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Competition among bankers, retailers, and other firms in supplying remote or 
electronic banking services should help consumers and discourage unfair practices, 

one scholar believes 

Retail electronic and other "off-bank" payment 
systems (that is, those that are remote from bank 
premises) can be developed, owned, and operated 
by banking institutions, retail outlets, and inde-
pendent companies. Various types and combi-
nations of systems have emerged. For instance, 
the systems can be proprietary or open; the 
banks and retail outlets can work individually or 
in groups; the independent companies can work 
with or separately from banks and retail outlets. 
To predict which systems will likely characterize 
the future and the course of public policy decisions 
regarding their regulation, it is useful to under-
stand three basic economic factors that yield 
benefits and costs to the developers, operators, 
and users of retail remote payment systems. 

One particularly important concept is "com-
parative advantage," which refers to the ability of 
a particular supplier or group of suppliers to 
provide a payments service. Comparative ad-
vantage gives one supplier an edge over other 
potential suppliers of the service. For example, a 
bank might have a comparative advantage over 
retail stores in developing a payments network 
because it already has experience with similar 
systems. A retail store might have a comparative 
advantage over a bank in designing a point-of-
sale (POS) system because it has experience 
with recording sales in its industry. An indepen-
dent company might enjoy a comparative ad-
vantage in combining home banking and other 
personal computer based services. 

The second concept is that the owner of a 
"scarce resource" commands an economic rent. 
A scarce resource is one for which there are no 
ready substitutes. A supermarket, for example, 
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has the resource of a location where people want 
simultaneously to charge food purchases and do 
banking. The net benefits to these people, the 
amounts that they and banks are willing to pay 
for the activity as compared with alternatives, 
can be garnered by the supermarket, since it 
owns the scarce resource—its location. In eco-
nomic parlance, the supermarket gets the rent. 

In an important sense, the ownership of scarce 
resources constitutes a significant comparative 
advantage. Supermarkets thus may hold a com-
parative advantage over banks in providing lo-
cations for POS and ATM (automated teller 
machine) terminals, while banks may have a 
comparative advantage in designing or integrating 
the systems. 

"Exogenous changes," the third economic con-
cept, impinge on existing relationships so as to 
change them. In the present context the three 
most important are inflation, technology, and 
deregulation. The inflation of the 1970s increased 
nominal interest rates; high rates increased the 
opportunity value of using funds effectively. 
Depositors became aware of the value of in-
vesting their balances, and both bankers and 
nonbankers searched for ways to attract de-
positors' funds. As the value of making funds 
transfers increased and as improved computer 
technology reduced the cost of transfers, elec-
tronic payment systems became economically 
feasible. Deregulation was partly a consequence 
of the interaction of inflation and improved 
technology in that banks had incentives to get 
around the regulations of the 1930s as nonbanks 
bid for the bank customers' trade. 

The initial form of de facto deregulation in-
volved banks' paying for their customers' balances 
with "free" or nominally free services, such as off-
premise banking and 24-hour ATMs. But even if 
inflation were to halt, we would not return to the 
relationships of the pre-inflation period, since 
investments in technology are irrevocable, or 
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sunk, costs and consumers now are aware of the 
available alternatives. Legal deregulation of in-
terest rates increased the economic desirability 
of electronic banking as it became more cost-
effective than brick-and-mortar banks with human 
tellers. Ifthe BankingActof 1933 wereamended 
to permit direct interest payments on demand 
deposits, banks might find it necessary to charge 
explicitly for transactions and other services. This 
would affect further the development of off-
bank and electronic payment services. 

For purposes of analysis, four groups are de-
lineated: consumers, banks, retailers, and inde-
pendent companies. The benefits and costs of 
payment services to each group form the basis 
for predicting future payment structures and 
evaluating the role for government regulation. 
The discussion that follows should be read as 
illustrative, rather than exhaustive, of the benefits 
and costs to each of the groups, and as indicating 

avoid the cost of visiting a bank because they 
find a retail store, such as a supermarket, more 
convenient. People tend to shop for food at least 
once a week and food purchases are perhaps the 
largest regular cash expenditure made by most 
householders. A branch facility or ATM in a 
supermarket location can yield special con-
venience for consumers. 

It would be best for consumers if all banks 
could be accessed through a single facility. Rarely is 
the overlap complete between consumers who 
find it desirable to shop at a particular store and 
use a particular bank. Where a bank is not 
represented, some consumers will choose either 
to change banks or retail stores. The problem for 
banks or stores that want to take advantage of 
such induced changes is predicting which the 
consumer will do. For example, if a bank has a 
proprietary system in a particular supermarket, 
will a consumer change to that bank or change to 

"Convenience of location and t ime are the major benefits to 
consumers in making funds transfers and deposits at of f bank 

premises." 

tendencies rather than certainties. These are the 
musings of an economist rather than the insights 
of an expert participant in the payments system. 

Consumers' Benefits and Costs 
Convenience of location and time are the 

major benefits to consumers in making funds 
transfers and deposits at off-bank premises. They 
can bank at a location where they wish to be for 
other reasons and outside regular banking hours. 
The value of this convenience is measured by a 
comparison with alternatives they might use: a 
bank or branch with an ATM or human teller to 
get cash and make deposits and transfers among 
accounts; the mail for deposits, payments, and 
account transfers; the telephone for payments 
and account transfers; and retail stores for cashing 
checks, charging purchases, and making payments 
for past purchases. 

Banking at Retail Stores. With respect to the 
transactions that otherwise would be done at a 
bank, consumers benefit when they are able to 

a supermarket at which his or her present bank is 
represented? For the consumer, of course, it is 
preferable not to be faced with that alternative, 
all other things being equal. 

POS Debits. Where only a POS system is 
available consumers might prefer the alternative 
of paying for purchases with checks or credit. 
These alternatives provide consumers with the 
benefit of float, since the checks written and 
credits assumed do not reduce their balances 
immediately. The benefit from check float, though, 
is unlikely to be great unless inflation drives the 
nominal and implicit interest rates up to a much 
higher level than has been experienced in the 
United States. But float on credit is beneficial to 
consumers because stores and many credit card 
companies do not as yet charge immediate 
interest, and because the consumer usually has 
the choice of paying off the balance or extending 
payments at a price. 

Delay is a factor for both checks and credit 
charges, because the store monitors the con-
sumers credit standing. Avoidance of delay can 
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offset the advantages of float, particularly where 
the amounts that would have been charged are 
relatively small, as is the case for gasoline and 
food purchases. However, when electronic card 
checking is available the delay is slight and, for 
the consumer, credit cards are preferable to 
debit cards. 

Where cash is the alternative means of pay-
ment, a POS debit would be preferred if it were 
not very time consuming. Consumers would not 
have to be concerned with carrying cash, which 
could be lost or stolen. This security benefit 
could compensate for the charges for POS debits 
which, in turn, might be offset by explicit or 
implicit interest paid on the consumer's bank 
balances held in lieu of cash. The net benefit to 
consumers of POS payments thus depends on 
the consumer's perceived advantage from not 
having to carry cash less the net cost of using the 
system. 

Home Banking. The personal computer makes 
it physically possible for consumers to pay bills 
and transfer funds from home. Of course, they 
cannot access accounts that are not on the 
system nor make deposits or obtain cash. The 

shopping, and at times beyond regular banking 
hours. They also benefit from avoiding credit-
checking delays when they use POS debits; at 
the same time, they lose the advantages of float 
and delayed payment through credit. Where 
consumers usually pay cash for purchases, such 
as at supermarkets, a POS debit represents a net 
benefit. But where they have enjoyed the alter-
native of an initially free credit charge, such as at 
department stores and, until recently, at gasoline 
stations, a POS debit is unlikely to be preferred 
without a considerable savings in time or a 
charge for credit For a POS system to be economi-
cally viable it seems that its costs would have to 
be largely offset by savings in present value terms 
in the banks' and the retailers' other operations 
costs. 

Banks' Benefits and Costs 
Benefits. Meeting customer demand is the 

primary benefit to banks. A bank may benefit 
from this demand by charging the consumer for 
the service, or by not forgoing the consumer's 
trade should a competitor offer the service. The 

"Home banking would seem to be a net benefit to consumers only if 
it were one of several products that could be acccessed with 

personal computers." 

cost of home banking includes purchase or lease 
of hardware, charges by banks for access and 
transactions, and learning to use the system 
(which for some computer aficionados is a bene-
fit and for some others an overwhelming nuisance). 
If only banking is done with a personal computer, 
most consumers would likely consider the costs 
to be greater than the benefits. Further deregu-
lation of interest rates would decrease the bene-
fits, since banks could offer interest-bearing 
transaction accounts that would obviate con-
sumers' gains from transferring funds among 
accounts. Consequently, home banking would 
seem to be a net benefit to consumers only if it 
were one of several products that could be 
accessed with personal computers. 

Summary. Consumers benefit from having the 
choice of banking at locations where they regularly 
shop, particularly if they require cash for that 

gross monetary value includes the present value 
of the fees charged plus the expected gains (net 
of marginal operating costs) from serving cus-
tomers who would shift their business to a 
competitor. 

Attracting customers from a competitor that 
does not offer the service is a related benefit To 
achieve this the bank would want exclusive 
access to the ATM and POS terminals or to bar 
competitors from access. The expected benefits 
from this arrangement, however, would have to 
be weighed against the charge made by the 
retailerto compensate it forthe loss of customers 
who would change retailers rather than change 
banks. Furthermore, the retailer owns the scarce 
resource of access to consumers and would 
charge the bank forthe value of exclusive access. 
The bank's gain from such a restricted access 
arrangement is thus doubtful. 
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Charges made to retailers that benefit from 
having banking services available to their custo-
mers and from using POS systems may constitute 
a third bank benefit. But banks also benefit, and 
so who charges whom depends on who owns the 
scarce resources and the magnitudes of the 
other comparative advantages. 

The saving of bank resources otherwise ex-
pended at branches and in processing checks 
rather than electronic debits represents a fourth 
benefit. The amount of this saving depends on 
the additional cost to the bank of consumer 
transactions made at off-bank locations compared 
with those made at existing and planned bank 
locations. Marginal and total opportunity costs 
should be used for this calculation. For example, 
a bank with excess physical capacity at its existing 
locations may find that a remote location saves 
only the services of one teller. Other payment 
vehicles, such as mail deposits and telephone 
transfers, also enter the calculation since these 
alternatives define the opportunity cost of ATM 
or POS terminals and systems. Consequently, 
many banks may find that retail payment systems 

the long period banks have been involved in 
payment systems, it seems likely that they 
possess some expertise that could be applied 
economically to remote payment systems. The 
system also would have to be integrated into the 
retailers control and management information 
system. Banks could develop this expertise but 
there is no reason to believe that they would 
have a comparative advantage here. For main-
tenance and servicing, which includes restocking 
ATMs with cash, retailers playing host to these 
facilities might have a comparative advantage. 

ATM and POS systems have been developed 
and maintained by consortia of banks. This 
arrangement has the advantage of pooling ex-
pertise and reducing the costs to each of the 
members, since many costs are fixed. An inherent 
but manageable problem with such an arrange-
ment is the expense of coordinating the effort 
and determining how its costs, benefits, and 
responsibilities are divided among the partici-
pants. In this regard a single bank, retailer, or 
independent company has a comparative advan-
tage over a consortium. If travel time is a costly 
consideration, retailers could more efficiently 

"Banks might have some comparative advantages in the development 
and operation of remote payments services, but here they compete 

with each other and with retailers and independent companies." 

increase operating expenses. Yet banks in ex-
panding markets may find that remote locations 
obviate or delay such expensive alternatives as 
construction of a new branch or expansion of an 
existing one. Banks in contracting markets also 
might benefit if ATMs could permit them to close 
branches. 

Costs. Remote banking costs include the ex-
pense of developing a system, integrating it into 
the bank's and the retailers systems, investing in 
the purchase and maintenance of the hardware 
and software, and maintaining and servicing the 
facility. In addition, customers might have to be 
convinced that the system is beneficial to them 
and instructed in its use. Some banks might have 
comparative advantages in making the initial 
expenditures, particularly when they have had 
considerable experience in the development 
and maintenance of similar systems. Considering 

service and maintain ATM and POS equipment 
at their locations; hence, they would have a 
comparative advantage from owning the equip-
ment. 

Summary. Remote banking facilities might give 
banks the benefit of serving their customers 
better, charging retail outlets, and saving operating 
costs. Banks would incur development and op-
erating costs and might have to pay retail outlets 
to use their facilities, the most important scarce 
resource. Banks might have some comparative 
advantages in the development and operation of 
remote payments services, but here they com-
pete with each other and with retailers and 
independent companies. 

Retailers 
Benefits. Retailers' benefits come from four 

sources, one of which is customer satisfaction. 
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Customers save the costs of having to bank and 
shop at different locations and, for POS systems, 
having to wait while their credit is checked. To 
maximize this benefit, the retailer would want 
representation from all institutions at which its 
customers banked, and would charge banks for 
an exclusive facility. 

Operations cost savings promise a second 
benefit for the retailer. An in-store banking 
facility reduces the amount of cash the retailer 
must keep, limiting the cost of robbery insurance. 
But this cost also is reduced when the retailer 
simply cashes customers' checks and allows 
them to charge purchases, as has been the 
common practice. More important, a POS facility 
greatly reduces the cost of credit checking and 
bad check and credit losses. 

The third benefit is reduced float and credit 
operations cost savings possible when a retailer 
can dispense with running its own credit system 
or with paying credit card companies for processing 

would seem to lack much of a comparative 
advantage in developing and maintaining such 
systems, except as they provide information to 
the store's management. Supermarkets might be 
able to effect cost savings by combining POS 
technology with automated checkouts. 

The tax aspects of electronic banking also 
should be considered. Many, and perhaps most, 
development costs can be deducted immediately. 
This can be an advantage for retailers but not for 
banks if the banks have no taxable income. This 
situation is common since banks are not required 
to offset against tax-free interest income the 
interest and other expenses incurred to obtain 
the funds invested. As noted below, the tax 
benefit may be greatest for independent com-
panies. 

The cost of space is simply the opportunity 
value of the space used for a banking facility. 
Should a POS system be combined with a 
computerized checkout system, this cost would 

"Because retail customers benefit from banking where they shop, 
particularly when they shop there often and regularly, the retailer 

has a valuable resource it can sell—its 
location." 

charges. A collateral benefit may be derived from 
improved managerial control for integrating the 
POS system with the retailer's information and 
banking records. 

Finally, because retail customers benefit from 
banking where they shop, particularly when they 
shop there often and regularly, the retailer has a 
valuable resource it can sell—its location. Retailers 
such as supermarkets are in the position of 
renting space or access to ATM and POS systems 
to banks and other financial institutions or inde-
pendent companies. 

Costs. Two aspects of costs may be delineated, 
the first being the cost of the payment system. 
For ATMs, retailers should tend to have compara-
tive disadvantages compared with banks, whereas 
POS systems tend to be within the retailers' 
sphere of experience. I n particular, large retailers 
that have been heavily involved in credit systems, 
such as chain department stores and gasoline 
companies, may have valuable experience and 
systems that can be integrated with or adapted 
to POS systems. Many other retailers, however, 

be zero. Indeed, to the extent that a POS system 
replaces check cashing, the cost could be nega-
tive. 

Summary. Retailers benefit from increased 
customer satisfaction, operations and credit systems 
cost savings, improved use of funds and mana-
gerial control, and ownership of the scarce resource 
of location. Retailers that have experience with 
large credit systems probably have comparative 
advantages in designing, installing, and running 
POS systems. Retailers also can benefit from 
integrating a POS system with their present 
systems, though they are unlikely to have other 
comparative advantages. 

Independent Companies 
Independent companies can have comparative 

advantages in developing, installing, and main-
taining ATM and POS systems. Their principal 
advantage is derived from economies of scale. 
Once they have established a few systems-
have learned about the availability and capability of 
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hardware, developed and debugged software— 
they should have become aware of pitfalls and 
profited from mistakes. These capital investments 
in expertise and software can be sold at a lower 
price than most banks or retailers would have to 
incur to do the job directly. 

Independent companies also may have tax 
advantages over banks, and possibly over retailers. 
If they are organized as proprietorships, partner-
ships, or special corporations, they can pass on 
their expenditures for development and similar 
costs as deductions against their owners' taxable 
income. Furthermore, independent companies 
are more likely to be able to compensate highly 
talented programmers and entrepreneurs than 
are banks and large retailers. Independents also 
have comparative advantages in risk taking and 
monitoring risk takers, since they can combine 
management and ownership. 

With no barriers to entry, the market for 
system services should be competitive. Hence, 

and banks that by design or chance, have become 
expert in the systems. While some of the systems 
were designed and installed by groups of banks, 
it is doubtful that this form of organization will 
continue. Consortia have inherent management 
problems that give them a comparative disadvan-
tage over individual banks, retailers, and inde-
pendent companies. Retailers that already operate 
large-scale credit systems may have comparative 
advantages in designing and installing POS systems, 
particularly if they are fully integrated into the 
retailer's payments and accounting system. In 
any event, the absence of barriers to entry into 
this field should ensure competition among 
those providing systems. Consequently, the only 
reason that a particular bank, retailer, or inde-
pendent company should want to enter and 
remain in this market is that its investments in 
experience and software and the inherent abilities 
of its principals give it a comparative advantage 
over others. 

"The only reason that a particular bank, retailer, or independent 
company should want to enter and remain in this market is that its 

investments in experience and software and the inherent abilities of 
its principals give it a comparative advantage over others." 

independent companies should earn only a 
competitive rate of return, which makes it even 
more unlikely that many retailers and most banks 
can beat the independents' price. An exception 
would be those banks and perhaps a few retailers 
with such considerable experience operating 
ATM systems that they are, in effect, more 
knowledgeable than specialists. 

Summary. Compared with banks, independent 
companies suffer a comparative disadvantage in 
integrating ATM and POS systems into the banks' 
own systems. Similarly, retailers might have com-
parative advantages in integrating the systems 
with their own. Thus, independent companies 
need not be the preferred provider of remote 
payment systems. 

Implications for Future Developments 
Several implications about the providers and 

beneficiaries of remote payment systems can 
be drawn from the analysis. The principal pro-
viders probably will be independent companies 

The sole scarce resource—access to consumers-
is the retailers' possession. No matter who pro-
vides the remote banking system, the retailers 
will be the only ones who might earn an abnormal 
profit due to economic rent. In general, it will be 
in their interests to give all suppliers of financial 
services (banks and brokers, for example) access 
to the facilities. The only exception would be a 
supplier of financial services that imposed greater 
costs on the retailer than that retailer was willing 
to pay. Small financial services institutions need 
not be excluded if the retailer uses a variant of 
the two-part tariff, with a fixed charge made for 
inclusion in the system plus a variable charge for 
each transaction. 

Some retailers, though, will pay banks or other 
providers of remote banking facilities because 
the benefits to the retailers exceed the benefits 
to the suppliers. Examples are small retailers and 
shopping centers that want to attract customers 
from other centers where consumers have ready 
access to banking facilities. 

The major beneficiaries of remote banking 
systems are consumers. Access to such facilities 
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tends to reduce their cost of making financial 
transactions; however, consumers' use of such 
facilities also is a function of the monetary cost to 
them. They will favor charge-free credit over POS 
debits to bank accounts, except where they can 
save considerable time. Where consumers are 
charged for POS debits or ATM transactions, they 
will tend to avoid these facilities unless the cost 
of using alternatives is greater. This could occur if 
discounts for cash, including POS debits, or 
immediate charges for credit become more pre-
valent. In the absence of such charges, remote 
banking facilities will be supported primarily by 
banks' and retailers' operations cost savings, and 
will be seen as a useful tool in the competition for 
consumers' deposit balances and purchase of 
other profitable financial services. The payment 
of explicit interest on deposit balances would 
make such bundling of service less desirable, 
except for the fact that the individual consumer 
gains a tax advantage from offsetting nonde-
ductible bank charges against taxable interest 
payments. Consumers would benefit if banks 
offset interest earned by charging service fees, 
thereby reducing the amount of reportable, 
taxable interest income. 

Implications for Government 
Regulation 

The implications for government regulation 
emerge clearly from our analysis. If some suppliers 
of remote and electronic banking facilities collude 
to exclude others, the antitrust statutes can be 
invoked. But, consideringthe absence of barriers 
to entry, it is highly questionable whether such a 
conspiracy could be effective anyhow. Competition 
among banks, other providers of financial services, 
retailers, and suppliers of remote and electronic 
banking facilities, which can include the foregoing, 
should prevent unfair practices and benefit 
consumers. 

The conclusion might be clouded by the re-
porting of seemingly supernormal profits by 
successful systems developers. It might seem 
that these "profits" were gained from monopoly 
or collusive practices. Orit mightappearthatthe 
owners of the systems were overcharging users 
if, as is likely, the developers' recorded costs 
were considerably below the prices charged. 
The numbers on which such charges might be 
based, however, probably would be the result of 
three inoffensive factors. 

The first is the accounting practice of writing 
off (expensing) the capital costs of systems 
development and consumer acceptance. When 
the system becomes operative, the recorded 
periodic expenses are understated, since eco-
nomic depreciation and amortization of past, 
written-off capital expenditures are not included. 
Furthermore, because assets are understated the 
reported rate of return on assets or equity is 
overstated. Hence, a currently profitable ATM or 
POS system may, in fact, be a negative present 
value project—a loss to the shareholders. While 
the developer of the system now owns a valuable 
asset, it would have been better off never having 
begun the project. 

The effect of risk is a second factor. Remote 
banking and similar computer based systems are 
risky ventures, characterized by many failures. 
Even if investors were not risk averse and the 
expected ex ante (assumed beforehand) rate of 
return were normal, the expected ex post (after 
the fact) rate of return on such investments 
would be greater than normal to compensate for 
losses. Successful ATM, POS, and home banking 
systems thus should report higher-than-normal 
returns, even if these were measured correctly. 
Furthermore, if investors were averse to risk, as is 
generally assumed, the ex ante and probably the 
ex post returns would be greater than normal. 

The third factor is the effect of luck and 
exceptional talent. Developers who are endowed 
with either will gain higher-than-normal returns 
on their ventures. The effect of luck is obvious, 
even if its source is not understood. Exceptional 
talent yields rent to its owner. When the owner 
of such talent also owns the firm that uses it, as is 
often the situation in independent companies 
that design and implement computer based 
systems, the rent is recorded as higher-than-
normal company profits. 

What might appear to be exceptional profits 
deriving from the development and running of 
ATM, POS, and home banking systems could 
more likely be the result of accounting practices, 
risk, luck, or rent on the exceptional talents of 
systems owners. The absence of barriers to entry 
makes the earning of actual supernormal profits 
as a consequence of market power very unlikely. 
Reported "high" profits and prices, therefore, 
should not be considered as evidence supporting 
a need for government regulation. 

1 2 (ULY/AUGUST 1984, E C O N O M I C REV IEW 

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

July 1984


