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Executive Sm 

the check collection system would be damaged if the differences in basic 
check presentment abilities of collecting and Reserve banks were nar- 
rowed or eliminated. In fact, the system might be improved by such a 
change. However, GAO believes that to develop a practical proposal that 
successfully accounts for the interests of all participants in the check 
collection system, the Federal Reserve will have to develop an explicit 
policy on competitive fairness and develop more specific criteria to 
guide its decisions on competitive fairness issues. 

GAO’s Analysis 

Need for Same 
Payment 

-Day To advance the efficiency of the check collection system, the Federal 
Reserve has used its authority to deviate from state laws governing pri- 
vate banks. In particular, Reserve banks require paying banks (1) to 
make payment on the same day the Reserve banks present checks and to 
do so without charging fees, (2) to make such payment on checks that 
Reserve banks have not endorsed, and (3) to make such payment on 
checks presented by Reserve banks up to 2:00 p.m.-a time later than is 
customary for collecting bank check presentments. These payment 
terms enable Reserve banks to make low-cost funds available quickly to 
banks that use Reserve banks for check collection. (See p. 26.) 

To be competitive, collecting banks need to be able to match Reserve 
bank collection terms. In part, collecting banks can do this by choosing 
which customers they will serve. Unlike Reserve banks, however, col- 
lecting banks do not have the authority to unilaterally vary from state 
laws governing check collection. Since these laws do not provide collect- 
ing banks with a practical entitlement to same-day payment, collecting 
banks need to negotiate agreements with other banks covering the terms 
of check presentment and payment. (See pp. 27-29.) When presentment 
and payment agreements can be worked out, they customarily entail col- 
lecting banks paying fees (presentment fees) to the paying banks. 
According to bankers that provided GAO with estimates, these fees 
increased their check collecting costs from 18 to 40 percent. (See p. 30.) 

To lessen the effects of the same-day payment difference, collecting 
banks join clearinghouses, local associations of banks formed to facili- 
tate the exchange of checks among banks. However, member banks must 
still negotiate arrangements in order to present checks to banks outside 
the clearinghouse. (See pp. 37-39.) 

Page 3 GAO/GGDSSSl Check Cdlection 



Executive Summary 

Agency Comments The draft report was sent to the Board of Governors of the Federal 
Reserve System, the Federal Home Loan Bank Board, and seven trade 
associations. The Board of Governors agreed with the overall theme of 
the report and said it would work “further to formalize procedures for 
evaluating regulatory, service, and pricing proposals, and to articulate 
the relative importance of competition in evaluating these proposals.” 

Though the Board did not directly comment on GAO'S recommendation to 
adopt a specific policy statement of competitive fairness, it said that 
publicly disclosing its mark-ups and rationale for decisions to change 
check collection was an unnecessary encumbrance since its current 
review procedures are adequate to ensure competitive fairness. The 
Board also said that extending Reserve banks’ abilities to collecting 
banks may not enhance competition or efficiency or be in the public 
interest. In GAO'S opinion, the recommendations made are valid and 
should be pursued. (See pp. 63-66.) 

The Federal Home Loan Bank Board commented that the role of its 
banks should be further defined and also suggested a different recom- 
mendation. GAO believes its characterization of home loan banks is suffi- 
cient and that the suggested recommendation is not the best way to 
equalize competition. (See pp. 66-67.) 

Generally, all the trade associations that commented agreed with GAO'S 

conclusions and recommendations. Some suggested additional recom- 
mendations, and the New York Clearing House did not agree with the 
GAO recommendation calling for a revised same-day payment proposal. 
Two trade associations did not respond. (See pp. 67-69.) 

Chapter 5 summarizes comments received and GAO'S response. Appen- 
dixes V through XI contain the individual letters with GAO'S specific 
responses. 
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Chapter 1 
htmduction 

Reserve System. In 1913, when passing the Federal Reserve Act, Con- 
gress saw a need for, among other things, a central bank role in the pay- 
ments system. The central bank supports the management of the 
Nation’s monetary affairs, in part, through its provision of check collec- 
tion services. The private network that existed at the time, although it 
did provide a nationwide system for collecting on checks, was subject to 
non-par check collection and delays in funds transfers.” Accordingly, the 
Federal Reserve Act established 12 Federal Reserve district banks under 
the supervision of the Board of Governors of the Federal Reserve Sys- 
tem.” These 12 Reserve banks, among their other fiscal responsibilities, 
were authorized to serve as check collection centers that, under section 
13 of the act, are exempt from bank charges for the collection and pay- 
ment of checks. 

The Federal Reserve’s unique nationwide network of banks and offices 
provided it with strong market powers. For example, banks that wanted 
their customers’ checks to be generally accepted by the public had to 
comply with payment terms set by Reserve banks collecting on checks. 
In this manner, the Federal Reserve in effect regulated the check collec- 
tion system. 

The 1980 Monetary Control Act reaffirmed the Federal Reserve’s contin- 
ued role in the check collection process by expanding the number and 
kind of depository institutions for which it would directly provide ser- 
vices. Reserve banks were required to make their check collection ser- 
vices available to member and nonmember banks alike in exchange for a 
fee. The Federal Reserve’s nationwide presence was deemed necessary 
in order to ensure the maximum reliability and availability of check col- 
lection services to all financial institutions on an equal basis. The Fed- 
eral Reserve has since asserted that the basic purpose to be served by its 
continued presence in the payment service area is to contribute to the 
efficiency and integrity of the payments mechanism. 

In 1987, the Expedited Funds Availability Act made the Federal Reserve 
responsible for expediting the collection on checks and making further 
improvements in the check collection system. Accordingly, it was pro- 
vided broad regulatory and enforcement authority to carry out its 

“Non-par payment was the practice of paying less than the face value of the check presented for 
payment. Such a prxtice prowded compensation to paying banks for expenses and risks associated 
with the payment of checks 

“The Federal Reserve dlstrirt banks are in Boston, New York, Philadelphia, Clewland, Richmond, 
Atlanta, Chicago, St. Louis, Mmneapolis, Kansas City, Dallas, and San Francisco The 12 banks oper- 
ate through 48 offices in 34 states 
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Chapter 1 
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Federal Home Loan banks are limited to providing check collection ser- 
vices to thrift institutions. Reserve banks and collecting banks may ser- 
vice thrifts as well as banks. 

We cannot precisely determine market shares of Federal Reserve and 
collecting banks from the available data. However, as discussed in chap- 
ter 2, information on the number of checks handled is available for 
Reserve banks. That data indicate that, in 1987, Reserve banks handled 
about 17 billion checks, or about 55 percent of the checks written on one 
bank and deposited in another.’ No similar data are kept on the number 
of checks collecting banks are hired to collect, on or the number of 
checks banks collect on their own, for example through local clearing- 
house associations.x 

How Checks Are Collected The check collection process commences at the close of the business day 
when a bank’s deposited checks are sorted between those checks drawn 
on the bank and those drawn on other banks. Checks drawn on other 
banks may be presented for payment in several ways. (See fig. 1.1.) 

Sorting is usually done by high-speed machines that read, endorse, and 
sort the checks into compartments representing either a single paying 
bank or a group of paying banksg The checks from each compartment 
are then packaged in bundles with a listing (a cash letter) that shows 
the total value and number of the checks. 

For checks drawn on other banks, the bank of first deposit may choose 
one or more of the following options for collecting payment: 

l send the checks to the bank on which the check is written (paying 
bank), 

l send all or some of the checks to a Federal Reserve bank, 
. send all or some of the checks to a regional or national collecting bank, 

7Checks handled by two Federal Reserve banks are counted as one check. Also, an undeterminable 
number of those check have also been handled by collecting banks and then deposited with a 
Reserve bank for collectkm Details of total check work load are shown in appendix 11. 

‘%learinghouses, of whwh there are about 145 formally established around the country. are local 
associations of banks that arange for the exchange of checks, drafts, and notes among members. The 
operations of cleannghonscs arc explained in more detail in chapter 2 

“The machines sort checks by reading the sorting instructions printed in magnetic ink characters 
along the bottom of checks These numbers indicate where in the country the check is draw; what 
bank the check is drawn on; and usually what account it is drawn on, the check number, and the 
dollar amount 
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If the checks are deposited with a collecting bank, that bank in turn has 
the same choices about how it will undertake the next step of the collec- 
tion process. When checks are deposited with a Reserve bank, however, 
the Reserve bank exercises only two choices: either present the check 
for payment or deliver the check to another Reserve bank for collection. 

The method a bank chooses to collect on a check depends on a number of 
factors. Chief among these are the relative price of the service and how 
quickly funds are made available. In short, prospective customers are 
looking for a low-cost check collector that, in most instances, provides 
funds the day checks are deposited for collection. Table 1.1 lists the pri- 
mary reasons given by some banks for choosing among collectors. 

Table 1.1: Reasons for Choosing Among 
Check Collectors Reason Small banks’ Large bank@ 

Lower oer-check mice 35% 39% 

Quicker funds availablllty --__ 
Efficmcv throuah consolldatlon of business 

20 28 
12 3 . - 

OtherC 32 31 
Total-’ 100% 100% 

aSmall banks have assets of $750 mllllon or less 

bLarge banks have assets greater than $750 million 

‘Other includes reasons such as higher quallty of serwces at comparable costs and preference for one 
collector over another. 

%lumns do not add due to rounding 
Source Survey conducted by the Assoclatlon of Reserve City Bankers, January 1988 

Returned Check Process Checks may be returned for a variety of reasons: improper endorsement, 
insufficient funds, forgeries, nonexistent accounts, stop payment orders, 
or improper date. Of the returned checks, over half are returned for 
amounts less than $100 and over 60 percent of these are paid when pre- 
sented for payment the second time. 

Before September 1988, the return process was much slower than the 
forward collection process. Returned checks were sent back through 
each intermediary that handled the check during the forward collection 
process. The checks were handled manually instead of through the high- 
speed machines, and there was no requirement to send them back in the 
same way they were sent forward. For example, a bank’s responsibility 
could have been met by mailing the returned check to a collection 
intermediary. 
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required all depository institutions to meet the same reserve require- 
ments as Federal Reserve members. To reduce the burden on banks, the 
act also lowered the amount of reserves required to be held. This lower 
reserve requirement reduced the general revenues of the U.S. Govern- 
ment because the profits the Federal Reserve earns from investing bank 
reserves are turned over to the U.S. Treasury. 

To compensate for a large part of the revenue shortfall that otherwise 
would have resulted from the reduced reserves, Congress required the 
Federal Reserve to explicitly price its services. As part of this change, 
Federal Reserve services were made available to all depository institu- 
tions. Check collection, the subject of this report, is the most significant 
of these services in terms of revenues, accounting for about 77 percent 
of the $650 million of total priced service revenues earned in 1987.” 

For check collection services, implementation of the pricing mandate 
marked a transition from a complementary Federal Reserve-collecting 
bank relationship to a more competitive one: Federal Reserve member 
banks that once were provided with free services now had to pay, and 
their nonmember bank customers were now eligible for Reserve bank 
services and thus had a broader choice of collectors. 

In adopting the Monetary Control Act, Congress considered the various 
benefits that would accrue from the explicit pricing of Federal Reserve 
services. During the floor debate on the Senate version of the bill that 
became the Monetary Control Act, the then-Chairman of the Senate 
Banking Committee, Senator William Proxmire, explained 

“the efficiency of the banking and payments system will be enhanced through pric- 
ing of Fed services and through the greater degree of competitive equality that will 
result from the legislation. These benefits will accrue to the public generally in the 
form of lower prices for banking services.“” 

“Other services provided hy Reserve banks include special cash services, electronic funds trmfers, 
automated clearinghousr. securities transfers and safekeeping, and noncash collection services. 

“Congressional Record, p. S274, .January 18, 1979. 

Page 17 GAO/GGDW61 Check Collection 



Chapter 1 
introduction 

We testified before the Senate Committee on the results of our work in 
April 1984 and issued a report in January 1985. Our report pointed out 
that the Federal Reserve had taken steps to eliminate the subsidies that 
characterized the initial phases of pricing.15 On the broader question of 
competitive equality, we noted that collecting banks and Reserve banks 
each had advantages. In particular, we noted how the Federal Reserve’s 
nationwide presence and the Federal Reserve’s exemption from certain 
costs of doing business had enabled it to undertake actions that could 
not be done by its competitors. We also noted collecting banks’ flexibility 
in selecting customers and using other services outside check collection 
to attract customers. The report pointed out that problems requiring 
congressional attention might well arise from time to time due to the 
pricing provisions of the Monetary Control Act. 

The two House Committee reports reaffirmed the value of both Federal 
Reserve and private sector participation in check collection and the pay- 
ments system in general. The reports discussed competition in terms of 
achieving a balance between the two sectors. The report of the House 
Committee on Government Operations included the following statement: 

“It is clear that the priced services operations of the Fed can never be an exact copy 
of a private enterprise, and to hold that idea up as the ultimate objective is a mis- 
take. There will always be significant differences, and the objective of public policy 
must be, among other things, to strike a balance that provides a fair and full oppor- 
tunity to compete to both the Fed and the private sector suppliers.“‘6 

In a similar vein, the House Subcommittee on Domestic Monetary Policy 
stated that 

“The Monetary Control Act did not envisage, nor does the Subcommittee accept, the 
creation of a theoretically pure and perfect competitive setting if the result is to 
drive the Federal Reserve out of the payments system and thus weaken the safety, 
security, and accessibility of the system. However, the Subcommittee would also not 
accept, nor did the Monetary Control Act intend, a situation in which the Federal 
Reserve through its actions drives the private clearing banks out of check clearing. 
Thus, [the specific findings of this report] do not seek to measure the actions of the 
Federal Reserve in the implementation of the Monetary Control Act against some 
ideal model of competitive markets, but against the practical test of whether those 

“An Examination of Concerns Expressed About the Federal Reserve’s Pricing of Check Clearing 
Activities (GAO/GGDSB-9. Jan. 14, 1985). 

“‘Comnuttee on Government Operations, Federal Reserve Competition With the Private Sector in 
Check Clearing and Other Services (H.R. !78%?‘6, Y&h Cmg., Zd sess., Apr. 11, lYS4), pp. 30-31. 
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same day that checks were presented for payment. In addition, extended 
deposit deadlines for same-day payment were established for presorted 
checks and checks drawn on city banks and certain high-dollar-volume 
regional banks. Additionally, in 1987, the Board of Governors autho- 
rized Reserve banks to collect on checks drawn on banks in foreign 
nations. 

In 1987, the Expedited Funds Availability Act expanded the Federal 
Reserve’s responsibility for payments system efficiency. In addition to 
overseeing the check collection operations of Reserve banks, the Federal 
Reserve was authorized to regulate the collection on checks by private 
sector banks. With its newly acquired authorities, the Federal Reserve, 
through Regulation CC, established expedited availability deadlines and 
procedures for the speedier return of unpaid checks. The Federal 
Reserve also developed a concept paper discussing measures that would 
enable private sector banks to obtain speedier payment on checks than 
provided under existing laws. 

The 1987 act further mandated that, to improve the efficiency of check 
collection, the Board of Governors consider requiring the electronic 
transmission of the information on checks in lieu of forwarding paper 
checks and that consideration be given to implementing an electronic 
clearinghouse. After studying the matters, Board staff concluded that 
while mandated electronic presentment would not be appropriate at this 
time, voluntary uses of electronic payments should be pursued. As elec- 
tronic payments become more popular, the impetus for switching from 
nonelectronic to electronic payments may be provided. 

Objectives, Scope, and As a compromise to a bill provision adopted by the Senate that would 

Methodology 
provide for Reserve banks to pay bank fees incidental to the present- 
ment of checks (presentment fees), the Competitive Equality Banking 
Act of 1987 required that we, in coordination and consultation wit.h the 
Board of Governors of the Federal Reserve System, study certain issues 
relating to the ability of collecting banks to compete with Reserve banks 
for the check collection business of other banks. Specifically, the act 
required us to report on 

. the Federal Reserve System’s exemption from the imposition of present- 
ment fees, 

l the impact of the imposition of presentment fees on the efficiency of the 
check collection system, and 
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bank services. Banks that we interviewed were not randomly selected 
but were taken from lists provided by Reserve banks and clearinghouses 
on the basis of size, relationship with local clearinghouses, and whether 
they provide or use check collection services. Users of services were fur- 
ther differentiated by whether or not they had made a change in their 
choice of providers or use of a clearinghouse within the past 2 years. We 
also met with officials from the Federal Home Loan Bank Board and 
three of their member banks to gain insight on the interaction between 
two competitors that share similar characteristics. 

In total, we spoke to officials of the Federal Reserve System; the Federal 
Home Loan Bank Board; 16 small-to-midsize community banks and rep- 
resentatives of their trade association; the Independent Bankers Associ- 
ation of America (IBAA); 28 large commercial banks from Federal 
Reserve cities and representatives from their trade association; the 
Association of Reserve City Bankers (ARCB); and officials of the Ameri- 
can Bankers Association (ABA) who represent the interests of 90 percent 
of the Nation’s banks, both large and small. We also met with a group of 
bankers, referred to as the National Payments System Coalition, who 
have been vocal in their complaints of being competitively 
disadvantaged. 

During our interviews with banks, we requested price and funds availa- 
bility schedules currently offered, and collection fees paid, so as to 
obtain a sense of the cost banks incur as a result of presentment fees 
and the comparability of price and funds availability offered by collect- 
ing and Reserve banks. This information was supplemented by data 
taken from surveys done by the ABA, ARCB, Bank Administration Insti- 
tute, and other private organizations. We also used data obtained from 
the Federal Reserve System’s Planning and Control System, Cost Reve- 
nue Reporting System, and the Lagged Float Reporting System. Finally, 
we reviewed comments submitted by banks we interviewed on proposed 
expedited funds availability regulations to gain further insight on com- 
petitive issues and practical problems faced by banks offering commer- 
cial check services. 

Advocates of change to the current structure of the payments system 

have made proposals to equalize competition among providers of check 
collection services. We considered the proposals in view of their poten- 
tial to resolve any competitive differences and provide both Reserve and 
collecting banks a full and equal opportunity to compete; the possible 
effects on the speed, cost, and availability of services; the potential risk 
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Agency Comments A draft of this report was sent to the Board of Governors of the Federal 
Reserve System, the Federal Home Lean Bank Board, the American 
Bankers Association, the Association of Reserve City Bankers, the Inde- 
pendent Bankers Association of America, the California Bankers Clear- 
ing House, the Chicago Clearing House Association, the Houston 
Clearing House Association, and the New York Clearing House. Com- 
ments were received from all groups except the Independent Bankers 
Association of America and the Chicago Clearing House Association. 
The major points raised in the comment letters and our responses are 
summarized in chapter 5. Each letter and our full response is contained 
in appendixes V through XI. 
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chapter 2 
Differences in Abiity to Obtain Payment on 
Checks Affect the Competitive Balance 

A nationwide same-day payment requirement for presentments by 
Reserve banks was set out in a revision to Regulation J in 1972. Without 
that regulatory change, Reserve banks could not effectively require all 
banks to make same-day payment. Before the regulatory change was 
adopted, the Federal Reserve Bank of San Francisco, for example, was 
attempting to convince all 406 banks within the district to make same- 
day payment. However, 95 banks refused. 

According to Federal Reserve Board officials, all banks now conform to 
the Federal Reserve’s terms and conditions of check collection. Accord- 
ing to them, a bank cannot afford to (1) turn down check presentments 
from a Reserve bank, (2) refuse to make same-day payment in full to a 
Reserve bank, or (3) deny a Reserve bank the right to automatically 
charge an account maintained at a Reserve bank for check collection 
purposes2 In short, if a bank did not comply, its checks would not be 
handled by the Reserve banks. In turn, according to Federal Reserve 
officials, delays and difficulties in obtaining payment would cause the 
public to lose confidence in the checks drawn on that bank and move 
checking accounts to other banks. 

Additionally, Reserve banks make no payments to paying banks to cover 
expenses incidental to their participation in the collection. Section 13 of 
the Federal Reserve Act specifies that banks may not charge Reserve 
banks fees associated with the act of collection or payment on checks. 
The general intent of the act’s prohibition was to establish a nationwide 
system for collecting checks at “par” or face value. Previously, many 
paying banks paid less than the face value of checks presented by col- 
lecting banks. The legislative history indicates that such a practice com- 
pensated paying banks for expenses and risks associated with collection. 
However, recouping another banks check collection expenses from a 
Reserve bank was viewed as an undesirable policy. The act did not, 
however, rule out banks charging other banks a fee. 

Collecting Banks Pay Fees Unlike Reserve banks, collecting banks do not have the authority to uni- 

to Obtain Same-Day laterally vary from the terms of the u.c.c., and its terms do not give 

Payment banks the practical authority to effectively demand that other banks 
make same-day payment. For example, under the terms of the u.c.c., col- 
lecting banks may 

‘The account may be the bank’s reserve account, separate clearing account, or the account of mother 
bank provided that the other bank agrees to allow a Reserve bank to automatically charge the 
account. 
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Therefore, to obtain same-day funds, collecting banks may, under the 
terms of the u.c.c., enter into individual agreements that may require the 
payment of presentment fees.’ For example, when a collecting bank 
finds a paying bank willing to provide same-day funds, a collecting bank 
may open an account at the bank and deposit checks written on the pay- 
ing bank into the account. The paying bank would then transfer funds 
from the checkwriters’ accounts to the collecting bank’s account.g These 
proceeds may then be wired to the collecting bank’s account at a 
Reserve bank. For these services, a paying bank typically charges a pre- 
sentment fee, which includes per-check charges for each check depos- 
ited in the collecting banks account and charges for maintaining the 
account, reporting balances, and transferring funds. 

The payment of presentment fees is an accepted and prevalent business 
practice in the banking industry. According to collecting bank officials, 
the payment of fees is necessary because that induces paying banks to 
accept checks directly from collecting banks. Moreover, without com- 
pensation, a paying bank does not have an incentive to make same-day 
funds available on terms more favorable than the minimum standards 
required by the U.C.C. One banker noted that 

“initially, collecting banks experienced some resistance from paying banks to the 
idea of allowing collecting banks to direct deposit a paying bank’s own items. The 
resistance was related to bookkeeping and return item handling cost issues. In order 
to overcome this resistance, collecting banks offered to pay the paying banks for the 
privilege of direct deposit.” 

Another collecting bank that deposited checks directly with 49 other 
banks in 21 states during 1987 provided us with more detailed informa- 
tion on the presentment fees it paid. Table 2.1 displays the range of per- 
check fees that the bank says it was charged by the 49 banks for 
accepting deposits into the collecting bank’s account and for providing 
same-day payment on checks drawn on those banks. Of the 49 banks, 
only 1 did not charge a per-check fee for checks drawn on itself. On the 
basis of other bank fee schedules obtained during our work, Federal 
Reserve studies, and industry surveys, the charges accrued to this col- 
lecting bank appear to be representative of industry practices. 

‘Alternatively, banks may obtain same-day payment through clearinghouse agreements. This &et-xi- 
tive is discussed on pages 37-39. 

‘Beyond facilitating payment on checks, a demand account arrangement also enables paying banks to 
protect themselves against checks they return instead of paying. The minimum balances maintained 
m th(’ collecting banks’ accounts provide a ~urce of funds to cover returned checks. 
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Even if collecting banks are willing to pay presentment fees, paying 
banks can refuse to enter into agreements to allow same-day payment. 
For example, one banker described a bank’s refusal to accept 
presentment: 

“[the bank] will not accept any items from the private sector, even though they are 
the largest [non-city] paying bank in this District in terms of items presented. [The 
bank’s] position is that it is more appropriate for it to receive all their incoming 
items from the Fed than to earn income through presentment fees.” 

In a similar vein, we were also provided with a copy of a letter from a 
paying bank that announced it was bringing its account relationship 
with a collecting bank to an end. Even though this collecting bank pre- 
ferred to continue presenting checks and paying for the privilege, the 
letter-without further elaboration-stated that the paying bank would 
no longer accept deposits from collecting banks for same-day funds 
availability. In another instance, a small bank turned down a proposal 
from another local bank to exchange checks for no charge. The other 
bank decided that the volume was too small to justify the administrative 
expense of setting up a demand account and that it did not want to 
accept checks from sources other than a Reserve bank. The bank prefers 
to have its incoming checks come from one bank owing to the bookkeep- 
ing requirements involved in accepting checks from multiple collecting 
banks. 

In our opinion, given the provisions of the u.c.c., the practice of paying 
presentment fees represents a reasonable and necessary expense of 
operating a check collection business in competition with Reserve banks. 
However, the same fees that enable collecting banks to provide expedi- 
tious check collection service also adds another expense to their basic 
cost of doing business-an expense the Reserve banks do not incur. We 
cannot, however, measure the extent of this competitive disadvantage 
because of the variation in the charges among banks and the lack of 
certainty that the offer to pay fees will even result in receiving same- 
day payment. Nonetheless, the inability to obtain same-day payment 
without charge constrains collecting bank abilities to operate a check 
collection business. 
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lessen its costly float problem. However, collecting banks also incur float 
costs but cannot unilaterally adopt noon as the time of presentment to 
reduce such costs. Or, as described by another banker, Reserve banks 
are the only check collectors that can miss privately set presentment 
deadlines, such as those imposed on members of a clearinghouse, and 
still demand same-day payment. 

Figure 2.1: Check Presentment Hours 01 
Clearinghouses Nationwide 

40 percent 

Source The Rand McNally Bankers Directory, 1987 

High Dollar Group Sort The Federal Reserve developed the high dollar group sort product as 
another means for providing customers with same-day funds on more 
checks. As in the noon presentment change, Reserve banks changed the 
time at which they present checks to high-dollar, high-check-volume 
banks outside Federal Reserve cities. This change in presentment timing 
enabled the Reserve banks to adjust their deposit deadlines to give their 
customers more time to get checks to the Reserve banks and provide the 
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Fine Sort 

According to collecting bank officials we interviewed, there is little 
opportunity for a collecting bank to sell a product like payor bank ser- 
vices Each individual bank does not have all the information. However, 
to the extent a controlled disbursement bank receives checks from only 
one bank-one that provides account totals early-it can provide the 
disbursement service. Because no bank may turn down presentments 
from a Reserve bank and since it provides the information early, the 
Reserve bank becomes the preferred source. 

The Federal Reserve developed the fine sort product as another means 
for providing customers with same-day funds on more checks. To use 
this product, banks deposit presorted, prepackaged bundles of checks- 
a separate bundle per paying bank-with a Reserve bank. The Reserve 
banks then present the checks without first processing them through 
high-speed reader-sorters for endorsement and recordkeeping purposes. 
By eliminating much of the processing work and expenses, Reserve 
banks are able to provide later deposit deadlines yet retain enough time 
to present prepackaged checks for same-day payment and charge a rela- 
tively low collection price. 

The Federal Reserve developed the fine sort product by setting terms 
and conditions for same-day payment that are not specifically provided 
for under the U.C.C. Regulation J and Reserve bank operating circulars 
specify that Reserve banks may 

l present unendorsed checks for same-day payment; 
. warrant that they have good title to the checks or are authorized to 

obtain payment; 
. keep no records on unendorsed checks: it is the responsibility of the 

sender; 
l have no responsibility to describe a lost or stolen check that is to be 

charged back to a sender; and 
l return checks unpaid that are sent to them unendorsed. 

Lacking similar abilities to unilaterally establish terms and conditions 
for same-day payment, officials from collecting banks told us that they 
cannot offer a similar collection product. As a practical matter, coliect- 
ing banks endorse checks to meet the U.C.C. ground rules for assigning 
liability should something go wrong in the collection process-a process 
that can involve a number of banks. The ground rules hold banks 
responsible for maintaining records that identify each bank that handles 
a check from first deposit to final presentment and provide that 
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Table 2.2: Comparison of Prices and 
Floor Costs for 1987 In-City Check 
Collection Products Location 

Chicago 

Price’ Product 
Fine sorted 0149 

Unsorted .0251 

Floor Net Percent 
cost markup markup 
0069 0080 116 

.0169 .0082 49 

New York 

San Francisco 

__- 
Fme sorted .0151 .0094 .0057 61 

__~ ~ Unsorted .0368 0310 0058 19 - _~- 
Fine sorted 0076 .0031 .0045 145 

Unsorted .0235 .0113 .0122 108 

“Prices represent the per~check fee charged by Reserve banks adjusted to prorate the cash letter and 
package deposit fees on a per check basls 

The higher percentage markup does not appear to be justified by the 
amount of capital or other resources used to provide the fine sort prod- 
uct. Because little processing is required, the fine sort product should 
need less support on a per-check basis than other products that involve 
more processing. This is demonstrated by the fact that the Federal 
Reserve Bank of New York is planning to move its check-processing 
equipment and personnel from Manhattan to Long Island and New 
Jersey. But even without the processing equipment or additional person- 
nel to operate it, the Reserve bank will continue to offer the fine sort 
product out of the Manhattan office. Depositing banks will drop off 
prepackaged checks and paying banks will pick them up. The Reserve 
bank will debit and credit the appropriate accounts. 

We are not in a position to know why the Federal Reserve applies a 
higher percentage markup to its fine sort product than to other prod- 
ucts. The higher markup for fine sort products is, however, consistent 
with pricing that would be expected to occur when there is an absence 
of competing products from which customers may choose. 

Collecting Bank 
Membership in 
Clearinghouses and 
Same-Day Payment 

A collecting bank, by joining a local clearinghouse association, may 
obtain same-day payment from other members of the association at little 
expense. In Houston and New York, however, the difference between 
Reserve and collecting bank abilities to obtain same-day payment from 
nonmember banks has led to complaints from the local clearinghouses as 
representatives of the collecting banks. 

Clearinghouse Operations Nationwide, about 20 percent of all U.S. banks are members of clearing- 

and Collecting Banks houses. In total, about 145 clearinghouses have members ranging in 
number from 2 to 632 banks. In general, each clearinghouse is a local, 
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ways to collect on checks and receive same-day payment. For example, 
one large collecting bank member of the San Francisco clearinghouse 
provided the following breakdown on how it collects on checks: 

. 44 percent are sent to Reserve banks, 

. 34 percent are sent to the clearinghouse, and 
. 22 percent are sent directly to nonmember banks. 

According to the collecting bank officials, for the checks that the bank 
needs to collect on outside of the clearinghouse arrangement, all are sub- 
ject to either presentment fees or collection fees. 

Houston Complaints As with other clearinghouses throughout the country, the Houston 
Reserve bank presents checks without charge to the Houston clearing- 
house members in general conformity with clearinghouse rules. None- 
theless, the Houston clearinghouse has complained that its member 
collecting banks are at a competitive disadvantage relative to the Hous- 
ton Reserve bank. 

Since the Reserve bank sends checks to clearinghouse members through 
the clearinghouse exchange without charge, clearinghouse officials 
believe its members should be able to send checks to nonmember banks 
through the Reserve bank without charge or, alternatively, the Reserve 
bank should pay fees to the clearinghouse. In the clearinghouse’s opin- 
ion, either alternative is warranted because the clearinghouse member 
banks provide a service to the Houston Reserve bank. This service is in 
the form of additional processing work done after the checks are pre- 
sented for payment by the Reserve bank. In short, the Reserve bank-as 
instructed by clearinghouse member banks-presents a package of 
checks to each of the 13 members of the clearinghouse. These 13 mem- 
bers, in turn, sort and further process the checks on to the clearing- 
house’s 260 associate members.12 (App. III provides more detailed 
information on the interaction between the Houston Reserve bank and 
the clearinghouse member banks.) 

In the opinion of Federal Reserve officials, there is no reason for the 
Reserve bank to pay the clearinghouse for any work performed by the 
member collecting banks. From the Federal Reserve’s viewpoint, the 
member banks are providing a service to the associate member banks 

“The Houston clearinghouse is somewhat unique in that most clearinghouses have substantially 
fewer, if any, associate members. 
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New York City Complaints Commencing in early 1988, the Federal Reserve Bank of New York 
started moving check collection operations out of New York City to New 
Jersey and Long Island. Regardless of the location, collecting bank mem- 
bers of the New York clearinghouse need access to Reserve bank ser- 
vices to obtain same-day payment from nonmember banks. Accordingly, 
when learning of the move, the clearinghouse complained that the 
increased costs and difficulties its member collecting banks will have in 
getting checks to the Reserve bank will put member collecting banks at a 
competitive disadvantage. Specifically, in a letter sent to the Reserve 
bank, the clearinghouse said: 

“The most recent stage of relocation process effectively change(s) [Federal 
Reserve Bank of New York] deadlines for the delivery of checks and it will result in 
a decided competitive advantage for [Federal Reserve Bank of New York] at the 
expense of our member banks. Our members. simply cannot meet the [deposit] 
deadlines for City unsorted checks without(i) establishing significantly earlier 
cut-off times for their own processing of City Work, (ii) setting much earlier dead- 
lines for the receipt of City work from their correspondents and (iii) incurring large 
expenses.” 

Additionally, the clearinghouse complained about the lack of early noti- 
fication of the proposed move and its exclusion from any planning, par- 
ticularly planning for potential disruptions to the existing competitive 
balance. 

To lessen the move’s impact on its New York City competitors, the Fed- 
eral Reserve Bank of New York decided to allow the New York City 
clearinghouse members to continue depositing checks at the Reserve 
bank’s offices in New York City at approximately the same deadlines- 
at least temporarily-and will share in the costs of transporting the 
checks to New Jersey, including the cost of the helicopter service needed 
to meet the tight processing time frames. However, should that trans- 
portation fail to deliver the checks in time, float expenses are to be 
charged back to the depositing member banks. 

Accordingly, for checks drawn on New York City banks that are not 
clearinghouse members, the move will increase New York City collecting 
bank costs of transportation and increase the risk of float expense. If 
the collecting banks had the same right to same-day payment as Reserve 
banks, the collecting banks could better determine whether it was more 
efficient or economical to present checks directly to paying banks or use 
Reserve bank collection services. 
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endorsing and microfilming checks by processing them through reader- 
sorters. Accordingly, before collecting banks could offer a competitive 
fine sort service, a scheme for maintaining records of the chain of banks 
that is satisfactory to the banking industry and mandatory industry- 
wide would need to be devised. Also, any costs that collecting banks are 
required to incur should also be required of Reserve banks. According to 
Federal Reserve officials, eliminating the use of endorsements was con- 
sidered when Regulation CC was being developed.‘” However, the Fed- 
eral Reserve’s industry advisory group indicated that the industry 
resisted such a change at this time because it found endorsement infor- 
mation useful for identifying the banks that handled the checks during 
the course of collection. 

Until a new endorsement scheme can be devised so that all collecting 
banks face similar costs and constraints, or other measures are taken to 
introduce competition, close attention should be paid to how fine sort 
and other products with a monopoly element are priced. 

Conclusion The difference between Reserve banks’ and collecting banks’ abilities to 
effectively obtain same-day payment has constrained the degree of com- 
petition that may take place in the market. By limiting the collection 
options available to collecting banks, the difference has also constrained 
the efficiencies that those banks could bring to the check collection mar- 
ketplace. Moreover, this competitive difference has led to disagreements 
between Reserve banks and collecting banks or their clearinghouse 
associations. 

The Federal Reserve has requested public comment on a concept paper 
for regulatory change that, if adopted, could enable collecting banks to 
obtain same-day payment without charge. Although such a step will not 
guarantee equality of competition because of other differences described 
in this and the following chapters, providing similar presentment abili- 
ties to collecting banks would remove some constraints that limit their 
competitiveness. 

14Regulation CC, effective September 1, 1988, implements the Expedited Funds Availabibty Act of 
1987. 
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not bundle them together.’ As such, the Federal Reserve’s ability to com- 
pete for check collection business is based on the collection services and 
funds availability it offers and the collection prices it charges. 

Price and funds availability, however, are not always sufficient to 
attract business. For example, one banker explained that his bank would 
not use the Reserve bank for collection services because it cannot do 
anything but collect on checks. Another banker explained that the 
Reserve bank’s price advantages are not enough to compensate for the 
products the Reserve banks do not offer, such as cash management and 
loan syndications. 

Collecting Banks 
to Meet Needs 

Negotiate Collecting banks have the flexibility to negotiate so that no two custom- 
ers necessarily pay the same price for the same service. Private banks 
may publish price lists but, according to bank officials, the lists are sim- 
ply starting points for negotiation. 

The price a collecting bank customer will ultimately pay for collection 
services may depend on what other business the customer brings to the 
bank, the number and mix of checks deposited, and funds availability. 
One banker explained that his bank usually receives deposits of checks 
drawn on about 16 to 20 banks, including itself. Therefore, it bases 
prices on this type of collection service. However, in some instances, the 
bank only receives checks drawn on itself and in those instances usually 
gives a price break to the depositing bank. Another banker that pro- 
vided us with price schedules noted that, by waiving fees for checks 
drawn on that bank, the prices of one service had been set as low as 
possible. 

Beyond pricing flexibility, collecting banks may also negotiate for late 
presentments with same-day funds availability. In one city we visited, 
some banks accepted their own checks as late as 8:30 or 10:00 p.m. for 
same-day availability. Similarly, at one Federal Home Loan bank we vis- 
ited, institutions could make some deposits as late as 5:30 p.m. and still 
receive same-day availability. In contrast, 10:00 a.m. is the latest a 
deposit may be made for same-day funds availability with the Federal 
Reserve Bank of San Francisco. 

‘These activities include Reserve banks check collection, wire transfer, securities settlement and 
safekeeping, automated clearinghouse. noncash collection, coin and currency delivery, and coin wrap- 
pmg services. 
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Selling check collection services can help a bank get full use of resources 
that might otherwise remain idle. Much of the processing done as part of 
the collection business can be done between midnight and 6 a.m., gener- 
ally off-hours for the bank’s own processing. Accordingly, a collecting 
bank can expand its check collection business to a certain point without 
incurring additional fixed costs related to plant and equipment. 

Selling lock box services to corporations is another way banks attain 
fuller utilization of existing plant, equipment, and personnel. Under a 
lock box arrangement, a corporation will typically have all incoming 
checks sent to a post office box where they are picked up by the bank. 
For a fee, the bank, as part of its check collection business, provides the 
corporation with clerical and other services. This arrangement enables 
corporations to deposit checks more quickly with the bank and obtain 
better funds availability. The bank benefits from the fees earned from 
the corporation and from economies of scale that may be gained by 
processing additional checks. 

Reserve banks, however, cannot compete for corporate customer busi- 
ness. They are authorized to sell collection services only to depository 
institutions. Even with the processing of about 700 million government 
checks and postal money orders-the closest equivalent of processing 
its own checks-Reserve banks’ equipment sits idle during parts of the 
day. 

Unique Abilities of 
Reserve Banks 

The Federal Reserve gains certain check collection benefits from its sta- 
tus as the Nation’s central bank. As the central bank, it may quickly and 
inexpensively transfer funds held in reserve accounts to collect on 
checks. Also, it is the only bank that may operate nationwide. The 12 
Reserve banks operate out of 48 offices in 34 states and are linked by a 
nationwide transportation network. This national presence enables 
Reserve banks to maintain a market influence so far unattained by pri- 
vate sector competitors. Because of federal and state branch banking 
restrictions, no private bank has yet had the opportunity to establish a 
national presence similar to the Federal Reserve’s 

Automatic Access to Bank In general, U.S. banks meet reserve requirements through (1) funds in 

Accounts an account maintained at a Reserve bank or (2) funds in an account 
maintained with another bank, which in turn passes the balances on to 
an account maintained at a Reserve bank. In addition to their role in 
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connection. Also, each receiver is charged for each wire transfer 
received and for a telephone notification of each transfer, if desired. 

Nationwide 
Transportation Network 

The Federal Reserve’s national presence offers opportunities for econo- 
mies of scale. For example, Reserve banks have created a nationally 
coordinated hub-and-spoke transportation network that connects the 48 
Federal Reserve banks’ check processing offices, enabling them to func- 
tion as one system. 

The Federal Reserve’s Interdistrict Transportation System connects five 
designated hub cities-New York, Cleveland, Chicago, Atlanta, and Dal- 
las-with spoke cities around the Nation. The spoke cities, in turn, have 
created transportation arrangements that link banks into the hub-and- 
spoke arrangement. For example, for the convenience of banks within 
the Philadelphia Federal Reserve district that use their Reserve banks 
check collection services, the Reserve bank has established nine relay 
points in a three-state area to accept check deposits. According to the 
Philadelphia Reserve bank, by depositing checks by the specified dead- 
lines at the relay points, depositors can take advantage of the full range 
of products offered. Because the Reserve bank’s deadlines are also coor- 
dinated with interdistrict transportation schedules, the bank will handle 
all sorting and transportation needs for checks drawn on both in-district 
and out-of-district banks. According to promotional literature on the ser- 
vice, the deposit hours and attractive funds availability will enable 
banks to convert checks into cash faster than ever. 

Market Influence Because the Federal Reserve is the dominant market participant and 
sole presenter to some paying banks, Federal Reserve actions can affect 
the competitive status of others. 

The market dominance of the Federal Reserve was apparent from the 
discussions we held with both users and competitors of the Federal 
Reserve’s collection services. The bankers who voiced an opinion gener- 
ally viewed the Reserve banks as setting the industry benchmark for 
product prices. Users we talked to said Reserve bank prices are used to 
evaluate terms offered by collecting banks and, in some instances, as 
negotiating instruments to obtain better terms from collecting banks. 
Competitors use Reserve bank products and prices as a reference point 
to decide whether or not they should compete for business, offer a par- 
ticular collection product, make investments to expand their check col- 
lection business, or offer new products. Moreover, competitors depend 
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improvements have added to the business pressures experienced by col- 
lecting banks as their collection products need to be competitive with 
those offered by Reserve banks. A more detailed discussion of changes 
in Reserve banks’ check collection volume, profitability, and products is 
contained in appendix II. 

Less is known about the condition of collecting banks. Respondents of 
two recent surveys reported that smaller user banks (assets less than 
$500 million) have increased their use of Reserve banks over time and 
decreased their use of collecting banks.” The surveys therefore suggest 
that over the past several years, collecting banks have experienced an 
erosion of business from smaller banks. Of the banks offering check col- 
lection services, responses were about evenly divided between those 
that said volume had decreased and those that said it had not. 

The ARCB survey shows a mixed picture in terms of profitability. About 
half of the banks reported that profit margins either had not changed or 
had increased over the past 5 years, while the other half reported that 
profit margins had declined. Most expected the existing trend in profit 
margins to continue. The surveys did not, however, provide enough 
information to determine additional characteristics of collecting banks 
whose business had suffered from those whose business was continuing 
to be profitable. Appendix II contains more detailed information from 
these surveys. 

In summary, from the data available, we saw no clear signal that one 
competitor is being driven out of the market by the other. Since the 
Monetary Control Act, however, Reserve banks have more actively com- 
peted for business; they have developed specialized products and 
reduced the costs of check collection for their customers. In this environ- 
ment, collecting bank officials believe they are at a disadvantage when 
competing with the Federal Reserve and would like to improve their 
competitive position. Federal Reserve officials, however, point out that 
the overall competitive balance is unknown because collecting banks 
have advantages of their own and, in their opinion, the advantages are 
sizable. 

“In .January 1988, the AWU released the results of a bank survey that was designed to provide 
mfonnation on the competEwe situation of collecting banks. This study, in part, followed up on the 
results of the 1986 ABA National Operations/Automation Survey. Because only 24.3 percent (930 of 
3,824 banks contacted) responded to the ARCB survey and only 20.8 I)ercent (706 of 3,400 banks 
umtactt‘d) reqxnded to the AHA survey, the results cannot be statistically projected to the universe 
01 all banks. Although it IS not possibk to make statistical projections, an analysis and comparison of 
tlw suncy data does shwi wmf’ light on competitive cnndltions as seen by the responding banks 
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First is the Federal Reserve’s ability to unilaterally take actions that. 
have the potential for changing the competitive balance, such as the 
Federal Reserve’s announced move out of New York City and its poten- 
tial effect on competitors’ costs and access to Reserve bank services. To 
minimize the potential for disruptions, Reserve banks could be required 
to (1) assess how their proposed actions promote competitive equality 
and (2) present such ari assessment to the Board of Governors. In our 
opinion, requiring such assessments would be consistent with Federal 
Reserve System policy statements pledging a commitment to competitive 
fairness in the priced services area. A detailed discussion of these poli- 
cies and the conflicts of interest to be avoided are discussed in the fol- 
lowing chapter. 

The second issue that emerges as potentially limiting competition 
involves the time of presentment. Reserve banks, to date, have been con- 
fined to presenting checks before 2:00 p.m., even though, for a price, 
some banks routinely accept checks from other banks later in the day. 

In our opinion, Reserve banks should be in a position to make a decision 
as to whether or not it is advantageous to present checks after 2:00 p.m., 
provided that banks are willing to accept such checks. This later pre- 
sentment may be warranted when the costs of making such present- 
ments, including the payment of presentment fees, are less than the 
costs of carrying the checks overnight. Benefits from this change include 

l competitive equality: collecting banks engage in such activities; 
. cost efficiency: determinations can be made as to whether it is less 

expensive to make late presentments than to hold checks overnight; and 
l speed efficiency: checks may be collected 1 day earlier. 

Moreover, in our opinion, problems associated with the Federal Reserve 
paying presentment fees would be avoided since the amount would be 
limited to what the Federal Reserve would be willing to pay and the fee 
would only be paid when Reserve banks determined it was worthwhile. 

Conclusion 
- - 

Both collecting banks and Reserve banks have abilities that are unavail- 
able to the other to further the attractiveness of their check collection 
business. Through use of these abilities in a competitive environment, 
their customers have enjoyed improved services at lower costs; benefits 
that users would not like to give up to eliminate what some competitors 
view as a competitive inequality. However, without having equal rights 
of presentment as discussed in chapter 2, collecting banks are not in a 
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Observations, Conclusions, 
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This chapter discusses the goal of competitive fairness in the context of 
other goals such as the promotion of payments system safety, sound- 
ness, and efficiency. It makes recommendations for ensuring that col- 
lecting banks have the opportunity to participate fully in the check 
collection system. 

Need to Clearly Define According to Federal Reserve policy statements, its payments system 

Competitive Fairness 
mission, in summary, is to promote the integrity and efficiency of the 
system and to ensure that services are equitably provided to all deposi- 
tory institutions. With recent legislation-most notably the Expedited 
Funds Availability Act-promoting efficiency has become increasingly 
important. 

In policies adopted in 1984, the Board of Governors stated a willingness 
to cooperate with other service providers in improving the payments 
mechanism and expressed a “fundamental commitment to competitive 
fairness.” Competitive fairness was considered an extension of Federal 
Reserve responsibilities for improving the payments system and pre- 
serving its safety and soundness. 

However, the Federal Reserve’s competitive fairness policy has not been 
further defined beyond this general statement of policy. According to 
Federal Reserve officials, relevant legislation provides little guidance on 
defining competitive fairness. The Monetary Control Act-without fur- 
ther elaboration-specified that Federal Reserve pricing principles 
should give due regard to competitive factors. 

Because the Board’s policy is vague, and because there are no specific 
criteria by which to evaluate its actions, differentiating between Federal 
Reserve actions taken to improve the payments system as a whole and 
those taken to maintain the profitability of its check collection services 
can be difficult. For example, several program changes have 
simultaneously 

. furthered the efficiency or integrity of the payments system, 

. improved the competitive position of Federal Reserve bank check collec- 
tion services, and 

l diminished the competitive position of private collecting bank check col- 
lection services. 

Such simultaneous effects have been present in several of the Federal 
Reserve’s service changes discussed in this report: (1) the high dollar 
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. disclosure is not made on how proposals for service, price, and pay- 
ments system changes promote competitive fairness given the differ- 
ences in abilities between collecting and Reserve banks and the extent to 
which competitive fairness was considered. 

It has become increasingly important that policies and procedures be 
established to ensure that competitive fairness is fully considered along 
with other payments system goals. With passage of the Expedited Funds 
Availability Act, the Federal Reserve has the authority to regulate all 
checks regardless of whether they are collected by a collecting bank or a 
Reserve bank. Without policies and procedures for evaluating competi- 
tive fairness, Federal Reserve actions could unnecessarily constrain pri- 
vate sector institutions’ opportunities to compete in the payments 
system. Such an effect would appear to be contrary to direction given by 
Congress. As discussed in chapter 1, the legislative history of the Mone- 
tary Control Act and subsequent oversight of payments system issues 
shows congressional interest in maintaining both public and private par- 
ticipation in the payments system. 

The need to fully consider competitive fairness is reinforced by the 
heightened potential for conflicts of interest resulting from increased 
Federal Reserve responsibilities under the Expedited Funds Availability 
Act. Federal Reserve check collection officials responsible for overseeing 
the activities of Reserve banks are now also responsible for developing 
regulations that govern the activities of their competitors. Furthermore, 
these Federal Reserve officials are increasingly involved in changing the 
characteristics of the industry to promote efficiency. For example, to 
meet the requirements of the act, Federal Reserve check collection offi- 
cials developed regulations that overhaul the processing and collection 
of returned checks. Simultaneously, they announced the adoption of 
check truncation and data capture products, which may result in the 
Reserve banks selling data processing and account services.” Reserve 
banks have not previously competed with collecting banks in these ser- 
vice areas. 

“The check truncation and data capture products were adopted to improve the check collection sys- 
tem. Check truncation reduces the number of ties the paper check is handled by capturing the data 
contained in the magnetically encoded lie of information printed on every check and electronically 
transmitting these data to the paying bank. The paper check is retained by the presenting bank. Data 
capture is quite similar to check truncation; however, rather than haltii the flow of paper, checks 
are delivered to the paying bank several days after the data are transmitted using a less time-critical 
mode of transportation. 
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Reserve banks has led industry participants to take their disagreements 
to Congress. 

- 

Attaining Fairness by The most important competitive difference that we found involves the 

Eliminating Same-Day 
Federal Reserve’s unique ability to collect from any bank on the same 
d ay checks are presented and not pay for such a privilege. In our work, 

Payment Difference we did not see evidence that maintaining this difference is essential to 
the safety, soundness, or efficiency of the payments system. Further- 
more, we think there are potential gains associated with narrowing the 
difference between Federal Reserve and private sector banks. Should 
same-day payment be extended to collecting banks, the payments sys- 
tem could potentially be improved because banks could choose the most 
efficient method of presentment on the basis of cost, funds availability, 
or other market forces; efficiency could increase by reducing the need 
for a “middleman” as a check collector; the transition to efficient elec- 
tronic check present,ments could be promoted; and competition would be 
enhanced. 

Near the end of our work, the Federal Reserve requested public com- 
ment on the operational effects of requiring paying banks to make same- 
day payment without charge on any number of checks presented by 
Reserve banks or other banks up to 2:00 p.m. The Board may develop a 
specific regulatory proposal for public comment before final adoption of 
formal rules, depending on the comments received. December 1, 1988, 
was set as the deadline for submitting comments. 

Most of the comments received as of mid-October 1988 were from pay- 
ing banks and their customers opposed to the concept of same-day pay- 
ment as presented for comment. The primary objections dealt with the 
2:00 p.m. cut-off for present,ment of checks. Paying bank customers- 
nonbank corporations accounted for about 75 percent of the respon- 
dents-were mostly concerned with the detrimental effect of late pre- 
sentment on corporate cash management practices. Corporate cash 
managers say that, late presentments would subject banks to additional 
risks and force corporations to guess at their cash positions in order to 
make investment decisions. Paying banks commented that later present- 
ment will create operational problems and that if a later cut-off is 
adopted as regulation. they would lose cash management business. 
Other factors reinforcing this opposition include the potential loss of 
revenue from charging collecting banks for making presentments and 
the potential increascl in check processing costs associated with receiv- 
ing and processing checks from additional banks. 
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banks to continue their cash management business but also gave 
Reserve banks a product that is free from competition. 

We see no compelling reason why the Federal Reserve should not be able 
to develop specific arrangements that recognize paying bank interests 
while at the same time narrow the differences between Federal Reserve 
and collecting banks. Developing the specific arrangements that should 
be considered was outside the scope of our work. However, examples of 
what these arrangements could entail include requiring collecting banks 
to notify paying banks of their intent to present checks for payment or 
requiring collecting banks to provide paying banks with a service simi- 
lar to the Federal Reserve’s payor bank services. 

Conclusion Instituting payments system changes that promote competitive fairness 
poses a difficult challenge to the Federal Reserve for a number of rea- 
sons. First, beyond a generally stated commitment to competitive fair- 
ness, the Federal Reserve does not have policies or procedures that 
provide explicit criteria for acting on changes that can promote competi- 
tive fairness or ensure that competitive fairness issues are adequately 
considered. Second, there can be significant opposition from some banks 
to changes that would promote competitive fairness. Third, the delibera- 
tions on competitive issues create conflicts of interest for the Federal 
Reserve because of its role as competitor, dominant provider, and pay- 
ments system regulator. 

In our opinion, to ensure that competitive fairness issues are appropri- 
ately considered, the Federal Reserve needs to (1) better define what is 
meant by its policy commitment to competitive fairness as a means of 
providing clear decision-making criteria and (2) establish better proce- 
dural controls to further payments system changes that promote com- 
petitive fairness while providing strengthened safeguards against 
potential conflicts of interest. It should then apply those policies and 
procedures to the development of a same-day-payment regulation. 

The most important competitive difference that we found involves the 
Federal Reserve’s unique ability to collect from any bank on the same 
day checks are presented and not pay for such a privilege. In our work 
we saw no evidence that perpetuating all differences between Federal 
Reserve banks and collecting banks is essential to the safety, soundness, 
or efficiency of the payments system. Therefore, we think the Board of 
Governors should apply the more specific policy on competitive fairness 
in developing a revised proposal on same-day payment. 
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Summary of Comments and GAO Response 

This chapter summarizes the major points raised by the Board of Gover- 
nors of the Federal Reserve System, the Federal Home Loan Bank Board, 
and the banking associations we consulted and our response to those 
comments. Each comment letter and our full response are contained in 
appendixes V through XI.1 

Comments From the The Board of Governors of the Federal Reserve System, while agreeing 

Board Of Govermrs Of 
with some of our conclusions, believed that our overall message should 
be further developed by discussing two major points: the importance of 

the Federal Reserve balancing the interests of collecting banks with the interests of other 

System payments system participants and the necessity of keeping the Federal 
Reserve free from unnecessary procedures that could reduce rather 
than enhance competition. 

Under the first major point, the Board of Governors commented that 

9 simply providing collecting banks with the same presentment rights as 
Reserve banks may not promote competition or payments system effi- 
ciency since collecting banks will continue to have advantages not 
shared by Reserve banks; 

0 achieving competitive equity without tempering it with a prudent bal- 
ancing of the interests of all affected parties is not in the public interest; 
and 

. pursuing a same-day-payment proposal in which benefits to collecting 
banks are outweighed by inefficiencies to the other parties would not be 
in the public interest. 

Although the Board did not endorse our recommendation that an 
explicit policy on competition be adopted, it did agree to work further to 
formalize procedures for evaluating regulatory, service, and pricing pro- 
posals and to articulate the relative importance of competition in evalu- 
ating those proposals. 

Under their second major point, the Board stated that 

‘The American Bankers Association, the California Bankers Clearing House, and the New York Clear- 
ing House included in their letters their responses to the Board of Governors’ request for comment on 
the same-day-payment concept. As these comments do not directly pertain to our conclusions and 
recommendations, they have not been reprinted in the appendixes. But the comments are part of the 
public record-docket number 0631. 
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payment while others disagreed with the proposal as forwarded by the 
Board. In fact, many suggested modifications to the proposal. 

We agree that it is important for the Board to take into account the 
interests of all users of the payments system in any decisions made. In 
our opinion, however, the Hoard does not have policy guidance in place 
that makes it clear why it is permissible for Reserve banks but not for 
other banks to present checks up to 2 p.m. If the Board followed our 
recommendation and adopted an explicit policy on presentment, then it 
would have an explicit basis for making such decisions. We recognize 
that a consequence of our proposal is that the Board might have to mod- 
ify its own presentment practices and develop a system under which the 
abilities of all banks to collect checks are more equal. 

Another comment in the Board’s letter also shows why an explicit policy 
is needed. In commenting on competitive aspects of its fine sort product, 
the Board stated that 

“Although the Federal Reserve’s fine sort services do not enjoy as active competi- 
tion as some other check collection services, there are indications that some collect- 
ing banks provide similar services. For example, United Banks of Colorado, Inc. 
discussed in its comment letter on proposed amendments to Regulation CC ‘the 
treatment of checks that typically are not indorsed by the collecting bank, such as 
those forwarded for collection under the Federal Reserve’s fine sort program or 
through package-forward or endpoint sort arrangements between commercial 
banks.’ ” 

The Board provided no further discussion of this point, but by using the 
quote from United Banks of Colorado, it seems to imply that the Reserve 
banks do not operate a monopoly product and that the Board is pursuing 
competition by inviting private banks to process or present checks they 
do not endorse. Many commercial bank officials told us that endorse- 
ment by them was necessary for the safety of the system, and thus, they 
cannot offer a product similar to fine sort. In the past, the Federal 
Reserve, too, has chosen safety and soundness over competition. Now, 
however, with this comment, the Federal Reserve appears to say that at 
times competition can override safety and soundness. We think a more 
explicit policy statement about competitive and safety concerns in the 
check collection area would help clarify this comment in the Board’s 
letter. 

With respect to the Board’s comments on procedures, we appreciate its 
concerns about not being overburdened with unnecessary requirements. 
However, as a public entity, we think it is also reasonable for the Board 
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As to the recommendation, we do not believe that recommending that 
the Federal Reserve Board impute presentment fees is the best way in 
which to equalize competition because of the drawbacks discussed in 
appendix IV. Instead, by opening up competition through extending sim- 
ilar presentment rights to all participants, competitive pricing should 
occur. 

Comments From Trade The American Bankers Association supported our recommendations and 

Associations 
guidelines to the Federal Reserve Board to achieve competitive fairness. 
The Association believed, however, that the recommendations should 
have been defined more specifically. It would have preferred that we 
recommend the Board “establish procedural controls to assure that 
future payments system changes promote competitive fairness and con- 
form to Board policy.” It also agreed that the Federal Reserve should 
balance the interests of paying and collecting banks and consider the 
differences in presentment abilities when developing the revised same- 
day-payment proposal. The Association stated, however, that it opposes 
any proposal that signals aggressive movement by the Federal Reserve 
into private sector business relationships. 

The Association of Reserve City Bankers endorsed the report and the 
specific recommendations. 

The California Bankers Clearing House agreed with our recommendation 
that presentment parity between collecting banks and the Federal 
Reserve is the most direct way to ensure competitive fairness. The 
Clearing House also provided some information on what it believed were 
some technical inaccuracies. 

The Houston Clearing House Association agreed fully with the findings 
in our report. It also supported our recommendation for action by the 
Federal Reserve. The Association provided us with some ideas for 
achieving the goal of competitive equity. Specifically, it believed that a 
standing group should be established to deal with competitive equity 
issues. The Association also believed that a timetable should be set for 
the Federal Reserve to complete and implement the recommendation. 

The New York Clearing House agreed with our recommendation that the 
Board clarify existing policies and procedures covering its commitment 
to competitive fairness. It believed, however, that the recommendation 
should have encompassed a commitment to all payments systems, not 
just check collection. It also wanted us to recommend that the Board 
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We agree that the principles of competitive fairness established in check 
collection could easily apply to other payment system issues, especially 
those involving electronic fund transfer systems. Those other issues 
were beyond the scope of our work but would be appropriate topics for 
congressional oversight in the future. 
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Federal Reserve and Collecting Bank 
Competitive Positions 

This appendix summarizes the available data on the competitive posi- 
tions of Reserve and collecting banks. The lack of comprehensive data 
on the private check collection market limits any definitive analysis of 
the commercial success of collecting banks. However, survey data com- 
piled by the American Bankers Association and the Association of 
Reserve City Bankers, though not statistically projectable to the uni- 
verse of banks, give some indication of the status of some competitors in 
the check collection business. 

Commercial Success of The Federal Reserve, in recent years, has improved existing collection 

the Federal Reserve 
products and introduced new ones at the same time it has reduced the 
real costs of its products to the banking system. In our opinion, the com- 
mercial success of the improvements is evidenced by the steady growth 
in Reserve bank collection business and earnings that exceed targets. 
Correspondingly, these improvements add to the business pressures 
experienced by collecting banks as their collection products need to be 
competitive with those offered by Reserve banks. 

Check Collection Volume When the Monetary Control Act of 1980 was adopted, the Federal 
Reserve did not keep comprehensive statistics on the number of checks 
handled by its banks. Available data, although incomplete, show that 
Federal Reserve check volume for 1981, the first year pricing was imple- 
mented, had declined about 6 percent from the preceding year. As 
shown in figure II. 1, however, the Reserve banks’ check collection vol- 
ume has grown steadily since the initial decline. The annual growth rate 
ranged from 3.7 percent to 5.5 percent, with an average of 5.2 percent 
over the time period. 

The increase in volume has not been equal among all collection products 
sold by Reserve banks. For example, during that entire period, fine sort 
volume increased about 48 percent to about 4 billion checks while the 
volume of processed checks-checks sorted and packaged by Reserve 
banks-increased about 21 percent to almost 15 billion checks. 

Federal Reserve System officials believe that the growth in the number 
of checks handled by Reserve banks is approximately equal to or 
slightly greater than what they estimate to be the overall growth rate of 
checks. This constancy seems to suggest that the competitive position of 
Reserve and collecting banks has been stable for the past 5 years. 
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and a return on equity. As shown in figure 11.2, during 1987, check col- 
lection revenues exceeded the costs of producing those revenues and 
targeted return on equity by about 5 percent, or $25 million. 

Figure 11.2: Analysis of Federal Reserve 
Check Collection Revenues, 1984-87 
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We were told by Federal Reserve officials that the practice of earning 
excess revenues is discouraged so that profits will not be unnecessarily 
extracted from the banking industry. This objective is reflected in the 
reduction of excess revenues between 1985 and 1987. Yet, as shown in 
table 11.1, each Reserve bank earned revenues in excess of costs, includ- 
ing the cost of float and return on equity in 1987. 
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Figure 11.3: Average Federal Reserve 
Per-Check Revenue 
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Prices charged by Reserve banks for collecting on checks drawn on 
banks surrounding cities with Reserve banks follow a similar trend. 
From 1985 through 1988, prices were stable at $0.025 per check in San 
Francisco; in Chicago, prices have dropped from $0.036 per check to 
$0.034.’ 

Another factor contributing to the decline in real revenues per check is 
the increased use of low-priced products. For example, use of the fine 
sort product increased at a rate more than twice that of the higher 
priced processed work. The lo-percent decline in real revenues per 
check has important implications on private sector competitors of 
Reserve banks. To attract and retain business and yet still earn profits, 
collecting banks must compete successfully in an environment where a 
major competitor’s average price per check is declining in real terms, 

‘No equivalent banks are sent,d by the New York City office of the F’ederal Reserve Bank of New 
York. 
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1984.” By 1987, the cost was reduced to about $21 million. Table II.2 
compares the change in costs for Federal Reserve collection services 
between 1984 and 1987. This comparison shows that the main cost com- 
ponents of Reserve banks’ check collection activities are personnel, 
overhead, shipping, and equipment. Over the past several years, the cost 
components of Reserve bank activities have not changed substantially. 

Table 11.2: Cost Components of Federal 
Reserve Check Collection Services, 1984 Percent 
and 1987 Service 1904a 1987a increase ___~~ ~-~~ 

Personnel $112.0 $131.6 175 

Overhead 86.2 1027 19.1 

Shipping 49.3 49.0 (0.6)b 

Equipment 26.8 34 0 26 9 

lmouted return on ektv 29.6 334 128 

imputed Interest on float 

Other Imputed costs 

Data processing 

Data systems support 
&Wna oDeratIons 

263 21.1 (19.8)b 

13.3 256 88 0 

169 21 1 24 9 

55 7.2 30 9 .- 
128 15.9 24.2 ., 

Materials 8.2 99 20 7 

-- Other 174 29.6 70.1 
Total 5404.3 s4eo.s la.8 
“Dollars I” mllllons 

bPercent decrease 
Source Federal Reserve System income statements, Planning and Control System reports, and Cost 
Revenue Reporting System data 

Service The Reserve banks’ ability to compete successfully for check collection 
business can also be partly attributed to the attractiveness of the prod- 
ucts offered by Reserve banks, an attractiveness that has been enhanced 
by the introduction of new products and the expansion of products that 
were not significant in 1980. These include 

l implementation in 1979 of a nationwide late-deposit fine sort product, 
. implementation in 1983 of a noon presentment deadline for making 

checks available for dispatch to banks in Federal Reserve cities, 
l implementation in 1984 of a high dollar group sort product to further 

accelerate the collection of checks, 

‘?A pwtion of this reduckn 1s attributable to a drop in the average federal funds rate. The average 
federal funds rate wa\ I2 3’ I pcrccnt in 1982 and 10.22 percent in 1984. 
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A detailed analysis of the change in Reserve bank customers and the 
destination of the deposited checks is shown in table 11.4. 

Table 11.4: Federal Reserve Check Collection Volume, 1984 and 1987 
Checks deposited by customeP 

Banks out of Other Federal 
Local banks district Reserve banks 

Destination of check 1984 1987 1984 1987 1984 1987 
Federal Reserve processing of cash letters 
drawn on 
In-district 

City banks 597 689 1,264 1,190 422 516 

Regional banks 3,838 4,232 2,910 3,233 673 905 

Countrv banks 455 373 351 312 84 79 

TotaP 
1984 1987 

2,283 2,395 

7,421 8,370 

890 764 
Out-of-distrlct banks 856 1 124 856 1.124 

Mixed-district banks 1,542 2,045 1,542 2,045 

Other 39 18 3 1 17 13 59 32 

Total processed checks 

Federal Reserve handling of fine-sorted 
packages of checks drawn on 
In-district 

City banks 

7,327 8,481 4,528 4,738 1,198 1,513 13,051 14,730 

1,067 919 209 246 103 139 1,379 1,304 

Regional banks 1,229 2,145 198 270 77 136 1,504 2,551 

Country banks 77 141 IO 35 6 IO 93 186 

Total fine-sorted checks 2,373 3,205 417 551 188 285 2,978 4,041 

Total checks handled 9.700 11.888 4.945 5.287 1.382 1.798 18.027 18.771 

%hecks handled by two Federal Reserve banks are counted twice Totals can be adjusted by sub 
tracting the number of checks deposlted by other Federal Reserve banks. 
Source Federal Reserve System Cost Revenue Reporting System 

Check Collection 
Market Share of 
Collecting Banks 

In January 1988, the Association of Reserve City Bankers (ARCB) 

released the results of a survey designed to provide information on the 
competitive situation of collecting banks. This study, in part, followed 
up on the results of the 1986 American Bankers Association (ABA) 

National Operations/Automation Survey.z Because only 24.3 percent 
(930 of 3,824 banks contacted) responded to the ARCB survey and only 
20.8 percent (706 of 3,400 banks contacted) responded to the ABA 

‘Both studies refer to collecting banks as correspondent banks. For consistency, in this report we 
refer to these banks as collecting banks. 
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A Shift in Customers by 
1985 

A comparison of ABA data for year-end 1983 with year-end 1986 shows 
that collecting banks lost between 7 and 14 percent of the check collec- 
tion business of smaller banks participating in the survey while retain- 
ing their market share of the business with banks having over $750 
million in assets. (See figure 11.6.) 

Figure 11.8: Net Change in Percent of 
Market Share by Bank Asset Size, Year- 
End 1983-85 16 PsrG3Ili 
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Source Unpublished data from the 1986 American Bankers Assoclatlon Nabonal Operatlons/Automa- 
tlon Survey. Data were obtalned to colnclde wth data categorizations by the Assoclatlon of Reserve 
City Bankers January 1988 study 

Trend Continues From 
1985 Through 1987 

Figure II.7 shows the market share of the check collection business that 
was held by Reserve banks, collecting banks, clearinghouses, and others 
as reported by banks that responded to the ARCB questionnaire. The data 
were accumulated during December 1987. 
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collecting banks. However, the banks also reported using the check col- 
lection services of holding company affiliates for 10 percent of their 
checks in 1987. Since the holding company affiliates may or may not be 
collecting banks, the loss of market share would be in the range of 6-16 
percent. For the largest banks, those with assets over $750 million, the 
loss in collecting bank market share may range from 2 to 7 percent, 

Table 11.5: Net Change in 
Collection Market Share, 
to Year-End 1987 

Check 
Year-End 1985 Percentage gain or lossa 

Asset Federal 
size of bankb Private banksC Reserve Clearinghouses 
$25 to 100 (4 to (8) 2 0 
100 to 500 16) to (161 2 3 
500 to 750 2 to (4) <l! 0 

750 and over (21 to (71 0 0 

flange of gains and losses resiilts from whether or not check collection through alflllates IS categorbred 
as collectlng bank busress 

Although the industry studies are open to interpretation as to the 
amount of collecting bank loss of market share, the data indicate that 
collecting banks have experienced a continuing erosion of business, par- 
ticularly from smaller banks. 
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10:00 a.m. At noon the Federal Reserve Bank of New York makes its 
final check presentment. At the exchange, full members present sepa- 
rately packaged checks to other full members. The full members may 
also present separately packaged checks to the 176 banks. However, the 
1’76 banks may not directly present to the 12 full members. Instead, they 
contract with a full member to have their checks presented. 

San Francisco 
-- 

San Francisco has 8 full members and 21 associates and affiliates. The 
full members pay a $50,000 membership fee, $5,000 in dues, and a 
$4,000 annual check presentment fee. There is also a fee baaed on the 
volume of checks presented. Five exchanges occur: 2:00 a.m., 8:00 a.m., 
noon, 9:30 p.m., and 11:59 p.m. At the exchange, full members present 
up to four check packages to other full members. One package contains 
checks drawn on the full member, one drawn on a designated associate 
of the full member, one with checks drawn on another designated asso- 
ciate, and one drawn on the member’s remaining associates. Associate 
members contract with full members for check presentment and receipt. 

While the specific mechanics of the exchange differ by clearinghouse, 
the net settlement and default procedures are similar. Under the net set- 
tlement procedures, the clearinghouse tallies the net amount due or 
owed to member banks These net amounts are called into the local 
Reserve bank and credited to or charged against the member banks’ 
accounts. If the transaction cannot be completed because of default by a 
member, the net settlement procedure is reported without the defaulting 
member. When the defaulter is the paying bank, either the other mem- 
bers recoup their losses from their customers or the clearinghouse 
brings a claim against the defaulting bank on behalf of the other mem- 
bers. When the defaulter is the depositing bank, a paying bank attempt- 
ing to return a check would bring a claim against the depositing bank’s 
customers or the last collecting bank in the chain. 

Reserve Bank 
Interaction 

In general, Reserve banks interact with local clearinghouses without 
becoming full members of the associations. The Reserve banks may sort 
the checks in the form desired by the clearinghouse members (group or 
fine sort, for example); provide some monetary and nonmonetary sup- 
port; and for the most part, follow the time schedule set for the clearing- 
house exchange. 

The support provided t.o clearinghouses is decided on an individual 
basis, with each Rcser\re bank determining (with the consent of the 
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Alternatives for Reducing Differences in Banks’ 
Abilities to Collect on Checks 

Numerous alternatives may be considered to reduce differences between 
Reserve and collecting banks’ abilities to collect on checks. In general, 
these alternatives may be approached in two ways. Either the Federal 
Reserve’s unique check presentment abilities can be reduced to resemble 
those of collecting banks or collecting banks could be provided addi- 
tional powers so that their presentment abilities resemble those of 
Reserve banks. 

Reserve Banks Could One way to make the Reserve banks more comparable to collecting 

Pay Presentment Fees 
banks would be to require Reserve banks to pay presentment fees. Such 
a requirement would cause the competing parties to face similar types of 
costs. Also, it would give those banks that receive checks from Reserve 
banks a new source of revenue. 

There are, however, associated drawbacks to consider. First, there is no 
assurance that the fees paid by Reserve banks would be comparable to 
those paid by collecting banks. Because private banks may act as either 
paying or collecting banks, they both charge and pay fees. For this rea- 
son, to the extent they are involved in reciprocal relationships, paying 
banks are constrained in the amounts they may charge because of the 
potential for retaliation the next time they act as a collector. The Fed- 
eral Reserve, however, acts solely as a collecting bank. Therefore, it 
would never be in a position to charge as a paying bank. Hence, the con- 
straint would not exist and Reserve banks may incur higher charges 
than those incurred by collecting banks, Accordingly, while requiring 
Reserve banks to pay presentment fees may seemingly reduce differ- 
ences between competitors, the change would not, in our opinion, elimi- 
nate constraints on competition or promote competitive equality. 

Second, if Reserve banks were required to pay fees imposed by paying 
banks, the change could foster increased check collection prices. Because 
the Reserve banks would be paying, but not charging presentment fees, 
their check collection costs would increase. Accordingly, Reserve banks 
may be forced to increase their collection prices to offset the additional 
expense of paying the fees. Since Reserve bank prices are considered an 
industry benchmark, it seems likely that an increase in Reserve bank 
prices would be followed by collecting bank price increases. 

Third, requiring Reserve banks to pay presentment fees would remove a 
constraint on the amount of those fees charged by paying banks. Cur- 
rently, paying banks may set their presentment fees to compete with 
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Associated drawbacks exist here as well. First, because of the range in 
presentment fees, determining an appropriate fee to impute would be 
difficult. Second, there would not necessarily be any relationship 
between services provided by paying banks and the costs imputed by 
Reserve banks. Third, the Reserve banks’ prices would increase but pay- 
ing banks would have no commensurate increase in revenues. Fourth, 
this alternative does not provide collecting banks with the right to pre- 
sent checks and obtain same-day payment. Accordingly, the alternative, 
in our opinion, neither removes constraints on competition nor promotes 
competitive equality. 

Exempt Private Banks The Federal Reserve’s exemption from bank charges could be extended 

From Fees 
to private banks. Such an exemption could result in greater cost compa- 
rability between all parties. However, such an approach risks slowing 
the current speed of check collection at a time when expedited funds 
availability has been specifically mandated. 

In the private sector, fees can further the collection on checks in two 
ways. First, they can provide paying banks the incentive to make funds 
available sooner than what is minimally required by law, potentially 
accelerating the collection process by 2 days. Second, they can provide 
collecting banks incentive to deposit checks early in the day to avoid 
higher presentment fees charged on deposits made later in the day. 
According to some bankers, early deposits allow for more efficient use 
of paying bank resources by distributing the work associated with 
incoming checks throughout the day rather than concentrating the work 
at a later time of day. Therefore, while exempting collecting banks from 
paying bank fees might contribute some additional measure of cost com- 
parability into the payments system, the prohibition of such fees could 
disrupt the work flow and reduce incentives for expediting funds availa- 
bility. Accordingly, banks could be further disadvantaged when compet- 
ing on the basis of funds availability. 

Restrict Reserve 
Banks’ Abilities to 
Deviate From 
Standard Practices 

Differences could also be reduced by requiring Reserve banks to follow 
local banking customs and not exercise its abilities to invoke collection 
terms that vary from those provided under the Uniform Commercial 
Code (u.c.c.). For example, if local clearinghouse presentments are made 
at 1O:OO a.m., such as in New York City, the local Reserve bank would 
have to comply. In effect, the Reserve banks would be forced to operate 
under constraints similar to a collecting bank. 
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Opportunities for 
Competing Products 

- 
Extending Reserve bank presentment abilities to collecting banks 
through direct presentment would introduce some competition to 
Reserve banks’ fine sort and high dollar group sort products and payor 
bank services but, as discussed in chapter 2, would not remove all 
barriers. 

If adopted, the proposal could add some pricing pressure to the Federal 
Reserve’s fine sort product. By authorizing collecting banks to present 
checks directly to other banks for same-day payment, there would be an 
economic choice of either presenting directly to the paying bank or using 
a Reserve bank’s fine sort product. As a result, even though collecting 
banks might still be unable to sell competing products, by having an 
alternative to purchasing products, the Federal Reserve could not estab- 
lish a fine sort price that exceeds the value of the products provided and 
still maintain a steady volume of business. 

The introduction of pricing pressure could help alleviate concerns that 
the lack of competitive alternatives to the Reserve banks’ fine sort prod- 
uct allows for higher markups in the fine sort price than are justified by 
the capital and other resources used to provide the product. In our opin- 
ion, by extending the right of presentment and same-day payment to 
collecting banks, the maximum price Reserve banks could charge could 
be influenced by the market; that is, by Reserve banks’ competitors. 

Drawbacks Appear to Be 
Surmountable 

Although providing collecting banks the choice to present directly to 
paying banks has the potential to benefit the payments system, the pro- 
posal is not without drawbacks. However, in our opinion, these draw- 
backs appear to be surmountable. 

Specifically, we are aware of six. They are the 

l increased costs to the payments system owing, in part, to the expendi- 
ture of real resources to reduce check collection float; 

l potential losses from bank insolvencies before checks can be paid; 
0 increase in paying banks’ work load owing to an increase in the number 

of check packages requiring reconciliation; 
l increase in paying banks’ work load owing to an increase in the number 

of bank-to-bank relationships that would need to be developed and 
maintained; 

l losses incurred because of erroneous funds transfers; and 
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containing no fewer than 100 checks.” Such a limit could be continued. 
Therefore, paying banks would probably not experience a big increase in 
the number of check packages they receive under this proposal. How- 
ever, the check packages will probably arrive from more banks instead 
of being funneled through a Reserve bank. 

Developing and maintaining relationships with more banks will proba- 
bly increase the amount of work paying banks will have to undertake. 
(With the acceptance of check presentments from a bank, there are asso- 
ciated bookkeeping operations. These operations are duplicated for each 
new customer.) However, since banks may now return checks outside 
the normal forward collection network, as authorized under Regulation 
CC, more bank-to-bank relationships, including making provisions for 
same-day settlement, should develop. Therefore, we do not believe this 
proposal will add substantially to paying banks’ burdens. 

As to funds transfers, mistakes conceivably could result from erroneous 
billing of paying banks. However, funds transfers are currently made, 
seemingly without problem, according to information provided by the 
collecting banks under Federal Reserve consolidated shipment and fine 
sort services. As under these services, Reserve banks and paying banks 
would maintain the right to correct errors through offsetting transfers, 
Therefore, we believe any additional risk posed by the funds transfer 
would be minimal. 

However, extending collecting bank privileges to 2:00 p.m.-the existing 
cut-off for Reserve bank presentments-risks overturning the existing 
balance among the disparate interests of paying banks, the Federal 
Reserve, and collecting banks. This is because paying banks are inter- 
ested in obtaining checks as early in the day as possible to meet cus- 
tomer needs for account information and post the checks to customer 
accounts; Reserve banks are interested in preserving the efficiencies 
achieved from the change to a noon to 2:00 p.m. presentment time 
frame; and collecting banks are interested in obtaining quick funds 
availability at a low cost. 

While Reserve banks present checks later than is customary or desired 
by some paying banks, they have accommodated the information needs 
of these banks through payor bank services. The Reserve banks provide 

“Federal Reserve prices for the fine sort service generally make it uneconomical for banks to present 
fewer than 100 checks to another bank. 
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BOARD OF GOVERNORS 
. . . . . . . OF THE 

FEDERAL RESERVE SYSTEM 

..,,... 

January 27, 1989 

Mr. Richard L. Fogel 
Assistant Comptroller General 
tieneral Government Division 
United States General Accounti"g Office 
Washington, D.C. 20548 

Dear Mr. Fogel: 

The Board is pleased to have this opportunity to 
comment formally on the draft report of the General Accounting 
Office (GAO) entitled Check Collection: Competitive Fairness is 
an Elusive Goal, which was prepared by the GAO pursuant to the 
Competitive Equality Banking Act of 1987 (Section 1202 of P.L. 
100-86). The Competitive Equality Banking Act directed the GAO 
to study: (1) the Federal Reserve System's exemption from the 
imposition of presentment fees: (2) the impact of the imposition 
of presentment fees on the efficiency of the check collection 
system: and (3) whether the Federal Reserve System requires check 
clearinghouses to provide services to Federal Reserve Banks, and 
whether Federal Reserve Banks should pay check clearinghouses for 
any such services. The draft report states that because each of 
these issues involves specific aspects of collecting banks' 
abilities to compete with Reserve Banks, the report addresses the 
overall issue of competitive fairness. 

inquiry, 
While the Board welcomes the broader scope of the GAO 

we believe that the presentment fee and clearinghouse 
issues are important. In this regard, we note that in Appendix 
IV of the draft report the GAO concludes that requiring Reserve 
Banks to pay presentment fees would neither eliminate constraints 
on competition "or promote competitive equality. I" Its 
analysis, the GAO determines that requiring Reserve Banks to pay 
presentment fees would provide no assurance that the fees paid by 
Reserve Banks would be comparable to those paid by collecting 
banks, would likely foster increased check collection prices, and 
would remove a constraint on the amount of those fees charged by 
paying banks. For similar reasons, the analysis also determines 
that luniting the amount of preserltment fees the Reserve Banks 
are authorized to pay or imputing the cost of presentment fees in 
Reserve Bank priced services would neither remove constraints on 
competition "or promote competitive equality. 
supports these conclusions. 

The Board strongly 
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appropriate. First, as demonstrated by the commerlts to the 
Board's sane-day payment proposal. the interests of the providers 
and users of check collection services are often in conflict, and 
eliminating differences in the abilities of correspondent banks 
and Reserve Banks, without carefully balancing these interests, 
may result in undesirable consequences for the check collection 
system or the payments system generally. Second, encumbering the 
Federal Reserve with unnecessarily rigid procedures in offering 
payments services could reduce rather than enhance competition, 
and is likely to result in the less efficient provision of these 
services. 

The Interests of Correspondent Banks Hust be Balanced with 
the Interests of Other Payments System Participants 

As the draft report notes, it is difficult to Weigh the 
advintages enjoyed by the different providers of check collection 
services, and to determine which competitor has a net advantage. 
The draft report recommends, however, that the Federal Reserve 
should, to the extent possible, ensure that correspondent banks 
have the same abilities as Reserve Banks. The draft concludes 
that this will enhance competition in the check collection 
service. It is unclear that changes made simply to provide 
correspondent banks with the same abilities as Reserve Banks will 
promote competition or payments system efficiency. Correspondent 
banks wiii continue to enjoy many advantages not shared by the 
Reserve Banks. 

Further, efforts to achieve competitive equity 
untempered by a prudential balancing of the interests of the 
affected parties is not in the public interest. It is often 
difficult to weigh the public benefits of removing particular 
differences between the abilities of Reserve Eanks and 
correspondent banks. While the report acknowledges that 
differences between the abilities of the Reserve Banks and 
correspondent banks should not be eliminated if "the continuation 
of those differences are necessary to promote the safety, 
soundness, or efficiency of the payments system," it should be 
made clear that the concept of efficiency encompasses the 
interests ot all users of and particlpnnts in the check 
collection system. 

The comments received on the Board's same-day payment 
proposal highlight the issue of whether the Board should adopt a 
rule that may benefit a small number of correspondent banks, 
while disadvantaging a larqe "umber of depository institutions 
and theu customers. Although the commenters to the proposal 
have a" interest in a competitive environment that allows users 
to choose a service provider so as to obtain the best service at 
the most adVa"tzgeOUs price, a" overwhelming proportion of 
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that have no direct or material effect at all. and thus need not 
be subject to a competitive impact aalysis. For example, the 
Federal Reserve Bank of New York moved its check operations out 
of the Head Office to the Jericho and Cranford offices as an 
interim step in its long-term plan to meet space needs. A number 
of the New York Clearing House member banks had previously taken 
similar steps to move their check operations out of kanhattan. 
Only about 3 percent of the volume deposited by the New York City 
collecting banks was affected, and the Federal Reserve and the 
collecting banks worked cooperatively to address the corxerns 
raised with respect to these items. (A further discussion. of the 
Hew York move is included in Appendix A.) The ability to take 
such actions is not a power unique to the Federal Reserve; 
correspondent banks routinely take similar actions designed to 
enhance the efficiency of their operations. The Federal Reserve 
should not be unduly constrained in making these business 
decisions. 

Similarly, while the Board agrees with the 
recommendation in the draft report that the pricing of services 
that do not enjoy active competition deserves particular 
attention, accounting procedures that conform to generally 
accepted accounting principles should not be an issue of public 
aebate. For example, as 1s discussed in Appendix A, while the 
report questions the allocation of overhead costs in the Federal 
Reserve's fine sort prices, the allocation of overhead costs is 
not a precise science. The allocatior, methodology used by the 
Federal Reserve has been subject to prior review by the GAO and 
found to be acceptable. The GAO has acknowledged that "there 1s 
room for judgment" in cost allocation methodology. Federal 
Reserve costs, as reporttd III the System's Planning and Control 
system. are in the public domain. The Federal Reserve should 
have the discretion to set fees within its established pricing 
principles ad guidelines. Requiring public disclosure of the 
overhead allocated to particular products within the check 
service would only invite unproductive debate over discretionary 
accounting issues. 

Finaliy, the CFC recommends that the Boar? develop a 
forum for hearing disagreements raised by private sector 
participants pertaining to Reserve bank actions that are 
perceived to hinder compptltlon that cannot be resolved locally. 
Although informal mechanisms dlready exist for resolving these 
problems, the Board agrees that it may be in the public interest 
to lnform the industry Iurrher of the mechanism for hearing 
industry concerns regardir,g the competitive impact of Reserve 
Bank actions. 
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Appendix A 

Purther Information on the Response to the 
Board's Same-Day Payment Proposal; Federal Reserve 

Price and Service Policies; the Move of the Federal 
Reserve Bank of New York's Check Operations; and 

the Federal Reserve's Fine Sort Service 

The draft report raises a number of issues pertaining 
to Federal Reserve check c~~llectlon services, procedures, and 
actions. 
for a full 

We believe that the followingljnformation is necessarl 
evaluation of these issues. - 

Comments Received on the Board's Proposed Same-day Payment 
COIMXZ 

The GAO found (p.76) that the "most hpOrtant 
competitive difference" between the Federal Reserve and private 
sector collectinq banks involves the Federal Reserve's unique 
ability to obtain payment from any bank on the same day checks 
are presented and not pay presentment fees. The report concludes 
(p.80) that instituting changes to the payments system to promote 
competitive fairness poses a difficult challenge to the Federal 
Reserve. The report recommends (p.82) that the Board develop a 
revised, comprehensive same-day payment proposal that both 
balances the interests of paying and collectng banks and 
eliminates differences between Reserve Bank and collectlrlg bank 
presentment abilities that ale not necessary for the safety, 
soundness, or efficiency of the paymenrs system. 

In April 1988, rhe Board issued for public comment a 
same-day payment cor:cept which encompasses the same 
characterlstlcs as dlscllssed in the draft report (FR Docket No. 
R-0631, 53 Fed. Reg. 11911). Under the Board's proposed concept, 
payzng banks would be required to pay for checks presented by 
collecting banks prior to ;:OO p.m. in same-day funds, without 
the imposition of presentment fees. The Board proposed this 
concept to seek comment on improvements which could speed the 
forward check collection, process, consistent with the purposes of 
the Expedited Funds Availability Act. The Board noted in its 
request for comment that "same-day payment has the potential to 
accelerate the collection of some checks by encouraging more 
direct presentments by private sector collectng banks." The 
Board also noted that "i~everrheles?. same-day payment may impose 
unwelcome burdens and operational difficulties on paying banks." 

l! The informatlon in thi- appendix is presented in the order in 
which it 1s discussed in the Roard's comment letter or. the draft 
R?POl-t . 
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function as correspondent banks. The U.S. League of Savings 
Institutions, a trade association representing over 3,000 savings 
and loan associations and savings banks, indicated that 
presentment fees are self-serving and impede the collection of 
checks, but that the Federal Reserve ought not promulgate 
regulations to abolish the private sector's right to assess 
presentment fees. The U.S. League stated that the "competitive 
nature of the check processing marketplace and the Federal 
Reserve's active role in the clearing system tempers the private 
sector's ability to impose unreasonable economic barriers." The 
U.S. League recommended that the same-day payment concept not be 
pursued because the sparse availability gains do not warrant the 
operations and settlement nightmares. The Credit Union National 
Association, a trade association representing over 15,000 credit 
unions, was concerned with the effect of the proposed concept on 
credit unions that issue share drafts, and concluded that the 
costs and risks to the paying bank far outweigh the benefits of 
the proposal. 

Commercial banks, which might be expected to favor an 
enhanced ability to "compete," were divided in their opinion of 
the same-day payment proposal. The responses of commercial banks 
may best be illustrated by the response submitted by the American 
Bankers Association (ABA), a trade association representing banks 
comprising about 95 percent of the total industry assets. The 
ABA concluded that the "consequential disadvantages of the 
proposal outweigh . . . anticipated benefits." While the New 
York Clearing House, an association of 12 large New York City 
commercial banks, "strongly opposed" the same-day payment 
proposal, the California Bankers Clearing HOUSE Association, an 
association of large California commercial banks, favored the 
concept and offered suggestions to modify it. The Association of 
Reserve City Bankers (ARCB), an association of senior executives 
from the nation's major banking institutions, including a number 
of major correspondent banks, indicated that it is still 
reviewing the proposal. The ARCB does not support the proposal 
as drafted because "it is not clear that it would allow private 
correspondent banks to remain competitive in the nation's check 
collection system." 

The comments highlight the fact that banks have 
different views of what constitutes "competitive fairness." Even 
the most adamant proponents of change to promote competitive 
fairness have suggested that modifications are necessary to the 
same-day payment proposal to make the concept workable. Although 
the users of the check collection system favor competition 
because a choice of service providers enables them to receive 
better service at lower cost, users do not see this particular 
proposal as furthering this objective. 
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major enhancements to existing serv~.ces, which include analyses 
of the public benefits and the potential for the private sector 
to provide the service. hew services and major service 
enhancements are expected to yield clear public benefits, 
including, for example, promoting the integrity of the payments 
mechanism, improving the effectiveness of financial markets, 
reducing risks associated with payments and securities transfer 
services, improving the efficiency of the payments mechanism, or 
reducing the use of real resources such as through the 
introduction of new technology. Further, the service should be 
one that other service providers cannot be expected to provide 
with reasonable effectiveness, scope, and equity. (FRRS 7-145). 

TO ensure conformity with these policies, all price and 
service level changes are reviewed by Board staff. Non-routine 
changes, such as structural changes in prices or changes that 
raise significant policy issues, are reviewed by the Board. In 
addition to reviewing changes, all fees and service levels are 
reviewed annually, and priced services financial statements are 
published on a quarteriy basis. Inherent in this review process 
is consideration of the effect that price and servxe changes 
have on private sector correspondent banks. 

Under these procedures, private sector correspondent 
banks have an ability to participate in this process by 
commenting on price alrd service changes that will have a 
substantial longer-run eifect on the payments system, as well as 
on all regulatory changes. In addition, Federal Reserve staff 
meets periodically with representatives of these instltutlons to 
discuss changes and the effect such cha"ges have on the banking 
industry. 

Hove of Federal Reserve Bank of New York’s Check Operations 

The draft report cites the relocation of certain check 
processing operations by the Federal Reserve Bank of New York 
from its New York City Head Office to its Cranford and Jericho 
offices as a" example of the Federal Reserve's ability to make 
unilateral changes in Reserve Bank services that can affect 
competition In the check collection market. The ability to 
relocate operations facilities, however, is not unique to the 
Federal Reserve: in fact, many of the New York Reserve Bank's 
competitors also have moved check processing and29ther payments 
operations from New York City to outlying areas.- 

-majority of the member banks of the New York Clearing 
House have established check processing and/or other payment 
operations outside of New York City, including Chase Manhattan 
Bank, Citibank, Chemical Bank, Morgan Guaranty Trust Company, 
National Westminster Bank, Irving Trust Company, artd European 
Amerlcdn Bank. The Fedrral Home Loan Bank of New York also 
maintains check processlno operatio"s in New Jersey. 

Page105 GAO/GGD89-61CheckC4lection 



Appendix V 
Comments From the Board of Governors of 
the Federal Reserve System 

r 

See comment 13. 

- 13 - 

of depository institutions that the relocation may cause a 
degradation in availability or quality of service. 

Given the concerns raised by five New York City 
collecting banks, a number of dlscussions and meetings were held 
to resolve competitive issues. Based on those discussions, a 
cooperative and mutually agreeable solution was developed that 
retained the Head Office deadlines that had existed prior to the 
move. As indicated in the report, a helicopter service has beer. 
arranged to transport checks to Cranford without a change in the 
New York City deposit deadline. 

Federal Reserve Fine Sort Service 

The draft report questions the allocation of overhead 
costs to the Federal Reserve's fine sort service -- a product the 
report describes as having "a monopoly element." In addition, 
the report indicates that the Board should publish more detailed 
cost information about the pricing of such products. The Board 
agrees that particular attention should be paid to pricing of 
services that do not enjoy active competition; however, 
accounting procedures that conform to generally accepted 
accounting principles should not be an issue of public debate. 

Allocation ot overhead costs is not a precise science. 
There is no single "riqht" way to allocate such costs, as 
recognized in a 1985 GAO study (An Examination of Concerns 
Expressed About the Federal Reserve's Pricing of Check Clearin% 
Activities, January 14, 1985) that stated that "there is room for 
iudqment in drfininq costs, which could have an effect on 
prices." Further, this study indicated that the methodoloqy used 
by Reserve Banks to allocate costs and to price for services is 
in accordance with generally accepted accounting principles. In 
reference to allocation of overhead costs within the Federal 
Reserve's cost accounting system (PACS), which is in the public 
domain, the GAO reported "Our assessmerit of both PACS procedures 
arid how the System tries to enforce then is that PACS provides a 
disciplined, logical framework that can be defended and that for 
the most part provides a reasonable basis for estimating the cost 
of check clearing services.* The Federal Reserve should have the 
discretion to set fees within its established prlcinq principles 
and guidelines. Requiring public disclosure of the overhead 
allocated tu particular products within the check service would 
only invire unproductive debate over discretionary accounting 
issues. Technical comments regarding the draft report's 
statements about cost allocation are contained in Appendu B. 

The draft report's discussion oF the Feueral Reserve's 
fine sort service as a monopoly product r(:lies heavily on volume 
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Appendix B 

Detailed Staff Comments on the Draft Report 

Executive Summary 
3 Last paragraph. The report states that the Federal Reserve 

'uses its authority to deviate” from state law. This is 
misleading. The Federal Reserve has varied, by agreement, 
certain state law provisions in accordance with section 
4-103 of the Uniform Commerc~l Code. 

4 Second paragraph. The report asserts that "collecting banks 
do not have the authority to unilaterally vary from state 
laws governing check collection." Section 4-103(2) of the 
Unlform Commercial Code provides that "Federal Reserve 
regulations and operdtlng letters, clearing house rules, and 
the like, have the effect of agreements under subsection 
(l), whether ur not specifically assented to by all parties 
interested in items handled." 

Chapter 1 
11 Footnote 2. The last sentence should read "Such a practice 

provided compensation to pavinu banks for expenses and risks 
associated with the paym&teofachecks" rathe; than 'check 
collection." 

12 First paragraph. The report states that "In this mafiner, 
the Federal Reserve regulated the check collection system." 
This sentence is misleading and should be deleted. As the 
report recognizes, while the Federal Reserve's actions in 
the past have had a substantial Impact on the check 
collection system, prior to the Expedited Funds Availabllity 
Act the Federal Reserve did not regulate check collection 
practices that did not involve Federal Reserve Banks. 

13 Footnote 6. The report lndlcates that Federal Home Lear. 
Banks must "make services equally available to all thrift 
Institutions". This appears to be inconsistent%th the 
statement or: page 14 that the Federal Home Loan Banks "may 
only offer check collection services to their member thrift 
institutions." 

14 Footnote 8. The report indicates that there are 145 
clearinghouses ir. the U.S. While this may approximate the 
number of formal -ssociations that have chosen to publicize 
rheir existence by establishing formal by-laws and 
procedures, it may understate the number of groups of banks 

- 

Page 109 GAO/GGD-8941CheckCoUection 



Appendix V 
CommenteFromtheBoardofGovemowof 
theFa&ralRaserveSystem 

Now p. 20. 
See comment 29. 

Now p, 21, 
See comment 30. 

Now p. 21. 
See comment 31. 

Now p, 26. 
See comment 32. 

Now p, 26. 
See comment 32. 

Now p, 27. 
See comment 33. 

Now p, 30. 
See comment 34. 

Now p, 30. 
See comment 35. 

decline, such that fees do not cover costs, the act requires 
the Federal Reserve to reduce Reserve Bank budgets." 

24 The first sentence of the last indented paragraph should 
read "The Federal Reserve encouraged the use of a standard 
machine readable code, called Magnetic Ink Character 
Recognition IMICR)." 

25 Next to last sentence of indented paragraph. "Presorted' 
commonly refers to check deposits of various types, one of 
which is "fine sorted". Use of the term "fine sorted" 
appears more appropriate in this context. 

Second paragraph. The reference to “minimum availability 
deadlines" is unclear. The Expedited Funds Availability Act 
established a maximum availability schedule but that 
reference appears to be irrelevant to the discussion. 

Chapter 2 
31 First paragraph. The draft report states "To operate a 

check collection business a collector . . . must provide 
same day funds . . .' See comments to page 17, regarding 
the need for a collecting bank to provide "same-day" funds 
on most checks it collects. 

Last paragraph. The terms and conditions under which the 
Reserve Banks require payment are specified in Regulation J 
and the Reserve Bank operating circularsr Regulation CC 
applies to all banks. 

33 Second paragraph. The provision in the Federal Reserve Act 
restricting the payment of presentment fees by Reserve Banks 
was enacted as a 1917 amendment to the Act. 

37 First paragraph. The report provides ranges of fees imposed 
by collecting banks for account maintenance, balance 
reporting, and funds transfers, 
lists. 

as indicated in banks' price 
The report should note that these prices are 

typically negotiated, rather than assessed at the level 
stated in the price list. 

Second paragraph. In discussing the presentment fees paid 
by collecting banks, the report should note what percentage 
of checks collected by these banks are presented through a 
clearinghouse arrangement, and thus are not subject to 
presentment fees. The report cites examples of what portion 
of a collecting bank's collection costs are represented by 
presentment fees. It is not clear whether these percentages 
represent the cost to collect only those checks for which 
Presentment fees are imposed, or the cost to collect all 
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Reserve Bank has dispatched the checks. I" many cases, 
banks receiving payor bank services receive such services 
via magnetic tape that is transported to the institution via 
the same courier as the checks. in other cases, informntlon 
may be transmitted and received by the institution before 
receipt of the physical checks but generally not before 
dispatch ol the checks by the Reserve Banks. 

44 SecorId indented item. This item should be revised to state 
"warrant that they have good title to the checks z are 
authorized to obtain payment." (12 CFR 210.6(b)) 

45 The last two lines on the page repeat language on the top of 
page 46. 

46 Table 2.2 compares fine sort fees to processed fees at three 
Reserve Banhs. This table 1s inaccurate in that: 1) :t 
reflects obsolete fens and should be updated to reflect 
price changes implfrnented in September 1988. 2) Per item 
fees have been adjusted to prorate cash letter fees and fine 
sort package fees on a per item basis. Cash letter fees and 
fine sort package fees have varying effects on the cost of 
cash letters or packages containing different volumes of 
checks, and thus cannot be effectively demonstrated in 
tabular form. 3) The inclusion of the pt-rcent mark-up 
column implies that overhead costs shouid be allocated as a 
percentage of floor costs for each check product. As 
discussed in Appendix A, there is no single right way to 
allocate overhead costs. This column should be deieted from 
the table and relatea aiscussions rewritten to reflect 
actual increases above the floor costs on a per Item rather 
than a percentage basis. 

Second paragraph. The example of the amount of overhead 
support required for fine sort is erronrws. The report 
cites the fact that fine sort weal continue to be deposited 
111 the New York Head Office, even after the bulk of that 
office's check operarlon is moved to Jericho or Cranford, 
and the Head Office no lonyer has "the equipment or 
personnel to operate" d full-scale check collection 
operation. The equipment and personnel referred to are 
considered direct costs, not overhead costs. we also note 
that personnel and equipment have been retained at the Head 
Office to handle fine sort arrangements. 

48 Second parayraph. The report cites the 1988 San Francisco 
city ilne sort per Item fee ~lb $0.05. The correct per Item 
fee is 5 mils (SP.005). The current fee 1s 4 "11s. 
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Now p.49 63 Third paragraph. San ~ranclsco is not considered an ITS hub 
See comment 49. although it is connected to the ITS network. 

Now p.50 
See comment 50. 

65 First paragraph. Effective September 1, 1988, the city 
unsorted pez item fee in New York was reduced from 3.5 cents 
to 2.1 cents, or 23 percent. The fine sort per item fee was 
reduced from 1.0 cents tc 0.8 cents, or '0 percent. 

See comment 51 67 First paragraph. The draft report includes ark analysis of 
interbank balances, which the GAO states provides "another 
Indication of the condition of collecting banks." The draft 
report concludes that banks are "now less wiliing to 
maintain balances," as demonstrated by the decline of 
average balances held by U.S. banks at other banks "from 
$68.7 billion in 1983 to about $31.5 billion in 1984." The 
average aggregate balances cited for these two years 
represent different deposit types, and therefore are not 
comparable. Prior to 1984, the Federal Reserve published, 
in Table 1.25 (Assets and Liabilities of Commercial Banking 
Institutions), the "balances with depository institutions" 
(line 10). Beginnir.g in 1984, the Federal Reserve published 
this information as two separate data elements -- "demand 
balances at U.S. depository institutions" (line 46) and 
"other cash assets", 1.e.. savings and time balances at U.S. 
institutions (line 47). It appears that the GAO compared 
1983 total deposits with 1984 demavd deposits. In addition, 
there is a break in the tune series for this data between 
1983 and 1984. The 1984 revised series differs from the 
previous series because of a change in the universe of 
institutions covered and a change in estimation method. (See 
explanation of the revisions in the Federal Reserve 
Bulletin, vol. 71 (March 1985). pp. 160-162.) 

On a more general note, we do not believe that an analysis 
of trends in the level of interbank balances, absent an 
analysis of trends in explicit fee income received by banks 
for correspondent services. would provide valid insights to 
the condition of collecting banks. Correspondent banks 
generally permit their respondents to pay for services 
received either through compensating balances or expllclt 
fees. Respondent banks may shift between balances and fees 
based on the prevailing interest rate, which determines the 
level of balances that nust be held. Therefore, the 
significance of a change in the level of interbank balances 
can only be determined by also analyzing the change in fee 
income from respondent institutions received by 
correspondents. 

Further, a decline II! interbank balances/fee =ncome would 
not necessarily reflect d change in the competitive balance 
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See comment 57. 

Now p 75. 
See comment 58. 

Now p 78 
See comment 59. 

Now p. 79 
See comment 60. 

Now p. 84. 
See comment 61. 

Now p 88 
See comment 62 

Now p 92. 
See comment 63. 
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Appendix II 
86 Last sentence. The report should clarify that the lY87 

excess revenue of $25 million represents only a 5 percent 
o"erreco"ery. 

90 The discussion of the stability of Reserve Bank check prices 
should note the productivity gains made by the Reserve Banks 
during this period. An analysis of "Productivity at the 
Federal Reserve Banks" was published in the Annual Report: 
Budget Review 1986-87 of the Board. 

93 Last paragraph. The per Item fees I-eferenced in the report 
tar the Chicago office have been reduced by $0.001 effective 
September 1, 1988. The current fee for unsorted regional 
checks is 3.3 cents, and the premium fee far reglow1 checks 
is 4.0 cents. 

Y4 Table 11.3. The "preruum group sort" product should include 
a footnote indicating that the HDGE program did Ilot beqin 
until April 1984. 

95 Table 11.4. The total check volume statistics in the last 
two columns of Table II.4 are overstated because of the 
inclusion of "other Federal Reserve Bank" volumes. 

Appendix III 
101 Second indented paragraph. The description of the operation 

of the Houston Clearing 11ouse is confusing. The report 
states that the clearinghouse's 2:00 p.m. exchange "1s for 
full members only (they may not present assoclare members' 
checks.) At the exchange, the full nembers present 
commingled check packages to other full members (the bundles 
contain checks drawn on the ful: member ad its associate 
members) . " The report should clarify whether commingled 
checks are presentt?d at this exchange. 

Appendix IV 
107 Second paragraph. In describing how J. paying bank may "set 

its presentment fees to compete with Reserve Bank prices," 
the report should state that the presentment fee may be set 
slightly below Reservf Bank fine sort prices, not check 
collection prices. 

113 Last paragraph. The report states that "In July 1986, 
Federal Reserve officials rejected a proposal substantially 
similar to the same-day payment concept now out for 
cement . " Board staff offered to recommend that the Eoard 
issue a ccncept proposed by several banks -- LI direct 
settlenent servlcr -- for public comment, If they wished to 
have this concept further pursued. The proponents oi this 

I 
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Appendix V 
Comments From the Board of Governors of 
the Federal Reserve System 

GAO Comments 1. The finding that Reserve banks should not pay presentment fees or 
impute such fees was reached in our analysis of ways in which to equal- 
ize competitive abilities between collecting banks and Reserve banks. In 
our opinion, the check collection system could benefit more from collect- 
ing banks achieving presentment abilities similar to those held by 
Reserve banks than it could from increasing the costs incurred by 
Reserve banks. 

2. We agree that the Federal Reserve must provide services to all deposi- 
tory institutions and deliver to all end points. Such a responsibility does 
not mean, however, that the Federal Reserve alone should have the right 
to same-day payment. 

3. Despite the difficulties in ascertaining which competitor has a net 
advantage, we were able to determine that collecting banks’ inability to 
obtain same-day payment without charge constrains their abilities to 
operate a competitive check collection business. We found no similar 
constraints placed upon the Federal Reserve banks even though they do 
not share in all collecting banks’ abilities. Furthermore, as pointed out in 
the report, when collecting banks cannot negotiate for direct present- 
ment, no alternative to the Federal Reserve currently exists. If the right 
to presentment did not have to be negotiated, the speed of collection on 
checks could be quickened since the checks would not have to be routed 
through Reserve banks and users of collection services would be given 
additional choices. 

4. In the report, we say that collecting banks should have the same abili- 
ties as Reserve banks “unless there are compelling safety, soundness, or 
efficiency reasons for Reserve banks to take on unique abilities.” We 
recognize that balancing the costs and benefits of any change can be dif- 
ficult; that is why we call for complete disclosure of the rationale for 
decisions reached on competitive fairness. We further recognize that the 
Federal Reserve, when deciding what actions to take, must consider 
what would most benefit the payments system as a whole. Such recogni- 
tion resulted in our recommendation that the Federal Reserve adopt cri- 
teria and procedures for ensuring competitive fairness. By implementing 
the recommendation, the Federal Reserve would be in a better position 
to demonstrate that its decisions are in the best interest of the payments 
system, thus allaying fears by payments system participants that the 
Federal Reserve has blurred its dual role as regulator and competitor. 
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Appendix V 
Cbmmenta From the Board of Governors of 
the Federal Reserve System 

other banks. Because clearinghouse member banks often receive com- 
mingled checks from their customers, they would have to change busi- 
ness arrangements with their customers in order to respond to a Reserve 
bank’s change affecting even a small percentage of checks. 

7. Our prior report discussed the methodology used to allocate direct 
and indirect costs to priced services-not the allocation of costs within 
each service. Also, we do not suggest that the Federal Reserve should 
lose its discretion to set prices. Rather, we state that the establishment 
of the fine sort price resembles that of a monopoly product. At this time, 
competitors cannot offer a similar product, and they are the major users 
of the fine sort. Thus, costs should not be loaded onto a low-cost prod- 
uct. Public disclosure of the markup should help ensure that it remains 
reasonable. 

8. In our opinion, informal mechanisms are not sufficient since they do 
not necessarily require problem resolution. 

9. In our opinion, the report does not suggest that the Federal Reserve 
issued its same-day payment concept for comment in response to our 
study. The report only states the chronological sequence of events. We 
have, however, slightly modified the text to further clarify this point. 

10. Footnote 5 of chapter 1 has been amended to clarify that banks often 
function as both paying and collecting banks though some perform more 
of one function than the other. 

11. As noted in the report (see p. 56), public comment is not sought on 
all changes that can materially affect Reserve bank competitors. Also, 
without a competitive impact assessment, the effects of change on the 
payments system or its participants cannot, in our opinion, be fully 
assessed. 

12. While some New York banks have moved their processing centers 
out of New York City, the banks are still receiving checks at the same 
place-the New York Clearing House. Therefore, their move does not 
affect their users. Also, unlike the Reserve banks, these New York banks 
are not the clearer of last resort. Thus, no bank is compelled to use them 
should they become too inconvenient-there is always another 
alternative. 

13. This point is covered in comment 7 of our response. 
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Comments Fmm the Board of Governors of 
the Federal Reserve System 

23. In our opinion, clearinghouses constitute a collection intermediary 
since they serve as one vehicle through which depository banks can get 
checks to paying banks. Furthermore, they function like an intermedi- 
ary by providing settlement services. 

24. The statement is correct as written. For purposes of this report, the 
term bank, as defined in footnote 1 of chapter 1, includes any and all 
depository institutions. Therefore, the bank of first deposit might be a 
thrift. Also, even if the bank of first deposit is technically a bank, some 
or all the checks might be drawn on a thrift that has designated its local 
Federal Home Loan bank as the official point of presentment. 

25. Text amended to clarify that the account number, check number, 
and dollar amount are not necessarily present in the Magnetic Ink Char- 
acter Recognition line but are typically present. 

26. The paragraph only discusses the prices and services sought by pro- 
spective customers as a means of discussing collecting banks’ basis for 
competition. The result of this search (higher prices owing to higher 
interest rates, next day availability, and so on) is not relevant to this 
particular discussion. 

27. We believe that the suggested revision could mislead the reader into 
thinking that banks must return checks directly to the depository bank. 
As demonstrated by the Federal Reserve’s intermediary return service, 
we understand that the standard is to use the most expeditious means of 
return. 

28. Text amended to more clearly restate the requirements of the act. 

29. Text amended as suggested. 

30. Text refers to more than fine-sorted checks, for example group- 
sorted checks. Therefore, no change has been made. 

31. “Minimum” changed to “expedited.” 

32. Text amended to show that same-day availability of funds is neces- 
sary to offer a competitive check collection business. See also comment 
26. The reference to regulation CC has been deleted. 

33. Text does not specify that this was part of the original law. It simply 
attributes the provision to section 13 of the act. 
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Comments From the Board of Gwemors of 
the Federal Reserve System 

42. Text revised to show that the fine sort product requires less support 
in general rather than specifically focusing on overhead. The paragraph 
has also been amended to clarify that the Manhattan office now oper- 
ates without processing equipment and with a reduced level of 
personnel. 

43. Text corrected to report $0.005. 

44. Text revised as suggested. 

45. Text amended to include the Reserve bank’s offer to present the 
Houston member banks with fine-sorted checks. 

46. We agree that the Federal Reserve has a mandate to present to all 
end points. This point has been added to the chapter. (See p. 46.) 

47. Regardless of what the Competitive Equality Banking Act will or 
will not allow, the statement is currently true because no bank has yet 
had an opportunity to develop a nationwide scale of operations. 

48. Our prices reflect 1987-88 data. 

49. Text corrected to report five hub cities. 

50. This was resolved with Federal Reserve Bank of New York staff who 
now agree with our computations. 

51. Paragraph has been deleted. 

52. See comment 6. 

53. See the definition of the services in footnote 3 on page 57 

54. In our opinion, the statement does not imply that competition is the 
most critical factor to be considered. On the contrary, concerns for pay- 
ments system safety, soundness, and efficiency are discussed as factors 
that could override concerns for competitive fairness. Competition is but 
one critical factor among others that warrants appropriate considera- 
tion. Therefore, we beliove it reasonable that “compelling” remain to 
ensure that competition is appropriately weighed against other factors. 

55. Text corrected as suggested. 
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Comments From the Federal Home Loavl 
B&Board 

supplementing those in the 
report text appear at the 
end of this appendix. 

See p. 66 

Now pp. 12-l 3. 

See comment 1 

Now p 23 

L 

Federal Home Loan Bank Board 

15 FE5 1989 

Hr. Stephen C. Swaim 
Group Director 
United States General 

Accounting Office 
441 G Street, N.W. 
Washington, D.C. 20548 

Dear Mr. Swain: 

The Federal Home Loan Bank 8oard appreciates the opportunlry to 
comment on the General Accounting Office’s (GAO) study of competitive 
equity issues, especially as it concerns the Federal Reserve’s proposed 
regulation of direct presentment, and the study’s description and analysis 
of the check collection industry. In preparing this response, 
represeqtatives of the twelve district Federal Home Loan Banks, 
hereinafter referred to as “the FHLBanks”, were interviewed and their 
combined commentary is summarized here. 

Besides reiterating the FHLBanks’ position on direct presentment, two 
basic issues are discussed here. They include the following: 

. the need for further detinition of the FHLBanks’ role in 
the payments system, rather than including them in the broad category 
of “private collecting banks”; and 

. the idea that the Federal Reserve add imputed costs for presentment 
fees to its Private Sector Adjustment Factor (PSAF) model 

First, the FHLBanks wish to state that their position on the Federal 
Reserve’s direct presentment proposal have remained unchanged, despite the 
competitive equity concern. If the Board of Governors elects to take 
GAO’s advice and pursue a regulation, we hope that the FIlLBanks’ initial 
commentary letters wili be reviewed. 

Second, in dealing vith the broad issue of competitive equity, the 
GAO draft attempts to compare the operational abilities and constraints of 
the Federal Reserve with those of all other collecting entities. In this 
comparison, the study includes a brief description of the FHLB System as 
neither entirely like the Federal Reserve nor entirely like the private 
sector (p.13). We would encourage the GAO to expand upon this 
description. 

The FHLEanks feel strongly about this issue since the GAO study 
suggests that the Board of Governors sincerely seek to understand and 
address the needs of all affect-d groups when it proposes future 
regulations. To that end, the Gi^‘l Ttudy lists groups from the private 
sector that were interviewed concerning this issue (p.28). Conspicuous by 
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Comments From the Federal Home Loan 
RankBoard 

Now p. 12. 

Now p. 46. 

See pp. 07-00 

B. The FHLBanks must, like the Federal Reserve, satisfy a PSAF 
requirement and all of their resources (capital, hardware, 
sof ware, staff) must be recovered through fees for these 
services. 

C. Private sector hanks can operate a check collection business 
purely as an aid to paying for the resources it must already 
have to process its own checks (p.60). 

Further, thrifts have historically made radically different decisions 
concerning the commitment of resources to internal check processing 
compared to commercial hanks of similar size. The majority of thrifts, 
including many large thrifts, continue to clear payor bank items through 
an intercept bank and use a third party data servicer for individual 
account maintenance. The following restatement oE the FHLBanks’ original 
commentary on the Federal Reserve’s direct pl-esentment proposal will 
expand upon the concerns of thritts given these relationships. 

Finally, we would ask the CA0 to reconsider its position on its 
recommendation that the Federal Reserve System adjust its PSAF model to 
include imputed presentment fees. Since the FIlLBanks, like the Federal 
Reserve, justify the competitive equity ot their pricing through the use 
of a PSAF, they are in a position to appreciate the drawbacks to this 
solution as the study enumerates in Appendix IV. But we do not 
necessarily agree that they are sufficient to dismiss the idea. 

In addition to this intimate understanding of what the PSAF is 
designed to justify, check processing proEessionals in the FHLBank System 
are in a position to commluricate routinely with the private sector peers 
within their check collecting communities. The FHLBanks feel that the 
industry’s criticism of the Federal Reserve does indeed center around 
competitive pricing. The iqsrw does not necessitate that the Federal 
Reserve actually pay presentment fws or that it bar presentment fees by 
regulatory mandate, but that it set its collection fees as if it pays 
them. 

Because of the FHLBanks’ simultaneous identification with 
the Federal Reserve and the private sector and their obvious differences 
from both groups, it sometimes plares the FHLBanks in a somewhat ambiguous 
position. Regarding this issue, the FHLBanks identified with and shared 
the concerns oE private collecting hanks when the Federal Reserve 
announced under Regulation CC the unbundling of return items from its 
forward collection fees. This effectively forced Federal Reserve pricing, 
already at competitive challenge, lower still. Consequently, the FHLBanks 
feel strongly that adding imputed presentment fees to the Federal 
Reserve’s PSAF would go a long way toward satisfying this concern. 

Page 129 GAO/GGB89-61 Check CoUection 



Appendix VI 
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GAO Comments 1. The objectives, scope, and methodology section should have included 
the Federal Home Loan Bank Board in the list of groups interviewed. 
This section has been amended. 

2. In our opinion, the Federal Home Loan banks, acting as consolidated 
presentment points for a number of institutions, mirror other collecting 
banks, such as those in the Houston Clearinghouse discussed in chapter 

3. With the establishment of a same-day-payment requirement, the 
existing practice of maintaining accounts in other banks may no longer 
be needed and costs may be further reduced. See discussion on page 90. 

4. The Home Loan banks’ limited market appears on page 12. The point 
has also been added to page 46. 
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Comments From the American 
Bankers Association 

r 

Seecommentl 

Now o. 49 

L 

AMERICAN CONTlN”lN‘WR~TIEROF 
BANKERS 
ASSOCIATION January 27, 1989 

Committee, Wholesale Operations Committee, Payment Systems Policy Board) to 
review the draft report and provide comments on the: 

0 Accuracy and completeness of factual and interpretive material in 
Chapters l-3 and the Appendices, 

0 Conclusions and recommendations in Chapter 4. 

This letter reports the results of this review. 

* * * 

The draft report describes fairly and accurately the current check 
collection environment. However. we feel that some clarifications are 
required in the discussion of competitive advantages held separately by the 
Federal Reserve System and by the private sector. The Association supports 
the recommendations to the Federal Reserve Board to achieve competitive 
fairness, but believes those recommendations should be defined more 
specifically. The Board should establish procedural controls to assure 
that future payments system changes promote competitive fairness and 
conform to Board policy. 

The Federal Reserve possesses a special market power through its 
operation of a national transportation network for its check collection 
system. Private sector providers can afford transportation costs on a 
selective basis to only the largest end points. Member banks report that 
Reserve banks' carrier contracts bar these carriers from transporting 
private banks' work. This reported exclusion from sharing the Reserve 
banks' transportation system would be inconsistent with the goal of an 
efficient payment system, and would provide the Federal Reserve with an 
unfair leverage in transportation scheduling and costs because of its 
unique national distribution. 

Chapter 3 identifies unique abilities of collecting banks to attract 
prospective customers to check collection services. These include the 
abilities to: 

1. use cross product subsidies to attract check collection business 
through other services provided to banks; 

2. tailor services and prices to meet individual bank needs; 
3. limit business to lucrative customers, and 
4. use existing bank resources to conduct the check collection 

business. 

The competitive realities of the marketplace make cross product 
subsidies difficult to support. All main line correspondent products must 
be priced competitively, i.e.. at or below Federal Reserve prices. As a 
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Now p. 62 
See comment 4. 

h”Nz2 
CONnN”lN‘WlElTERG+ 

AWXIATION January 27, 1989 

0 Monitor and provide public disclosure for price mark-ups on 
products which cannot be offered by collecting banks on an equal 
basis. 

0 Develop a forum to hear disagreements by the private sector on 
any changes which effectively preclude the private sector from 
offering a competing service. 

Although we agree with the overall recommendations to achieve 
competitive fairness stated on pp. 81-W of the draft report, the complete 
text of these recommendations should be restated in the Executive Summary 
to reflect more accurately the intent of the draft report. Further, we 
believe that the Federal Reserve should define in specific terms its policy 
commitment to competitive fairness. The Board should establish procedural 
controls to assure that future payments system changes promote competitive 
fairness and conform to Board policy. Several of our members have 
suggested that an oversight group, which would include private sector 
representatives, be established to deal with issues of competitive equity 
between the Federal Reserve and those providing check clearing services. 

Finally, the draft report recommends that the Board develop a revised, 
comprehensive same-day payment proposal that balances the interests of 
paying and collecting banks, and considers the differences in presentment 
abilities between Reserve and collecting banks. Although we agree that the 
Federal Reserve should incorporate these considerations in a revised 
private sector presentment proposal, the Association remains opposed to x 
proposal that signals aggressive movement by the Federal Reserve into 
private sector business relationships. The Association's position on this 
proposal is contained in a December 20, 1988 comment letter to the Board 
(attached). In summary, we expressed our concerns that the proposal as 
presented intrudes into private sector business judgments concerning 
customer relationships and pricing, poses additional risks to paying banks, 
disrupts cash management services, shifts processing schedules with 
attendant increases in personnel and equipment costs, increases the 
incidence of daylight overdrafts and pressures Fedwire capabilities. Our 
comment letter recommended specific modifications for a revised proposal 
impacting private sector presentment. 

Thank you for the opportunity to comment on the draft report 
Check Collection: Competitive Fairness is an Elusive Goal. 

Very truly yours, 

Frank P. Curran 
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Now p 63 

January 31, 1969 

Mr. Richard L. Fcqel 
Assistant Comptroller General 
U.S. General Accounting Office 
Washington, D.C. 20548 

Dear Mr. Fogel: 

The Association of Reserve City Bankers (ARCB) 
appreciates the opportunity to comment on the draft 
report entitled Check Collection: Cosoetitive Fairness 
is an Elusive Goal. ARCB is an association of the 
highest-ranking executives of the nation's major bank- 
ing organization. 

The Association of Reserve City Bankers endorses 
the report of the General Accounting Office and the 
specific recommendations to the Board of Governors of 
the Federal Reserve System found on pages 81-82 of that 
report. 

The issue of competitive fairness between priv- 
ate participants and the Federal Reserve in the na- 
tion's check collection system is an extremely impor- 
tant one. ARCB believes the General Accounting Office 
has done an outstanding job in addressing this issue in 
its report and it stands prepared to work with all 
parties in assuring that the action steps recommended 
in that report are achieved. 

Sincerely, t 

-.u 
Carl E. Reichardt 
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Comments From the California Bankers 
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-I 

CALIFORNIA BANKERS CLEARING HOUSE 

Mr. Richard L. Fogel 
January 12, 1989 
Page 2 

See comment 2 

Now p. 38. 

See comment 3. 

See comment 4. 

L 

We would also like to take this opportunity to correct our 
misunderstanding regarding your inquiries on the specifics of our 
own operations (page 48). Your field personnel asked us to 
estimate our members’ cost to clear items using the clearing 
house. We estimated a penny per check. As your report makes 
clear, our service is comparable to the San Francisco Fed's city 
fine sort product. In reading the draft report, it is clear what 
you wanted was an estimate of the clearing house cost to compare 
to the Fed cost. We apologize for misunderstanding the question. 
We thought you wanted an estimate of total cost to members, not 
marginal cost of clearing house services. 

Here are the correct figures. In 1987, our association cleared 
1,060,000,000 checks statewide; 400,000,000 in San Francisco and 
660,000,OOO in Los Angeles. Statewide check clearing costs 
(including overhead, salaries and all direct costs to the 
association) were $337,500. Our average cost per check was 
$0.00032 statewide, and $0.00038 in the San Francisco office. 

The subject matter is extremely complex and in our view, a number 
of minor flaws have crept into the final report. We have 
detailed a few of them here. While we concur with the general 
conclusions of the report, we disagree with the way in which some 
of the details are presented. For example, there is no doubt 
that the Congress created some payments and collection functions 
for Reserve Banks in 1913 and enhanced them over time. However, 
the clear Congressional intent in 1913 was to create a source of 
bank liquidity through discount window operations, not a 
nationwide payments processor. The remaining Fed powers, 
including payments collection, were in our view, incidental. The 
casual reader of your report might get the mistaken notion that 
the Fed's prime purpose was to collect checks and provide 
payments services to banks. 

The notion of eliminating non-par collection as a payments policy 
goal is a traditional Federal Reserve reinterpretation of 
Congressional action. Another interpretation would appear to 
strike closer to the facts e.g. if Congress intended eliminating 
non-par, why did it specifically authorize banks to charge 
discounts and merely exempt reserve banks from paying them? 
Federal Reserve reinterpretations notwithstanding, Congress 
specifically granted authority to paying banks to charge fees, a 
fairly clear indicator that Congress intended continued market 
negotiation of fees between competitors. 
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Clearing House 

GAO Comments 1. Although we agree that measurable goals for evaluating the Federal 
Reserve’s progress in promoting efficiency and competition in the pay- 
ments system are desirable, the lack of consolidated and comprehensive 
market data on private check collection activities limited our ability to 
develop such measurements. To date, the Federal Reserve neither has 
access to, nor is voluntarily provided with, private banks’ proprietary 
market information. Appendix II of our report, however, summarizes 
the data that was available on the competitive positions of Reserve and 
collecting banks. 

2. Text amended as suggested. 

3. The paragraph referred to has been revised slightly to clarify that 
payment and collection functions of the Federal Reserve are not the sole 
responsibility of the Reserve banks. 

4. In our opinion, the report does not suggest that the elimination of non- 
par banking was a specific goal of Congress, rather that it existed in the 
earlier part of the century. However, the text has been revised to clarify 
that the belief that non-par check collection resulted in circuitous rout- 
ing was held by some individuals. 

5. According to our research of the Monetary Control Act’s legislative 
history, the act was not intended by Congress to be revenue-neutral 
with respect to reserves. During the January 18, 1979, Senate floor 
debate, Senator Proxmire indicated that the revised revenue require- 
ments of the Monetary Control Act would cost the Treasury $60 million 
in after-tax revenue losses. Accordingly, despite the actual effect of the 
law, in our opinion we have accurately characterized the historical con- 
cerns of a revenue shortfall resulting from a reduced reserve 
requirement. 

Page 141 GAO/GGDSMl Check Collection 



Apptsdix X 
Comments From the Houston Clearing 
House kssocintion 

See comment 1 

See comment 2. 

Mr. Richard L. Fogel 
January 25, 1989 
Page 2 

We also strongly support the GAO's recommendations for action by 
the Federal Reserve and offer the following thoughts as to how 
the goal of competitive equity can be more readily achieved. 

We believe that a standing group should be established to deal 
with issues of competitive equity between the Federal Reserve and 
major private sector financial institutions providing check 
clearing services. This Competitive Equity Issues Committee 
should be comprised of the Federal Reserve, major city clearing 
house associations and representatives of other major city 
banking communities where clearing house association 
representation is not available. The Committee should be limited 
to 10 participants. It should be supported administratively by 
the Federal Reserve. This Committee should report on an annual 
or biennial basis to the Banking Committees of the Senate and the 
House of Representatives, the GAO, and the Board of Governors of 
the Federal Reserve. 

We believe that a time table should be set for the completion of 
the implementation of the recommendations included in this report 
and our response. Such a time table will allow the GAO, the 
Federal Reserve and the private sector to work together in a 
productive and timely fashion to implement the recommendations. 

With the cooperative efforts of GAO, the Federal Reserve and of 
private sector organizations, we are confident a more equitable 
competitive environment can be established, one that will better 
serve the needs of the American public. 

Sincerely, 

HOUSTON CLEARING HOUSE ASSOCIATION 

FJR/lac 
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comments From the New York Clearing House 

Note. GAO comments 
supplementing those In the 
report text appear at the 
end of this appendix. 

See comment 1 

See comment 2 

See comment 3. 

See comment 4. 

NEW YORK CLEARING HOUSE 
100 BROAD STREET NEW YORK. N Y 10004 

Mr. Richard L. Fogel 
Assistant Comptroller Genera? 
United States 
General Accounting Office 
Washington, D. C. 20548 

Re: General Accounting Office Draft Report Entitled 
“Check Collection: Competitive Fairness is an 
Elusive Goal” 

Dear Mr. Fogel: 

The New York Clearing House Association* appreciates this 
opportunity to comment on the above-referenced draft report prepared bv 
the General Accounting Office. 

We have long sought to remind the Federal Reserve that it should 
not use its regulatory authority to enhance its competitive position. 
Therefore, we agree with the GAO’s recommendation that the Federal 
Reserve Foard clarify existing policies and procedures covering its 
commitment to competitive fairness in the check collection system. 
However, we believe that the GAO’s recommendation should be broader. The 
GAO should recommend that the Federal Reserve Board commit to competitive 
fairness in all the payments systems, not just the check collection 
system. The GAO should also recommend that the Board consult the private 
sector participants in the payments systems in developing its policies 
and procedures on competitive fairness. 

We also believe that the GAO should not recommend that the Board 
make any changes to the payments systems to promote competitive fairness 
until (i) the Board’s commitment to competitive fairness is fully 
developed and (ii) procedural controls and adequate safeguards are created 

* The members of the New York Clearing House Association are The 
Bank of New York, The Chase Manhattan Bank, N.A., Citibank, 
N.A., Chemical Bank, Morgan Guaranty Trust company of New York, 
Manufacturers Hanover Trust Company, Irvina Trust Company, 
Bankers Trust Company, Marine Midland Rank, N.A., United States 
Trust Company of New York, National Westminster Bank USA and 
European American Bank. 
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GAO Comments 1. While we agree that the principles of competitive fairness could apply 
to other payments system issues, we did not include this as part of our 
recommendations because these other issues were outside the scope of 
our work. 

2. Similar comments were also raised by other associations. However, we 
believe that the Board of Governors should be given the opportunity to 
implement our recommendations before an outside party is called in to 
participate in check collection deliberations. 

3. We believe that one way the Federal Reserve can demonstrate its com- 
mitment to competitive fairness is to further revise and develop a same- 
day-payment proposal that both equalizes competitive abilities and bal- 
ances the interests of Federal Reserve, net paying, and collecting banks. 

4. In our opinion, our recommendation that Board staff be required to 
either (1) provide the Board of Governors with proposals to eliminate 
practical and legal differences between Reserve and collecting bank abil- 
ities to compete or (2) publicly explain why continuation of such differ- 
ences is necessary to the safety, soundness, or efficiency of the 
payments system in essence establishes procedural controls and safe- 
guards against conflicts of interest. 

5. The revised and comprehensive same-day-payment proposal that we 
have recommended the Board of Governors develop would not necessa- 
rily resemble the same-day-payment concept paper the Federal Reserve 
issued for public comment. Consistent with the policy and procedural 
changes we have recommended, the revised proposal would consider the 
concerns raised by those who have commented on the concept and bal- 
ance the interests of all affected parties. Appendix IV provides our anal- 
ysis of potential drawbacks identified during the review. 
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The Federal Reserve Should Move Faster to Eliminate Subsidy of Check 
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A Supplement to An Examination of Concerns Expressed About the Fed- 
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14,1985). 
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Comments From the New York 
clearing House 

See comment 5 

Richard L. Fogel -2- January 26, 1989 

to insure that competitive fairness would result from the change. 
Any changes made before these two steps are accomplished would he 
premature and could create or exacerbate competitive imbalances. 

In particular, we believe that the GAO should not recommend 
that the Board develop a same-day payment proposal, especially one 
that resembles the private sector presentment concept that it 
recently published for comment (Docket No. R-0631). We object to 
any such proposal because of the detrimental effects it would have 
on “net paying banks" (i.e., banks that pay more checks than they 
collect) and their customers. The major detrimental effects of such 
a proposal on paying banks and their customers are: 

(i) it would significantly reduce the ability of 
corporations, the federal government, and state and local 
governments to obtain the maximum returns on investments of funds 
made possible through cash management and other services provided by 
paying banks: 

(ii) it would disrupt the flow of work to paying banks and 
increase their check processing costs; 

(iii) it would delay the presentment of many checks: and, 

(iv) it would increase the risk of loss to paying banks. 

The detrimental effects of such a proposal are discussed in 
detail in our comment letter dated December 1, 1988 on the Board’s 
private sector presentment concept. A copy of our letter is 
attached. 

Very truly yours, 

Attachment 

(068OV) 
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Appendix X 
Comments From the Houston Clearing 
House Association 

GAO Comments 1. A similar suggestion for a joint private sector-Federal Reserve over- 
sight group was raised by the American Bankers Association. However, 
in light of the number of relatively newly appointed Governors of the 
Federal Reserve Board, we believe it reasonable to first give the Board 
of Governors the opportunity to implement our recommendations. In our 
opinion, the number of relatively newly appointed Governors makes this 
an ideal time for the Board to obtain a fresh insight into the concerns of 
both providers and users of check collection services. 

2. In our opinion, it is more important that the Federal Reserve carefully 
consider and work toward the recommendations suggested in our report 
than to implement the recommendations without fully balancing the 
interests of all payments system participants. However, we agree that 
swift action could help demonstrate the Federal Reserve’s commitment 
to the goal of competitive fairness. 

Another reason we did not include a specific date by which recommen- 
dations should be implemented is because the Legislative Reform Act of 
1970 (31 USC. 720) requires the Board of Governors to submit to Con- 
gress a written statement of the actions taken on our recommendations 
before the 61st day after the date of the report. OMB Circular A-50 fur- 
ther requires the Board of Governors to report to the Office of Manage- 
ment and Budget the date corrective actions are planned to be completed 
and again after corrective actions are completed. 
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Comments From the Houston Clearing 
House Association 

Note GAO comments 
supplementing those in the 
report text appear at the 
end of this appendix. 

HOUSTON CLEARING HOUSE ASSOCIATION 

HOUSTON, TEXAS 
,I,31 221-3816 

77002 

January 25, 1989 

Mr. Richard L. Fogel 
Assistant Comptroller General 
General Government Programs 
General Accounting Office 
Washington, D.C. 20548 

Dear Mr. Fogel: 

We would like to commend the GAO for their diligent efforts in 
conducting their study dealing with competitive equity in the 
payments system and for their analysis of the complex issues 
involved. We believe the GAO did an excellent job of identifying 
the major issues and of examining both sides of each issue. OUK 
role in the shaping of the Competitive Equality Banking Act of 
1987 clearly demonstrated our intense interest in the topic and 
the GAO report. 

The GAO report includes the following findings: 

1. "Collecting bank inability to match Reserve bank 
collection terms, especially obtaining same-day payment 
without incurring bank fees, has constrained the 
collection options open to collecting banks: the 
collection services they may sell; and, in turn, the 
potential efficiencies they may bring to the market.” 

2. "GAO found no evidence that the check collection system 
would be damaged if the differences in basic 
presentment abilities of collecting and Reserve banks 
were narrowed or eliminated." 

We fully agree with these findings. 
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Comments From the California Bankers 
Clearing House 

See comment 5 

CALIFORNIA BANKERS CLEARING HOUSE 

Mr. Richard L. Fogel 
January 12, 1989 
Page 3 

In that same vein, your report references pricing of reserve bank 
services as a method of making up a revenue shortfall from 
reduced bank reserves under the Monetary Control Act. Temporary 
reserve conditions during the phase-in period notwithstanding, 
the Monetary Control Act was intended by Congress to be revenue 
neutral with respect to reserves. A simple average of reserve 
balances in the seven years since the MCA and for the seven prior 
years would make that point clear to the most casual observer. 
In fact, looking at recent levels of reserves, the Monetary 
Control Act was slightly positive with respect to total reserve 
balances on which the Fed earns a return. Clearly, the intent of 
Congress in explicitly pricing Fed services was to permit an 
orderly market determination of the usefulness of Fed services, 
not to create some gimmick to make up a temporary revenue 
shortfall to Treasury. Congress envisioned reduced Fed 
participation in a vigorous competitive payments market. Since 
the Federal Reserve has not yet (through 1987) recovered the cost 
of its services through explicit fees, relying on "earnings 
credits" to produce the "profits" it reports to Congress each 
year, it is clear that the Fed does not wish the market to decide 
to change suppliers too quickly. 

In conclusion, despite some minor flaws, we believe your report 
accurately documents the Federal Reserve's failure to define 
achievable goals for competitive fairness in payments. We concur 
with your conclusion that presentment parity is necessary to 
achieve competitive fairness. We appreciate the opportunity to 
work with your fine professional staff and to review the draft 

prior to publication. We look forward to seeing the final 

Executive Director 

GFM:ls 
Enclosure 
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Comments From the California Bankers 
Clearing House 

Note: GAO comments 
supplementing those in the 
report text appear at the 
end of this appendix 

r- 

See comment 1. 

CALIFORNIA 
BANKERS 
CLEARING 
HOUSE 
ertdbluhed1876 

January 12, 1989 

Mr. Richard L. Fogel 
Assistant Comptroller General 
UNITED STATES GENERAL ACCOUNTING OFFICE 
Washington, D.C. 20548 

Dear Mr. Fogel: 

Thank you for the opportunity to review the draft of "Check 
Collection: Competitive Fairness is an Elusive Goal". 

We believe it is important for the Congress to understand the 
nature of competition in the check collection business. We were 
pleased to cooperate with your investigation during the field 
research stage! and are pleased to be able to review and comment 
on the report In draft form prior to its publication. 

In general, we share the view set forth by GAO in this report 
that the Federal Reserve Board has failed to develop measurable 
goals for the U.S. payments system in terms of efficiency and 
competitive fairness. Absent such goals (for the payments system 
in general or check collection in particular) it is difficult to 
know whether any progress has been made as a result of Federal 
Reserve policies and practices since the 1980 Monetary Control 
Act. Frankly, we had hoped GAO would use its resources to supply 
some measurable goals which the Congress could use to evaluate 
the Federal Reserve's performance. We are disappointed that GAO 
did not choose to define some measurements of efficiency and 
competitiveness on its own initiative. 

As is apparent from our comment letter to the Federal Reserve on 
Private Sector Presentment (Docket No. R-0631), we also concur 
with GAO's specific recommendation that presentment parity 
between collecting banks and the Federal Reserve is the most 
direct way to ensure competitive fairness. A copy of our 
November 22, 1988 comment letter is enclosed for your reference. 
We would be happy to supply additional information regarding our 
association's views on presentment should you or your associates 
be interested in studying the subject further. 

388 Market Srreet.Suire IZOO*San Franc~co. C~l~fornla94111 *(415)392-257O'FAX(415)392-0106 

Page 138 GAO/GGD-99-61 Check Collection 



Appendix VII 
Comments From the American 
Bankers Association 

GAO Comrnents 1. In chapter 3 we discuss how the Federal Reserve’s nationwide trans- 
portation network provides it with unique opportunities to advance its 
check collection business. 

2. We acknowledge that the ability to use cross-product subsidies may 
not be great; however, the ability is unique to private banks since they 
do not have legal constraints. Also, some products offered by collecting 
banks, such as loan participation, are not subject to competitive pres- 
sure from Reserve banks. Thus, at least for those products, the ability to 
attract prospective customers is not, in our opinion, limited by the mar- 
ket presence of the Federal Reserve. 

3. Although our work with specific district banks was necessarily lim- 
ited, our work with representatives from clearinghouses and trade asso- 
ciation spokespersons, such as those from the ABA, enabled us to 
consider the interests of a much larger number of banks than we were 
able to deal with individually. 

4. For brevity, the Executive Summary only highlights the major points 
discussed in the report. In our opinion, the reader can attain an accurate 
understanding of the recommendations from the summary. 

5. We have not eliminated the idea of a private sector-Federal Reserve 
oversight group to deal with issues of competitive fairness. However, in 
light of the number of relatively newly appointed Governors to the Fed- 
eral Reserve Board, we believe it reasonable to give this group an oppor- 
tunity to implement our recommendations before asking that they form 
an oversight group to look at the fairness of actions taken by Reserve 
banks in competing for business. 
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See comment 3 

AMERICAN CclNTlN”lNCO”RLEnLRcf 
BANKERS 
ASSOCIATION January 27, 1989 

result, product lines whose profit margins can support subsidies to other 
products do not exist. 

Collecting banks do gain some marketing flexibility in price 
negotiation to meet a customer's specific situation. This advantage is 
tempered however, by the market presence of the Federal Reserve. The draft 
study acknowledges that Federal Reserve prices define the market standard 
against which private sector prices are measured. In effect, the Federal 
Reserve sets the price levels in the market. The negotiating abilities of 
private sector collecting banks are generally limited to bidding prices at 
or below the level of competing Federal Reserve prices. 

Private sector banks do gain some advantage from the allocation of 
already available resources to the check collection business. This 
advantage is generally limited to equipment sharing, while personnel, 
software, transportation, and supply costs cannot necessarily be shared. 

In considering the climate of competitive fairness throughout the 
system, the GAO should have analyzed activities in each Reserve territory 
Reserve check collection services and prices, as well as sales and 
marketing policies and techniques, differ from district to district. The 
competitive environment between Reserve banks and private sector banks 
fluctuates according to the policies of the district. 

A key factor in the draft report is the specific emphasis that any 
Federal Reserve action to improve the payment system must be based on the 
principle of providing the same ability to collecting banks as those 
enjoyed by the Federal Reserve. As stated, the only exceptions to this 
principle should be those changes which involve the safety, soundness, and 
in certain cases dictated by Congress, the efficiency of the payment 
system. 

The report appropriately provides guidelines on how the Federal 
Reserve should deal with future payment systems changes including the 
pressing issue of same day presentment. These guidelines include 
requirements that the Federal Reserve: 

0 Identify practical and legal differences which limit collecting 
bank capabilities versus those of the Federal Reserve when 
considering regulatory, pricing and service changes. 

0 Eliminate or justify differences to the Board on those changes 
which are not necessary to promote safety, soundness or 
efficiency of the payment system. 

0 Publicly disclose the rationale for decisions not related to 
safety, soundness, and operating efficiency. 
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Comments From the American 
Bankers Association 

Note. GAO comments 
supplementing those in the 
report text appear at the 
end of this appendix 

Nowpp 11-N. 

Now pp 55-62. 

AMERICAN , 120 Conne‘lli”f Avenue NH 
BANKERS Wdrhlngto” D c 
ASSOCIATION 20036 

January 27, 1989 

Mr. Richard L. Fogel 
Assistant Comptroller General 
United States General Accounting Office 
Washington, D.C. 20548 

Dear Mr. Fogel: 

The American Bankers Association appreciates the opportunity for 
advance review and comment on the General Accounting Office draft report 
entitled Check Collection: Competitive Fairness is an Elusive Goal. 

The Competitive Equality Banking Act of 1987 directed the General 
Accounting Office (GAO) in coordination and consultation with the Board of 
Governors of the Federal Reserve System, to study competitive issues in the 
payments mechanism relating to the ability of collecting banks to compete 
with Reserve banks for the check collection business of other banks. 
Specifically, the Act required the GAO to conduct a study on: 

0 the Federal Reserve System's exemption from the imposition of 
presentment fees; 

0 the impact of the imposition of presentment fees on the efficacy 
of the check collection system, and 

0 whether the Federal Reserve System requires check clearing houses 
to provide services to the Federal Reserve banks and whether 
Federal Reserve banks should pay check clearinghouses for any 
such services. 

Since each of the issues raised involves specific aspects of collecting 
banks' abilities to compete with Reserve banks, the report addresses the 
overall issue of competitive fairness. 

The draft report is organized into an Executive Summary, four chapters 
and four appendices. Chapters l-3 (pp. 10-70) contain historical 
background, narrative description of the check collection system and 
assessments of banks and Federal Reserve competitive capabilities. Chapter 
4 (pp. 71-82 contains conclusions and recommendations, and the Appendices 
contain supporting data and analysis. We invited four groups of bankers 
(Operations and Automation Executxve Committee, Transaction Processing 

Page 132 GAO/GGD89-61 Check Collection 



Appendix VI 
Comments From the Federal Home Loan 
Bank Board 

The Bank Board sincerely hopes that the GAO accepts these comments as 
the FHLBanks intend them: given in a spirit of helpfulness and a desire 
to promote understanding of themselves and the thrift industry they serve. 
Further, the FHLBanks stand ready to assist or provide information to both 
the GAO and the Federal Reserve Board of Governors at any time. 

Sincerely, 

’ _ &gory D. Rothwell 
Exerutive Director 
Administration and 

Human Resources 

CC: H. Danny Wall 
James E. Boland, Jr. 
S. G. Frank Haas, III 
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Appendix VI 
Comments From the Federal Home Loan 
Bank Board 

2. 

Now p 28 

See comment 2 

See comment 3 

See 0 66 

Now p 46. 

See comment 4 

their absence from the list were thrift industry representatives, the U.S. 
League of Savings Institutions, and the Federal Home Loan Bank System. 
Since the thrift industry is a major provider of retail accounts, the 
FHLBanks play a major role in the check collection process on behalf of 
savings institutions. Both groups are unique within and/or from the 
private sector, and we think the study should explore that distinction 
m”fe fully. 

Specifically, we believe the GAO should consider amplifying its 
Chapters Two and Three “dif fPrences” sections to more fully differentiate 
the FHLBanks and thrift industry’s uniqueness from the Federal Reserve and 
the generic “Private Collecting Ranks”. Specific examples that illustrate 
these differences might be helpful. 

1. SAM DAY SEITLE~ ISSUES 

Beginning on page 34, the study describes settlement procedures 
between paying banks and collecting hanks. We feel that the following 
facts about the FIlLBanks are relevant to this issue: 

2. 

A. The FHLRanks, heing the check processor for most of their member 
institutions, are very attractive presentment points for 
collecting hanks. It is far more efficient to present 
commingled cash letters (multiple endpoints) to the FilLBanks 
than to present individual cash letters to each FHLBank member. 

B. The FIlLRanks cannot use the most expeditious and least costly 
settlement arrangemen! for direct presentment, as described by 
the study, since legally only thrifts and other FHLBanks are 
permitted clearing accounts. 

C. Presentment fees reem appropriate given the added cost inherent 
with additional dirrct presentments and the more time-consuming 
and costly manual settlement arrangements that must be used by 
the FHLBanks. 

ANCILLARY ABILITIBS OF COLLBCTING BANKS 

Beginning on page 56, thP study describes the advantages collecting 
hanks have in advancing their check collection business. We believe 
that the following facts are relevant to this issue: 

A. Generally, hoth rhe Federal Reserve and private sector banks 
have an unlimited market, while the FHLBanks may only market 
their services to thrift institutions. Specifically, this study 
reports that the private sector can limit its customers to only 
those finanrial in?ritntiws that are lucrative within its 
market vhile the Federal Reserve may not. Neither may a 
FHLBank. 
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Comments From the Board of Governors of 
the Federal Reserve System 

56. Text revised to reflect the percent of total costs plus the return on 
equity. 

57. In our opinion, the discussion on page 76 of reduced average real 
collection costs and reduced Reserve bank float adequately addresses 
the issue of increased productivity. 

58. Since all numbers are 1987 and information is purely for illustrative 
purposes, a change seems unnecessary. 

59. Note added to acknowledge that some of the increase can be attrib- 
uted to the product’s initial start-up period and to the partial-year data 
included in the 1984 volume. 

60. Note added to show that checks handled by two Federal Reserve 
banks are double-counted in the totals column and that the totals can be 
adjusted by subtracting checks deposited by other Federal Reserve 
banks. 

61. Paragraph clarified to show the amount of sorting conducted for 
each exchange. 

62. Text revised as suggested. 

63. Text revised so as not to suggest the proposal was flatly rejected by 
Board staff. 

64. This drawback is not listed because it is not, in our opinion, a draw- 
back to same-day payment but a drawback to the Federal Reserve’s pro- 
posed 2:00 p.m. presentment time. In fact, the effect of an afternoon 
presentment time was acknowledged earlier by the Federal Reserve 
when it moved to noon presentment and then provided payor bank ser- 
vices. In our opinion, 2:00 p.m. presentment is not an essential part of 
the same-day-payment proposal. 

65. The text does not state that private presentments should occur 
simultaneously with those of Reserve banks but rather that they occur 
by the time period in which the Reserve banks generally make their pre- 
sentments or provide automated account information. 
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Comments From the Board of Gwemom of 
the Federal Reserve System 

34. As noted in the text, the amounts are ranges that can be charged, 
depending on the relationship that exists between the two banks. 

35. The statistics cited refer to fees paid by collecting banks to paying 
banks, and therefore, a discussion of checks collected through a 
clearinghouse does not enhance this discussion. Collecting bank use of a 
clearinghouse is discussed on pages 37-39. Therefore, no changes to the 
text have been made. 

36. The report does not state that presentment fees provide a “signifi- 
cant source of income” because no data are available to support such a 
statement. Also, while we agree that banks can earn money from charg- 
ing presentment fees, these earnings are from acting as a payor bank, 
not as a collecting bank. Therefore, we see presentment fees as a disin- 
centive or impediment and not as a benefit to banks that are seeking to 
operate a check collection business in active competition with Reserve 
banks. 

37. In our opinion, the suggested change would not enhance the clarity 
or accuracy of the statement. The result is the same, the Federal 
Reserve quickened the collection of some checks by adopting noon 
presentment. 

38. The paragraph does not seek to show motivation in offering or 
purchasing this service. It merely defines the product and discusses the 
effect on Reserve banks and their customers. Therefore, no change has 
been made to the text. 

39. Text changed to show that information is usually received before the 
physical check is received rather than before the checks are dispatched. 

40. Text revised as suggested. 

41. At the time our calculations were made, the 1989 fees were not pub- 
lished. We have since rerun the calculations, and even with the 1989 
fees, our observation has not changed. In our opinion, the cost of the 
cash letter is appropriately factored into the price since customers must 
pay cash letter fees in addition to per-item fees in purchasing the ser- 
vice. We disagree that reporting the difference between the fine sort 
price and floor costs implies anything about how overhead costs should 
be allocated for all check products. 
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the Federal Reserve System 

14. The fact that the fine sort product is primarily used by large banks, 
including collecting banks-and thus Reserve banks’ competitors-is 
why we recommend disclosure of the product’s markup. While the fine 
sort may help collecting banks provide services to their customers, pay- 
ing unnecessarily more for the product because no competing product is 
available does not appear beneficial. 

16. In our discussions with banks and their trade associations, we were 
told that no bank offers a fine sort product similar to the Federal 
Reserve because checks must be endorsed and presented for payment. If 
a bank has no negotiated arrangement with the paying bank, then basi- 
cally the checks are undeliverable through direct presentment. We 
would also suggest that the statement forwarded to the Federal Reserve 
by the Colorado bank and used as an example is inaccurate since, 
according to the Federal Reserve’s operating circulars, checks packaged 
under the fine sort program must be endorsed by the bank. 

16. We agree that fine sort prices were reduced with the removal of 
return costs and implementation of a separately priced return item 
product. However, the disparity in markups still exists. Therefore, no 
change has been made. 

17. Because the U.C.C. (sec. 4-103) authorizes the Federal Reserve to vary 
from state law whether or not assented to by all parties, in our opinion 
the statement is not misleading. 

18. Because collecting banks can vary the terms of the U.C.C. only 
through clearinghouse or individual arrangements and all parties must 
agree, we do not believe that this constitutes unilateral variation. 

19. Text amended as suggested. 

20. The text has been slightly modified to better indicate that the Fed- 
eral Reserve’s strong market presence had the effect of regulation. 

21. The Federal Home Loan banks must make collection services equally 
available to all thrifts. Subsequent mention has been corrected 
accordingly. 

22. Text amended to clarify that the 145 include only those clearing 
houses that have been formally established. 
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Comments From the Board of Governors of 
the Federal Reserve System 

5. While many respondents did indeed oppose the same-day payment 
concept, we believe the opposition stemmed from the 200 p.m. present- 
ment and the banning of presentment fees. As many respondents noted, 
by implementing the Federal Reserve’s suggested 200 p.m. presentment 
time, cash management services would be severely disrupted. Many 
respondents also believed that presentment fees did not have to be 
banned completely. Furthermore, they provided suggestions for chang- 
ing parts of the same-day proposal, such as requiring an earlier present- 
ment time or establishing two presentment times, while retaining the 
basic concept of same-day payment. Because of these comments, we 
have recommended that the same-day payment concept be reintroduced 
once all interests have been considered and balanced. 

6. In our opinion, disclosing the rationale for decisions reached is not an 
unnecessary encumberance for a public entity. Since the competitive 
impact of any major changes made is already considered by the Federal 
Reserve, disclosing this information should not require considerable 
effort or impede the Federal Reserve from reacting to a changing envi- 
ronment. Furthermore, while we do recognize the review procedures 
currently in place at the Board, we also believe that the procedures do 
not go far enough to alleviate concerns that changes are made to 
enhance the Reserve banks’ competitive position. In our opinion, the 
review procedures should also incorporate a requirement that all 
changes be analyzed for the potential competitive impact. Without such 
a requirement, the Board cannot ensure that public comment is being 
sought “on all regulatory proposals affecting priced services, as well as 
significant price and service proposals.” 

We do not recommend that all changes be submitted for public com- 
ment-only those that can materially affect collecting banks’ ability to 
compete. In our opinion, the New York move is one such example. As 
first proposed to the New York clearinghouse banks, the move would 
have caused these banks to back up their customers’ deadlines in order 
to meet the Reserve banks new deadlines. Such a move could have 
affected their ability to compete. As noted earlier in the report, custom- 
ers look for attractive deadlines when searching for a check collector. 

The move out of Manhattan by individual banks differs from that of the 
Reserve bank primarily because individual banks do not require other 
clearinghouse members to change when, where, or how they present 
checks. Therefore, their move does not affect the check operations of 
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the Federal Reserve System 

Now p 91. 
See comment 64 

Now p 94 
See comment 65 

t 

- 24 - 

proposal did not ask that it be subject to the public 
comment process. Under Federal Reserve policies, the Board 
would not have approved this proposal without public 
comment, because it would have significant longer-run 
effects on rhe nation's payments system. 

The list of drawbacks to the same-day payment concept should 
include that it impedes the ability uf corporate customers 
to obtain early in the day account balance information for 
investment purposes. 

116 Fourth paragraph. The draft report states that "check 
presentment cutoff times could be set to coincide with 
existing Federal Reserve practices." This would be 
impractical because Federal Reserve presentnent times vary 
widely from irrstitutlon to institution based on courier 
arrangements. 
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the Federal Keserve System 

Now p 50 
See comment 52. 

Now p 57 
See comment 53. 

Now p 58. 
See comment 54 

Now p 70 
See comment 55 
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between correspondent hanks and Reserve Banks. For example, 
due to the decline in the cost of check processing equipment 
in the 198Os, a number of depository institutions that 
previously relied on correspondent banks for check 
processing and accounring services are now performing these 
services in-house. 

69 Second paragraph. The report cites "the Federal Restrve's 
ability to unllateraily take actions that have the potential 
for changing the competltlve balance such as the rederal ' 
~eservr's axuzunced move out of New York City" as an ability 
that is not shared by collecCl"g banks and one that 
potentially limits competition. The report should note that 
the ability to relocate operations is not an ability unique 
to the Federal Reserve. In fact, the majority of New York 
Clearing House member b.aks have alrcdoy taken similar 
actions to move their check processing and/or other payrwnt 
operations out of New York City, to take advantage of the 
lower cost structure in the surrounding suburbs. 

Chapter 4 
74 The last sentence notes the adoption, by the Board, of check 

truncation and MICR-capture servzces (described in the 
report broadly as data capture products), and states that 
this may result in the Restrve Banks "selling data 
processinq and account services." Data processing and 
account services inply the provision of demand deposit 
accounting services, which the Reserve Banks do not HOW 
offer, nor contemplate otfcring in the future. 

75 Second paragraph. The report notes that the Federal Reserve 
shoulc develop a policy that "collecting banks will have the 
sdmf abilities as Reserve banks to collect on checks unless 
there are compelling safety, soundness, or efficiency 
reasofis for Reserve banks to take on unique abilities." 'Ihe 
Federal Reserve must balance all of these considerations, as 
well as uthers, such as ensuring an adequate level of 
service to all depository lnstltutions, in considering 
rcqulatory and servzce charges. The statement implies that 
competltlon is the most crltlcal of all of these factors, 
and should be given the yreatest weight. It is also 
inconsistent with tilt? report's rccommenaatlon. The word 
"c0mpe111nq" should br deieted. 

Appendix 1 
83 Footnote B. The reierfnce should be to "Automated Clearing 

ImUSe" , not 'automatir clearinghouse.' 
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’ Now p.39. 50 First line. clarify that “member” means clearinghouse 
See comment 44. member. 

Now p 40. 
See comment 45. 

Second paragraph. In the discussion of the concerns of the 
Houston Clearing House, the report should note that the 
banks that are members of the clearinghouse have the choice 
to receive checks drawn on their respondents separately 
sorted or commingled. The clearinghouse members find it 
more efficient for their own operations to receive these 
checks commingled. Associate members of the Houston 
Clearing House pay the members for accepting and outsorting 
the associate's checks. 

Now p. 46. 
See comment 46. 

Now p. 49. 
See comment 47. 

Now p. 48. 
See comment 48. 

Appendix V 
comment.9 mm the Board of GovemolB of 
the Federal Reserve System 
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55 The first two lines on the page repeat language at the 
bottom of page 54. 

Chapter 3 
56 Second paragraph. The discussion of collecting bank 

advantages in providing check collection services should 
also note that correspondents can choose those endpoints to 
which they present, and can give higher cost items to the 
Federal Reserve, which must present to all endpoints. 

61 First paragraph. The report cites, as one of the Federal 
Reserve's unique abilities, the fact that "it is the only 
bank that may operate nationwide." This is not accurate. 
Section 612 of the Competitive Equality Banking Act amended 
section 11A of the Federal Reserve Act to state that "all 
depository institutions . . . may receive for deposit and as 
deposits any evidences of transaction accounts . . . from 
other depository institutions . . . or from any office of 
any Federal Reserve bank without regard to any Federal or 
State law restricting the number or the physical location or 
locations of such depository institutions." Correspondent 
banks sought this provision to equalize their abilities to 
provide check collection services nationwide. In addition, 
the report should acknowledge that thrift institutions, 
which may provide correspondent service to other thrift 
institutions, have the ability to operate nationwide, and 
that an increasing number of bank holding companies are 
gaining this ability as they acquire affiliates in different 
states. 

62 Table 3.1. The following information updates Table 3.1 in 
the draft report to reflect current (1989) fees for 
originating wire transfers: 
Dasic transfer originated $0.50 
Off-line origination surcharge 6.00 
Telephone advice surcharge 4.00 
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Now p. 31. 
See comment 36. 

Now p. 32. 
See comment 37. 

Now p. 33. 
See comment 38. 

Now p. 34. 
See comment 39. 
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checks, including those presented through clearinghouse 
arrangements. 

38 Last paragraph. The report notes that collecting banks 
incur the cost of presentment fees, which is a" expense the 
Reserve Banks do not incur. The report fails to note, 
however, that presentment fees provide a signiflcat source 
of income to banks as well, whereas the Reserve Eanks do not 
obtain revenue from presentment fees. 

40 Footnote 7. The draft report states that "these changes 
[noon presentment], in part, enabled Reserve banks to reduce 
the amount of their check float from about $2.2 billion a 
day in 1982 to about $0.3 billion a day in 1984." It would 
be more accurate to state that "as a result of the program, 
In 1984 checks with a total daily average value of 
approximately $2 billlo" were being collected one day 
earlier than they were being collected previously." While 
this in part resulted in reductions in Federal Reserve float 
as stated in the footnote, it also contributed to reductions 
in float for other payment system participants, including 
depositary banks and collecting banks. 

41 The discussion of the High Dollar Group Sort (HDGS) program 
in the first paragraph is incomplete. The HDGS program was 
implemented to speed the collection of large-dollar checks 
drawn on certain non-city institutions. The program was 
also designed to deter delayed disbursement practices by 
reducing the payor's investment return associated with these 
activities. The program, as a supplement to existing 
deposit programs, offers later deposit deadlines at higher 
fees. The later deadline allows depositing banks additional 
processing time to identify large-dollar checks destined tar 
certain endpoints and deposit such checks for collection. 
The higher fees reflect the additional resources required to 
process such checks within shorter processing windows, and 
the additional transportation required to present such 
checks to the non-city institution after the usual 
presentment. Because of the higher fee, deposltinq 
institutions typically use the service to collect only those 
large-dollar checks where the opportunity cost of one day's 
later availability would be higher than the fee. HDGS 
volume accounts for 011ly about . 5 percent of total Federal 
Reserve check volume. 

42 Last paragraph. The draft report states that "Banks 
purchasing this service [payor bank services] are able to 
obtain information . . . 
checks." 

before Reserve banks dispatch 
Generally, information provided through payor bank 

services is not available to the Institution until after the 
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Now p 14. 
See comment 23. 

Now p. 14. 
See comment 24. 

Now p. 13. 
See comment 25 

Now p. 15 
See comment 26. 

Now p. 16. 
See comment 27 

Now p. 18. 
See comment 26. 
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that agree to exchange checks. Although the Federal Reserve 
does not maintain a list of clearinghouses, a Federal 
Reserve study, published in the Jan/F'eb 1984 business Review - 
of the Federal Reservf Bdnk of Philadelphia, estimated that 
95 additional clearinghouses were established following the 
implementation of pricing for Federal Reserve check 
collection services. Previous estimates, by 
Littlewood-Shair. & Co., put the number of cledringhouses at 
about 900. 

15 Figure 1.1. Clearinghouses are incorrectly included in the 
list of "collection intermediaries" in Figure 1.1. 
Clearinghouses are not intermediaries; rather, they are 
arrangements whereby participants exchange checks directly. 

16 Second paragraph. In describing the collection options 
available to a bank of first deposit, the alternative of 
sending checks to a Federal Home LOBI? Bank should be limited 
by stating "provided the sending bank ~b a thrift 
institution." 

Footnote 9. We suggest that footnote 9 be revised to read: 
"The machines sort checks by reading the routing number 
printed ir. the MICR (mdqnet1.c ink character recognition) 
line along the bottom of the check. The routing number 
indicates the location and identity of the paying bank. The 
MICR 1ir.o usually a?so contains the account number on which 
the check is drawn. the check number, and the dollar 
amount. " 

17 First paragraph. The repcrt states that banks look for a 
low-cost check collector that, in most instances, "provides 
funds the day checks are diposited for ccllection." 
Collecting banks gtntr-ally receive checks from their 
respondents late on the day of deposit at the depositary 
bank or early the next day and provide credit on that next 
day on most of the checks received. The report should also 
note that, particularly in a hlqh interest rate environment, 
some banks u~cur hlqhcr costs to collect high-dollar checks, 
or checks drawn on high-dollar endpoints, in d more 
expeditious manner than other checks. 

18 Third paragraph. The Ixt sentence should read "Since the 
regulation's effective date of September 1, 1988, banks are 
required to make funds a\rallable to their depositors in 
accordance with specif:r:d schedules, and returned checks are 
routed directly to the depositary bank." 

21 Third indented item. Tht last sentence should i-cad 
"However, if check x~o;unre declines or is projected to 
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See comment 14 

See comment 15 

See comment 16. 
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growth statistics and the perceived inability of collecting banks 
to provide similar services. Prior to the implementation of 
pricing for check services in August 1581, the Federal Reserve 
received fine-sorted volume in only a few offices. Depositors 
had no financial incentive to sort checks by endpoint because 
they paid no explicit fees for Federal Reserve collection 
services. To mltiqate the impact of Federal Reserve fees on 
depositing banks and to offer more choices to depositors, the 
Federal Reserve expanded Its fine sort service, rcyuiring each 
Reserve Bank office to pcovlde multiple fine sort products. As a 
result, checks deposited ,t Reserve Banks in fine sort packages 
have increased from very low volume in 1981, to about 24 percent 
of total volume in 1988. 

The fine sort service is used primarily by large banks, 
includlnq correspondents that provide check collection services 
in competition with the Federal Reserve. The fir& sort option 
enables correspondent banks to accept mixed deposits from 
respondent bxks, sort the checks by endpoint, and deposit with 
the Federal Reserve at lower fees and later deposit deadlines 
than for checks deposited unsorted, thus lowering the costs to 
correspondent banks of providing competing mixed deposit 
services. Thus, the fine b"r= service better enables 
correspondent banks to compete with the Federal Reserve's mixed 
deposit program. 

Although the Federal Reserve's fine sort services do 
not rn~oy as active cornpetitIon as some other check collection 
services, there are indications that some collecting banks 
provide similar services. For example, Unlttd Banks of Colorado, 
Inc. discussed in its comment letter or, proposed amendments to 
Regulation CC (FR Docket No. R-0649, 53 Fed. Req. 44343) "the 
treatmat of checks that typically are not inaorsed by the 
collectxxg bank, such as those iorwarded for collection under the 
Federal Reserve's fine sort program or through package-forwdrd or 
endpoint sort drranqement:; between commercial hanks." 

In addition, the rtport should rrcoqnlze the recent 
reductions made in fine sort prices at all Federal Reserve 
off1res. These reductions w:re prompted by the removal of return, 
costs from forward collection prices effective Septe&er 1, 1988, 
when returned checks were explicitly priced. At that time, fees 
for processed checks were reduced by an average of 7 percent and 
fees for fine-sorted checks were reduced by an average of 20 
percent. 
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The ~sw York Reserve Bank's relocation of certain check 
operations out of the Head Office to its Jericho and Cranford 
offices is an interim step in the Bank's plan to meet longer term 
space needs, address large-dollar transfer processing contingency 
concerns, and address operational inefficiencies Stemming from 
inadequate existing physical facilities. 

Before relocating the check operations, the New York 
Reserve Bank assessed the effects of the move on Various 
depository institutions. This analysis, based on 
detailed customer deposit profile data, suggested that of the 
approximately 3.3 million. items handled daily at the Head Office, 
approximately 3.2 million of the total volume would be largely 
unaffected by the move or subject to improved deadlines. 
Specifically, 1.8 million items, representing fine sort and 
outgoing consolidated shipments, would remain at the Head Office. 
These Items constitute the vast majority of checks deposited by 
Manhattan-based collecting banks. About 1.1 million items 
represent incoming city items from depository institutions 
located in other Federal Reserve districts. These items would be 
processed at the Cranford Office and presented to paying banks in 
a manner generally consistent with presentment schedules that 
existed prior to the move. Approximately 300,000 items, which 
would be processed at the Jericho office, would be subject to 
improved (i.e., later) deposit deadlines. 

The Reserve Bank determined that only a small residual 
number of checks, perhaps 100,000 per day, would initially have 
been subject to an earlier deposit deadline. Included in the 
100,000 were approximately 35,000 itemn (approximately 1 percent 
of total volume) deposited by five New York City collecting banke 
that perceived that the Reserve Bank's move would have a negative 
impact on their ability to collect these chrcke. The earlier 
deposit deadline for the remaining 65,000 items did not pose a 
problem for collecting banks, because these items are generally 
available for deposit at the earlier deadline. Within the 
context of the total check volume handled at the Head Office, 
however, the New York Reserve Bank’s analysis showed that the 
move would not have a major impact on depository institutions 
because the vast majority of check volume would be unaffected. 

In addition, the New York Reserve Bank consulted with 
banking community representatives regarding the relocation and 
was prepared to accommodate any unforeseen problems. Formal 
discussions, including a seminar regarding the move, were held in 
October 1987 with all Manhattan-based depository Institutions. A 
formal announcement was malled to all depository institutions in 
the Second District one month before the first stage of the move. 
Follow-up discussions were held with all Head Office depositors, 
including New York Clearing House banks, to address the concerns 
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The Federal Reserve will continue to analyze the 
comments received on the proposed same-day payment concept, and 
will work with industry groups and others to formulate plans and 
programs to increase the efficiency and effectiveness of the 
check collection system. 

Federal Reserve Price and Service Policies 

The draft report recommends that: (1) the Board adopt 
the principle that collecting banks should have the same 
abilities as Reserve Banks to collect checks unless iUlfillment 
of payments system safety, soundness, or efficiency objectives 
indicates Reserve Banks should take on unique abilities; and (2) 
Federal Reserve officials, when deliberating on regulatory, 
price, and service changes, identify any practical or legal 
differences between Reserve Banks and collecting banks that 
hinder collecting banks' ability to offer effectively competing 
check collection services and to provide proposals for 
eliminating the differences, or explain why continuation of those 
differences is necessary to promote safety, soundness, or 
efficiency of the payments system. 

Since the introduction of pricing, the Federal Reserve 
has been sensitive to the relationship between services provided 
by the Federal Reserve Banks and those provided by the private 
sector correspondent banks. Federal Reserve price and service 
changes and regulations affecting the payments system are subject 
to Board policies designed to ensure their fairness. In 
addition, regulatory changes are subject to the Administrative 
Procedure Act requiring public comment. 

After enactment of the Monetary Control Act (MCA), the 
Federal Reserve Board adopted seven pricing principles to carry 
out the intent of MCA. These principles provide for public 
comment whenever changes in fees or service arrangements would 
have a significant longer-run effect on the nation's payments 
system. (Federal Reserve Regulatory Service "FRRS" 7-134). 
Shortly thereafter, the Board emphasized the importance of a 
private sector role in the payments system, stating that the 
Federal Reserve "should be prepared to remove itself from the 
provision of services that can be supplied more efficiently by 
the private sector, unless there are overriding public interest 
considerations for maintenance of an operational presence by the 
System.' (FRKS 7-1911. 

In 1984, the Board established explicit standards to 
address potential conflicts between the Federal Reserve's role as 
provider of services and its role as a regulator, supervisor, and 
lender. (FRRS 7-136-138). Also in 1984, the Federal Reserve 
established explicit standards for evaluating new services and 
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See comment 9 

See comment IO. 
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While the Federal Reserve's primary objective in 
seeking comment on the same-day payment concept was to determine 
whether the concept would improve the efficiency of the check 
system, the draft report suggests that the proposal was issued i" 
reaction to the GAO'S study and considers the proposal primarily 
in the context of enhancing the competitive environment in the 
check collection system. The proposed same-day payment concept 
would provide a regulatory framework for presentment by private 
collecting banks equivalent to that available to the Federal 
Reserve. 

The report's analysis of the same-day payment concept 
categorizes banks as either "paying" or "collecting" banks, 
unplying that a bal,k is either one or the other. I" fact, all 
depository institutions that offer transaction accounts function 
in both the paying and collecting roles. Depository institutions 
receive checks deposited by their customers that must be 
collected, and receive checks for payment drawn OP their 
customers' accounts. Correspondent banks engage in the check 
collection business as a service to other banks. 

Over 1,000 comments have been received by the Board on 
the proposed concept of same-day payment. The responses 
illustrate how the competitive goals expounded in the report, 
and sought by the Federal Reserve, can indeed be "elusive." 
Nearly 90 percent of the respondents expressed concern regarding 
the ramifications the proposal would have on the payments system 
if implemented. The most common theme expressed by the 
commenters was that the costs of the proposal outweigh the 
anticipated benefits. 

More than one half of the commenfs received were from 
nonfinancial companies, primarily larger corporations. These 
responses indicate that corporations are very concerned that the 
check collection system function efficiently and that the banking 
industry continue to be able to provide cash management services, 
i.e. controlled disbursement, to corporate customers. 
Corporations are particularly concerned about the timeliness of 
paymerlt data they now receive as part of cash management services 
provided by banks. The National Corporate Cash Manaqers 
Association, a trade group of cash management professionals, 
urged the Board to allow current preserltment practices to remain 
in place, affording corporations the ability to manage their cash 
bdlances in a timely, efficient manner. 

Comments also indicate that the thrift industry 
savings & loan associations, savings banks, and credit u";or% 
generally satisfied with the current competitive environment in 
the check collection system. These institutions believe that the 
proposed changes benefit only those large commercial banks that 
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Conclusion 

In conclusion, the Board belleves that competltlon in 
the check collection system is important tC promoting the 
system's efficiency. Attempts to "equalize' competition, 
however, must consider the interests of depositary banks, 
collecting banks, paying banks, and their customers, and the need 
to ensure that an adequate level of service is available to all 
depository institutions. The Board must consider the impact of 
regulatory, price, and service proposals on all payments system 
participants, not solely on ccmpetitors. In addition, imposing 
unnecessary procedural burdens on Reserve Banks that impede their 
ability to react quickly to market needs does not further the 
goal of competitive equity. In this cwtext, the Federal Reserve 
will work further to formalize procedures for evaluating 
reTUlatOKy, service, and pricing proposals, and to articulate the 
relative importance of competltlon in evaluatiny these proposals. 

i*ie appreciate this opportunity to comment on the draft 
lTt?POIX. Additional detailed staff comments are included in 
Appendix B. 

Sincevfly yours. 

William W. Wiles 
Secretary of the Board 
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conuwnters opposed the same-day payment concept. Commenters 
viewed the proposal from a broader PerSpectiVe of overall 
payments system efficiency, rather than the more narrow objective 
of promoting the efficiency in the check collection process. The 
commenters argued that the effxiency of the check system as a 
whole would be reduced, rather rhan enhanced, by the proposal. 
Appendix A inclucies further information pertaining to the 
comments received on the same-day payment proposal. 

It would not be in the public interest to pursue a 
same-day proposal such that any benefits to correspondent banks 
would be outweighed by the inefficiencies to other parties. 
Similarly, the interests of all parties must be weighed in 
considering the elimination of other differences between the 
Reserve Banks' and correspondent banks' abilities to offer 
services. 

Encumbering the Federal Reserve with Unnecessary Procedures 
Could Reduce Rather than Enhance Competition 

1n order for competition to work eifectively, all 
participants, both correspondent banks and Reserve Banks, must 
have the ability to respond quickly to market needs. The draft 
report recommends that the Board analyze the competitive impact 
of regulatory, price and service changes, and fully disclose the 
basis for its decisions to the public. The Federal Reserve 
should not be encumbered with unnecessary procedural requirements 
that would impede its ability to modify services in response to a 
changing environment. 

The Board has developed comprehensive review 
procedures, under which service proposals are evaluated with 
respect to a number of criteria, including the impact on service 
users and competitors. The Board requests public comment on all 
regulatory proposals affecting priced services, as well as 
significant price and service proposals, and includes competitive 
impact analyses with these proposals. Appendix A describes more 
fully the Federal Reserve's review process. Board and Reserve 
Bank staff also meet periodically with industry representatives 
to discuss the manner in which the Reserve Banks provide payment 
services acd other issues of mutual interest. 

This review process, however, should not be extendea to 
changes that do not have a direct and material competitive 
effect. Actions affecting monetary policy or bank supervision 
and regulation are carefully separared from priced services 
activities under Federal Reserve policies. Further, even in 
areas more closely related to priced services, Reserve Banks 
regularly undertake initiatives designed to foster more efficient 
operations that have only an incidental competitive impact or 
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Seecomment 

Concerning the ~&era1 Reserve's relationshlps with 
check clearinghouses, the Board would like to emphasize Its 
position as reported in the GAO study. While the Federal Reserve 
benefits from the exlsterlce of check clearinghouses through 
reductions in transportation costs, the Federal Reserve does not 
receive services from the clearinghouses. These cost reductions 
result from actions taken by the clearinghouse members and their 
assoclntes for their own benefit, rather than a service requested 
by the Federal Reserve. 

With reqard to the broader issue of competitive 
fairness, ir, general the Board agrees with the underlying theme 
ot the report that viable% competlrion in the provision of check 
collection services is important to both banks and their 
customers. We believe that competition is a meals of promoting 
the etficiency of the payments system, and not an end ir. itself. 
Ger,f?rZllly, a competitive environment provides additional 
incentives for payment service provlciers to increase the quality 
of their services, while minimizing their costs, and thus serves 
to promote payments system efficiency. We believe that the 
payments system has beneflted from the enhanced competition 
resulting from the adoption of the Monetary Control Act. BeCaUsf! 
of the positive efrect of d competitive er,vironment on the 
efflcifncy of the check collection system, the Federal Reserve 
strives to ensure the marntenance of a competltivr market in the 
development of Its services and policies. 

Although active competltlon tends to promote payments 
system efficiency, attempting to eliminate differences between 
service providers does not always achieve that result. As the 
draft report notes, in certain respects Reserve Batiks have 
abilities in the provlslon of check collection services not 
equally shared by correspondent banks. For example, the Federal 
Reserve can obtain sane-da y payment on checks presented to paying 
banks without separately negotiating lndrviduai agreements, and 
has a nationwide network of offIces not equaled by the 
correspondent banks at this time. In other respects, however, 
correspondent banks hdve abilities not shared by the Reserve 
Banks. For example, correspondent banks have the flexibility to 
tailor services and prices to meet individual needs, and unlike 
the Federal Reserve, which must provide services to all 
depository instltutiorLz ar.d deliver to all endpoints, car. limit 
business to profit-generating customers and endpoints. Further, 
correspondent banks cao bundle check collection services with 
other services liot offered by Reserve Binks. 

We belleve that It iri important that the analysis, 
CollClUSlollS, and recomnendatiorls contained in the GAO report be 
considered in this context. In this regard, we believe that 
further development of certdLn aspects of the report may bt 
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information to paying banks on the amount of the checks before deliver- 
ing them. 

In our opinion, additional accommodations can be made to preserve the 
existing balance among interests of Reserve, collecting, and paying 
banks. For example, to ensure that paying banks would not receive 
checks any later than they do now, check presentment cut-off times 
could be set to coincide with existing Federal Reserve practices. This 
would also preserve the collection efficiencies achieved by the Federal 
Reserve from adopting the noon to 2:00 p.m. presentment policy. To 
meet the needs of banks purchasing automated account information 
totals from the Reserve banks, a provision could be phased in whereby 
collecting banks, as a precondition to making check presentments, could 
be required to provide the same kind of information on the same terms 
as the Reserve banks. This electronic presentment should ensure that 
eliminating constraints on competition is not attained at the expense of 
commercial bank customers who need timely information for investment 
purposes. 

Also, by accommodating all parties, inroads can be made to achieving 
the efficiencies envisioned by a change from a paper-based system to 
electronic presentments. Currently, check collection schedules are based 
on banks’ ability to ship bundles of paper, typically by truck or plane. 
This method is inefficient when compared to the speed achievable 
through the electronic transmission of similar information. In the cur- 
rent environment, however, where there are obstacles to direct present- 
ment, collecting banks do not see a market for selling automated account 
information like Reserve bank payor bank services. By establishing a 
requirement for offering automated account information services as a 
precondition for making direct presentments, the Reserve would bring 
the payments system one step closer to an electronic system. 
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l risk of a uniform 2:00 p.m. presentment time, which would upset the 
existing balance among the interests of collecting, paying, and Reserve 
banks. 

In July 1986, Federal Reserve officials considered, but did not support, a 
proposal substantially similar to the same-day-payment concept now out 
for comment. According to Federal Reserve correspondence, the primary 
benefit of the proposal would be float reduction. Since float reduction 
was considered a transfer payment between collecting and paying banks 
rather than a savings in real resources, it was not considered a social 
benefit. Also, Federal Reserve officials were concerned that collecting 
banks would incur increased costs to reduce float and that paying bank 
costs would increase. In our opinion, the ability of collecting banks to 
reduce float-that is, accelerate the collection on checks they handle 
much like Reserve banks do--would also promote payments system effi- 
ciency, a goal of the Federal Reserve and the Expedited Funds Availabil- 
ity Act. That act mandated improving the check collection system by 
promoting quicker check collection and availability of funds. Moreover, 
it is reasonable to expect that collecting banks would make prudent bus- 
iness decisions regarding the costs versus benefits of reducing check 
float. Also, as discussed in the following paragraphs, the demands 
placed on paying banks need not be burdensome. 

The risk from banks becoming insolvent before checks can be paid 
appear to be no greater under direct presentment than in the current 
method of check collection. Under either method, procedures are in 
place for banks to receive their funds. Should the paying bank fail 
before checks can be presented for payment, depositing banks could 
recoup funds from its customers. Similarly, should the bank of first 
deposit fail before a check can be returned to it for payment, the paying 
bank could make a claim against the customer at the bank of first 
deposit. Alternatively, the paying bank has the option of recouping the 
funds from the collecting bank that presented the checks. That collect- 
ing bank could make a claim against the customer at the bank of first 
deposit. 

The burden placed on paying banks because of a substantial increase in 
the number of check packages would seem to be small. It is likely that 
only banks with sufficient capacity to sort checks to individual paying 
banks will take advantage of new authorities to present checks directly. 
The banks that currently have this capability already present presorted 
packages of checks through the Federal Reserve in bundles typically 
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Restricting the Federal Reserve’s abilities to vary from collection terms 
provided in the U.C.C. is, in our opinion, undesirable and impractical. The 
Federal Reserve has used those abilities to fulfill its responsibility of 
improving the efficiency of the payments system. Restricting those abili- 
ties would eliminate a number of efficiency gains. For example, by 
removing the ability to offer a fine sort service, the banking system 
would be denied a low-cost check collection option that maximizes the 
amount of time available for getting checks to a Reserve bank for same- 
day collection. Also, by requiring Reserve banks to adhere to locally set 
presentment times, the banking system would potentially lose the effi- 
ciencies gained from the Federal Reserve’s nationally coordinated 
deposit deadlines, check processing schedules, and transportation 
arrangements. 

Require Funds Be 
Made Available to All 
Collecting Banks on 
Equal Terms 

As discussed in chapter 2, requiring paying banks to make funds availa- 
ble to collecting banks, private or public, on equal terms would in our 
opinion best alleviate constraints on competition caused by differing 
rights of presentment. This requirement could hasten the speed of col- 
lection by eliminating unnecessary intermediaries. Furthermore, it pro- 
vides new opportunities for collecting banks to market certain products 
previously sold only by Reserve banks. 

Extending the right of direct presentment increases the alternatives 
available to banks for choosing the fastest and least costly means of col- 
lecting on checks. Because banks can receive same-day funds on checks 
only when paying banks consent to provide such availability, in some 
instances collecting banks with the capacity and desire to present 
directly to the paying bank are left no alternative but to use Reserve 
banks as an intermediary. This circuitous routing seems to occur fre- 
quently with controlled disbursement banks because these are the banks 
that tend to deny access. 

Direct presentment could also introduce opportunities to reduce or elimi- 
nate fees associated with current bank-to-bank arrangements. Because 
collecting banks would be entitled to same-day funds without negotia- 
tion, the per-check fee paid to induce expedited funds availability may 
no longer be warranted. Furthermore, since funds could be made availa- 
ble through transfers of reserve account balances, banks could deter- 
mine whether it was in their financial interest to maintain accounts with 
other banks. 
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Reserve bank prices. For example, a paying bank may set its present- 
ment fee slightly below Reserve bank fine sort prices, attract checks 
from other banks, and earn revenues from the presentment fees 
charged. Conversely, setting an uncompetitive fee would eliminate a 
source of income because Reserve banks-which do not pay fees- 
would become the more attractive collection option. However, if Reserve 
banks were required to pay presentment fees, paying banks could 
increase their presentment fee charges without fear of losing revenue. 
Since presentment fees can affect Reserve bank and collecting bank 
prices, any increases could also raise the costs of check collection to the 
banking system. 

As a means of controlling presentment fees, one banker suggested that 
the Federal Reserve could be empowered to limit the amount of a pre- 
sentment fee that its banks would be authorized to pay. The amount 
could be set to approximate the bookkeeping expenses paying banks 
incur when presented with checks.’ In this way, Reserve banks would, in 
this banker’s opinion, incur costs similar to those incurred by collecting 
banks. 

Limiting the amount Reserve banks may pay, however, does not elimi- 
nate constraints on competition nor promote competitive equality. Limit- 
ing the amount would not guarantee that Reserve bank and collecting 
bank costs would be equal, nor would it guarantee collecting bank access 
to paying banks, and the issue of access-the right to present checks 
and obtain same-day payment-is, in our opinion, the basic dilemma 
faced by collecting banks. 

Federal Reserve Banks Instead of paying presentment fees each time it presents checks for col- 

Could Impute 
Presentment Fees 

lection, the Federal Reserve could estimate and impute the costs of such 
fees and set its prices to recover those costs. Precedent for such a propo- 
sal exists in the Federal Reserve’s current method of imputing certain 
other costs that it does not incur because of its governmental status.2 
Such a change would tend to negate the cost avoidance difference in 
presenting checks but, at the same time, allow the Federal Reserve Sys- 
tem to control the amount of fees it would pay. 

‘This banker suggested that these bcmkkecping expenses could be estimated by deducting the Federal 
Reserve’s transportatmn costs from its fiie sort service price. 

‘The Monetary Control Act requires that Federal Reserve banks set their prices high enough to 
recover, among other things, the taxes that would have been paid and the profits that would have 
been earned had the services twen provided by a private sector firm. This recovery is known as the 
private sector adjustment factor 
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Clearinghouse Operations and Interaction 
With Reserve Banks 

Board of Governors of the Federal Reserve System) how much it should 
be. In a policy statement, the Federal Reserve said that 

“Since the Federal Reserve believes that it benefits from the participation of 
Reserve banks in local check exchanges and is interested in their growth and viabil- 
ity, Reserve Banks will, where appropriate, support the exchanges through assis- 
tance with the provision of space, equipment, personnel or equivalent fees to 
facilitate the clearing process.” 

Nationwide, the most frequently provided benefit is free net settlement 
and space. The specific way in which the Reserve banks interacted with 
the clearinghouses at the time of our field visits is shown in table III. 1. 

Table 111.1: Interaction of Reserve Banks With Local Clearinahouse 
Location’ Support provided Time of exchange 
ChIcago Net settlement, $2,000 per year plus free 1 l-00 a m 

workspaceb 

Houston Net settlement 11 15am 

New York $65,000 per year plus net settlement 80-65 percent by 10 00 a m and 15-20 
percent at noon 

Sort pattern 
Provides a check package to both full 
and associate members. 

Presents a package of co~~~~~~~ 
checks to each full member. Associate 
members receive checks from full 
members c 

Presents a check package to both full 
and city collection members 

aThe Federal Reserve Bank of San Franc~sco does not support the San Franc~sco clearinghouse The 
clearinghouse purchases net settlement .serv~ces from the Federal Reserve bank for about $5,000 a 
year 

“The clearinghouse is located I” the Federal Reserve Bank of ChIcago 

‘CornmIngled checks are those drawn on a variety of banks 

The Reserve banks generally present more checks at the clearinghouse 
than do other members. Table III.2 compares, for 1987, the percentage 
of check volumes presented by the Reserve banks and the largest 
presenting members at the clearinghouses we visited. 

Table 111.2: Clearinghouse Check Volume, 
1997 

Clearinghouse’ 
Largest clearing Federal Reserve 

member bank 
Chlcago 136% 38 0% 
Houston 19.4% 25 3% 

New York 13.8% 38.6% 

‘The San Franc~sco ClearInghouse IS not Muded because the local Reserve bank does not part~pate 
w Ihe clearinghouse exchanqe 

Page 86 GAO/GGLM9Bl Check CoIIection 



Clearinghouse Operations and Interaction With 
Reserve Banks 

This appendix summarizes the operational characteristics of clearing- 
houses in four U.S. cities and how they interact with Federal Reserve 
banks. 

Clearinghouse 
Operations 

Chicago Chicago has 13 full members and about 144 associate members.] The full 
members pay a $200,000 initiation fee and make an annual contribution 
based on check volume, with a minimum contribution of $5,000. The 
time of check presentment at the exchange is 11:00 a.m. Each full mem- 
ber then presents separately packaged checks to all members. Associate 
members contract with full members for check presentment services but 
not necessarily for receiving checks. 

Houston Houston has 13 full members and about 250 associate members. The full 
members pay approximately $250,000 in initiation fees and make an 
annual contribution based on check volume to cover the cost of clearing- 
house operations. Houston has three check exchanges: The first 
exchange-a “courtesy” exchange-occurs between 2:00 and 7:00 a.m. 
The second exchange occurs at 11:15 a.m. At this exchange, the full 
members present commingled check packages to other full members (the 
bundles contain checks drawn on the full member and its associate mem- 
bers). The associate members contract with full members for check pre- 
sentment and receipt services. The third exchange is at 2:00 p.m. and is 
for full members only (they may not present associate members’ 
checks). 

New York New York has 12 full members and no associate members. The clearing- 
house does have a subset called the City Collection Department that is 
made up of 176 foreign banks. Full members pay a $100,000 admission 
fee and a $5,000 annual fee. There is also a prorated fee based on asset 
size and check and dollar volume cleared, with a minimum contribution 
of $25,000. New York has several exchanges: 6 a.m., 8:00 a.m., and 

‘One significant difference between full and associate members is that full members present checks at 
t.he clearmghouse exchange vvhll? associate members contract with the full members for performing 
this service. Associate members may also contract with a full member to serve as a receipt point for 
Its checks, such as in Houston and San Franc~co. 
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Federal Reserve and Collecting Bank 
Competitive Positions 

Share by Bank Asset Size, Year-End 
1907 55 Percent 

25 

$25SlOOM 

Bank Asset Size 

- 
u Reserve banks 

Collenlng banks 

Clearinghouses 

Holding company affliates 

Note. An addItIonal 2.percent market share for banks with assets over 5750M is attributable to “other ” 
Source Association of Reserve City Bankers Check Clearing Study, January 1988 

A comparison of the year-end 1986 ABA data with year-end 1987 ARCB 

data, although somewhat inexact, suggests that a decline took place in 
collecting banks’ check collection business, which continues a trend set 
during the period 1983-85. Making the comparison is difficult because of 
differences in the way each study collected data-the ARCB study asked 
banks to factor in the extent to which holding company affiliates were 
used to clear checks, while the ABA study did not. These affiliates may 
or may not be collecting banks. Accordingly, table II.5 shows the range 
over which collecting bank market share may have changed from year- 
end 1985 to year-end 1987. For example, banks with assets between 
$100 and $500 million that responded to the two surveys reported using 
collecting banks for 50 percent of their checks in 1985 and 34 percent in 
1987. This drop would indicate a market share loss of 16 percent for 
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Federal Reserve and Collecting Bank 
Competitive Positions 

survey, the results cannot be statistically projected to the universe of all 
banks. Although it is not possible to make statistical projections, an 
analysis and comparison of the survey data do shed some light on com- 
petitive conditions as seen by the responding banks. 

Market Share in 1983 ABA data indicate that of the banks participating in the survey, the 
smaller banks sent a greater proportion of their checks to collecting 
banks for collection than did larger banks. As shown in figure 11.5, these 
smaller banks are an important segment of the collecting banks’ busi- 
ness: Banks with assets between $25 and $100 million cleared about 67 
percent of their checks through collecting banks, while the largest 
banks, those with assets over $750 million, cleared about 27 percent of 
their checks through collecting banks. 

Figure 11.5: Check Collection Market 
Share by Bank Asset Size, Year-End 
1993 
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Source Unpublished data from the 1986 American Bankers Association National Operatnns/Automa- 
tlon Survey Data were obtaned to colnclde with data categorizations by the Assoclatlon of Reserve 
City Bankers January 1988 study 
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Federal Reserve and Collecting Bank 
Competitive Positions 

. implementation in 1984 of “payor bank” services, and 

. implementation of other premium products where depositing banks may 
take advantage of later deposit deadlines by paying a higher price. 

An example of the efforts made by Reserve banks to improve their prod- 
ucts and meet market demand can be seen in the choices a bank has in 
obtaining same-day funds from banks in the Chicago region. Among its 
options, a bank may use the Federal Reserve Bank of Chicago’s 

- basic collection product and deposit regional checks unsorted by 12:Ol 
a.m. at a cost of 3.4 cents per check and a $2.00 deposit fee; 

. premium basic collection product and deposit regional checks unsorted 
by 1:00 a.m. at a cost of 4.1 cents per check and a $2.00 deposit fee; 

. fine sort collection product and deposit regional checks sorted and 
prepackaged according to the institution on which they are drawn by 
3:00 a.m. at a cost of 1.4 cents per check and a $3.75-per-package 
deposit charge; or 

. high dollar group sort collection product and deposit regional checks 
sorted into one group, provided that the checks are drawn on qualifying 
institutions by 8:30 a.m., at a cost of 9 cents per check and a $7.00 
deposit charge. 

The importance of the new or expanded products for Reserve banks’ 
total check collection activity is summarized in table 11.3. This table 
shows that the sale of fine sort, premium group sort, and other premium 
collection products has been increasing at a faster rate than regular col- 
lection products. By 1987, the fine sort and premium products together 
accounted for about 29 percent of total volume. 

Table 11.3: Change in Banks’ Use of 
Reserve Bank Products Between 1984 
and 1987 

Percent 
Collection product 1904’ 19W increase 
Fine sort product 2,937 3 4,041 3 37 

Premwm group sort 21 2 1424 38it’ 

Other premium products’ 1,071 0 1,304 8 23 

Regular collection products 12,022 4 13,282 5 11 

Total 16,051.g 18,771 .o 17 

“Checks in millions 

%ecause the high dollar group sort product was not offered until April 1984, some of this increase can 
be attributed to the product‘s 1n11al start up period and to partial-year data included in the 1984 volume 

Includes premium line sort pri~i~ii:‘s 
Source Federal Reserve Cost Hw,nue Heportlng System 
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Figure 11.4: In-City, Unsorted Check 
Collection Per-Check Prices, 1985-88 

,040 Cents per Check 

cost 

,035 

,030 

,025 

Chicago 

City 

r- 1985 

New York San Francisco 

4 987 

1988 

Note There IS also a depwt fee, referred to as a cash letter fee, of approximately $2 00 
Source Federal Reserve bank price announcements 

Between 1984 and 1987, Reserve banks’ check collection costs rose from 
$404.3 to $480.5 million. In inflation-adjusted terms, this change repre- 
sents about a g-percent cost increase. This increase, however, is less 
than the increase in work load. (The volume of checks handled during 
that same time period increased by about 17 percent.) Therefore, the 
average real cost of collecting on each check was reduced. 

Also, Reserve banks’ check float has been reduced from 1982 levels. 
According to Federal Reserve statistics, the amount of check float was 
reduced from about a $2.2-billion daily average in 1982 to about a $0.3- 
billion average in 1984. The interest costs of carrying this check float 
was reduced from about $266 million in 1982 to about $26 million in 
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Table 11.1: Check Collection Volume and 
Profitability of Each Federal Reserve Revenue as a 
Bank, 1987’ 

Bank Revenueb costc “x:“,: 

Boston $35.0 $34.9 100 

New York 65.6 64.8 101 

Phlladelphla 24 0 21 1 114 

Cleveland 29 2 28.3 103 
Richmond 45.6 43.4 105 
Atlanta 58 4 53.6 109 
Chlcago 67.9 64.0 106 

St LOUIS 23 4 22.9 102 

Minneapolis 28.6 27.1 106 
Kansas City 32.1 31 8 101 

Dallas 35.4 34 8 102 
San Francisco 55 4 48.7 114 

Total $500.8d $475.4 105 

Revenue and Prices 

aWlth lmplementat~on of Financial Accountmg Standards Board Statement No 07. Employer’s Accaunt- 
~ng for Pensions, effectwe January 1, 1987, Reserve banks recognized an $18 7-million credit to 
expenses and an equvalent mcrease in long-term assets For financial reporting purposes, the $18 7 
mllllon was not allocated among banks’ priced services nor among the mdwldual banks. Accordingly it 
IS not reflected I” these totals 

’ In mIllIons 

‘In mllllons Includes ail real and Imputed costs and a return on equity 

3Net income from clearing balances (55 1 mllllon) are not allocated by bank. For analyw purposes, this 
Income was offset agamst Imputed costs before allocation to Reserve banks 
Source Federal Reserve flnanclal statements and Cost Revenue Reporting System 

Since 1984, Reserve banks’ check collection revenues have increased at 
about the same rate as the increase in their total check collection vol- 
ume, for an average annual growth rate of 4.9 percent and 6.6 percent, 
respectively. The result, shown in figure 11.3, is that per-check revenues 
have remained relatively stable, ranging from about 2.73 to 2.66 cents 
over the 4-year period. However, when taking into account changes in 
the general price level of the economy, the average real revenue of the 
Reserve banks’ check collection service fell by about 10 percent over the 
4-year period. 

The lo-percent decline in real revenues per check is attributable, in part, 
to keeping some prices stable in a somewhat inflationary economy and 
in part to decreasing some other prices. Figure II.4 shows the pricing 
trends for basic in-city check collection products offered by Reserve 
banks in the three cities where we did our field work. 
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Figure 11.1: Checks Collected by the 
Federal Reserve, 1992-97 
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Source Federal Reserve Cost Revenue Reporting System 

We cannot, however, make this conclusion by looking strictly at statis- 
tics on Federal Reserve volume. First, collecting banks do not necessa- 
rily handle all of the checks collected outside of the Federal Reserve. 
These checks may be exchanged directly between banks, such aa in 
clearinghouse exchanges, or handled by Federal Home Loan banks. Data 
from the Federal Home Loan banks show that at the rate they were 
processing checks, about 1.6 billion would be handled in 1988, just 7 
years after entering the business. Comprehensive statistics on clearing- 
house and collecting bank volume, however, are not available. 

Second, as noted in chapter 1, checks may be handled by more than one 
bank. Therefore, collecting bank volumes could be decreasing, increas- 
ing, or remaining stable at the same time Reserve bank volumes showed 
little change. 

Profitability Over the past several years, the Reserve banks earned revenues in 
excess of that needed to cover operating costs, including the cost of float 
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Estimated Volume md Value of Different 
Payment Instruments, 1987 

Volume of 
Type of instrument transactionsa Total valueb 
Nonelectronic ~.-_ 
Cash 278,600 $1.400 

Check 47,000 55 800 ~~ ~_-- 
Credit cards 5,111 0 300 

OtherC 2,165 0 100 
Electronic 
Automated clearinghouse” 936 3 600 _____~ 
Wire transfers 84 281 000 

OtheP a4 003 

%I mllllons 

‘Other nonelectronic Instruments are travelers checks and money orders 

dA computer-based clearing and settlement system establlshed for the exchange of electronic transact 
tlons among particlpatlng depository Institutions. 

eOther electronic mstruments are point of sale and bill payment by automatic teller machine. 
Source David B Humphrey and Allen N. Berger. “Market Fatlure and Resource Use, Economic Incan 
twes to Use Different Payment Instruments ” Paper presented at the Federal Reserve Bank of Rch- 
mond Payment System Symposwm, May 1988 
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consult with private sector participants when it develops policies and 
procedures on competitive fairness. Lastly, the Clearing House felt the 
Board should not be required to make any changes to the payments sys- 
tem until its commitment to competitive fairness is fully developed and 
procedural controls and adequate safeguards are created. Specifically, 
the Clearing House objected to our recommendation calling for the 
development of the same-day-payment proposal, “especially one that 
resembles the private sector presentment concept that it [the Federal 
Reserve] recently published for comment.” 

GAO Response We appreciate the comments provided by the industry groups. We 
believe the recommendations to the Board of Governors, if implemented, 
should ensure that Reserve banks and collecting banks compete on a 
more equal level and that collecting banks and their associations gain a 
better understanding of how and why certain decisions are made by the 
Board of Governors that affect collecting banks’ abilities to compete. 
The recommendations would, in essence, establish procedural controls 
for the Board of Governors and a progression for making decisions. Spe- 
cifically, implementation of our recommendation that the Board of Gov- 
ernors develop an explicit policy statement on competitive fairness 
would provide criteria for making decisions about private sector partici- 
pation. Furthermore, if the Board of Governors adopts our recommenda- 
tion for disclosure and discloses its rationale, safeguards against 
conflicts-of-interest will be created. We believe that the Board of Gover- 
nors should be given the opportunity to implement these recommenda- 
tions before calling for an outside party to participate in check collection 
deliberations. 

As to the same-day-payment proposal, industry must recognize that 
with passage of the Expedited Funds Availability Act, the role of the 
Federal Reserve has changed. With the act came the added responsibil- 
ity of governing all checks, not just those collected by the Federal 
Reserve. Therefore, the Federal Reserve may now affect private sector 
business relationships. This new responsibility makes it all the more 
important that the Board of Governors implements our recommenda- 
tions so that any changes made by the Federal Reserve are not misun- 
derstood. The comments forwarded providing industry’s views on the 
same-day-payment concept illustrate how accommodations can be made 
to meet the overriding needs of all participants. For example, as stated 
by the ABA, collecting banks could be required to notify paying banks of 
their intent to make direct presentment and an earlier presentment time 
could be established. 
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to have to expect to operate under more stringent requirements than 
private sector banks. 

Given the unique situation in which a public entity is competing with 
private sector institutions, we see nothing unreasonable about the Board 
being obligated to disclose its rationale for changes made that can mate- 
rially and adversely affect its competitors. With full disclosure, all par- 
ticipants-including the Board-can understand why changes have 
been made and be assured that they have not been made solely to bene- 
fit Reserve banks. Furthermore, full disclosure would ensure that the 
Board does not take advantage of its abilities to, at times, offer a unique 
service or services. 

Similarly, by extending its competition analysis to all changes, in our 
opinion the Board would have a more complete basis on which to make 
decisions on whether or not changes affect or have “only an incidental 
competitive impact” on collecting banks. We see such analysis as part of 
an overall process that, taken as a whole, can result in competitive fair- 
ness. In the process, the Board first makes the policy commitment, 
extends the presentment rights to all where feasible, discloses why 
changes cannot be made, and then provides for a formal airing of dis- 
agreements over decisions made by the Board that the industry feels can 
adversely and materially affect them. 

Comments From the 
Federal Home Loan 
Bank Board 

The Federal Home Loan Bank Board had two points: The Board sug- 
gested that the report further differentiate between Home Loan banks 
and collecting banks and that we reconsider our position against the 
Federal Reserve imputing presentment fees. 

GAO Response Home Loan banks have been included in the collecting bank category 
because the focus of the study was the competition that exists in the 
check collection business. To that end, and as pointed out in the Board’s 
letter, Home Loan banks do compete with the Reserve banks as do pri- 
vate banks. While Home Loan banks and Reserve banks share some sim- 
ilar characteristics, they do not operate in tandem. Therefore, Home 
Loan banks share concerns voiced by private collecting banks. We do 
realize that, in some instances, Home Loan banks have unique concerns 
such as the need to service all thrift institutions. We believe these con- 
cerns have been sufficiently addressed in the report. 
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0 fully disclosing the basis for decisions made to change regulation, prices, 
and services would be an encumbrance that would impede its ability to 
modify services in response to a changing environment; 

l extending the public review process and the competitive impact analysis 
to changes that do not materially affect collecting banks’ abilities to 
compete is unnecessary; and 

. requiring public disclosure of the overhead allocated to products in 
which no competition exists would only invite unproductive debate over 
discretionary accounting issues. 

GAO Response In our opinion, the Board’s response to our conclusions and recommen- 
dations provides further evidence as to why a change in its policy and 
procedures is necessary. The Board’s letter does not adequately address 
the concerns that led us to make the recommendations contained in 
chapter 4. We recommended that the Board of Governors define its com- 
mitment to competitive fairness by explicitly adopting the principle that 
collecting banks have the same abilities as Reserve banks to collect on 
checks unless fulfillment of payments system safety, soundness, or effi- 
ciency objectives dictated otherwise. We said that without the criteria 
that such a policy would contain, the Board would have no basis for 
fairly deciding the merits of any changes that can materially affect their 
competitors. In other words, without specific criteria, it would be diffi- 
cult for anyone to determine whether the principal basis for Board deci- 
sions was to benefit Reserve banks or the payments system. 

The Board’s comments to us about its same-day-payment proposal illus- 
trate the problem that arises because it has no explicit criteria for mak- 
ing decisions with competitive implications. The Board said “an 
overwhelming proportion of commenters opposed the same-day pay- 
ment concept” and went on to state that “it would not be in the public 
interest to pursue a same-day proposal such that any benefits to [collect- 
ing] banks would be outweighed by inefficiencies to other parties.” It is 
interesting to note that some of the objections received to the Boards 
concept are similar to the objections raised when the Board moved its 
presentment time to later in the day (noon to 2 p.m.). With that propo- 
sal, half the banks responding (267 of 557) did not agree, voicing con- 
cerns, among other things, over disruptions to their internal processing 
schedules and their cash management services. In spite of these com- 
ments, in 1983 the Board moved ahead with its proposal. Also, we do 
not necessarily agree with the characterization of the same-day pay- 
ment comments. From our review of the comments, a better characteri- 
zation would be that some disagreed with the concept of same-day 
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Despite these changes, some Federal Reserve check collection prod- 
ucts-such as the fine sort product-might not be made open to compe- 
tition. Therefore, other procedures need to be in place to closely examine 
the price markups of those products to ensure the markups are not 
unreasonable and to safeguard against potential conflicts of interest. 

Recommendations to 
the Board of 
Governors of the 
Federal Reserve . 

System 

. 

. 

. 

We recommend that the Board of Governors clarify existing policies and 
procedures covering the Federal Reserve commitment to competitive 
fairness. Specifically, the Board of Governors should do the following: 

Define its commitment to competitive fairness by explicitly adopting the 
principle that collecting banks should have the same abilities as Reserve 
banks to collect on checks unless fulfillment of payments system safety, 
soundness, or efficiency objectives indicate Reserve banks should take 
on unique abilities. 
Require Federal Reserve officials, when deliberating on regulatory, 
price, and service changes, to identify any practical and legal differ- 
ences between Reserve and collecting banks that may hinder collecting 
banks’ ability to effectively offer competing check collection services. 
For differences that are found, Federal Reserve officials should provide 
the Board with proposals for eliminating the differences or an explana- 
tion of why continuation of those differences are necessary to promote 
the safety, soundness, or efficiency of the payments system. Full disclo- 
sure of the basis for decisions should be made to the public. 
Require Federal Reserve officials to closely oversee prices on products 
that cannot be offered by collecting banks on an equal basis to ensure 
that markups are not unreasonable and to make public disclosure of 
what those markups are. 
Require Federal Reserve officials to develop a forum for hearing dis- 
agreements raised by private sector participants over changes made by 
the Federal Reserve that may result in the private sector being pre- 
cluded from effectively offering competing check collection services. 

We also recommend that the Board of Governors, consistent with the 
recommended policy and procedural changes, develop a revised, com- 
prehensive same-day-payment proposal that both balances the interest 
of paying and collecting banks and eliminates differences in present- 
ment abilities between Reserve and collecting banks that are not neces- 
sary for the safety, soundness, or efficiency of the payments system. 
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The Federal Reserve faces a dilemma in deciding what actions to take 
that would most benefit the payments system as a whole. In general, 
paying and collecting banks have opposing interests in the payments 
system. On the one hand, paying banks (and their customers) usually 
favor slower payment of checks and want presentment to take place 
early in the day to enhance the value of cash management services 
offered to customers. Collecting banks, on the other hand, want to be 
able to obtain funds as quickly as possible so that they and their cus- 
tomers can make use of deposited balances. The Federal Reserve is 
responsible for balancing the interests of all participants so that the sys- 
tem is as safe, sound, and efficient as possible. 

The Federal Reserve’s dilemma is further complicated by its dual role as 
regulator and competitor. In this case, if it adopts the concept as pro- 
posed, it will be overriding the objections of the majority of the banks 
and bank customers that submitted comments. However, if it rejects the 
concept, it may appear to be making a decision to further its own inter- 
ests. Paying banks, by objecting to the same-day payment concept, are in 
effect arguing to preserve the unique abilities of Reserve banks to pre- 
sent checks for same-day payment without charge. Therefore, were the 
Federal Reserve to decide to uphold paying bank objections, this would 
also continue to enhance the competitive standing of the Reserve banks. 

If the Federal Reserve System adopts the criteria and procedures for 
ensuring competitive fairness discussed in the previous section, we 
think it would be in a better position to make decisions that can clearly 
be defended as being in the best interest of the payments system as a 
whole. The criteria would enable the Federal Reserve to revise the pro- 
posal to narrow or eliminate the presentment difference while consider- 
ing the viewpoints of paying banks and their customers. 

In the past, the Federal Reserve has shown how paying bank interests 
can be considered while furthering the interests of the payments sys- 
tem. We see no reason why this principle could not be extended to the 
same-day-payment proposal. For example, in 1983 when the Federal 
Reserve first proposed noon to 2:00 p.m. as the time period for its 
Reserve banks to present checks to city and certain regional banks, 
many paying banks objected for the same reasons they are now 
objecting to the same-day payment concept. Despite those comments, the 
Federal Reserve found that payments system efficiency improvements 
warranted Reserve banks’ making later presentments. However, to 
accommodate paying bank concerns, the Federal Reserve instituted 
payor bank services. Such an accommodation not only allowed paying 
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Promoting Fairness 
Through Policy and 
Procedural Changes 

In our opinion, the Federal Reserve needs to pursue two objectives to 
fully implement a commitment to competitive fairness. Meeting these 
objectives will provide criteria for balancing competing interests and 
reduce the appearance of conflicts of interest. 

First, the Federal Reserve needs to develop a policy that provides crite- 
ria for making decisions about private sector participation in the pay- 
ments system. In our opinion, the policy should explicitly state that 
collecting banks will have the same abilities as Reserve banks to collect 
on checks unless there are compelling safety, soundness, or efficiency 
reasons for Reserve banks to take on unique functions. With such a pol- 
icy, the Federal Reserve and others will have criteria for differentiating 
between actions that will improve the profitability of its check collection 
services and actions that will improve the payments system as a whole. 
Moreover, the policy will promote competitive fairness by establishing a 
basis for limiting differences between collecting and Reserve banks. 

Second, the Federal Reserve needs to implement procedures for carrying 
out that policy. When deliberating on changes to the payments system, 
Federal Reserve officials should be required to identify all differences, 
both practical and legal, between Reserve and collecting banks that may 
hinder collecting banks’ ability to effectively offer competing check col- 
lection services. When they find differences, Federal Reserve officials 
should be required to provide the Board with either proposals for elimi- 
nating the differences or an explanation of how the differences promote 
the safety, soundness, or efficiency of the payments system. 

We recognize, however, that some collection products, such as fine sort, 
might not be made open to competition because of endorsement require- 
ments. Therefore, other procedures need to be in place to examine 
closely the price markups of those products to ensure that the markups 
are not unreasonable. 

Federal Reserve procedures should also require disclosure of the ratio- 
nale for decisions on competitive fairness and the price markups on 
those products not open to competition. The disclosure would help alle- 
viate any concerns that proposals are developed and implemented to 
enhance the competitive position of Reserve banks. 

As an additional safeguard against potential conflicts of interest, Fed- 
eral Reserve procedures should provide a means for hearing disputes 
arising from private sector concerns over competitive fairness. In part, 
dissatisfaction with existing arrangements for negotiating disputes with 

Page 58 GAO/GGD89Sl Check Collection 



Chapter 4 
Observations, Conclusions, 
and Recommendations 

group sort and fine sort products, (2) noon presentment, and (3) payor 
bank services. Additionally, Reserve banks benefit from constraints on 
private competition through price markups on the fine sort product1 
Therefore, when evaluating changes made by the Federal Reserve to 
improve the payments system, it appears that proposals are designed to 
enhance the competitive position of the Federal Reserve. 

The Federal Reserve Board has established some procedures to avoid 
actual or apparent conflicts of interest. For example, to provide an 
external check on certain proposed actions, the public has the opportu- 
nity to comment on proposed regulations and those Reserve bank ser- 
vice changes deemed significant by the Federal Reserve. Internally, 
Federal Reserve check collection officials are responsible for assessing 
the effect Federal Reserve actions have on competition. Additionally, 
these check collection officials are not permitted to participate in mak- 
ing decisions about bank supervision, lending matters, and merger appli- 
cations. This separation is intended to avoid the possibility of check 
collection matters being used to influence other bank-related decisions. 

In our opinion, the established procedures do not go far enough to allevi- 
ate competitors’ concerns that payments system changes are imple- 
mented to enhance the competitive position of Reserve banks. In part, 
this is due to the vague policy and lack of explicit criteria for evaluating 
the commitment to competitive fairness. Also, under Federal Reserve 
procedures 

l public comments are not obtained on all proposed service and price 
changes that can materially affect collecting bank abilities to compete. 
For example, comments were not obtained concerning the New York 
move.z 

l deliberations on service, price, and payments system changes do not 
identify the practical differences, such as those discussed in chapter 2, 
that may limit collecting banks’ abilities to provide competing services. 
For example, internal decision documents covering collection service 
and price changes associated with the New York move did not discuss 
the effect on competition. 

‘These service changes are discussed on pages 32-37. 

“see page 41. 
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position to choose between a direct presentment option and Federal 
Reserve services based on market economics. Therefore, they depend on 
the Federal Reserve to ensure that any changes to Reserve bank price 
and service effectively deal with all competitive implications. Our views 
on how to balance the interests of participants in the payments system 
and promote competitive fairness are presented in chapter 4. 
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Industry Support for The Independent Bankers Association of America, which represents 

Existing Federal 
Reserve Services 

about half of the banks in the country, supports the active role taken by 
Reserve banks to provide what it categorizes as an efficient and cost- 
effective service. According to Association officials, the members, as 
users of the check collection service, have benefited from the competi- 
tion between Reserve banks and collecting banks They believe check 
collection costs are low, and to keep them low the Association should do 
what it can to promote the competitiveness of Reserve banks. Accord- 
ingly, the Association has opposed changes that would subject Reserve 
banks to increased costs. 

Similar views were expressed in our meetings with officials of banks 
that are users, not competitors, of check collection services. In general, 
these banks viewed the Reserve banks as efficient, reliable, low-cost 
providers. They did not want to see change that would result in higher 
Reserve bank prices as this would increase their own banks’ costs. Even 
banks that were using collecting banks opposed change that would 
increase Reserve bank prices because such increases would enable col- 
lecting banks to raise their prices commensurately. 

Likewise, some bankers that offer check collection services, while 
believing that they are at a competitive disadvantage, favor continua- 
tion of the Federal Reserve’s present role. For example, one collecting 
bank that serves as a collection intermediary for over 100 million checks 
a year has not advocated that Reserve banks pay presentment fees. In 
general, the bank officials are concerned that the costs incurred from 
increased Reserve bank prices could exceed any revenues that could be 
made from charging the Reserve bank for each check presented. 

During our review, the American Bankers Association was, among other 
things, attempting to grapple with the concerns of banks that both pro- 
vide and use collection services. As of September 1988, the Association 
was reassessing its previous position concerning whether or not Reserve 
banks should incur bank charges incidental to the presentment of 
checks, and it was trying to better define the role of commercial banks in 
the check collection industry. 

Opportunities to Federal Reserve and private competitors have different abilities to make 

Promote Competition 
their services competitively attractive. Among these differences, how- 
ever, we found two as potentially limiting competition. 
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on the Federal Reserve’s services to collect on checks deposited by cus- 
tomers and drawn on banks with which the collecting bank does not 
have a direct presentment arrangement. 

The New York Reserve bank’s move out of Manhattan illustrates how 
the influence may advance Reserve bank competitiveness. As discussed 
in chapter 2, the Reserve bank’s announced relocation would reduce 
New York City collecting bank access to Reserve bank services or add to 
the collecting banks’ costs of obtaining needed services. As a result, 
according to New York clearinghouse officials, it will be more difficult 
for New York City collecting banks to compete for check collection busi- 
ness Also, the New York Reserve bank’s repricing of check collection 
products-reducing prices more on products that collecting banks com- 
pete against than on products they use extensively-furthers Reserve 
bank competitiveness. Specifically, analysis of Federal Reserve cost- 
accounting data and price announcements show that the Federal 
Reserve Bank of New York is 

l reducing the price of regular unsorted in-city collection products by 
about 18 percent and 

l reducing the price of the in-city fine sort collection product by about 7 
percent. 

In view of these changes, collecting banks face the prospect of reduced 
check collection profit margins. The collecting banks will need to price 
their products competitively (potentially reducing their prices by 18 
percent) while the products they traditionally used are not equally 
reduced. Moreover, as discussed in chapter 2, the fine sort price is 
already marked up at a higher rate than the regular unsorted product. 

Limited Information How the different abilities to offer check collection products have 

for Comparing 
affected the competitors’ relative market positions cannot be readily or 
definitively discerned from available data. However, some general 

Competitive positions observations can be made. 

After 1980, the Federal Reserve responded to the increased competitive 
check collection market environment by improving existing collection 
products and introducing new ones while reducing the real costs of its 
products to the banking system. In our opinion, the Federal Reserve’s 
check collection business can be classified as commercially successful. 
The success is evidenced by the steady growth in Reserve banks’ collec- 
tion business and earnings that exceed targets. Correspondingly, these 
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implementing monetary policy, these accounts also constitute the back- 
bone of the Nation’s payments system because, at banks’ requests, 
Reserve banks can debit and credit reserve account balances to move 
funds between banks. During 1987, about $224 trillion of such payments 
between banks were made.” 

The automatic debiting and crediting of reserve accounts is a key factor 
in the Reserve banks’ check collection business. Reserve banks have 
designed an automated system whereby, as checks are processed by 
high-speed reader-sorters, the accounting system picks up bank totals 
and posts the information to appropriate reserve accounts.? The cost to 
the Federal Reserve banks of making such a transfer is covered through 
check collection fees. Data available from the Federal Reserve’s cost- 
accounting system indicate that the cost of transferring funds between 
bank reserve accounts averages about 41 cents per transfer. 

In contrast, private banks presented with checks typically transfer 
funds through interbank accounts that, in some cases, require that mini- 
mum balances be maintained. This, in part, duplicates the expense of 
maintaining a reserve account with the Federal Reserve. Moreover, 
unlike Reserve banks that control the wire transfer system, collecting 
banks may need to instruct paying banks to wire transfer funds for the 
presented checks. To wire transfer funds, a paying bank instructs its 
Reserve bank to debit its account and credit the collecting bank’s 
account. Table 3.1 depicts the prices charged by Reserve banks during 
1987 for originating a wire transfer. 

Table 3.1: Wire Transfer Originator’s 
Charge, 1997 Originator’s automation status Basic service Telephone advice 

&line $0.50 $3.50 

Off-line 6.00 3.50 

To take advantage of on-line prices, banks also pay an electronic connec- 
tion fee. In 1987, these fees amounted to about $400 a month for a dedi- 
cated leased line, $250 for a multidrop leased line, or $60 for a dial-up 

“These transfers include tht: valw of all transactions made aver the Federal Reserve’s wire transfer 
network. 

4Reserve banks may also debit and credit clearing balances if maintained at a Federal Reserve bank. 
Maintaining clearing balances may be desirable because Reserve banks provide earnings credits on 
those balances-similar to paying interest but the proceeds may only be used to pay for Federal 
Reserve services-while no mterest is paid on reserve accounts. According to a Federal Reserve 
Roard official, however, an estimated 80 percent of checks deposited with Reserve banks are cleared 
through reserve accounts 
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Similar negotiating abilities are not available to the Reserve banks. First, 
the Monetary Control Act directs Reserve banks to make their services 
available to all banks at their published prices. Therefore, Reserve 
banks do not have the flexibility to negotiate with individual customers. 
Reserve banks also cannot match the late deposit deadlines offered by 
some collecting banks because, according to Federal Reserve officials, its 
banks need to receive checks earlier in the day in order to present 
checks to paying banks by 2:00 p.m., a deadline authorized by the U.C.C. 
and followed by Reserve banks. 

Collecting Banks Can 
Choose Their Customers 

Collecting banks have the option of turning away less profitable custom- 
ers.j One way in which they may reject customers or avoid offering cer- 
tain kinds of collection services is to set high prices. For example, one 
New York City bank discourages collection on non-city checks by charg- 
ing a higher price for those checks. 

The Federal Reserve cannot carve out a market “niche” for itself 
because it must ensure an adequate level of check collection services 
nationwide and present to all end points. Moreover, Reserve banks must 
operate according to the Board’s Standards Related to Priced-Service 
Activities of the Federal Reserve Banks. One of the standards is that 
“All activities incident to the provision of priced services will be con- 
ducted in a manner that is fully consistent with the public role and 
responsibilities of the Federal Reserve.” For example, the Reserve banks 
do not cease collecting checks for a bank facing financial difficulties. 
The Reserve banks will service financially troubled institutions that 
other providers, because of the risks involved, might not serve. 

Collecting Banks Can Use Collecting banks also have opportunities unavailable to Reserve banks 

Existing Resources to make better use of check collection resources: plant, equipment, and 
personnel. 

The investments a bank makes to internally process its own checks, 
those presented to it for payment from retail customers or from a 
Reserve bank, may be used to operate a check collection business. The 
high-speed reader-sorters, costing upward of $750,000 each, can be used 
to sort checks and prepare cash letters for other banks. 

‘l’his option is not available to llomr Ir~an banks smce they must make services equally available to 
all thrift institutions. 
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The differences in presentment rights discussed in chapter 2 suggest 
that changes are needed to enhance the state of competition. However, 
before dealing with the specifics of a corrective action, such as the 
same-day payment concept advanced by the Federal Reserve, considera- 
tion needs to be given to (1) other factors that may uniquely enable com- 
petitors to advance their check collection business, (2) the relative 
condition of the competitors in the marketplace, and (3) banking indus- 
try views on existing conditions. 

Unique Abilities of 
Collecting Banks 

Collecting banks have certain abilities, unavailable to the Federal 
Reserve, to improve the attractiveness of their check collection services 
to prospective customers. These include the ability to (1) attract check 
collection business through other services provided to banks, (2) tailor 
services and prices to meet individual bank needs, (3) limit business to 
lucrative customers, and (4) use existing bank resources to conduct the 
check collection business. 

Collecting Banks 
Other Services 

Market Collecting banks may offer customers more than just check collection 
services. They may offer loan participations, investment and safekeep- 
ing services, letters of credit, automated clearinghouse, accounting, data 
processing, and other services. In some instances, collecting banks may 
bundle services together so that customers in search of one service will 
purchase other services as well. 

Collecting banks may benefit from bundling services; that is, sell certain 
services at a lower profit margin or a loss to attract customers to ser- 
vices with high profit margins. For example, in our discussions with an 
official of one bank we learned that this bank used a collecting bank 
whose check collection prices were higher than those of the local 
Reserve bank. The official said his banks relationship with the collect- 
ing bank goes beyond check collection; it includes an outstanding loan 
with the collecting bank’s holding company. Accordingly, it was in this 
bank’s interest to continue with the check collection arrangement. 

The Federal Reserve System, although authorized to engage in certain 
banking activities, is required to separately price each service; it may 
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Opportunities to Differences in Reserve bank and collecting bank abilities to obtain same- 

Promote Competition 
day payment for check presentments could be reduced through a vari- 
ety of alternatives. (A description of these alternatives and their merits 
are discussed in app. IV.) In our opinion, requiring paying banks to make 
funds available to Reserve and collecting banks on equal terms could 
best alleviate constraints on competition caused by differing rights of 
presentment. Furthermore, such a requirement has the potential to 
hasten the speed of collection and provide users of collection services 
additional choices of collection products as the opportunity for market- 
ing collection products increases. 

One way the requirement could be developed, and the one we think is 
most promising, would be to amend Regulation CC and authorize collect- 
ing banks to present checks directly to paying banks and receive same- 
day payment. Regulation CC already provides a precedent for such a 
change: To speed the return check process, banks are authorized to 
return checks directly to the bank of first deposit and obtain same-day 
payment without charge. 

After we briefed Federal Reserve officials on the results of our work 
showing the differences in rights of presentment-but not necessarily 
because of this-the Federal Reserve issued a release requesting public 
comment on the concept of same-day payment. Specifically, the Federal 
Reserve concept paper provides for paying banks to make same-day 
funds available for checks presented by any collecting bank without 
charge. Furthermore, paying banks would be required to accept any 
number of checks until 2:00 p.m. 

Although we do not endorse all the specifics of the Board’s same-day 
payment proposal, we commend the Federal Reserve for issuing the con- 
cept paper for consideration. We encourage efforts to continue accepting 
comments and refining the concept to find a viable way to eliminate 
unnecessary differences leading to unequal competition. Nevertheless, a 
direct presentment proposal would not remove all barriers to equal com- 
petition discussed in this chapter. 

Dealing with the difference involving the need for endorsements would 
require changes affecting commercial code provisions covering assign- 
ment of financial liabilities. These changes may introduce new complica- 
tions with unknown consequences. As noted previously, the U.C.C. 
provides the ground rules for determining liability should something go 
wrong in the collection process. Currently, the record showing the chain 
of banks handling a check is maintained, in part, by collecting banks 
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that have contracted with them-not with the Reserve bank. Also, 
according to the Federal Reserve, the Houston Reserve bank is simply 
presenting checks at the place and in the form designated by the mem- 
ber banks. Moreover, the Reserve bank would, if requested, present fine- 
sorted checks or bypass the member banks altogether and present 
directly to the associate member banks. 

Though they do not believe they receive services from the member 
banks, Federal Reserve officials believe they benefit from the Houston 
clearinghouse operations. In a worst-case situation, without the clearing- 
house the Houston Reserve bank could be sorting checks into 250 pack- 
ages and transporting them to 250 places. In recognition of these 
benefits, Reserve bank officials offered to contribute $2,000 per month 
to support clearinghouse operations-similar arrangements have been 
made in other cities-and made other proposals for reducing member 
bank collection expenses. 

The clearinghouse member banks have accepted some of the proposals. 
For example, the clearinghouse is now receiving $2,000 a month from 
the Reserve bank. The clearinghouse does not view the matter closed, 
however. In the clearinghouse’s view, its member banks are competi- 
tively disadvantaged and will remain so until, at a minimum, the Federal 
Reserve incurs the same costs as member banks or reciprocates with 
free services. 

To help resolve the issue, the Houston Reserve bank has offered to serve 
as a pick-up point for presorted packages of checks drawn on local 
banks that are not members of the clearinghouse. These nonmember 
banks would pick up their checks at the Reserve bank and settle their 
accounts through the clearinghouse. Through this arrangement, the 
Reserve bank would not charge the member collecting banks a fee for 
dropping off the checks.‘:’ 

However, for the proposal to work, nonmember banks would have to 
agree to accept the packages of checks from the clearinghouse members 
for same-day payment. Clearinghouse officials were not optimistic that 
such agreements are obtainable. 

‘“Under such an arrangement. the clearinghouse would take responsibility for bc&keeping and ban- 
dling adjustments while the Resw-ve bank would provide settlement by debiting and crediting rewove 
accounts as instructed by the ilwringhouse 
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nonprofit association of banks that promotes the efficient collection of 
checks among its member banks. Each clearinghouse adds to check col- 
lection efficiency by 

. helping its member banks hold down shipping costs by establishing one 
central location for banks to drop off and pick up checks, 

. helping its member banks control and coordinate their check processing 
work by establishing scheduled hours for the exchange of checks, and 

. providing its member banks with same-day funds on the exchanged 
checks. 

In general, when a bank joins a clearinghouse, it agrees to adhere to cer- 
tain rules promulgated by clearinghouse member banks such as 

. establishing how and when it will present and settle checks through the 
exchange,‘” 

. not charging presentment fees to other members who have clearing- 
house presentment privileges, and 

. paying a pro rata share of clearinghouse operating expenses. 

Appendix III provides a detailed description of the operational charac- 
teristics of the four clearinghouses we visited. 

In general, membership in a clearinghouse association provides a collect- 
ing bank with a low-cost alternative to paying a “middleman” for check 
collection services or paying presentment fees when presenting checks 
directly to other banks. For example, about 400 million checks are pre- 
sented annually through the San Francisco branch of the California 
Bankers Clearing House. According to a clearinghouse official, the cost 
to the member banks to present checks and obtain same-day payment is 
about $0.0004 per check. In comparison, the cost of using the Federal 
Reserve Bank of San Francisco during 1987 was $0.005 per check plus a 
$3.00 deposit fee, while presentment fees charged by large banks in the 
area range from almost $0.005 to $0.12 per check.l’ 

Obtaining same-day payment through a clearinghouse is, however, lim- 
ited to checks drawn on the membership of the local clearinghouse. As a 
result, banks wanting to present to nonmember banks need to seek other 

“‘The clearinghouse may establish different classes of members with different check presentment 
privileges, rules governing how cherks are to be presented at the exchange, and the time at which the 
exchange will take place. 

“The Federal Reserve pn,? 15 fir thr in-city fine sort product. 
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endorsements placed on a check or other agreed-to arrangements 
between banks may serve as the source for such recordkeepingP Histori- 
cally, banks have met the recordkeeping requirement by endorsing each 
check over to the next bank in the collection chain. In addition to meet- 
ing the U.C.C. recordkeeping requirements, those endorsements also 
passed on certain rights and protections to each succeeding holder of the 
checks. Moreover, under the terms of the u.c.c., paying banks retain the 
right to insist that a check be properly endorsed before making 
payment. 

Even if a collecting bank could negotiate the presentment of unendorsed 
checks and decided to accept the risk of not being able to research 
checks on which it has advanced funds to depositors, it would still need 
to pay presentment fees. The amount of these fees, however, can come 
close to the Reserve banks’ fine sort collection charge. As summarized 
by one collecting bank official, adding the cost of presentment fees to 
the cost of the product would prevent his bank from offering a competi- 
tively priced fine sort product. 

The lack of competition provides Reserve banks with considerable flexi- 
bility in setting prices for the fine sort product. In general, Federal 
Reserve System pricing guidelines instruct Reserve banks to set prices to 
at least recover “floor costs”-the allocated costs of producing the 
product as identified by the Federal Reserve’s cost-accounting system- 
and to make some contribution to recovering the remaining unallocated 
expenses. These unallocated expenses include overhead, imputed costs, 
shipping, and float. Nationwide, the 1987 floor costs amounted to about 
$224 million while unallocated costs amounted to about $257 million, 
About 45 percent of the unallocated costs nationwide ($103 million in 
1987) involved overhead expenses. 

An examination of in-city collection charges by the Federal Reserve 
banks of Chicago, New York, and San Francisco shows that the Reserve 
banks charge a higher percentage markup over floor costs for fine sort 
products than for basic unsorted check collection products. (See table 
2.2.) 

“An endorsement signifies that a bank warrants to the next bank that it has good title to the check, 
has no knowledge that the signature of the maker is unauthorized, and that the check has not been 
materially altered. The bank is also warrantiig that if the check is dishonored under terms specified 
by the IT.C.C., the bank will take bark the check and return any proceeds received. 
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Reserve banks sufficient time to do the work necessary to present 
checks for payment and obtain the proceeds. 

Unlike Reserve banks, collecting banks must negotiate same-day pay- 
ment agreements and therefore cannot unilaterally target these high- 
volume banks. Moreover, according to collecting bank officials, they 
have been largely unsuccessful in reaching same-day payment agree- 
ments with these high-volume banks. For example, the largest of these 
banks in the Federal Reserve’s third district only accepts checks from 
the Federal Reserve. In another instance, a number of collecting banks in 
the Northeast have arranged private transportation to fly checks daily 
to North Carolina. Lacking agreements with the high-volume banks in 
that area, the collecting banks have had to deposit the checks for collec- 
tion with the Reserve bank office in Charlotte. According to the collect- 
ing bank officials, with a same-day payment requirement they would 
present checks directly to these banks. 

Bank officials attribute the reluctance of the high-volume banks to enter 
into same-day payment agreements with collecting banks to the need for 
those banks to satisfy corporate customer demands for early-morning 
notification of account balances-demands that can easily be satisfied 
through Federal Reserve payor bank services. 

Payor Bank Services To overcome problems that paying banks and their account holders 
could experience as a result of the later presentment of checks, the Fed- 
eral Reserve introduced an information product called payor bank ser- 
vices Banks purchasing this service are able to obtain information on 
the value of checks for each designated account holder early in the 
morning, usually before the physical checks are received. By purchasing 
this information, banks may notify corporate customers of account bal- 
ances so that cash managers may make investments early in the morn- 
ing while markets are most active. Providing such services-called 
controlled disbursement services-to corporate customers is a profitable 
business for banks and a service that both banks and corporate cash 
managers believe needs to be continued.* 

%ontrolled disbursement is a cash management service sold by banks to business customers. In gen- 
eral, under a controlled disbursement arrangement, a corporation would open a “zer~balance” check- 
mg account at the bank Daily, as checks drawn on the account are presented to the bank, the account 
would become overdrawn. Sometime in the morning, generally between 8:30 and 1190 the bank 
would notify the corporation of the amount needed in the account to cover the overdraft. The account 
may be funded by wire transfer or other arrangement. The advantage to the corporate cash managers 
is that they can avoid idle funds sitting in a non-interest-bearing checking account. 
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Other Terms Set by 
Reserve Banks Have 
Constrained 
Competition 

By setting other terms and conditions that are not specifically provided 
for under the U.C.C. for obtaining same-day payment, Reserve banks 
have been able to make service changes or introduce new collection 
products that provide its customers with same-day payment on more 
checks. As indicated earlier, paying banks have little choice but to com- 
ply with the change in terms; the alternative involves noncompliance 
with federal rules and the U.C.C. and potential loss of public confidence in 
the bank. However, collecting banks-lacking similar abilities to unilat- 
erally set terms and conditions for payment-have not been able to 
make similar service changes or introduce comparable products. In turn, 
their ability to offer competitive check collection services is constrained. 

Noon Presentment To be able to provide customers with same-day funds on more checks, 
the Federal Reserve changed the time at which it presents checks to 
banks in Federal Reserve cities. Rather than present checks for payment 
at times set by local custom-generally in the morning-the Federal 
Reserve adopted the policy of dispatching checks from Reserve banks 
by noon with delivery to be made to the paying banks no later than 200 
p.m.” The change, called noon presentment, enabled the Reserve banks 
to adjust their deposit deadlines to give their customers more time to get 
checks to the Reserve banks and provide the Reserve banks ample time 
to do the necessary work to present checks for payment and obtain the 
proceeds.’ As indicated earlier, paying banks have little choice but to 
adjust to the changes in check collection practices implemented by 
Reserve banks. 

Unlike Reserve banks, collecting banks do not have the ability to make 
banks accept checks as late as noon or 2:00 p.m. for same-day payment. 
Under the u.c.c., collecting banks may obtain same-day payment through 
agreements with other banks. However, it is customary for same-day 
payment agreements, like those developed by clearinghouses, to specify 
a presentment deadline earlier than noon. (See fig. 2.1.) 

One clearinghouse president that we spoke with summarized the differ- 
ence between collecting banks and Reserve banks in the following man- 
ner: One reason the Federal Reserve adopted noon presentment was to 

- 
“Alternatively, a paying bank may pick up its checks from a Reserve bank at the dispatch tie. 

‘These changes, in part, enabled Reswve banks to reduce the amount of their check float from about 
$2.2 billion a day in 1982 to about $0.3 billion a day in 1984. Assuming a B-percent interest rate for 
both 1982 and 1984, the flwat reduction would amount to an annual financing cost savings of over 
$100 million. Without such ~avmgs, the cost of producing 1984 levels of check collection would have 
been about 39 percent highw 
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Table 2.1: Range of Per-Check 
Presentment Fees Paid by One 
Collecting Bank in 1997 State Number of banks 

1 5 

2 1 

3 3 

4 1 

5 5 

Range of 
per item fees 

$.0100t0 .0600 

.0165 

.oioo to .0150 

.0250to .0760 

019010.1200 
6 2 .0050to .0762 

-7 1 .0210 

a 1 .I200 

9 1 .0130 

10 2 .0170 to .0220 

11 I 0100 

12 1 .0250 

13 10 .0300to. 1700 - 
14 1 .0150 

15 2 .0250to .0600 
16 3 .0120to .0140 

17 1 .0230 
ia 1 .0230 

19 4 .0150to.0230 

20 2 .014oto .0300 
21 1 None 

Given the large number of checks presented, per-check fees incurred by 
collecting banks-even when amounting to as little as l/2 of 1 cent per 
check-may add significantly to the cost of doing business. Other 
charges also add to the cost of collecting checks. According to price lists 
we examined, charges can range from $7.50 to $100 per month for 
account maintenance, 50 to $125 per month for balance reporting, and 
$5.50 to $16 for each funds transfer. 

We were not able to examine bank records to verify the extent to which 
presentment fees increase collecting bank costs. However, an analysis 
prepared by one collecting bank regarding its presentments to other 
banks within the same Federal Reserve district showed that fees paid to 
these other banks amounted to about 18 percent of its check collection 
costs. Other collecting bank officials we spoke to estimated that the 
costs associated with presentment were much higher. They said present- 
ment fees constituted about 40-50 percent of the cost of collecting an 
average check. 
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Chapter 2 
Differences in Ability to Obtain Payment on 
Checks Affect the Competitive Balance 

l present checks to paying banks through account relationships. Collect- 
ing banks may open accounts at paying banks and deposit checks into 
those accounts much like any bank customer. Under the terms of the 
u.c.c., paying banks could take up to 2 days to make funds available for 
withdrawal provided that the paying banks make provisional settlement 
by midnight of the day of deposit. 

l present checks to paying banks without having established account rela- 
tionships. In turn, paying banks have until midnight of the day of pre- 
sentment to make payment or dishonor the checks. Payment, however, 
may take the form of a remittance instrument, which is, in essence, a 
check drawn on another bank. Such a form of payment can delay the 
payout of usable funds for another day or more because the instrument 
is subject to the same type of collection processes as the original check. 

l present checks to paying banks without having account relationships 
but, as an alternative to accepting remittance instruments, demand cash. 
Accepting cash can entail hiring a courier to go to the bank and present 
checks one at a time to that banks teller. Since tellers verify the authen- 
ticity of checks before releasing funds, such an “over-the-counter pre- 
sentment” would amount to a time-consuming, costly undertaking 
without a guarantee that sufficient time would be available to cash all 
checks the same day. Moreover, collecting banks may need to hire 
armored trucks and guards to transport the cash received. The banks 
then would have to convert the cash to some interest-bearing asset. Fur- 
thermore, any collecting bank that participates in such a tactic could be 
subject to the same tactic in retaliation. 

Each day’s delay in obtaining payment from paying banks diminishes a 
collecting bank’s ability to compete with Reserve banks. For example, on 
an average check, it would cost a collecting bank about 22 cents if it 
made funds available to a depositing bank 1 day before obtaining funds 
from the paying bank.” In comparison, Reserve banks generally charge 
between 0.5 and 5 cents per check for collection services depending on 
the location of the banks and the level of service required. Accordingly, 
setting collection prices competitive with Reserve bank prices while 
incurring such interest costs is not a practical option available to collect- 
ing banks. 

“The cost was computed usuxg the average 1987 interest rate (federal funds rate) for interbank bor- 
rowing-6.7 percent-against the average value of checks written in 1987-about $1,188. See David 
B. Humphrey and Allen N. Berger, Market Failure and Resource Use: Economic Incentives to Use 
Different. Paper presented at the Federal Reserve Bank of Richmond Payment 
System Symposium, May 1988 
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Differences in Ability to Obtain Payment on 
Checks Affect the Competitive Balance 

To operate a competitive check collection business, a collector-either a 
Reserve or collecting bank-must provide same-day funds on most 
checks deposited by its customer banks. Providing same-day funds in a 
competitive market involves giving customer banks as much time as 
possible to get checks to the collector yet leaving sufficient time for the 
collector to present checks to the paying banks and obtain same-day 
payment. Collectors need to obtain same-day payment because float 
expenses-the interest cost of making funds available to customer 
banks before collection from paying banks-could readily exceed the 
earnings from collection prices in today’s competitive market. 

In this chapter, we analyze differences between Reserve and collecting 
bank abilities to present checks to other banks for same-day payment 
and the effects these differences have on competition. 

Only Reserve Banks The terms and conditions under which Reserve banks require payment 

Can Require Same-Day 
are specified by the Board of Governors in Federal Reserve Regulation J 
and bank operating circulars. These terms are 

Payment Without 
Charge l a paying bank must pay for all checks that it has not returned before 

the close of its banking day of receipt; 
l payment is to be made in an amount equal to the amount of the checks; 
. payment is to be made (1) by debit to an account at a Reserve bank, (2) 

by cash, or (3) at a Reserve bank’s discretion, by another form of pay- 
ment; and 

l payment proceeds are to be available to the Reserve bank before the 
close of its banking day 

The terms and conditions established by the Federal Reserve require 
quicker payment than banks are required to give other banks under the 
terms of the Uniform Commercial Code (u.c.c.).~ Under certain circum- 
stances, the U.C.C. provides that funds availability may be withheld for 
as long as 2 days. The U.C.C. also provides, however, that its terms, such 
as the timing of payment, may be varied by agreements among banks, 
such as in a clearinghouse arrangement, or by Federal Reserve regula- 
tion and operating circular. These Federal Reserve issuances are deemed 
by the U.C.C. to be agreements even if they are not agreed to by all 
parties. 

‘The U.C.C. is a codification of commercial law established as a model for state adoption. Commercial 
codes patterned after the U.C.C. and governing commercial transactions such as check collection and 
settlement have been adopted by the 60 states and the District of Columbia. See pages 27-28 for a 
description of U.C.C. payment terms. 
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of disruption to the payments system that could result from such pro- 
posals; administrative feasibility; and the ability of competitive market 
forces to bring prices into line with underlying economic costs. 

Our judgments were guided by assumptions we believe to be consistent 
with the objectives of the Monetary Control Act and the Competitive 
Equality Banking Act. We assumed that check collection benefits from 
the presence of both Federal Reserve and collecting banks in that com- 
petition contributes to the efficiency of the payments system. Moreover, 
we assumed that a safe, low-cost, reliable check collection system that 
ensures universal accessibility is necessary to avoid any possible degra- 
dation of the payments system and hence the efficient functioning of 
U.S. commerce and industry. 

Our analysis concentrated on check collection services and not on elec- 
tronic payment or other priced services. Federal Reserve staff were 
cooperative in providing information; however, our work was limited 
because some of the data we sought are not routinely kept. Also, owing 
to time constraints, we did not attempt to review Federal Reserve inter- 
nal controls or attempt to verify the accuracy of the data supplied. How- 
ever, our 1985 review of the Federal Reserve cost-accounting system for 
check collection provided us some assurance of the accuracy of its Plan- 
ning and Control System. We are not aware of any material changes to 
this system that would make information less reliable than before. 

Although collecting banks, clearinghouses, and other associations we 
dealt with were also helpful in supplying needed information, very little 
industrywide data had been compiled that could help describe the state 
of the check collection industry. Therefore, we relied on unverified data 
provided by those bankers. 

In April 1988, after being briefed on the results of our work, the Federal 
Reserve Board requested public comment on a concept designed to facili- 
tate same-day payment on checks presented to paying banks by collect- 
ing banks. This development is discussed in chapter 2. 

Our work was done in accordance with generally accepted government 
auditing standards. As provided in the Competitive Equality Banking 
Act of 1987, we did this study in coordination and consultation with the 
Board of Governors of the Federal Reserve System. We discussed with 
them the proposed scope of our work on the principal issues discussed in 
this report and our tentative conclusions. 
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l whether the Federal Reserve System requires check clearinghouses to 
provide services to the Federal Reserve banks and whether Federal 
Reserve banks should pay check clearinghouses for any such services. 

Each of the issues raised involves specific aspects of collecting banks’ 
ability to compete with Reserve banks. Thus, this report addresses the 
overall issue of competitive fairness. To do this, we 

. reviewed existing data on the present state of competition between 
Reserve and collecting banks, 

l identified differences between Reserve and collecting banks that affect 
competition, 

l evaluated the pros and cons of proposals that could make competition 
more equal, and 

. considered the goal of competitive fairness in the check collection busi- 
ness in the context of other payments system goals. 

From this information, we drew conclusions and made recommendations 
on ways competitive fairness can be enhanced in the check collection 
system. 

Our work was done in Chicago, New York, San Francisco, Houston, and 
Washington, D.C., between August 1987 and December 1988. In Wash- 
ington, D.C., most of our work was done at the Board of Governors. We 
selected Chicago, New York, and San Francisco on a judgmental basis to 
include areas of significant banking activity and to obtain broad geo- 
graphic coverage. We selected Houston to look into complaints about the 
interaction between the Houston clearinghouse and the Houston Reserve 
bank. These complaints, in part, prompted the congressional mandate 
for this study. 

In doing our work, we documented and analyzed the procedures and 
decision-making process followed by Reserve banks and clearinghouses 
in collecting on checks and the characteristics of selected pricing deci- 
sions made by the Reserve banks. We interviewed representatives from 
clearinghouses in Chicago, New York, San Francisco, and Houston. The 
number of interviews we held with individual banks was necessarily 
limited; however, we also interviewed spokespersons from bank trade 
associations that represent the interests of thousands of banks nation- 
wide. As part of these interviews, we sought out representatives from 
various groups of banks that provide and use collection and clearing- 
house services to determine the effects, if any, that Federal Reserve 
actions have had on banks’ decisions to either offer or use collecting 
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actions have had the intent and effect of reducing competition in and creating Fed- 
eral Reserve dominance of check clearing.“17 

Grappling with the issue of competitive fairness is made difficult by the 
inherent differences that exist between Federal Reserve and collecting 
banks. On the one hand, collecting banks have greater latitude than 
Reserve banks in selecting which customers they serve and the prices 
they charge. On the other hand, the central bank’s unique status as a 
federal entity allows it to operate a nationwide check collection network 
without regard to interstate branching restrictions. The differences 
between the competitors and the effect these differences have on their 
ability to compete for customers is discussed in the following chapters. 

Federal Reserve 
Efforts to Promote 
Payments System 
Efficiency 

The Federal Reserve, besides being a competitor, is also responsible for 
maintaining an efficient payments system. Accordingly, over the years 
the Reserve banks have introduced innovative services to accelerate the 
collection on checks or otherwise improve the efficiency of the system. 
Some of the individual steps taken by Reserve banks to improve collec- 
tion system efficiency include the following: 

l Beginning in 19 16, Reserve banks provided check collection services to 
members to eliminate paying banks’ practice of paying some percent less 
than the full value of checks. This practice, known as non-par banking, 
was believed by some to result in the circuitous routing of checks and 
was thus considered a costly impediment to commerce and economic 
growth. According to Federal Reserve officials, by 1920 only 6 percent 
of U.S. banks would not remit at par, a practice that was eliminated by 
1980. 

l The Federal Reserve encouraged the use of a standard machine readable 
code, called Magnetic Ink Character Recognition. Starting in the 1970s 
all checks collected by Reserve banks were required to be fully encoded 
before being deposited with a Reserve bank. This encoding makes possi- 
ble the efficiency gained from automated check processing. 

. Throughout the 1970s and 198Os, the Federal Reserve developed new 
programs and products to speed collection on checks and thereby enable 
payments to be made 1 or more days earlier. For example, the Regional 
Check Processing Center program sped collection by creating zones of 
same-day payment where availability had been deferred 1 day. Com- 
mencing in 1972, all banks were required to pay Reserve banks on the 

‘7Committee on Banking, Finance and llrban Affars, The Role and Activities of the Federal Reserve 
System in the Nation’s Check Clearing and Payments System (Cmte. Prmt 9877,Wth Gong., Xd sess., 
Nov. 21, 1984), p. 34. 
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Legislation Recognized 
Differences Between 
Competitors 

Congress considered some of the differences between the two competi- 
tors when it mandated the Federal Reserve to start pricing its services. 
Congress reduced certain price advantages held by the Federal Reserve 
because of its status as a government entity but also gave it the flexibil- 
ity to consider other factors besides competition when setting its prices. 
More specifically, the Monetary Control Act requires that the Federal 
Reserve 

. set prices high enough to recover all direct and indirect costs, including 
an estimate for the cost of financing any float incurred when collecting 
on checks.13 

l set prices high enough to recover taxes that would have been paid and 
profits that would have been earned had the collection services been 
provided by a private sector firm.14 

. give due regard to the provision of an adequate level of services nation- 
wide as well as competitive factors when setting prices. However, if 
check volume declines or is projected to decline, the act requires the 
Board of Governors to make commensurate reductions in the operating 
budgets of the Reserve banks. 

Also, Congress dealt with federal and state branch banking restrictions 
that limited the number of locations where collecting banks could 
receive checks. In the Competitive Equality Banking Act of 1987, banks 
were given the authority to pick up checks across state boundaries by 
operating relay points nationwide for the purpose of collecting on 
checks and similar instruments. The act did not, however, authorize 
banks to open branches nationwide. 

Competitive Fairness Has Congress has recognized that the topic of competitive fairness between 

Been of Continuing Reserve banks and collecting banks is worthy of continued oversight. In 

Interest to Congress 1983, on the basis of complaints by a coalition of banks, the Senate 
Banking Committee asked us to study how the Federal Reserve priced 
its services. In 1984, two House Committees issued reports that dis- 
cussed the nature of competition between Reserve banks and collecting 
banks. 

13Float arises when funds are disbursed to a depositor 1 or more days before they are collected from 
the paying bank. The cost to the check collector is a function of the current interest rate, that is, the 
financing costs of obtaining funds that are then made available to the depositor. 

14The Federal Reserve refers to this recovery as the private sector adjustment factor. 
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According to 1986 Bank Administration Institute statistics, 42 percent 
of all checks took an average of l-5 days from the date of deposit to 
complete the return process, 43 percent took an average of 6-9 days, and 
15 percent took an average of 10 or more days. Because of these delays, 
banks have traditionally not made funds from deposited checks immedi- 
ately available to their customers. 

In response to the requirements in the 1987 Expedited Funds Availabil- 
ity Act, the Federal Reserve issued Regulation CC, changing the 
returned check process to speed the return of checks and reduce the risk 
caused by depositing banks making funds available to customers more 
promptly. Since the regulation’s effective date of September 1, 1988, 
checks can be returned as quickly as they are forwarded and banks are 
required to make funds available to their depositors in accordance with 
specified schedules. 

Legislative Oversight Before 1980, the Federal Reserve generally provided its check collection 

to Promote 
services only to member banks. Those member banks, however, could 
use Reserve banks’ check collection services on behalf of nonmember 

Competition banks. Although Reserve banks did not explicitly charge member banks 
for collection services, they were required to maintain relatively high 
non-interest-earning reserves mostly in the form of deposits at a Reserve 
bank. 

The market for check collection services was thus segmented into what 
amounted to a wholesale and retail market arrangement. The Federal 
Reserve, like a wholesaler, made check collection services available to 
those banks that paid to become member banks. Those member banks, in 
turn, could retail those collection services to nonmember banks. 

The Monetary Control Act of 1980 changed this relationship between 
Reserve banks and collecting banks in an attempt to deal with other 
problems facing the Federal Reserve. During the 1970s many banks 
were withdrawing from the Federal Reserve System to avoid its reserve 
requirements.l” The Federal Reserve and Congress believed that a reduc- 
tion in membership would impair the Federal Reserve’s ability to con- 
duct monetary policy. To deal with the declining membership, the act 

‘ONational banks, which are chartered by the Comptroller of the Currency, are required by law to be 
men&~? of the Federal Reserve. State-chartered commercial banks way elect to become members if 
they meet the requirements established by the Board of Governors. 
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- send all or some of the checks to a Federal Home Loan bank, or 
l send the checks to a clearinghouse, provided that both the bank of first 

deposit and the paying bank are members of the same clearinghouse. 

Figure 1.1: Path of a Check Requiring 
Collection 

Collection lntermedlarles a 

Federal Reserve Banks 
Pwate Collecting Banks 
Federal Home Loan Banks 
ClearInghouses 

“Collection mtermedwes have the option of using another mtermedwy to present checks for payment 
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responsibilities.4 Hence, the Federal Reserve’s direct regulation of the 
check collection system was extended from those checks handled by 
Reserve banks to every check in the Nation. 

Federal Reserve and 
Collecting Banks 
Compete for Check 

Three types of collecting banks compete with Federal Reserve banks for 
customers (other banks) in need of a check collector. These include 
regional collecting banks, national collecting banks, and Federal Home 
Loan banks.” 

Collection The first type, regional collecting banks, collect on checks drawn on 
banks in a limited, predetermined territory. They rely on either Reserve 
banks or national collecting banks to collect on checks drawn on more 
distant banks. The Federal Reserve estimates that approximately ZOO- 
300 banks fit this description. 

The second type of collecting bank competes with Reserve banks on a 
national level. National collecting banks directly present checks for pay- 
ment to as many as 200 other banks. They may act as collecting banks 
for regional collecting banks and others that may not be serviced by 
regional collecting banks. The Federal Reserve estimates that approxi- 
mately 20 banks operate on a national level. 

In 1981, the third type of competitor arrived on the scene. With the pas- 
sage of section 311 of the Consumer Credit Checking Account Act of 
1980 (Public Law 96221), Home Loan banks were authorized to, among 
other things, accept deposits from member institutions (savings and loan 
and savings banks) and to engage in the collection and settlement of 
checks.‘, Unlike the other collecting banks and Federal Reserve banks, 

‘In addition to Its existing admmxxralwe enforcement powers, the art authorizes the Federal Reserve 
to prevent federally msrrred mstitutmns from doing business with those payments system partici- 
pants that are not regulated by orw of the federal banking agencies and are not in compliance with 
the act or Its implementing rrgnlatmnh 

‘Together, we refer to these as wllecting banks. The term collecting bank is used to refer to those 
banks that offer check collection services as a line of business as well as those banks that do the 
check colle&ion function as part of their banking responsibilities. Acting as a collecting bank does not. 
however, preclude these banks from also functioning as a paying bank. The term paying bank refers 
to banks that provide specu~liwd payment services as a bne of business. such as cash management. 
and those that pay checks a.5 part of 1 heir banking responsibilities. 

“The Federal Home Iuan banks arc quasi-governmental entities that operate similarly to the Federal 
Reserve banks in that they an’ wqnired to price services explicitly; make services equally availablr to 
all thrift institutions; recowr. OYW the long run, du-ect and indirect costs that include the taxes pad 
and the return on capital thal w-ould have been provided if the services had been furnished by a 
pnvate firm: and remvc~r ttw writs of financing any float incurred when collecting on checks 
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When a check written on one bank is deposited in another, the bank in 
which it is deposited must initiate collection procedures to receive pay- 
ment on that check.’ To obtain payment, banks often employ the ser- 
vices of either Federal Reserve banks or other banks, referred to as 
collecting banks. This report concerns the competition that exists 
between Reserve banks and collecting banks providing check collection 
services. Collecting banks that compete with Reserve banks assert they 
are at a disadvantage vis a vis the Reserve banks. These assertions 
prompted Congress to request this study of competition in the check col- 
lection industry. 

Efficient and Reliable The Nation’s payments system is composed of nonelectronic and elec- 

Check Collection Is 
Important 

tronic payments. (See app. I for a synopsis of the 1987 estimated volume 
and value of different payment instruments.) Because of the composi- 
tion of the payments system, some of the competitive issues raised 
regarding check collection are also relevant to electronic payments. This 
report, however, primarily concerns the competitive issues involving 
nonelectronic payments, namely checks. Checks are the largest in dollar 
value of nonelectronic payments and, after cash, the largest in volume 
of transactions. In 1987, an estimated 47 billion checks valued at about 
$55.8 trillion were written. 

Of all checks written in 1987, an estimated two-thirds, or about 31 bil- 
lion checks valued at about $37 trillion, were deposited in a bank other 
than the bank on which they were drawn. Therefore, the efficient func- 
tioning of U.S. commerce and industry depends on the ability of the 
domestic banking system to collect on these checks; that is, to quickly 
and reliably convert paper checks to funds that are usable by the 
recipients. 

The collecting banks’ ability to collect on checks and satisfy customers’ 
needs for usable funds helps explain why checks have not lost their pop- 
ularity. Although between 1986 and 1987 the number of electronic pay- 
ments grew at a faster rate than nonelectronic payments, electronic 
payments still comprise less than 0.4 percent of total transaction 
volume. 

The banking systems’ ability to quickly and reliably convert paper 
checks to usable funds is also, in part, attributable to the Federal 

‘Bank is used to refer to any and all depository institutions 
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ExecutiveSummary 

Promoting Competition GAO found no compelling reason why differences between the collecting 
and Reserve banks’ abilities to present checks are essential for the 
safety, soundness, or efficiency of the check collection system. However, 
the Federal Reserve faces a difficult task in changing presentment rights 
to try to enhance the operation of the check collection system and 
achieve competitive fairness. The difficulty arises because paying and 
collecting bank interests are in direct opposition. Also, although it has 
expressed a fundamental commitment to competitive fairness, the Fed- 
eral Reserve has not further defined this policy or developed criteria for 
evaluating competitive fairness. Without such criteria, it is harder for 
the Federal Reserve to deal with the potential conflicts of interest 
between its roles as competitor and overseer of the payments system. 
(See pp. 55-59.) 

During the course of our work, the Federal Reserve sought public com- 
ment on allowing collecting banks to present checks up to 2:00 p.m. 
without paying presentment fees. Many paying banks opposed the pro- 
posal because the 2:00 p.m. deadline would disrupt cash management 
services. However, these objections in effect argue to preserve the 
Reserve banks’ unique check presentment ability. Since the Federal 
Reserve does not have specific criteria for evaluating competition, it 
could appear that the Federal Reserve was acting merely to preserve its 
competitive position if it supported the views of paying banks. (See pp. 
59-61.) 

GAO agrees that the interests of paying banks need to be considered 
when the Federal Reserve implements changes to the check collection 
system. However, it does not follow that the only way to do this is to 
preserve all the Federal Reserve’s presentment advantages. For exam- 
ple, collecting banks could be required to notify paying banks early in 
the day about check presentments that would be forthcoming-a service 
that is now provided by the Federal Reserve. (See p. 61.) 

Recommendations GAO recommends that the Federal Reserve Board of Governors adopt a 
policy and implementing procedures under which collecting banks have 
the same abilities to provide check collection services to their customers 
as Reserve banks unless the safety, soundness, or efficiency of the pay- 
ments system demand otherwise. (See p. 62.) 

GAO also recommends that the Federal Reserve apply the new policy to 
develop a revised, comprehensive same-day payment proposal. (See p. 
62.) 
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Purpose When a check written on one bank is deposited in another, funds must 
be collected from the paying bank, the bank on which the check was 
written. To collect these funds, some banks-called collecting banks- 
and all Federal Reserve banks provide a check collection service for a 
fee. 

Some collecting banks have asserted that competition with the Reserve 
banks for check collection business is unfair because Reserve banks 
operate under different rules that, among other things, enable them to 
avoid bank fees that collecting banks incur. As part of the Competitive 
Equality Banking Act of 1987, Congress asked GAO to determine the 
validity of the assertions. 

Background In 1987, an estimated 31 billion checks, or about two-thirds of all checks 
written, were initially deposited in a bank other than the paying bank. 
The Federal Reserve handled about 55 percent of these checks, a per- 
centage far greater than any private sector bank. (See pp. 12-15.) 

The Board of Governors of the Federal Reserve System performs two 
different roles in the check collection system. First, the Board is respon- 
sible for overseeing the business aspects of the Reserve banks’ check 
collection operations. Second, the Board is responsible for overseeing the 
operation of the check collection system as a whole. In this connection, 
as a result of the Expedited Funds Availability Act of 1987, the Board is 
empowered to regulate the collection of checks by private banks. It used 
this power to change the way dishonored checks are returned to the 
bank of first deposit. (See pp. 15-16.) 

In operating their businesses, collecting banks and Reserve banks are 
governed by different rules. Collecting banks are governed principally 
by state laws that stipulate rights for accepting and paying on checks. 
Reserve banks operate under rules set by the Board of Governors that in 
many instances vary from state laws. (See pp. 26-27.) 

Results in Brief Owing to the differences in the rules under which they operate, Reserve 
and collecting banks each have unique abilities to attract customers. 
However, the inability of collecting banks to match Reserve bank collec- 
tion terms, especially obtaining same-day payment without incurring 
bank fees, has constrained the collection options open to collecting 
banks; the collection services they may sell; and, in turn, the potential 
efficiencies they may bring to the market. GAO found no evidence that 
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