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2 In the extreme, delays could ultimately result in
payment ‘‘gridlock’’ as each institution, in order to
avoid daylight overdraft fees, awaits incoming
payments before initiating its own payments.

IV. Fee Options Considered by the
Board

In keeping with its policy of
monitoring the impact of the fee during
the phase-in period and adjusting it, if
necessary, the Board considered three
options for the next phase of the
daylight overdraft fee: increase the fee to
20 basis points as scheduled, leave the
fee at 10 basis points, or increase the fee
to an intermediate level of 15 basis
points for at least two years.

Increase the Fee to 20 Basis Points as
Announced

By most accounts, the implementation
of the initial daylight overdraft fee has
been a success. The 10-basis-point fee
dramatically reduced the aggregate
amount of daylight credit provided by
the Federal Reserve, along with the
associated direct credit risk, with little
disruption in the financial sector. The
fact that such a large reduction in
overdrafts was possible as a result of a
small fee suggests that the economic
inefficiencies created by the provision
of free daylight credit were substantial.
The Board believes that a further
increase in the fee will tend to reduce
or eliminate any remaining subsidies
associated with Federal Reserve
daylight credit and reduce inefficiencies
in the use of such credit.

The Board considered that
implementation of the previously
announced increase in the fee to 20
basis points might prompt institutions
to take additional steps to improve
payment practices and reduce the use of
daylight credit along with associated
credit risks. The Board also believes,
however, that an increase in the fee to
20 basis points at this time could
increase the probability of undesirable
market effects contrary to the objectives
of the Board’s risk-control program.

Perhaps the overriding concern is the
potential for increases in systemic risk.
The Board believes that systemic risk
could increase if the higher fee were to
induce a significant shift of payment
activity from Fedwire, where transfers
are immediately final and credit risk is
absorbed and controlled by the central
bank, to private systems, where
payments are often provisional, risks are
less transparent, and, in some cases,
risks may not be fully controlled.

A significant shift in transfer volume
from Fedwire to CHIPS, for example,
would be more likely to occur with a
higher fee. Such a shift could increase
systemic risk somewhat even though
elaborate risk controls have been
installed on CHIPS. The extent to which
funds transfer volume would shift from
Fedwire to CHIPS, however, is

uncertain. CHIPS has historically been
used primarily to settle international
transactions, yet CHIPS participants
might begin to use CHIPS routinely for
domestic as well as international funds
transfers. In the longer term, CHIPS
potentially could attract additional
members and significantly increase the
scale of its domestic funds transfer
activities.

Industry participants have also
suggested that the automated clearing
house (ACH) system, typically
associated with small-dollar transfers,
could be used to make large-dollar
payments traditionally made on
Fedwire. Such a shift could increase
systemic risk, because credit transfers
made through ACH systems are
provisional payments and real-time risk
controls may be difficult to implement.
Anecdotal evidence suggests that, so far,
there has been a small increase in the
use of the ACH system for large-dollar
payments.

There is also an increased likelihood
that a higher daylight overdraft fee
could prompt a shift in securities
transfer activity from Fedwire to private
securities depositories and the securities
clearing banks. For example, in 1994 the
Participants Trust Company (PTC)
announced an initiative to make certain
mortgage-backed federal agency
securities eligible for its system. Also in
1994, the Depository Trust Company
(DTC) issued a study of the feasibility of
expanding its services to include U.S.
government and federal agency
securities, including mortgage-backed
securities, in its same-day funds
settlement securities system. In
addition, the securities clearing banks
might seek the custodial business of
large institutional investors, who tend to
hold large intraday funds balances, in
order to increase tri-party RP volume
and reduce daylight overdraft charges.
The result of these potential
developments could be an increased
concentration of collateral, clearing, and
deposit risks at private securities
depositories and the clearing banks.

The probability that funds and
securities transfer activity would move
off Fedwire is influenced by both cost
and risk considerations. CHIPS, PTC
and DTC incorporate net debit caps and
collateralization requirements as part of
their risk management systems. As a
result, participants in these systems
would have to weigh the costs of
posting additional collateral to support
additional payment activity against the
costs of incurring daylight overdrafts in
Federal Reserve accounts, as well as
other factors such as settlement speed
and finality. In the case of tri-party RPs,
the large institutional RP counterparties

are likely to be aware of the custodial
risks in tri-party RPs and might demand
a higher return for tri-party RPs as a
result. If so, the premium for these tri-
party RPs might be more costly to
dealers than daylight overdraft charges.

In addition to possible increases in
systemic risk, a higher daylight
overdraft fee could cause further delays
in Fedwire funds transfers.2
Furthermore, if payment volume moves
to later in the day, there is less time
available for institutions to recover from
unforeseen operational problems and
meet settlement obligations by the end
of the banking day. As noted earlier,
however, there has been only a modest
shift in payments to later in the day
with the 10-basis-point fee, and it
remains unclear at what level the fee
might cause excessive payment delays
or disruptions in the financial sector.

The Board also considered the
potential for detrimental effects on the
government securities market from a 20-
basis-point fee. The Public Securities
Association (PSA) has stated publicly
that all possible low-cost behavioral
changes in the government securities
markets to reduce overdrafts have
already been made. The PSA expects
that increases in costs to securities
dealers from a higher daylight overdraft
fee would ultimately be passed on to the
Treasury in the form of higher
borrowing costs, without any further
reduction in overdrafts.

It should be recognized, however, that
the costs incurred so far by the
securities dealers have largely been
fixed costs to upgrade systems that will
not be incurred again. Furthermore, the
incremental impact of increased costs
that might result from a higher daylight
overdraft fee is quite small relative to
the tick size in the auctions or
secondary market for U.S. Government
and federal agency securities. Also,
Federal Reserve daylight overdraft
charges passed through by the clearing
banks to the dealers would ultimately be
recouped by the Treasury through the
Federal Reserve’s payment to the
Treasury of its net earnings.

Maintain the Fee at 10 Basis Points

The Board considered maintaining the
fee at 10 basis points based on the
significant reductions in daylight
overdrafts that have already occurred
and concerns about undesirable
systemic risks that might result from a
higher fee. The Board decided that if the
fee were not increased, there would be


