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The Use of Netting in Payment and Securities Settlement Systems

Technological advances in the last decades have enabled participants in the financial systems be more active in managing their resources.  There was a marked increase in the volume of payments and financial operations, and central banks identified payment and settlement systems as important components of infrastructure and as potential sources of risk.  In particular, netting schemes were singled out as particularly powerful tools that required careful attention.  In 1988, a group of payment systems experts from the central banks of the G-10 started a series of meetings to study and to issue recommendations on netting schemes. The resulting document, the Report to G10 Governors of the Committee on Interbank Netting Schemes (“the Lamfalussy Report”) should be required reading for anyone involved in the design or operation of a netting scheme.  Some of the recommendations in this document are applicable in a wider setting.  The Committee on Payment and Settlement Systems (CPSS) of the central banks of the G-10 (CPSS) is about to publish a report, “Core Principles for Systemically Important Payment Systems”, that extends the Lamfalussy recommendations to all systemically important payment systems and complements them.   A draft of this report is available at http://www.bis.org.
Payment Systems
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Netting schemes have been used in payment systems for a long time.  They are relatively easy to operate, require a much smaller number of settlement operations and use very efficiently the available liquidity.  The following example shows a very simple netting scheme with 3 participants.

In such a scheme, it is enough that Central pays into the system 4 and Meridional 9.  Comercial will then get 13.  The alternative is having Central settling several (possibly many) payments to Comercial for a total of 25, Central settling several payments to Meridional for a total of 7, Comercial settling several payments to Central for a total of 17, etc.

Netting schemes have also some important drawbacks.  Traditional netting schemes depend heavily on access control and the possibility of taking out participants that fail to fulfill their obligations.  

With financial systems becoming more open and risk control management becoming much more active, it is harder to retain the required level of access control.  Also, participant demand that the time elapsed between the moment they receive a payment and the moment that they irrevocably receive the corresponding funds so they can use them become shorter.

The main disadvantage of some netting schemes is that they concentrate risks at a time when there is little leeway to do anything about them, such as the end of a business day.
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In a netting scheme, eliminating a participant may cause other participants to become unable to fulfill their obligations.  This is known as systemic risk.  Payments and settlement systems should be designed in a way that the level of systemic risk is acceptable.

Payment schemes

There are two types of payment systems:

Debit instrument systems

In these systems, the payer gives to the beneficiary an instrument that instructs his bank (the payer’s bank) to make a payment to the beneficiary.  Such a scheme is not appropriate for settlement payments in open and active financial markets since no amount of collateral is enough to ensure there will not be an unwind.  Banks in general should not credit their customers accounts until they receive irrevocable funds from the payer’s bank and that takes too long for adequate risk control.

Credit transfer systems
In credit transfer systems, the payer instructs his bank directly to transfer funds to the beneficiary’s account.  Such systems provide banks with timely information and can be very fast, highly automated and with good risk controls. 

A real time gross settlement (RTGS) system enables participants to manage risks very effectively.  These systems have, however, a serious drawback: they require participants to have enough funds for payments to settle promptly, and these funds are usually expensive to maintain.  Many central banks extend intraday credit for this purpose, but they usually require participants to pledge collateral in the form of high quality securities.
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Technology has made RTGS systems possible, and now is enabling system designers to develop systems with the risk control characteristics of RTGS systems and that use liquidity almost as efficiently as traditional netting systems (hybrid systems).   These new systems use net settlement very frequently, leaving out individual payments instead of taking out all payments that affect a participant.

The chart bellow illustrates how the use of liquidity and the accumulation of risk relate to the number of times the netting process is performed.

Securities settlement systems

In a securities settlement system, delivering securities without receiving the corresponding payment and paying for securities that are not  received are events that expose participants to the risk of large loses.  To avoid these events, the CPSS recommended the practice of delivery versus payment
. (DVP) in securities settlement systems.  This is a practice that ensures that delivery of securities takes place if and only if the payment also takes place.  The task force that produced the DVP report classified practices to achieve DVP in 3 models; one of them uses net settlement of payments and another one net settlement of both payments and transfers of securities.

Countries that use real time payment systems usually depend on a real time, or a very fast, securities settlement system.  In such countries, liquid securities are a prime tool for fund management and central bank intraday credit is usually backed with transfers of high quality (and lower yield) securities.  As was the case for payments, these systems depend on the availability of securities and funds to operate efficiently and netting schemes make better use of available resources than gross settlement systems and frequent net settlement systems could have important advantages.   However, DVP makes it technically difficult the task of finding a suitable set of transactions to leave pending.  The problem becomes tractable if partial settlement of some transactions is allowed.

Some market practices work with much slower settlement systems.  The current recommendation is for systems to use rolling
 settlement with delivery and payment no later than T+3.  Such systems may offer participants protection from market (price fluctuation) risk.  To do this, systems can use a variety of tools: collateral to cover likely price changes, real time controls for accepting transactions into the system, lose sharing schemes and forming a risk bearing central counterparty for all trades.

The CPSS  and the International Organization of Securities Commissions (IOSCO) are working on a set of recommendations for the design and operation of securities settlement systems.  A draft for consultation will be published in early 2001 
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�  �HYPERLINK "cpss06.htm"��Delivery versus payment in securities settlement systems�, Bank for International Settlements (BIS,  http://www.bis.org/)








� Rolling settlement: A procedure in which settlement takes place a given number of business days after the deal is struck.  This is in contrast to account-period procedures in which settlement takes place only on a certain day, for example a certain day of the week or month, for all trades that occurred within the given account period.  (CPSS & IOSCO Glossary for Securities Settlement Systems)








3
2

[image: image4.wmf]Bank

Central

Comercial

Meridional

pays

net

Central

25

7

32

-4

Comercial

17

9

26

13

Meridional

11

14

25

-9

receives

28

39

16

[image: image5.wmf]0

10

20

30

40

50

60

70

80

90

100

1

3

5

7

9

11

13

15

17

19

Riesgo

liquidez

[image: image6.wmf]Bank

Central

Comercial

pays

net

Central

25

25

-8

Comercial

17

17

8

receives

17

25

_1034776498.doc


Bank







Central







Comercial











pays







net







Central







25











25







-8







Comercial







17











17







8



























receives







17







25
















_1035121910

_1034775948.doc


Bank







Central







Comercial







Meridional







pays







net







Central







25







7







32







-4







Comercial







17







9







26







13







Meridional







11







14







25







-9







receives







28







39







16












