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Overview of ACH Processing and Check Truncation

1. ACH payments 
typically originate 
one of two ways:

Customer does a payment by 
phone or online payment. From 
the merchant’s perspective, the 
payment is electronic right from 
the start (they never see a piece 
of paper).

Customer writes a paper check. The 
check is scanned and the information 
on it is captured, converting it to an 
electronic transaction. This process 
is technically known as "Truncation".

The payment information is 
compiled into a specially 

formatted file and sent to 
the Federal Reserve.

The Federal Reserve ('The Fed') is part of the 
U.S. Treasury and is the government agency which 

oversees banks and banking operations, including 
ACH and all other forms of check routing.

The file is broken up and each 
individual ACH transaction is 

forwarded to the specific bank 
where the account is held. (This 

would be the bank where the 
customer has his checking account.)

3. The Fed 
performs 
several tasks:

The merchant's 
account is credited 
for the total dollar 
amount of the ACH 

file.

2. The merchant or 
bank processes and 
sends the payment:

All banks registered to do business in the 
U.S. have an account on deposit with the 
Fed. These accounts keep enough money on 
deposit to cover all withdraws which take 
place in a typical banking day and are also 
used to automatically credit all deposits.

4. Hundreds (or even 
thousands) of individual 
banks receive and process 
their part of the ACH file:

Bank accepts 
transaction?

The originating merchant already got 
its money (from the Fed in step #3) 

and the receiving bank already had the 
money withdrawn (in the same step.) 

The receiving bank takes money from 
the individual customer's checking 

account to pay back what was taken 
from its deposit account by the Fed.
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Just like with a normal 'bounced' 
check, banks can refuse payment but 
only for legitimate reasons. Such 
reasons might include insufficient 
funds in the customer's checking 
account, a closed account, customer 
stopped payment, the account 
number is invalid or not found, etc.

5. Item is returned unpaid: Item would be placed 
back into an ACH file 
by the receiving bank 

for return to the 
merchant’s bank.

The ACH file with 
the returned item 
is transmitted to 

the Fed.

The item is returned with the data 
largely unchanged (to aid in identifying 
whose payment bounced). The receiving 
bank (now the returning bank) also adds 
data to explain the reason why they are 
returning the item.

6. The merchant decides 
what to do with the item:

The Fed credits the money back to the 
returning bank and takes back the money 
it had previously credited to the deposit 
account of the originating merchant.

How to 
handle?

Return to 
step 2

Depending on the reason 
for the return, the 
merchant may have the 
right to resubmit the item, 
either with or without 
changing the data. This 
may be done twice only.

Consequences 
to customer?

Return to 
step 1

If the item was returned as a 
result of merchant error, such as 
making a typo when entering the 
data, they could not hold the 
customer accountable but would 
simply contact them to arrange 
for a new payment.

Customer is charged 
NSF fee, letter may 
be sent, account may 
be flagged to indicate 

prior NSFs, etc.
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Do not
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Normal 
Processing

'ACH' stands for Automated 
Clearing House and refers to the 

fact that transactions are 
automatically cleared (settled 
between banks) by computer.



Understanding Stock Options

A stock option is not a stock! It’s 
a contract agreeing to buy or sell 
a stock at a certain price.

You want to buy a stock but 
only if the price is low 

enough. Options are a way 
to get your order in early.

“The Market” 
watches the 
underlying stock

Two different 
kinds of options

If…
Strike Price is met, 
option is exercised $

$
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Options contracts 
have expiration 
dates

If…
Strike Price is not
met, options expire
“out of the money”

DANGER!

SellBuy

Regardless whether it is for buying or 
selling, the agreed upon price stated in the 
contract is callled the “Strike Price”.

Option to
Buy or Sell?

“Put” 
option

“Call” 
option

$

$The price of the underlying stock 
rises above the Strike Price. In 
essence, the option holder has 
contractually agreed to sell at 

the lower Strike Price so 
someone buys his shares at a 

discount to market value.

The price of the underlying stock falls below 
the Strike Price. In essence, the option 
holder has contractually agreed to buy at 
the higher Strike Price so someone sells him 
their shares at a premium to market value.
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The price of the underlying stock 
never falls below the Strike 
Price. The options expire and the 
option holder has only lost the 
cost of the options contract.

The price of the underlying 
stock never rises above the 

Strike Price. The options 
expire and the option holder 
hs only lost the cost of the 

options contract.

There is no requirement to actually own the 
underlying stock before purchasing Put options. 
If you don’t and the option is exercised, you will 
be required to purchase the stock at the higher 

market price in order to sell it at the lower 
option Strike Price… a losing proposition!
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Why use 
options?

You own a stock but are 
worried that the price 

might fall. Options are a 
way to lock in your profits.
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