follow ng settlenent, after a holiday weekend. This
policy of providing next-day finality increases the duration of
settlenment risk for private sector clearing arrangenents.

In 1990, the Board approved a second type of net
settlenent service for national, snall-dollar clearing and
settlenment systens. This service provides sane-day finality (day
T) to participants and was nodel ed after the CH PS (C earing
House I nterbank Paynments System settlenment arrangenent, which
was established in 1981. The service is currently available to
private ACH as well as check cl earinghouses.

To acconplish settlenent in these arrangenents, the
cl eari nghouse staff inforns participants of their respective net
settlenment debit or credit position on day T. Settling
participants with a net debit position send Fedw re funds
transfers to a special settlenent account at a designated Reserve
Bank by a specified deadline. Once all debits have been covered,
cl eari nghouse staff sends Fedwire funds transfers fromthe
speci al settlenent account to the Federal Reserve accounts of
settling participants with a net credit position. This process
is conpleted during the banking day on day T, under norna
ci rcunst ances.

1. Advantages and Di sadvantages of Current Services

’The posting tinme for net settlenent entries is chosen by
each clearing arrangenent within the requirenments of the Board's
“Dayl i ght Overdraft Transaction Posting Rules” (FRRS 9-1000).
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Traditional service - The nain advantage of the
traditional next-day net settlenent service is that it is
famliar to clearinghouses and i nexpensive for clearinghouses and
participants to use. The nmain disadvantage of this service is
that it increases the duration of settlenent risk to
cl eari nghouse participants and their custonmers. Another
di sadvantage is that sone versions of this service use
unsophi sticated security nethods to ensure authenticity, as well
as to safeguard the integrity, of the settlenent information

The traditional next-day settlenent service evol ved
fromthe existing Federal Reserve accounting application to
maxi m ze operational sinplicity and m nimze operating costs for
users. As a result, a disadvantage of the traditional service to
Reserve Banks is that automated risk-managenent tools for
checki ng bal ances on day T were not part of the design. |nstead,
to help control credit risk, the Reserve Banks rely on the right
to reverse net settlenent entries on day T+1, if a clearinghouse
partici pant cannot cover a settlenment debit to its account.

Further, as interstate branch banking increases and the
Federal Reserve policy of granting one Federal Reserve account
per chartered bank, including banks with interstate branches, is
phased in next year, nore clearinghouses wll need to conduct net
settlenments on an interdistrict basis. Wthout effective
aut omat ed nechani snms to nonitor and control credit risk at the
time it is incurred on the settlenment day, the Reserve Banks
coul d be exposed to hei ghtened ri sk.

Fedw re- based service - The main advantage to the
private sector of the current Fedw re-based national net
settlenment service is that it provides intraday finality to
cl eari nghouse participants and their custonmers on the settl enent
day. The main disadvantage is that it is logistically conplex
for certain clearing arrangenents. For exanple, a settlenent for
a clearinghouse with a | arge nunber of participants would involve
hundreds of individual Fedw re funds transfers having to be sent
and received wwthin narrow tinme frames, and with l[imted
coordination, in order to conplete schedul ed settlenents. In
contrast, for the net settlenent service with next-day finality,
Reserve Bank staff posts entries to settling participants
Federal Reserve accounts in order to sinplify the settl enent
process and help ensure its orderly conpletion.

The main advantage to the Federal Reserve of the
current Fedw re-based service is that Reserve Banks have
significantly greater control over credit risk because of the use
of Fedwire and the associated (intraday) Account Bal ance



Monitoring System Fedwire funds transfers can be nonitored in
real tine against available account bal ances.® Transfers that
woul d cause overdrafts beyond established paraneters can be
rejected. These capabilities permt Reserve Bank risk nanagers
to performautomated intraday ri sk managenent on day T, when
settlenent information becones avail abl e and before settl enent
entries are posted to Federal Reserve accounts.

I11. Proposed Net Settlenment Service Enhancenent

The Board proposes to enhance the net settlenent
services offered by the Reserve Banks to depository institutions.
A net settlenent service would be offered to depository
institutions that would require the settling participants in a
cl earing arrangenent, or their agent, to submt electronically to
a designated Reserve Bank a file containing a net debit or credit
for each participant. A Fedline termnal or other on-line
mechani sm woul d be used for submtting settlenent files. Each
settlenment file would be identified by a code unique to that
clearing arrangenent and that particular settlenent file.* Files
could be submtted at any tinme during an 8:30 a.m to 4:00 p.m
Eastern Tinme (ET) settlenent w ndow, although each clearing
arrangenent woul d be expected to indicate a regular deadline for
submtting its settlenent files.

The service would include controls to ensure that a
file has been submtted by a party authorized by the clearing
arrangenent, that the file contains net settlenent entries for
aut hori zed settling participants only, that the sum of the net
settlenment debits equals the sumof the net settlenent credits,

and other edits. Once all initial edits have been conpleted, the
servi ce woul d check the Federal Reserve account bal ance of each
settling participant with a net debit position. If it is

determ ned that sufficient balances are available to fund a
participant’s net debit, the Federal Reserve account of the
partici pant woul d be debited and funds would be transferred to a
settl enment account held on the books of the designated Reserve
Bank on behalf of the settling participants for the clearing
arrangenment. The transfer of funds fromthe Federal Reserve
account of a settling participant in a net debit position would

3As used throughout this Federal Register notice, the term
“avai |l abl e account bal ance” refers to a depository institution’s
Federal Reserve account bal ance plus any avail abl e i ntraday
credit.

“The service woul d support clearing arrangenents that
performone or nore settlenents per day.
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be treated as a final and irrevocabl e transaction fromthe
perspective of that settling participant. Once the Federal
Reserve accounts of all settling participants with net debit
positi ons have been debited and the settl enent account has been
fully funded, the service would transfer funds out of the
settlenment account and credit the Federal Reserve account of each
settling participant having a net credit position.® These
transfers would al so be final and irrevocable.

The service m ght be designed to offer clearing
arrangenents different options to address potential situations in
which a settling participant in a net debit position did not have
sufficient balances in its Federal Reserve account to fund its
settlenment obligation. Under one scenario, the Federal Reserve
woul d notify the designated agent for the clearing arrangenment
that settlenent could not be conpleted and the service would
automatically return funds fromthe settlement account to the
settling participants whose Federal Reserve accounts had been
debited. |If desired, the agent could submt a revised settlenent
file to the Reserve Bank for processing.

Under a second scenario, the service would offer
features that provide for one or nore attenpts to conplete
settlement without requiring the resubm ssion of settlenment data
(retry feature). The retry feature would allow the service
(automatic retry) or the agent (optional retry) to attenpt to
debit the account of a settling participant wwth a net debit
position multiple times until the debit is either covered or a
predefined time interval has expired.

Under a third scenario, the clearing arrangenent would
request that the service retain the funds in the settlenent
account for a period of tinme awaiting specific instructions from
t he cl eari nghouse agent. Depending on the final design of the
proposed service, the agent m ght be able to direct the transfer
of additional funds to the settlenment account in order to
conplete the settlenent, for exanple, by drawing on a
preestablished line of credit. The settlenment agent m ght al so
have the ability to request that funds in the settlenent account
be transferred to the account of a predeterm ned depository

°For purposes of neasuring the daylight overdraft positions
of settling participants, the net debit and net credit entries
woul d be posted to participants’ Federal Reserve accounts on a
fl ow basis, as they are processed. 1In the net settlenent service
with next-day finality currently offered by the Reserve Banks,
all net debit and net credit entries are posted at one predefined
time chosen by the clearinghouse.
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institution to hold overnight for the purpose of attenpting to
conplete settlenment the next business day.

In any event, after a predefined period of time, if
settlenment could not be conpleted, action would be taken to
transfer funds out of a settlenent account either by returning
themto participants or by transferring funds to a designated
depository institution. As noted above, the settl enent agent
woul d likely be permtted to submt a revised settlenent file in
the event of a settlenent failure.

Extensions of the settlenent w ndow m ght be granted to
accommodat e operational disruptions or tenporary funding
probl ens. However, these occurrences are expected to be rare and
not to extend beyond the operating hours of the Fedw re funds
transfer service.

The enhanced service would i nprove the quality of the
current net settlenment services offered by the Reserve Banks in
two inportant ways. First, it would inprove operational
efficiency and reduce the operational risks of conducting
settlenments with sane-day finality by offering a settl enent
service with sanme-day finality that does not require the sending
and recei pt of individual Fedwire funds transfers. Instead, the
proposed service would permt a clearinghouse or a settl enent
agent to submt settlenent data to a Reserve Bank, as is now
permtted in the traditional, next-day settlenent service. This
feature would help ensure that settlenent debits and credits are
addressed according to agreed procedures and in a tinely and
coor di nat ed manner.

Second, the proposed service woul d reduce the duration
of settlement risk to participants in clearing arrangenents by
providing finality for credits virtually inmmediately after it has
been determ ned that sufficient balances to settle are avail able
in the Federal Reserve accounts of the settling participants on
day T. |If wi dely enployed, the enhanced service could
significantly reduce the duration of settlenent risk for check
and ACH cl eari nghouses and ot her cl earing arrangenents.

To manage and |imt risk to the Reserve Banks, the
enhanced service would incorporate effective credit risk
nmoni tori ng procedures and controls, which involve the automated
checki ng of Federal Reserve account bal ances, before final
intraday settlenment debits and credits are posted to settling
participants’ Federal Reserve accounts. As currently envisioned,
the credit risk nmonitoring controls would be as robust as those
used currently in the Fedw re-based net settlenent nodel



The Board expects that the proposed service woul d neet
a nunber of key requirenents. In particular, the proposed
servi ce shoul d:

1. Provide a standardi zed nati onw de net settlenent
service to private-sector clearing arrangenents that
al so supports interdistrict net settlenents;

2. Reduce settlenment risks to participants in clearing
arrangenents that use the service, and to their
custoners, by providing final settlenent on the sane
day that settlenent information is submtted (day T);

3. Control and mnimze credit risk to the Reserve
Banks and the potential for settlenent disruptions by
usi ng appropriate account bal ance nonitoring tools to
check bal ances in depository institution Federal
Reserve accounts before granting finality to settlenent
entries;

4. I nprove operational efficiency for participants in
clearing arrangenents by offering a service that does
not require the sending of individual Fedw re funds
transfers by participants to achieve settl enent;

5. Provide a nmechanismthat facilitates the tinely
conpletion of daily settlenents and that accommbdat es
wel | -defined options for clearing arrangenents to
achieve orderly settlenents in the event of settlenent
pr obl ens;

6. Enhance data security, including access controls, by
i ncl udi ng appropriate tools and procedures in a
uni form automated system

7. Inmprove analysis of settlenent activity and trends
over time by incorporating statistical reporting
capabilities; and

8. Provide for a clear |egal basis and uniform

under standi ng of the ternms and conditions under which
the service is offered by devel oping a standard Feder al
Reserve operating circular.

Tine frane for inplenentation. The Federal Reserve
expects to nmake the necessary system changes to be able to offer
the proposed net settlenent service by the end of 1998.




V. Request for Comment

The Board requests comment on all aspects of the
proposed service enhancenent. The Board is al so requesting
specific comments on the foll ow ng questions:

1. | f the proposed service with sane-day finality is

of fered, should the Federal Reserve continue to offer its
exi sting net settlenent service with next-day finality?

What features, if any, of the existing service with next-day
finality would make it preferable to sone clearing
arrangenments over the proposed service wth sane-day
finality?

2. | f the proposed service is offered, should the Federal
Reserve continue to offer the Fedw re-based net settlenent
service with sanme-day finality that is currently offered to
national, small-dollar clearinghouses for check and ACH
transacti ons?

3. | f the proposed service is offered, files of settlenent
data would be submtted to a Reserve Bank for processing in
a well-defined period during which the service would be
available. If files were generally accepted between 8: 30
a.m and 4:00 p.m ET, would this service period be adequate
to support current and future needs of potential users of
the service? Should there be a capability for the receipt
and storage (al so known as “warehousi ng”)of settlenent files
prior to the opening of the settlenment wndow? If files can
be warehoused prior to the opening of the settlenent w ndow,
what is the maxi mum period during which the service should
permt files to be warehoused (for exanple, for a specified
nunber of hours | ess than one business day, or possibly for
one or nore business days prior to the beginning of the
settl ement w ndow) ?

4. In order to provide high levels of data security, as
wel | as operational efficiency, would it be reasonable to
require clearing arrangenents or their settlenent agents to
use a Fedline device, or other on-line electronic nmechani sm
to submt settlenent data?

5. In the current Fedw re-based net settlenent service

wi th sane-day finality, a settlenment account is established
at a Reserve Bank and a settlenent agent for a clearing
arrangenment has the capability of nonitoring whether

i ndi vi dual participants have transferred funds to the
settlenment account to cover their settlenent debits. 1In the



proposed service, should a simlar nonitoring capability be
provided to a settlenent agent?

6. As described in Section Il above, the settlenent file
submtted to the net settlenment service would contain only
net settlenent debits or credits for settling participants
in a clearing arrangenent. Should val ue-added services be
of fered that would provide information to settling
participants regarding the individual settlenent debit or
credit positions of non-settling participants for which they
settle? Should val ue-added services be offered that would
provi de a non-settling participant with information
regarding its individual net debit or credit position?

7. In the event that a settlenent account cannot be fully
funded in the first automated attenpt to debit the Federal
Reserve accounts of settling participants, should the
proposed service offer features that provide for one or nore
additional attenpts to conplete settlenment w thout requiring
the resubm ssion of settlenent data (retry feature) or
shoul d the service automatically return all funds to the
settling participants that have transferred funds to the
settlenment account and notify the agent that a settl enent
cannot be conpleted? Sone of the retry features being

consi dered are:

a. an automated retry feature that would attenpt to
debit the account of a settling participant wwth a net
debit position multiple tinmes during a predeterm ned
time interval until the debit is either covered or a
predefined time interval has expired;

b. a retry feature controlled by a settlenent agent for
the clearing arrangenent that would allow the agent to
instruct electronically the service to retry the
debiting of accounts of settling participants that have
not covered their net debits (the nunber of retries and
the tine interval between retries would be controlled
by the agent within a “retry wi ndow provided as part
of the service).

8. If the service is designed with retry capabilities as
described in the question above, how |l ong should the retry
w ndow be (for exanple, 15 mnutes, one hour)? In addition
to the retry wi ndow, should there be a maxi num nunber of
retry attenpts designated after which, if the settlenent is
not conpleted, funds in the settlenent account woul d be
returned to the appropriate settling participants?
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9. In the proposed service, should the debit and credit
entries to the Federal Reserve accounts of the settling
participants be considered funds transfers under Regul ation
J and other laws applicable to funds transfers?

10. In the case of a default by a settling participant,
shoul d the service provide the capability for another
settling participant or depository institution to transfer
additional funds (for exanple, froma preestablished |ine of
credit or other liquidity facility) into the settl enent
account in order to conplete the settl enent?

11. To what types of clearing arrangenents should the
proposed service be offered (for exanple, check

cl eari nghouses, ACH cl eari nghouses, ATM networks, POS
networks, credit card arrangenents, or clearing arrangenents
for energing types of electronic paynent transactions)?
Shoul d the service potentially be avail able for conducting
noney settlenments between depository institutions in
connection wth arrangenents for clearing financial
contracts in the whol esale financial nmarkets or for
conducting interbank settlenents of obligations arising from
nonfi nanci al markets?

Conpetitive Inpact Anal ysis:

The Board has established procedures for assessing the
conpetitive inpact of rule or policy changes that have a
substantial inpact on paynents systemparticipants.® Under these
procedures, the Board will assess whether a change woul d have a
direct and material adverse effect on the ability of other
service providers to conpete effectively with the Federal Reserve
in providing simlar services due to differing | egal powers or
constraints, or due to a dom nant narket position of the Federal
Reserve deriving fromsuch differences. |If no reasonable
nodi fications would mtigate adverse conpetitive effects, the
Board will determ ne whether the anticipated benefits are
significant enough to proceed with the change despite the adverse
effects.

The Board’ s proposed enhancenents to the net settl enent
service are intended to inprove the clearance and settl enent
process for private sector clearing arrangenents by increasing
the efficiency of the services currently offered by the Federal

*These procedures are described in the Board's policy
statenent "The Federal Reserve in the Paynents System " as
revised in March 1990. (55 F. R 11648, March 29, 1990).
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Reserve and by reducing the duration of settlenment risk to
private-sector participants in such arrangenents. The proposed
net settlenment service could indirectly enhance the ability of
private-sector depository institutions to conpete with the
Reserve Banks in the provision of paynment services such as check
and ACH cl eari ng.

The ri sk managenent features that woul d be inpl enented
for the enhanced service would help protect the Federal Reserve
Banks fromthe risk of loss. Certain features would help provide
for orderly settlenents in case of settlenent difficulties.
Overall, the Board believes that the proposed enhancenents to the
Federal Reserve’'s net settlenment services would increase
efficiency and reduce risk for private-sector clearing
arrangenments and their participants, while providing for the nore
efficient managenent of risk by the Reserve Banks.

Paperwor k Reduction Act:

No collection of information pursuant to the Paperwork
Reduction Act (44 U S.C. 3501 et seq.)is contained in this
noti ce.

By order of the Board of CGovernors of the Federal
Reserve System June 9, 1997

WlliamW WIles
Secretary of the Board
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