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ROLE OF THE FEDERAL RESERVE IN THE PAYMENTS MECHANISM

The Federal Reserve traditionally has acted as the interface 

linking the 14,000 commercial banks in the country for clearing and 

settling money payments. Its communication, accounting, and sorting 

arrangements for moving money and money authorizations between every 

pair of 14,000 banking institutions is a formidable complex of 

machinery, to say the least. If it were to break down or be shut down, 

check backlogs would pile up at the rate of 30-40 million items per day.

Clearing balances, through which the bulk of the nation's 

payment dollars flow, are the reserves of member banks held at Reserve 

Banks. These accounts now total in excess of $30 billion. The dollar 

volume of transfers going through these accounts is huge. In 1973, 

for example, wire transfers on behalf of member banks and their 

customers amounted to $23 trillion. That same year, $3.8 trillion was 

cleared and settled through the Federal Reserve's check collection 

system. In all, payments flowing through the reserve balances in 1973 

were over 20 times the GNP of that year. Nonmember banks, thrifts, and 

other institutions, including local and State governments, to a large 

extent accomplished their financial settlements through these same 

reserve accounts as customers of member banks.

Thus, reserve accounts not only provide an essential linkage 

between monetary policy decisions and the supply of money and credit—  

they also serve as clearing balances for the settlement of funds 

transfers in the nation, including checks, drafts, warrants, wire
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transfers, and automated clearing house payments. In my judgment, it 

is unrealistic to visualize a payments mechanism in which these large 

balances would be duplicated by a separate and distinct settlement 

system. Such a course of action would add to non-earning assets of 

commercial banks and be very costly. In terms of a payments mechanism 

role, therefore, I believe the Federal Reserve's presence at a focal 

point in the nation's clearing and settlement process will remain essen

tially unchanged and, regardless of the impact of innovation and 

technology on the payments mechanism, the funds will continue to be 

moved from one bank's account to another's in the Federal Reserve's 

clearing pool.

My remarks this morning are intended to provide the background 

of developments affecting the Federal Reserve's role in the payment 

system and to comment on their implications. Specifically, I will 

cover recent changes in the Federal Reserve1s check collection system, 

wire transfer system, and in automated clearing house operations.

Before turning to this agenda, however, I need to characterize the 

status quo in the payments mechanism as I see it.

In the United States most of the money transfer needs of 

individuals, corporations, and governments are now being met by a paper- 

based check system, which has developed through an evolutionary process 

over the past 300 years. Although many improvements have been made in 

this system— emanating both from technological and operational innova

tions— the basic method of making payments has remained essentially
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unchanged. A debtor prepares a paper instrument and forwards it to 

his creditor. The creditor deposits the instrument in his bank which, 

in turn, obtains the funds from the debtor's bank directly or through 

a clearing house or through the Federal Reserve. The check, as the 

instrument of authorization, is physically transported from place to 

place and party to party in the process of payment. The actual movement 

of funds occurs, however, only at the end of a succession of processing 

operations and courier shipments.

Electronic data handling and transmission developments have 

shown that it is entirely feasible to alter this basic method of making 

money payments by replacing the paper instrument with an electronic 

image. The achievement of such a transformation is regarded by some 

as the ultimate goal in innovation in the payments mechanism. They 

choose to think of electronic transfer of funds as paralleling closely 

the steps and procedures followed in the present paper system. Others 

envision electronic processing as a revolutionary force providing not 

only a way of replicating check handling steps but of moving funds in 

an entirely different manner.

At the Federal Reserve, we must be prepared to perform our 

clearing and settlement function so as to accommodate any technique 

of payment which involves the movement of funds from one bank to another 

and thus to cover the transition to an electronic payments mechanism 

which will be either evolutionary or revolutionary or both. During 

the transition period, and perhaps even beyond, it will be necessary
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He will choose among these alternatives to meet his needs.

Federal Reserve Offices now have the capability to clear and 

settle with member banks for debits and credits in check and wire form, 

and very shortly will have the capability to clear and settle for pay

ments on magnetic tape. Further, as is required in the automated 

clearing house operations, Reserve Offices will be capable of accepting 

payments in one form— such as magnetic tape— and delivering the pay

ments in hard copy if the receiving bank is not equipped to handle wire 

input.

The Federal Reserve's wire network— in addition to surface 

and air courier systems for the movement of paper— now provides the 

Federal Reserve with the capability to deliver payments by check, 

magnetic tape, hard copy, and wire form to any bank in the nation, 

and, for that matter, to any other depository institution via a commer

cial bank. Increased volumes will not clog these delivery systems 

since they are capable of handling any expansion that is in reasonable 

prospect; Moreover, they are capable of extension to handle even greater 

volumes.

If the actual transfer of funds becomes separated from the 

flow of supporting information, as present trends suggest, there should 

be a concentration of detailed money transfer information (payor and 

payee, their banks, date, amount and identification of transactions, etc.) 

in a limited number of major processing centers. Today, there are

to provide the consumer with alternative means of making payments.

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



-5

620 major bank and nonbank processing centers »hose activity is estimated 

to cover between 80 and 90 per cent of the total U.S. check volume.

In the thrift industry, electronic accounting using contractual services 

appears to have proceeded much more rapidly than in banking. I am told 

that in New England two-thirds of the mutual savings banks are serviced 

by three data centers and that as long ago as January 1973 three-fourths 

of the California savings and loan associations were serviced on-line 

by eleven data centers.

The implication of these recent developments is that one can 

envisage a payments system in which the movement of funds is completely 

divorced from the supporting documentation. As long as major banks 

maintain clearing balances at the Federal Reserve Banks, settlement 

will be by debits and credits to those accounts. But these settle

ments may be for aggregates involving large numbers of individual 

transactions which may go through entirely different channels. Thus, 

a payor bank— in the case of credits--would authorize a charge to its 

reserve account based on specified deliveries to processing centers of 

detailed item-by-item information. A payee bank could similarly 

receive a credit to its account for entries documented at one or more 

processor locations. Indeed, if this separation of payment from pro

cessing occurs, bank and nonbank credit card companies and retailers 

could, through their banking connections, probably displace a signifi

cant part of the check processing now handled by banks. As incongruous 

as it may seem to some, the economics and technology certainly are as
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congenial to such an eventuality as they are to the conventional 

handling of checks by commercial banks.

•k ic •k

Turning now to the current status of payments mechanism 

developments, this first slide (see attachment) is a map of the United 

States showing the locations of Federal Reserve Banks, Branches, and 

Offices and the current boundaries of regional check processing centers. 

The areas shaded in blue on the slide outline the immediate payment 

zones for check clearing purposes in the nation. These zones are 

concentrated in the East, West, and mid-West, and essentially parallel 

the densely populated regions in the nation. For example, of the 50 

major trading areas in the nation— as categorized by Rand McNally—  

the Federal Reserve has overnight check clearing operations in 47 of 

these areas.

For those of you who might not be familiar with the regional 

check processing program, it was designed to expand the zones of over

night clearing in the nation's check system. Essentially, the Federal 

Reserve increased check processing capabilities in its Banks and Branches 

and established nine remote check processing sites. Some statistics 

on the Federal Reserve's check collection system after implementation 

of this program and after the change in Regulation J may be of interest. 

Prior to these changes, the Federal Reserve cleared on an overnight 

basis approximately 21 per cent of the items it handled. Now, the
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System clears about 55 per cent of such items overnight, and with 

completion of the program envisioned, will clear approximately 80 per 

cent of the items it handles on an overnight basis. Total check float 

in the Federal Reserve System prior to these changes was on the order 

of $3.0 billion and at present levels of check volume would be between 

$4 and $5 billion. Today, total check float in the Federal Reserve 

approximates $1.5 billion, and this due mainly to transportation 

delays and unanticipated volumes or equipment failures. We are moving 

toward a system in which there will be no Federal Reserve float intro

duced by unachievable time schedules, which is to say the cost of any 

remaining float in the System will become a burden on payees or commer

cial banking institutions.

The second slide shows the configuration of the Federal 

Reserve's wire network. This past summer the remaining two non

automated Reserve Banks installed communication switches completing 

plans set in motion in 1972 for automating the network. The twelve 

Reserve Banks are linked to Culpeper with computer-to-computer inter

faces (shown as red lines on the slide)— and the Banks, in turn, are 

linked to their Branches, Offices, and member banks (shown as green 

lines on the slide)— thus providing automated funds transfer capabili

ties nationwide. In 1973, 11 million funds transfers were sent on 

the network by member banks and their customers— and the network is 

capable of handling significantly greater volumes. It should also be 

noted that Reserve Offices utilize the network to exchange administrative 

and research information.
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The last slide shows the current status of automated clearing 

house operations in the nation. The yellow shaded areas on this slide 

indicate the geographical areas either now being serviced or those 

planned for service by the five automated clearing houses now in opera

tion in San Francisco, Los Angeles, Minneapolis, Boston, and Atlanta.

The red circles indicate areas where automated clearing house associ

ations have been formed, and the green circles show areas where local 

banks are planning for an automated clearing house. Reserve Offices 

have been participating in most of these efforts.

From this slide, it can be seen that there are plans under 

way to establish automated clearing house operations in most of the 

geographic regions associated with the regional check processing 

program. This can be more clearly shown by overlaying the second slide 

on this one. If implementation continues at the current pace of plan

ning, very shortly most of the regions in the nation— at least the 

densely populated regions— will be afforded the alternative of effecting 

payments through these automated facilities. I expect that regional 

payments will continue to be exchanged on magnetic tape in these opera

tions as it is an efficient and cost-effective means of processing 

these payments. This raises the question of how best to exchange 

interregional payments emanating from these local operations. As you 

recall, the Board's November 1973 publication of proposed modifications 

to Regulation J was directed at this question. The responses received 

in answer to the request for/jggfflftMtiî n this proposal showed significant
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support for the use of the Federal Reserve's wire network for this 

purpose but have raised questions which have involved a substantial 

number of technical and legal changes. The revisions are virtually 

complete on Part B relating to credits and are moving ahead on Part C 

relating to debits. Both parts will need to be republished for com

ment in light of the changes already made.

My comments would be incomplete if I did not mention two 

other recent developments affecting payments. Congressional interest 

in the payments mechanism has been expressed in a statute creating a 

Commission on Electronic Funds Transfer and recently signed into law 

by the President. This legislation should be helpful in establishing 

public interest priorities and in clarifying responsibilities of 

various participants in funds transfer. The Commission representatives, 

as some of you may know, is made up of 12 Federal Government officials 

or their designees, 2 State government officials, 4 representatives of 

designated financial institutions (one for each class of institution),

1 representative for retailers, 1 for nonbank card companies, 1 for 

bank card companies, and 5 individuals unconnected with financial in

stitutions, retailing or insurance— 26 members in all.

The statute contains an agenda of public interest considéra

tions the Commission shall take into account in its study of electronic 

transfer systems. The items mentioned touch on several areas of 

potential public concern but the enumeration does not purport to be 

inclusive of all relevant issues and interests.
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The other current matter has to do with the rising interest 

and participation of thrift institutions in the payments mechanism and 

the Federal Reserve Board's comment on the Federal Home Loan Bank 

Board's proposal to enlarge the authority of S&L's to offer third 

party payments. In its comment the Federal Reserve Board expressed 

the view that the proposal would expand services at thrift institutions, 

and such an action would, in the long run, be in the public interest. 

However, the proposal also would alter the competitive balance between 

banks and thrift institutions to a degree which would require considera

tion of bank regulatory changes to restore competitive equity. 

Specifically, the Board mentioned regulatory amendments to permit 

member banks to make transfers from pass book savings to demand accounts 

on telephone order of depositors, to automatically transfer funds by 

previous agreement from savings to demand deposits in order to cover 

overdrafts on the latter accounts, and to make third party payments 

from savings accounts. The Board also has been asked to consider the 

status of off-site automated teller facilities. The Board re-emphasized 

its previously expressed view of the need to make all types of finan

cial institutions offering payments services subject to essentially 

similar reserve requirement arrangements on deposit balances kept with 

than.

•k *  *
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My function this morning has been to describe the role of 

the Federal Reserve in the changing payments mechanism. In doing so 

I have referred to several developments which seem to me to forecast 

a progressively declining money role for commercial banks and possibly 

the Federal Reserve and government generally. The most obvious 

attrition in function has to do with the movement and processing of 

data supporting and documenting money transfers. The growth of non

bank processors of such data is a tribute to their expertise and 

initiative but it also mirrors an indifferent attitude on the part of 

many banks toward their back-room check handling operations.

The ambitions of thrift institutions to serve money transfer 

needs of consumers is another factor likely to erode further banking's 

past money role. The thrifts may be inexperienced and starting from 

scratch but they have enthusiasm, a large and loyal customer following 

and they can lease the requisite expertise for cost-effective opera

tions.

Credit and money cards are another potential source of 

erosion in banking's money role and one which could even penetrate 

bank lending activities. The denouement of unfolding developments in 

the use of the "card" and POS terminals is far from certain at this 

time. What is certain is that at the point of sale the vendor is in 

firm control of the terms of sale, subject, of course, to competitive 

conditions. The mix of "good money", tomorrow*s money, convenience 

credit, and extended credit is up to him. Will banks offer him a better
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package than nonbank enterprises, or than the vendor can himself provide? 

The outcome seems to depend on bank initiative. Today, 15 per cent of 

the net assets of the banking system are invested in consumer credit 

and that proportion is rising. Many view consumer banking services as 

an important source of institutional growth. It could be that develop

ments at the "point of sale" will awaken a greater awareness within 

the banking system of the link between money payment services and con

sumer credit and the necessity for regarding it of vital importance to 

banking's interest.

In conclusion, I would only remind you that all agree com

mercial banking and money management are closely linked by law, regula

tion and tradition. It is equally true, though not so widely recognized, 

that commercial banking has been closely linked to the ways and forms 

in which money can be used. This inheritance should not be abandoned 

because change and innovation are required to cope with rising competitive 

alternatives. I hope the inheritance will not be abandoned.

- 0O0-
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