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FEDERAL RESERVE BANK
OF NEW YORK

Circular No 10353 1
[ Jure 18, 1990

PAYMENTS SYSTEM RISK REDUCTION PROGRAM

— Proposal Prohibiting Fedwire Overdrafts
by Banker’s Banks and Edge Corporations
(Comment Invited by July 31)

— Policy Statements Regarding Daylight Overdrafts

To All Depository Institutions in the Second
Federal Reserve District, and Others Concerned:

The Board of Governors of the Federal Reserve System has issued for comment a proposal to
assess a penalty on bankers’ banks, Edge corporations, and other zero-cap institutions when they
incur overdrafts on Fedwire. Printed on the following pages is the text of the proposal, which has
been reprinted from the Federal Register; comments thereon must be submitted by July 31, 1990,
and may be sent directly to the Board of Governors, as set forth in the notice, or to our daylight
overdraft liaison officer, Richard J. Gelson, Vice President.

In addition, as part of its payments system risk reduction program, the Board of Governors
has adopted, effective January 10, 1991, three policy statements concerning payments system risk
issues:

— A policy statement governing daylight overdraft caps, including measures of capital, for
U.S. chartered depository institutions (Docket No. R-0668);

— A policy statement to reduce the risks to the Federal Reserve arising from daylight over-
drafts associated with transfers of book-entry securities on Fedwire (Docket No. R-0669);
and

— A policy statement dealing with the modification, under certain conditions, of the
uncollateralized daylight overdraft cap for certain U.S. branches and agencies of foreign
banks (Docket No. R-0670).

Enclosed is the text of the statements, which have been reprinted from the Federal Register
of May 31, 1990. Questions regarding these policy statements may be directed to George R. Juncker,
Vice President, Payments System Studies Staff (Tel. No. 212-720-6491), or to our daylight overdraft
liaison officer, Richard J. Gelson, Vice President (Tel. No. 212-720-7766).

E. Gerald Corriga}n,
President.

Federal Reserve Bank of St. Louis



Proposed Policy Regarding Fedwire Overdrafts

FEDERAL RESERVE SYSTEM
[Docket No. R-0693]
RIN 7100-AA76

Proposal To Modify the Payments
System Risk Reduction Program;
Bankers’ Banks, Edge Corporations,
and Zero-Imposed Cap Institutions

AGENCY: Board of Governors of the
Federal Reserve System.

ACTION: Request for comment.

summary: As part of its payments
system risk reduction program, the
Board is requesting comment on a
proposed risk reduction policy that
would prohibit bankers’ banks and Edge
corporations from incurring funds or
book-entry overdrafts on Fedwire.
Under the proposed policy. Reserve
Banks would assess a penalty fee when
these or other institutions with imposed
zero caps incur inadvertent daylight or
overnight overdrafts on Fedwire.
dates: Comments must be submitted on
or before July 31,1990.

ADDRESSES: Comments, which should
refer to Docket No. R-0693, may be
mailed to the Board of Governors of the
Federal Reserve System, 20th and C
Streets, NW, Washington, DC 20551,
Attention; Mr. William W. Wiles,
Secretary: or may be delivered to Room
B-2223 between 8:45 a.m. and 5 p.m. All
comments received at the above address
will be included in the public file and
may be inspected at Room B-1122
between 8:45 a.m. and 5:15 p.m.

FOR FURTHER INFORMATION CONTACT:
Edward C. Ettin, Deputy Director,
Division of Research and Statistics (202/
452-3368); Bruce J. Summers, Associate
Director (202/452-2231) or Florence M.
Young, Assistant Director (202/452-
3955), Division of Federal Reserve Bank
Operations; Oliver I. Ireland, Associate
General Counsel (202/452-3625) or
Stephanie Martin, Attorney (202/452-
3198), Legal Division; for the hearing
impaired only. Telecommunications
Device for the Deaf, Eamestine Hill or
Dorothea Thompson (202/452-3544).

SUPPLEMENTARY INFORMATION: In April
1985, the Board adopted a policy to
reduce the risks that large-dollar
payments systems, including Fedwire,
presented to the Federal Reserve Banks,
to the depository institutions 1 using
them, to the banking system, and to
other sectors of the economy (50 FR

1References to depository institutions include
trust companies.

(Comment Invited by July 31)

21120, May 22,1985). This policy, in
effect, established a maximum amount
of intraday funds overdrafts, or intraday
credit exposure, that depository
institutions are permitted to incur over
both Fedwire and private large-dollar
payments systems 2. The maximum, or
cap, is a multiple of a depository
institution’s capital 3 and is based on
the depository institution’s self-
assessment of its own creditworthiness,
credit polices, and operational controls.
The guidelines for performing the self-
assessment were established by the
Board, and the documentation
supporting each depository institution's
rating is reviewed by the institution's
primary supervisory agency examiners.
In July 1987, the Board adopted a
number of modifications to its daylight
overdraft policy, including a two-step, 25
percent reduction in the cross-system
net debit caps, thus reducing the
maximum daylight overdraft permitted
to an individual depository institution
(52 FR 29255. August 6, 1987).

As published in Docket #R-0669,
elsewhere in today's Federal Register,
the Board has adopted modifications to
its risk reduction program that bring
overdrafts resulting from book-entry
securities transactions within an
institution’s cap. Under the Board’s
book-entry policy, depository
institutions with positive caps that
frequently exceed their cap by material
amounts solely due to book-entry
securities activity must collateralize
their overdrafts attributable to book-
entry securities activity. In addition,
financially healthy depository
institutions with positive caps may
choose to collateralize all or part of their
book-entry overdrafts, even if they do
not exceed their caps, and such secured
book-entry overdrafts shall not be
included with those funds or
uncollateralized book-entry overdrafts
measured against the cap. Moreover,
depository institutions that are
prohibited by Reserve Banks from
incurring overdrafts because of their risk
class (or for any other reason other than
lack of access to the discount window)
may incur book-entry overdrafts, but
must provide collateral to the Reserve
Bank sufficient to cover book-entry

2 Assuming settlement finality is adopted on the
Clearing House Interbank Payments System
(“CHIPS”), the cap will apply to Fedwire overdrafts
only as of January 10,1991 (see Docket #R-0666,
elsewhere in today's Federal Register).

3 The cap is currently based on adjusted primary
capital, but as January 10.1991, the cap will be a
multiple of risk-based capital (see Docket *R-0068,
elsewhere in today's Federal Register).

overdrafts of any size of frequency.
Institutions that have not filed for a cap
that incur frequent and material
overdrafts due to book-entry
transactions will be requested by their
Reserve Bank to file for a cap. (Such
institutions are not permitted to incur
funds overdrafts, even with collateral.)
Those depository institutions that do not
have access to the discount window will
not be allowed to incur funds or book-
entry overdrafts, regardless of collateral.

The Board is proposing a separate
policy for bankers’ banks and
corporations organized under section
25(a) of the Federal Reserve Act (12
U.S.C. 611-631) or having an agreement
or undertaking with the Board under
section 25 of the Federal Reserve Act (12
U.S.C. 601-604a) (“Edge corporations ’).
Generally, these entities do not have
access to the discount window.

Bankers’ banks are statutorily exempt
from reserve requirements and are
excluded from discount window access,
although the Board has permitted such
institutions to have access to the
discount window if they choose to hold
reserves. Some bankers’ banks,
however, are required by the Federal
Reserve to hold clearing balances as a
condition of obtaining Federal Reserve
payments services. In order to prevent
such an institution’s Fedwire activity
from resulting in an overnight overdraft,
the Federal Reserve has imposed a zero
cap on bankers’ banks.

Edge corporations, like bankers’
banks, do not have access to the
discount window, but current policy
permits Edge corporations to establish a
cap and to incur overdrafts within that
cap, provided that they post collateral.
Historically, Edge corporations and
bankers’ banks have not incurred book-
entry overdrafts of any significant size
or frequency. During a four-week
sampling of data in August 1989, only
two bankers’ banks incurred book-entry
overdrafts, while only three Edge
corporations incurred either a funds or a
book-entry overdraft. No Edge
corporation exceeded its cap due to
book-entry overdrafts.

Nevertheless, their lack of access to
the discount window suggests that both
bankers’ banks and Edge corporations
should be made subject to the same
policy: prohibition of both funds and
book-entry overdrafts. The Board
realizes that inadvertent overdrafts,
particularly book-entry overdrafts, can
occur and may possibly become
overnight overdrafts. The Board believes
(hat its policy toward such institutions
should include a penalty charge for
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inadvertent overdrafts that would
provide an incentive to bankers’ banks
and Edge corporations to avoid them.

In this regard, the Board proposes
that, should a bankers’ bank or an Edge
corporation incur an inadvertent
daylight overdrft due to either a funds or
a book-entry transaction, the Reserve
Bank would, absent unusual
circumstances, charge the institutions an
amount equal to the overnight overdraft
penalty fee, levied against the maximum
daylight overdraft level. If the daylight
overdraft is not fully repaid by the end
of the day, an additional amount equal
to the overnight overdraft penalty fee
would be levied against the overnight
overdraft and would be charged to the
bankers’ bank or Edge corporation. In
addition, Edge corporations would be
required to hold excess reserves on
subsequent days to make up for the
reserve shortfall, and, likewise, those
bankers’ banks that are required to hold
clearing balances with the Federal
Reserves would be required to hold
excess balances on subsequent days.
For those bankers’ banks that do not
hold clearing balances, in addition to
the overnight overdraft penalty fee, the
bankers' bank would have to hold a
clearing balance on subsequent days to
offset the deficit to its zero balance
account. Reserve Banks would have the
ability to waive the daylight and
overnight charges, as well as the holding
of excess balances, as they do now for
overnight overdrafts if, for example, the
overdraft results from a Reserve Bank
error.

Under the Board’s proposal, both
bankers’ banks and Edge corporations
would have to pre-fund their funds and
book-entry securities activity. This
proposal differs from the current policy,
which requires bankers’ banks to pre-
fund their funds transfers but not their
receipt of book-entry securities transfers
against payment, and does not require
Edge corporations to pre-fund at all. The

Board is requesting public comment on
this change in policy and on the
proposals for penalty charges described
above.

The Board also requests comment on
whether certain other entities should be
subject to the same policy as bankers’
banks and Edge corporations. For
example, a depository institution may
have a zero cap imposed by a Reserve
Bank because the institution presented
the Reserve Banks with excessive risk
or because the institution has not
complied with the risk reduction
program. As noted above, under the
Board’s policy on book-entry overdrafts,
depository institutions with imposed
zero caps that have access to the
discount window would be able to incur
book-entry overdrafts if collateral were
posted. Book-entry overdrafts are
prohibited for institutions with imposed
zero caps and no discount window
access. Funds overdrafts are prohibited
for all institutions with imposed zero
caps.

The Board requests comment on
whether the proposed policy for
imposed-zero-cap institutions, including
trust companies with a zero cap, should
be consistent with the policy applied to
Edge corporations and bankers’ banks.
Applying penalty charges to imposed-
zero-cap institutions, even those with
access to the discount window, would
provide an incentive for those
institutions to avoid overdrafts, similar
to the incentive the Board proposes to
impose on Edge corporations and
bankers’ banks. Under such a policy,
Reserve Banks would charge the
overnight overdraft penalty fee for (1)
the maximum inadvertent daylight funds
overdraft incurred by any institution
with an imposed zero cap and access to
the discount window 4 and, as indicated

4 These. institutions could incur unlimited
collateralized book-entry overdrafts without fees.

above, (2) the maximum inadvertent
daylight funds or book-entry overdraft
incurred by any institution with an
imposed zero cap and no discount
window access.5 As with Edge
corporations and bankers’ banks, if the
daylight overdraft of an institution with
an imposed zero cap is not fully
extinguished by the end of the day, the
Reserve Bank would charge an
additional amount equal to the overnight
overdraft penalty fee levied against the
overnight overdraft, and the institution
would also be required to hold excess
reserves on subsequent days to make up
for the reserve shortfall. The Reserve
Bank would be able to waive the
daylight and overnight charges, as well
as the balance requirements, at its
discretion.

Competitive Impact Analysis

Under its competitive equity policy,
the Board assesses the competitive
impact of changes that have a
substantial effect on payments system
participants.® The Board believes these
modifications to its payments system
risk reduction program will have no
adverse effect on the ability of other
service providers to compete effectively
with the Federal Reserve Banks in
providing similar services. These
modifications place controls on the use
of the Federal Reserve Banks’ funds and
book-entry transfer services, which are
consistent with controls used in private
clearing and settlement systems.

By ortler of the Board of Govermors of tre
Federal Reserve System, May 24,1990.
WilliamW. Wiles,

Secretary of the Board.
[FR Doc. 9012556 Filed 5-30-90; 84 an]

BILLING CODE 6210-01-M

*Posted collateral would be irrelevant for the
fees charged to these institutions. o

* These assessment procedures are described in
the Board’s ﬁohcy statement entitled 'The Federal
Reserve In the Payments System” (55 FR 11648,
March 29,1990).
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Policy Statement — Daylight Overdraft Caps

[Docket No. R-0668]
RIN 7100-AA76

Modifications to the Payments System
Risk Reduction Program; Caps and
Measures of Capital for U.S. Chartered
Depository Institutions

AGENCY: Board of Governors of the
Federal Reserve System.

action: Policy statement.

summary: As part of its payments
system risk reduction program, the
Board is adopting a policy governing
daylight overdraft caps, including
measures of capital, for U.S. chartered
depository institutions. Specifically, the
policy will:

= For the purpose of calculating
maximum permissible daylight
overdrafts, replace “adjusted primary
capital” with “qualifying" or similar
capital measures that include those
capital instruments that satisfy risk-
based capital standards:

«Eliminate Clearing House Interbank
Payments System (“CHIPS") net debits
from the cross-system cap, provided that
implementation of settlement finality
has been adopted by CHIPS;

«Excuse financially healthy U.S.
chartered depository instutitions that
rarely incur Fedwire overdrafts in
excess of the lessor of $10 million or 20
percent of their capital from filing
board-of-directors’ resolutions or self-
assessements with their Reserve Banks;
and

«Create a revised de minimis cap
category to permit U.S. chartered
depository institutions a daily cap equal
to 20 percent of capital with a board-of-
directors’ resolution but no self-
assessment.

EFFECTIVE DATE: January 10,1991.

FOR FURTHER INFORMATION CONTACT:
Edward C. Ettin, Deputy Director,
Division of Research and Statistics (202/
452-3368); Bruce J. Summers, Associate
Director (202/452-2231) or Florence M.
Young, Assistant Director (202/452-
3955), Division of Federal Reserve Bank
Operations; Oliver I. Ireland, Associate
General Counsel (202/452-3625) or
Stephanie Martin, Attorney (202/452—
3198), Legal Division; for the hearing
impaired only. Telecomunications
Device for the Deaf, Eamestine Hill or
Dorothea Thompson (202/452-3544).

SUPPLEMENTAY INFORMATION:

Background.
In April 1985, the Board adopted a

policy to reduce the risks that large-
dollar payments systems, including
Fedwire, present to the Federal Reserve,
to the depository institutions using them,
to the banking system, and to other
sectors of the economy (52 FR 21120,
May 22,1985). This policy in effect,
established a maximum amount of
intraday funds overdrafts, or intraday
credit exposure, that depository
institutions are permitted to incur over
both Fedwire and private large-dollar
payments systems. The maximum, or
cap, is a multiple of a depository
institution’s adjusted primary capital
and is based on the depository
institution’s self-assessment of its own
creditworthiness, credit policies, and
operational controls. The guidelines for
performing the self-assessment were
established by the Board, and the
documentation supporting each
depository institution’s rating is
reviewed by the institution’s primary
supervisory agency examiners. In July
1987, the Board adopted a number of
modifciations to its daylight overdraft
policy, including a two-step, 25 percent
reduction in the cross-system net debit
caps, thus reducing the maximum
daylight exposure that an individual
depository institution could incur (52 FR
29255, August 6. 1987).

In June 1989, the Board requested
comment on further modifications to its
payments system risk reduction program
(54 FR 26094, June 21,1989). The Board
proposed to: (i) Establish a program for
pricing the daily average value of all
Fedwire ovedrafts in excess of a
deductible, (ii) revise the definition and
measurement of daylight overdrafts to
facilitate pricing, (iii) exempt from filing
for caps those depository institutions
with relatively small overdrafts, (iv) use
risk-based capital as the factor to which
cap multiples would be applied, and (v)
exclude from the measurement of cross-
system net debit caps net debits on
CHIPS after CHIPS implements
settlement finality. As described below,
the Board has adopted policies,
essentially as proposed, regarding caps,
capital, and CHIPS net debits for
domestically-chartered depository
institutions. The Board expects to take
action on pricing and overdraft
measurement in the near future.

Although the Board originally
proposed that changes regarding CHIPS
net debits and caps would be
conditional on the changes in overdraft
measurement, the Board has adopted
these changes independently. The
CHIPS net debits and cap proposals

were generally supported by
commenters, ease the burden on
depository institutions, and cause only
limited increase in Reserve Bank or
systemic risk.

In related dockets, the Board’s June
1989 proposals included modification to
its risk reduction policies concerning
book-entry securities (54 FR 26090, June
21,1989) and branches and agencies of
foreign banks (54 FR 26108, June 21,
1989). The final versions of these
policies, as well as a request for
comment concerning the overdraft
policy applicable to bankers' banks and
Edge corporations, are discussed
elsewhere in today’s Federal Register.

Capital

The Board has adopted its proposal to
replace, for the purpose of calculating
maximum permissible daylight
overdrafts, "adjusted primary capital”
with “qualifying” or similar capital
measures that include those capital
instruments tht can be used to satisfy
risk-based capital standards. Depository
institutions that choose to access
Fedwire through multiple accounts will
continue to be required to allocate their
capital for daylight overdraft purposes
to each Reserve Bank at which they
incur overdrafts, and one Reserve Bank
will continue to have overall risk-
management responsibilities. (Capital
for foreign banks is discussed in Docket
No. R-0670, elsewhere in today’s
Federal Register.)

The Board’s policy is consistent with
the newly-adopted international capital
standards (see 54 FR 4186, January 27,
1989). The international risk-based
capital guidelines will begin to be
phased in at the end of 1990, and the
new capital measurement for daylight
overdraft cap calculation will become
effective Janaury 10,1991. In 1990, all of
the federal financial regulatory agencies
will begin collecting, as part of their
required reports, data on the amount of
capital that can be used for risk-based
purposes—"qualifying” capital for
commercial and savings banks, "risk-
based" capital for savings and loan
associations, and total regulatory
reserves for credit unions.1 Other U.S.
chartered entities incurring Fedwire
overdrafts would have to provide
similar data to their Reserve Banks.

1The minimum ratio of qualifying capital to risk-
weighted assets for U.S. chartered commercial and
savings banks will be 7.25 percent at the end of 1990
and 8 percent by the end of 1992. The maximum
allowance for loan loss included in Tier Il capital
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Nineteen commenters supported the
proposal to use risk-based capital to
calculate caps. These commenters
indicated that the change appeared to
be appropriate given that risk-based
capital would be used for other future
regulatory purposes. Three commenters
suggested moving to risk-based capital
at an early stage so that, for those
institutions with risk-based capital
larger than adjusted primary capital,
caps would expanded to “make room"
for book-entry overdrafts. Two
commenters, however, had reservations
about this change. One large commercial
bank stated that, for many institutions,
risk-based capital will be less than the
adjusted primary capital on which caps
are based today. The Independent
Bankers Association suggested that the
risk-based capital system was too new
to be used as the basis for calculating
caps.

According to a survey taken by the
Federal Reserve during a four-week
period ending August 23,1989, the
impact of the shift to risk-based capital
will likely be modest. Most of the 343
domestic depository institutions that
would have been subject to caps during
the survey period under the Board’s new
policy would have had their caps raised
by the shift to risk-based capital.
Approximately 20 percent of the 317
banks and 40 percent of the 26 thrift
institutions would have had their caps
reduced under the risk-based capital
standards. The banks whose caps would
have declined, including some of the
larger overdrafters, had relatively large
loan loss reserves, only a portion of
which would be eligible for inclusion in
Tier Il capital. Most of the negatively
affected thrifts were credit unions with
modest overdrafts. Four of the 343
depository institutions would have
experienced a significant increase in
their cap utilization rates, although they
would have incurred only modest levels
of overdrafts, even with the inclusion of

will decline from 1.5 percent of risk-weighted assets
at the end of 1990 to 1.25 percent at the end of 1992.
Of the 3.625 percentage points of the Tier 1capital
requirement at the end of 1990. 3.25 points must be
stockholders equity; by the end of 1992,
stockholders equity must account for all 4 percent <f
Tier 1capital. Rules for savings and loan
associations will be similar with a similar schedule,
although a declining amount of supervisory goodwill
will be permitted for these institutions until 1995, as
mandated by Congress. In contrast to the bank and
other thrift risk-based capital. National Credit
Union Administration rules permit the inclusions,
without limit, of loan and investment loss reserves
for credit unions.

http://fraser.stlouisfed.org/
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book-entry overdrafts. Given the limited
impact of risk-based capital standards
on the ability of most depository
institutions to incur daylight overdrafts
under the Board’s cap policy and the
scheduled adoption of these standards
by the federal financial regulatory
agencies, the Board has adopted its
proposed risk-based capital standards
for cap calculation purposes.

CHIPS Net Debits

The Board has adopted its proposal to
eliminate CHIPS net debits from the
cross-system cap, provided that
implementation of settlement finality is
adopted by CHIPS by January 10,1991.
Effective on that date, if CHIPS
settlement finality is in place, an
institution’s cap will be applied only to
total Fedwire overdrafts that are subject
to cap.

The New York Clearing House is
scheduled to implement settlement
finality among CHIPS participants in the
third quarter of 1990. Subsequently,
should a CHIPS participant be unable to
settle its net debit position at the close
of a business day, each participant has
agreed to cover the failed participant’s
position on the basis of a pre-arranged
allocation formula; collateral will be
pledged by each participant to assist in
insuring that it will fund this settlement
commitment In short CHIPS settlement
on any day will be assured even if a
large participant fails. In addition, this
program should give rise to incentives
for all CHIPS participants to be more
risk-sensitive when they extend
intraday credit limits to their CHIPS
counterparties because these limits will
establish their potential losses should
that counterparty fail.

Fifteen commenters, generally large
commercial banks, agreed with the
exclusion of CHIPS net debits from the
determination of compliance with caps.
One commenter that supported the
change emphasized that CHIPS net
debits should be excluded only after
settlement finality is adopted because of
the likely migration of payments to
CHIPS from Fedwire as a result of
proposed Fedwire overdraft fees.
Another commenter expressed concern
about the ability of CHIPS to handle the
expanded payments volume.

The proposed pricing of Fedwire
overdrafts may cause institutions to
shift payments from Fedwire, with it
settlement finality, to CHIPS. The
systemic risk associated with such a
shift, however, is significantly
diminished by CHIPS settlement finality,

loss allocation, and the resulting
enhanced risk sensitivity of CHIPS
participants. CHIPS settlement finality
is consistent with the Board’s goal to
induce participants in the payments
system to limit their own risk exposures
without creating Federal Reserve risk or
significant systemic risk. Such actions
by payments system participants reduce
the necessity for Board policies limiting
private daylight credit exposure.

Over 100 (mostly foreign banks) of the
140 CHIPS participants would not
benefit from the exclusion of CHIPS net
debits from the cap because they do not
incur Fedwire overdrafts, have very low
net debits, or are net creditors on
CHIPS. The policy would benefit 35
large net debtors on CHIPS, that will no
longer need to reduce their Fedwire cap
by the amount of their CHIPS net debits.
The increased Fedwire capacity for
approximately 90 percent of these 35
institutions, however, will be less than
10 percent.

Five commenters opposed the change,
citing the prudential benefits from
greater Federal Reserve supervision and
control of total overdrafts under the
current system. Information on
individual bank positions on CHIPS will
continue to be made available on a daily
basis to the Federal Reserve, facilitating
prudential review of cross-system net
debits. On balance, the Board believes
that such review will be a sufficient
replacement for the current policy after
the new CHIPS rules become effective.

Two commenters raised the issue of
the unsettled legal status of netting
arrangements and requested the Board’s
assistance in obtaining clarifying
legislation. The Board generally
supports the concept of multilateral
netting, and Federal Reserve staff is
currently reviewing proposed netting
legislation.

Exemptions

The Board has adopted a policy, as
proposed, to excuse financially healthy
U.S. chartered depository institutions
that only rarely incur Fedwire
overdrafts in excess of the lesser of $10
million or 20 percent of their capital
from filing board-of-directors’
resolutions or self-assessments with
their Reserve Banks. This dual test is
designed to limit the exclusion to
depository institutions that create only
low-dollar risks to the Reserve Banks
and to those institutions that incur small
overdrafts relative to the institution’s
capital.



Reserve Banks will review the status
of exempt depository institutions that
incur total Fedwire overdrafts in excess
of $10 million or 20 percent of capital on
more than two days in any two rolling
two-week intervals and will decide if
the exemption should be maintained or
if the institutions will be required to file
for a cap. Even for depository
institutions meeting these size and
frequency standards, the exemption
would be granted at the discretion of the
Reserve Bank. The Reserve Bank may
choose to limit its own risk exposure by
unilaterally imposing collateral
requirements and/or a lower cap or a
zero cap. A depository institution on
which a Reserve Bank has imposed a
zero cap, whether or not it has access to
the discount window, will be prohibited
from incurring funds transfer-related
overdrafts. A depository institution with
an imposed zero cap that has access to
the discount window may incur
collateralized book-entry overdrafts, but
institutions with imposed zero caps and
no discount window access may not
incur book-entry overdrafts. Depository
institutions with access to the discount
window are free to file for a cap if they
choose to do so and will be required to
do so if they begin to exceed their
exemption limits. (The Board has
requested comment on penalty fees for
inadvertent overdrafts incurred by
institutions with imposed zero caps. See

Ee&eratlﬁegm er elsewhere in today's

There was no opposition to this
proposal from the commenters. The
proposal was generally viewed by the
commenters as a reduction in burden
that will not increase payments system
risk. The Independent Bankers
Association suggested that the Board go
further and exempt ell banks with assets
of less than $500 million because the
risk level they create for the Federal
Reserve is small. During the August 1989
test period, 120 of the 343 nonexempt
institutions had assets of less than $500
million; these institutions accounted for
only $510 million of the $109.3 billion of
the total Fedwire overdrafts of

nonexempt institutions. Despite the
modest aggregrate risk caused by these
120 institutions, the Board believes they
should be subject to self-assessment and
caps. Exemptiong entities by size of
institution is not indicative of the risk of
overdrafts to the individual institution
and would be inequitable for larger
institutions with similar relative
overdraft exposure.

The Board expects that this policy will
result in a reduced burden to many
institutions with only a marginal
increase in direct Federal Reserve risk.
During the August 1989 test period, 4,015
of the 4,358 depository institutions’
Fedwire overdrafts were within the size
and frequency tests established to
qualify as exempt from filing a cap, yet
those institutions accounted for less
than 0.7 percent of aggregate Fedwire
overdrafts. No exempt institution
exceeded the exemption levels on more
than two days during the 20-day test
period, and most of the exempt
institutions met the exemption criteria
on each day of the test period.
Moreover, most of the dollars of
overdrafts were incurred by depository
institutions that exceeded the exemption
criteria very often; over 85 percent of the
nonexempt overdrafts were incurred by
80 institutions that exceeded the
exemption level each day in the test
period.

De Minimis Caps

The Board has, as proposed, created a
revised de minimis cap category, which
permits U.S. chartered depository
institutions to incur daylight overdrafts
equal to 20 percent of capital, if a board-
of-directors’ resolution is submitted. No
self-assessment is required for this cap
category. This replaces the pre-existing
de minimis cap category that imposed,
in addition to a percent of capital
constraint, both a $500,000 limit and a
frequency limit. The Board received 22
comments on the de minimis cap
proposal, all in support of the proposal.

As in the case of the exempt from
filing category, Reserve Banks will have
the discretion to limit their own risk
exposure from de minimis institutions

by imposing unilateral collateral
requirements and/or a lower cap or a
zero cap. De minimis institutions will be
required to file for a higher cap (and do
a self-assessment) if their overdrafts
begin to exceed 20 percent of capital.
Reserve Banks will review the status of
de minimis cap institutions that exceed
their cap on more than two days in any
rolling two-week period and will decide
if the de minimis cap should be
maintained or if the institution will be
required to file for a higher cap.

The new de minimis cap differs from
the exemption category in that, in
exchange for a board-of-directors’
resolution by de minimis depository
institutions) not required of exempt
institutions), the $10 million limit
imposed on exempt institutions will not
apply to de minimis institutions. Thus,
larger institutions that restrain their
daily overdrafts to 20 percent or less of
their capital will not have to do a full
self-assessment.

Competitive Impact Analysis

Under its competitive equity policy,
the Board assesses the competitive
impact of changes that have a
substantial effect on payments system
participants.2 The Board believes these
modifications to its payments system
risk reduction program will have no
adverse effect on the ability of other
service providers to compete effectively
with the Federal Reserve Banks in
providing similar services. These
modifications place controls on the use
of the Federal Reserve Banks’ funds and
book-entry transfer services that are
consistent with controls used in private
clearing and settlement systems.

By order of the Board of Governors of the
Reserve System May 24,1990
William W. Wiles,
Secretary of the Board.
[FR Doc. 90-12552 Filed 5-30-90; 8:45 am

BILLING CODE 6210-01-M

2 These assessment procedures are described in
the Board's policy statement entitled "The Federal
Reserve in the Payments System” (55 FR 11648,
March 29,1990).
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Policy Statement — Transfers of Book-Entry Securities on Fedwire

[Docket No. R-0669]
RIN 7100-AA76

Modifications to the Payments System
Risk Reduction Program; Book-Entry
Securities Transfers

AGENCY: Board of Governors of the
Federal Reserve System.

action: Policy statement.

summary: As part of its payments
system risk reduction program, the
Board is adopting a policy to reduce the
risks to the Federal Reserve arising from
daylight overdrafts associated with
transfers of book-entry risk reduction
program are:

= Overdrafts arising out of wire
transfers of hands and book-entry
securities will be combined for purposes
of measuring the institution’s daylight
overdraft against its cap.

= Depository institutions should not
exceed their daylight overdraft caps for
purposes of funds transfers, but
financially healthy institutions with
positive caps are permitted to exceed
their caps due to book-entry securities
activity.

= Depository institutions with positive
caps that frequently (more than three
occasions in two rolling two-week
intervals) exceed their caps by material
amounts (in excess of 10 percent or
more) solely due to book-entry securities
transactions must collateralize their
Fedwire overdrafts attributable to such
transactions.

= Financially healthy depository
institutions with positive caps may
choose to collateralize all or part of their
book-entry overdrafts, even if they do
not exceed their caps, and such secured
overdrafts shall be excluded from the
calculation of overdrafts subject to the
cap.

= Depository institutions should have
flexibility in determining the type of
collateral to pledge to secure book-entry
overdrafts.

= Depository institutions that are
assigned a cap of zero by Reserve Banks
because of their risks class (or for any
other reason other than lack of access to
the discount window) may incur book-
entry overdrafts but must provide
collateral to the Reserve Bank sufficient
to cover book-entry overdrafts of any
size or frequency. Institutions that have
not filed for a cap that incur frequent
and material overdrafts due to book-
entry transactions will be requested by
their Reserve Bank to file for a cap.
(Such institutions are not permitted to
incur funds overdrafts, even with

collateral.) Those depository institutions
that do not have access to the discount
window will not be allowed to incur
funds or book-entry overdrafts,
regardless of collateral.

EFFECTIVE DATE: January 10, 1991.

FOR FURTHER INFORMATION CONTACT:
Edward C. Ettin, Deputy Director,
Division of Research and Statistics (202/
452-3368): Florence M. Young, Assistant
Director (202/452-3955) or Lisa Hoskins,
Senior Financial Services Analyst (202/
452-3437), Division of Federal Reserve
Bank Operations: Oliver I. Ireland,
Associate General Counsel (202/452-
3625) or Stephanie Martin, Attorney
(202/452-3198), Legal Division: for the
hearing impaired only:
Telecommunications Device for the
Deaf, Earnestine Hill or Dorothea
Thompson (202/452-3544).

SUPPLEMENTARY INFORMATION:
Background

The Board's payments system risk
reduction program establishes a
maximum amount of intraday overdrafts
that depository institutions are
permitted to incur over both Fedwire
and private large-dollar payments
systems.1The maximum, or cap, is a
multiple of a depository institution’s
capital2and is based on a self-
assessment of a depository institution’s
creditworthiness, credit policies, and
operational controls. Since the initiation
of the policy in 1986, the daylight
overdrafts on Fedwire associated with
book-entry securities transfers have
been exempt from the cap limits,
pending development of procedures to
bring these intraday credit exposures
faced by Reserve Banks within the
ambit of the policy.

In June 1989, the Board requested
comment on proposed modifications to
its payments system risk reduction
program, including a proposal to include
book-entry related overdrafts in the
program (54 FR 26090, June 21,1989).
The Board’s proposals were designed to
protect the Reserve Banks, while
continuing to provide flexibility to
depository institutions engaged in
clearing U.S. Government securities and
other book-entry securities over

1Assuming settlement finality is adopted on the
Clearing House Interbank Payments System
("CHIPS"), the cap will apply to Fedwire overdrafts
only as of January 10,1991 (see Docket »R-0668,
elsewhere in today's Federal Register).

2The cap is currently based on adjusted primary
capital, but as of January 10,1991, the cap will be a
multiple of risk-based capita) (see Docket * R-O068,
elsewhere in today’s Federal Register).

Fedwire. Specifically, the Board
proposed:

= To combine book-entry overdrafts
with funds overdrafts to create a
combined Fedwire overdraft within the
existing cap structure;

= To require depository institutions
that frequently exceed their Fedwire cap
by material amounts solely because of
book-entry securities transfers to
collateralize their total Fedwire
exposure:

= To use discount window collateral
not in use for that purpose held either by
the Reserve Bank or the depository
institution as the first preferred source
of collateral and other asset pools held
by the depository institution as the
second preferred source of collateral,
and

= To use as a final source of
collateral, book-entry securities being
transferred, in the interim marked on the
depository institution’s own books, and,
in the long run, segregated and valued in
real time on the books of the Reserve
Bank.

Daylight overdrafts related to the
transfer of book-entry securities are
growing in size, yet are concentrated in
a few depository institutions. The
average daily amount of book-entry
overdrafts has grown from peak levels
of almost $60 billion in early 1988 to
almost $90 billion in 1990. The Board
believes that this growth in overdrafts
may be related to the growth in dealer
repurchase activity over the same
period. If this assumption is correct, it is
unlikely that steps being taken by the
industry, such as netting services by the
Government Securities Clearing
Corporation, will succeed in reducing
overdraft levels. Repurchase trading is
done for same-day delivery and return
early the next morning, and, in the near
term, technical difficulties prevent such
same-day trades from being netted by
the Government Securities Clearing
Corporation. Therefore, absent
reductions in repurchase trading, larger
peak book-entry overdrafts are likely to
continue.

Currently, ten depository institutions
account for 80 to 85 percent of total
book-entry overdrafts, with nearly 75
percent of that total attributable to the
three major book-entry clearing banks.
The Board believes, therefore, that a
policy requiring collateralization of
book-entry overdrafts for those
depository institutions that exceed their
caps due to book-entry overdrafts would
affect only a small number of depository
institutions engaged specifically in the
business of clearing book-entry
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securities for primary dealers in those
securities. This assumption has been
borne out by two Federal Reserve
surveys in which data on overdrafts
were collected during a two-week
period in February 1988 and a four-week
period ending August 23,1989. These
surveys also support the Board’s
expectation that combining book-entry
overdrafts with funds overdrafts will not
measurably reduce the intraday
flexibility of the vast majority of
depository institutions with positive
caps.

Amount of Overdraft

The Board has adopted its proposal
that a depository institution’s funds and
book-entry overdrafts be combined for
purposes of determining an institution’s
compliance with its cap. To determine
whether an institution exceeds its cap
due solely to book-entry securities
activity, Treasury and government
agency book-entry interest payments
will be credit to an institution’s funds
“account” as of the opening of the
business day. The net effect of new
Treasury issues and Treasury and
government agency redemptions will be
credited or debited to the institution's
book entry "account" at the opening of
the book-entry day. New issues of
government agency securities will be
reflected in the book-entry “account” as
the securities are delivered over
Fedwire. Credits and debits from
transfers of book-entry securities will be
applied to the institution's book-entry
“account,” If an institution’s book-entry'
“account” is in a net credit position,
these credits will be applied to the
institution’s funds "account.” If the
book-entry "account” is in a net debit
position, a “book-entry overdraft” will
be counted as having occurred.

Tne Board received 83 comments on
the issue of combining funds and book-
entry overdrafts for purposes of
measurement under the cap structure.
Eighteen commenters, including the
Board's Large-Dollar Payments System
Advisory Group, supported the proposal.
These commenters generally believed
that the overdrafts arising from book-
entry securities transfers are an
extension of credit and that all
extensions of credit by Reserve Banks
should be subject to controls.

Sixty-five commenters opposed
combining book-entry securities
transfers and funds transfers for
daylight overdraft measurement
purposes. Tweny-nine commenters
indicated that the risks associated with
funds and book-entry securities

overdrafts are different and, therefore,
should be treated more flexibly than
proposed. Many of these commenters
argued that a funds transfer represents
the transfer of an asset, but a book-entry
securities transfer represents the
exchange of assets. Several commenters
supported a position taken by the Public
Securities Association ("PSA”) that the
risk presented by book-entry overdrafts
is qualitatively different from the risk
presented by funds overdrafts, as book-
entry overdrafts are fully secured by the
underlying securities to which the
overdrafts relate. In a joint response,
four large clearing banks stated that the
risk represented by funds overdrafts is
the absolute dollar value of the resulting
overdraft, but the risk in book-entry
securities deliveries arises from either
interest rate volatility or from questions
regarding the security interest the
Federal Reserve Banks could obtain in
such securities. These clearing banks
argued that the Board’s approach of
combining funds and book-entry
overdrafts creates serious mismatches
between real and perceived risk.
Another commercial bank also
supported this argument, stating that for
banks with moderate to heavy clearing
activities, the combination of book-entry
and Fedwire overdrafts would overstate
the Federal Reserve’s true level of risk.

The Board believes, however, that,
while the collateralized position of a
clearing bank vis-a-vis its customers
helps protect that bank against risk, the
bank’s collateralized position does not
necessarily translate into a higher
degree of protection for the Reserve
Bank. For the Reserve Bank, the risks
that intraday exposures may require
discount window funding are similar
regardless of the type of overdraft or the
collateral the clearing bank has taken.
Thus, measurement of the total
overdraft against the institution’s cap is
appropriate.

Many commenters argued that
another significant distinction between
book-entry securities and funds
transfers is that receivers of book-entry
transfers have no control over the timing
of the debit to their account. Because of
the sender driven nature of the
securities transfer system, the
commenters stated that it is virtually
impossible for depository institutions to
control the level of their overdrafts.

The Board recognizes that the timing
of many book-entry overdrafts is
uncontrollable, but that intraday book-
entry overdrafts, like funds overdrafts,
have the potential to become overnight
overdrafts. As discussed below, the

Board’s policy exempts collateralized
book-entry overdrafts from cap limits
because of the sender-driven nature of
the book-entry system and the Board’s
sensitivity to the markets it supports.
The collateralization aspects of the
policy are designed to protect Reserve
Banks from the very large exposures
that can result from the book-entry
business.

Several commenters submitted a copy
of comments prepared by the
Association of Reserve City Bankers,
which stated that, in addition to not
having any control over the timing of the
debit, the availability of real-time
information on combined securities and
funds overdrafts is limited for smaller
banks, making it difficult for them to
manage a combined account position.
While the statement focuses on the
impact to smaller banks, opposition to
this aspect of the proposal was received
from all types and sizes of book-entry
participants. Fifty commenters
expressed concern that the costs for
depository institutions to develop
procedures and computer systems to
monitor funds and book-entry overdrafts
simultaneously in a real-time
environment would be disproportionate
to the amount of risk reduction that
might be obtained. Many commenters
suggested that resources that would
otherwise be directed to improving and
expanding products and services would
likely be reallocated to internal
accounting enhancements. One bank
holding company stated that additional
cross-system monitoring, with the
corresponding internal competition for
cap resources, could force a bank to
address its own funding needs at the
expense of its customers’ funds
movement needs.

Overall, concern was expressed that
the Board had underestimated the
number of depository institutions that
would be affected by this proposal,
particularly due to the need to perform
intraday tracking of both book-entry and
funds positions. Some commenters
suggested that the Board should
specifically target its proposal to those
depository institutions that are directly
responsible for the majority of book-
entry overdrafts.

Based on its 1988 and 1989 surveys,
the Board believes that the policy it has
adopted for book-entry overdrafts is
narrowly tailored and will effect only a
relatively small number of depository
institutions. The surveys showed that
most institutions are rarely in danger of
exceeding their cap, even including
book-entry overdrafts. Therefore,
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additional overdraft tracking should not
be necessary for most institutions.
Morever, those institutions that do
exceed their caps would be able to
collateralize their book-entry overdrafts,
as discussed below. The Board believes
that the policy adopted will allow
institutions to minimize internal
accounting systems changes. If clearing
banks prefer to pledge in-transit
securities to the Federal Reserve as
collateral for their book-entry
overdrafts, as they indicate they will, it
should not be difficult for institutions to
keep their book-entry business and
book-entry collateral operationally
separate from their funds business.
Should operational or other problems
necessitate an institution’s borrowing
from the discount window to avoid an
overnight overdraft, overdrafts arising
from the funds business could be coverd
separately with available discount
window or other pools of collateral,
while book-entry overdrafts could be
secured with in-transit securities. On an
intraday basis, this approach could
result in some amount of over-
collateralization, but it should not be
operationally costly or cumbersome.

Twenty-nine commenters expressed
concern that the integration of book-
entry overdrafts into the existing cap
structure may ultimately have an
adverse effect on daily Fedwire traffic
because the size of those overdrafts is
so substantial. Several commenters
asserted that the analysis did not
adequately recognize the
interdependencies of the various
securities markets (as well as the
participants in those markets) and,
therefore, did not address the problems
connected with differences in settlement
times. In addition, 13 commenters
suggested that the proposal created an
incentive for large banks to reject
incoming transfers arbitrarily to avoid
an overdraft.

The Board does not believe that
combining book-entry and funds
transfers under one cap will have
significant adverse effects on Fedwire
operations. Very few depository
institutions have high cap utilization
rates, even after the inclusion of book-
entry overdrafts. For the handful that
do, their ability to incur collateralized
book-entry overdrafts in excess of cap,
as discussed below, should prevent
serious settlement timing delays in the
various securities markets. The Reserve
Banks will continue to monitor the book-
entry transfer system and will take
action to discourage arbitrary rejections
by book-entry recipients and other
abuses of the system.

.org/
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Collateralization Requirement

The Board has adopted a modified
version of its proposed policy on
collateralization. Financially healthy
depository institutions with positive
caps that frequently exceed their cap by
material amounts solely due to book-
entry transfers will be required to
collateralize all of their book-entry
overdrafts, rather than their total funds
and book-entry overdrafts as initially
proposed. The Board has defined
"frequently” to mean more than three
occasions in two rolling two-week
intervals and "material amounts” to
mean in excess of 10 percent or more of
cap. For example, a depository
institution that meets the "frequent” and
“material" tests and has a $50 million
cap and a $70 million overdraft—$30
million due to funds transfers and $40
due to book-entry securities
transactions—will be required to
collateralize the entire $40 million of
book-entry overdrafts.

In addition, all financially healthy
depository institutions with positive
caps may choose to collateralize all or
part of their book-entry overdrafts, even
if they have not exceeeded their caps,
and such secured overdrafts shall not be
included with those overdrafts
measured against their caps. For
example, a financially healthy
depository institution with a $50 million
cap and a $30 million overdraft—$15
million due to funds transfers and $15
million due to book-entry securities
transfers—would ordinarily have excess
cap of $20 million. Such an institution
may increase its excess cap by $15
million by collateralizing all of its book-
entry overdrafts (or may increase its
excess cap by less than $15 millin by
collateralizing some portion of its book-
entry overdrafts). Such an institution
may not increase its cap of $50 million
by over-collateralizing its book-entry
overdrafts or by collateralizing any part
of its funds overdraft.

The Board received 75 comments on
its proposal requiring depository
institutions that frequently exceed their
Fedwire caps by material amounts
solely due to book-entry transactions to
collateralize their total Fedwire
exposure. Seventeen commenters
supported the proposal. The Large-
Dollar Payments System Advisory
Group agreed with the proposal and
suggested that it represented a positive
step in meeting some of the primary
goals of the payments system risk
reduction program, such as encouraging
the development to changes in mark