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Prospects for the ACH depend on the 
path it follows—whether it chooses the 
status quo or opts for one of several ways 
to restructure its operations and gear its 
products to the market 
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ACH-type payment services are certain to 
evolve, but how will they evolve? By reviewing 
the present ACH in light of what will favor 
growth or inhibit i t several possibilities for the 
evolution of the ACH delivery structure emerge 
Here we will consider five alternative scenarios 
for the future of the ACH, concluding wi th a 
discussion of the likelihood of each. We will 
also look at the prospects for accomplishing 
the changes necessary for significant ACH vol-
ume growth. 

Why a Scenario Approach is Necessary 
Projections of ACH volume, prices, and ser-

vices depend upon how infrastructure prob-
lems and other change barriers will be resolved. 
With all the different ways of solving problems 
and the many opportunities to utilize computer 
communication technology, it is virtually im-
possible to predict wi th any certainty how the 
ACH infrastructure, service features, price or 
transaction volume will unfold. Scenarios of 
future developments, however, can portray 
likely directions, thereby providing a way to 
assess possibilities. 

A scenario is simply a coherent description 
of a future possibility, and not a forecast or a 
prediction. It is intended to organize analysis 
by structuring key issues and anticipated con-
ditions. 

A baseline scenario that depicts volume 
growth from existing products, assuming cur-
rent pricing policy and no significant change in 
the organization of the ACH network, can 
provide the groundwork for assessing structural 
changes portrayed in the other scenarios, which 
are summarized in Exhibit 1. 

A central issue for the ACH is the creation of 
an industrial infrastructure able to perform 
market research, product development and 
related activities required for a new technology 
to displace an existing one. Three of the follow-
ing scenarios portray alternative ways that the 
necessary infrastructure requirements might 
be m e t — a restructured National Automated 
Clearing House Association (NACHA), an in-
novative Federal Reserve utility or private 
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sector service providers. Each of these scenarios 
depicts possible paths for evolution to cope 
with existing infrastructure failures by present-
ing different ways to resolve organizational 
problems. In this sense, these three scenarios 
bracket the likely infrastructure changes. A 
final scenario considers a combination of these 
three extremes. 

Factors Affecting ACH Volume Growth 

Automated clearinghouse volume could be 
expanded by important developments in com-
puter communication economics, the emerging 
automation of business to business data inter-
change, and the automation of retail payments. 

Comparative Costs. The cost advantages of 
payment services using computers and data 
communications versus those relying on paper 
and transportation are compelling and become 
stronger with time. From the viewpoint of 
payment processing, electronic payments re-
quire computers and communication networks 
that involve a relatively greater fixed cost than 
for check processing; however, ACH-like elec-
tronic payments also have a dramatically lower 
marginal cost than checks and other payments 
based on paper and transportation. Therefore, 
ACH-like payments have a total cost advantage 
only with sufficient volume. Obtaining the 
necessary volume becomes a "chicken-and-
eg^' problem. 

Automation of Buyer-Seller Data Exchange. 
Business to business data interchange for order-
ing, granting credit invoicing, remitting, cash 
application, and other aspects of the buyer-
seller relationship in commercial transactions 
is now being automated according to both 
national and industry-specific standards.1 As 
more information is stored in computerized 
files and exchanged electronically, electronic 
payment becomes a logical part of an auto-
mated buyer-seller relationship. 

Retail Automation. Increasing automation of 
retail transactions, such as retail point-of-sale 
terminals that capture payment and related 
transaction data, may also lead to paperless, 
automated payments. Some of the current 
pilot projects in point-of-sale automation plan 
to use the ACH for their payments. 

Several barriers, however, have so far thwarted 
realization of the economic advantages of com-
puter-communication-based payments: (1) The 
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Exhibit 1 
A Summary of the Alternative Scenarios 

Scenario Name Definit ion Key Assumptions 

Baseline 

Restructured NACHA 

No significant change. 

NACHA reorganizes and assumes 
active role in product development 
and the operation-management of its 
processing system. 

1.Volume growth arises primarily from the 
existing usage areas 

2.No new capabilities or services that gen-
erate significant volume 

1.NACHA system reorganized. 
2.Equity participants assume responsibility 

for operation of the processing 
3.Life cycle pricing 

Market-Oriented 
Fed Utility 

Private Sector 
ACH System 

Combination 

Fed offers ACH system as a "public 
utility" to all depository institutions 

One or more private sector organi-
zations offer ACH processing in com-
petition with the current system 

Hybrid of the three change scenarios 
restructured NACHA market-orient-
ed Fed utility, and private sector ACH 
system 

1.Fed decides that it must have a significant 
share of electronic payments 

2.Fed offers its own ACH processing service, 
introducing new capabilities and modifying 
its system to improve costs significantly. 

3.Fed acts as settlement agent for elec-
tronic payments and treats them as equiv-
alent to checks in all ways 

1. Equity capital makes life cycle pricing via-
ble 

2.New capabilities offered that expand scope 
to at least some high volume usage seg-
ments 

3.A single location is used for sort-merge 
processing so that fixed costs are dramat-
ically reduced compared with the current 
system 

1.ACH processing is provided by several 
servicing organizations analogous to check 
processing 

2.Industry infrastructure evolves slowly. 

existing organizational infrastructure is unable 
to engage in life cycle pricing to accelerate 
necessary volume growth. (2) No infrastructure 
exists for product development that can expand 
the ACH to significant payment classes beyond 
current uses (primarily Social Security and 
Federal retirement payments, direct deposit of 
payroll, cash concentration, insurance, and 
some other recurring fixed-amount payments). 
(3) Existing network structure and sort and 
merge processing seem inefficient compared 
with alternative network configurations and 
processing procedures. (4) Data delivery that 
relies primarily on tape or disk (diskette) for 

FEDERAL RESERVE BANK OF ATLANTA 

moving data between financial institutions and 
the ACH network is inflexible and costly.2 (5) 
Economic incentives and marketing support 
are lacking for most of the financial institutions 
that are the nominal distributors of both check 
and ACH services. (6) Automation technology 
and other improvements have made check 
processing more efficient and, thus, relatively 
more difficult to displace. 

A Profile of Current ACH Volume 
The volume of ACH transactions for 1985 

was approximately 600 million transactions, 
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about 1.5 percent of current annual check 
volume, which exceeded 40 billion checks in 
1985.3 This is modest volume for a system 
heralded at its beginning in 1972 as the pay-
ment vehicle that would usher in an electronic 
payments revolution. 

Market Segment and Product Submarkets. In 
determining market potential, viewing the ACH 
as a single technical product is a mistake. 
Intelligent projections demand a look at both 
logical market segments (such as government 
wholesale, and retail) and specific payment 
uses (such as payroll, f ixed-amount recurring 
bills, variable-amount recurring bills, nonre-
curring bills, and so on). To describe a baseline 
scenario that focuses on both market segments 
and product submarkets, we will consider two 
market segments—government and commer-
c ia l—and their major payments uses. Govern-
ment payments are those initiated by any 
government body—federal, state or local. "Com-
mercial" is a catchall term for nongovernment 
payments, nearly all of which originate from 
businesses. 

In the baseline scenario, current growth rates 
for existing ACH uses and the maximum reason-
able penetration of ACH processing for these 
uses become the basis for projecting how 
much ACH volume growth is virtually certain to 
occur if there are no significant new uses, 
structural changes or price incentives. 

Government Payments. Government transac-
tions arise primarily from Social Security and 
government pension payments, which were 
the primary source of ACH volume until the 
early 1980s, when commercial transactions 
began to grow. 

Exhibits 2 and 3 summarize ACH transaction 
volume by market segment (government and 
commercial) and by geographical region. Ex-
hibit 2 gives ACH origination volume and 
Exhibit 3 provides ACH receiving volume These 
volumes represent only items processed through 
ACHs. Additional ACH-formatted transactions 
are often handled internally as "on-us" items 
(transactions within the same financial institu-
tion) or processed outside the ACH system for 
transactions between correspondents. Likewise, 
they are sometimes sent directly to another 
institution. As a result the totals of ACH-
formatted transactions are actually somewhat 
higher than indicated by Exhibits 2 and 3. 

Recent data for a typical month in 1985 show 
25.7 million government transactions and 27 
million commercial transactions per month. As 
already noted, annual ACH volume for 1985 
was approximately 600 million transactions, or 
about 1.5 percent of the 40 billion plus noncur-
rency payment transactions. Thus, for 1985 
there are approximately 0.75 percent govern-
ment ACH transactions and 0.75 percent com-
mercial ACH transactions. 

Social Security and government payments 
account for the bulk of government transac-
tions, which were the primary source of ACH 
volume until the early 1980s. However, volume 
growth rates for government transactions have 
leveled off to about 10 percent per year, 
making dramatic growth in Social Security and 
government pension payments unlikely with-
out significant changes that would make the 
ACH system more attractive to the recipients 
of these payments. 

Approximately 15 percent of all government 
payments are currently conducted through 
ACH transactions. The Atlanta Fed's check 
usage study (based on 1979 payment data) 
indicates that government payments account 
for approximately 5 percent of all noncurrency 
payments. Thus, there is still potential for 
significant growth in government ACH pay-
ments but the total volume wil l remain a small 
fraction of overall noncurrency payments. 

The Treasury has embarked on a program to 
shift federal government payments from check 
to electronic, which should add about 77 
million payment transactions to the existing 
base of Social Security and pension payments. 
Most of these 77 million additional transactions 
will be to businesses. Additional government 
payments to consumers, however, will require 
their acceptance, and volume growth in this 
area is likely to be slow. 

Commercial Transactions. Commercial trans-
actions arise primarily from three payment 
classes: direct deposit of payroll, cash concen-
tration, and preauthorized debits for recurring, 
fixed-amount insurance payments. Other com-
mercial transactions are special purpose appli-
cations such as dealer, distributor or franchise 
payments in which a major company has a large 
volume of recurring, standard transactions with 
a large homogeneous class of businesses. How-
ever, dealer-distributor payments represent a 
small share of total ACH vo lume 
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Vendor payments via the Corporate Trade 
Payment (CTP) format are negligible (currently 
just a few hundred transactions per month) 
and show no evidence of accelerating. The 
Corporate Trade Exchange (CTX) extension is a 
new product just emerging from design and 
will require development and testing. Thus, in 
projecting a baseline volume from existing 
products and growth trends, the only sources 
of reasonably certain commercial growth are 
those already mentioned, wi th the possibility 
of limited growth in other fixed-amount pay-
ments such as mortgages. 

While some ambiguity exists in defining 
these payment classes, the Atlanta Fed check 
study and these authors' own data on cash 
concentration volumes indicate that these uses 
comprise between 14 and 18 percent of all 
noncurrency payments. The current ACH com-
mercial volume of less than 0.75 percent for 
these classes suggests excellent potential for 
growth. However, significant commercial vol-
ume for ACH-type payments, say more than 10 
percent of total noncurrency payments, will 
require that new applications be developed to 
penetrate the approximately 80 percent of 
noncurrency, nongovernment transactions that 
fall outside these three major commercial uses. 

Geographic Patterns in ACH Volume. Exhibit 
2 shows ACH origination volume by Fed re-
gional ACH location. In each regional ACH, just 
3 or 4 banks usually generate 75 percent or 
more of the region's volume. These figures 
indicate considerable concentration of origi-
nation volume among a few banks. 

The ratio of "outgoing-to-local" volume illus-
trates the variation among regional ACH mem-
bers in gaining local depositor participation. 
The ACHs served by the Boston and Richmond 
Feds have done well in generating local partici-
pation. However, the New York ACH in the 
Second Federal Reserve District generates 6 
times as much interregional as local volume in 
serving national corporate accounts (for exam-
ple, insurance companies, oil companies, and 
consumer finance firms). 

The last two columns in the exhibit provide a 
comparison of the percentages of national 
ACH volume with the percentages of national 
check volume (taken from the 1979 Atlanta 
Fed check study). The New York ACH originates 
2.5 times as much ACH volume as its compar-
able national share of check volume. This 

indicates the emphasis on ACH origination by 
major banks in New York and the decision of 
national companies to originate their interre-
gional transactions via these banks. 

Exhibit 3 shows the volume of ACH items 
received for commercial and government trans-
actions. Some areas of the country generate a 
modest ACH volume locally and receive a 
larger volume of transactions generated else-
where for their customers. The ACHs handled 
by the Atlanta Fed receive 5 times as much 
ACH volume originated externally for their 
customers as they generate themselves. On 
the other hand, the New England (Boston Fed) 
and Upper Midwest (Minneapolis Fed) ACHs 
generate more local volume for their own 
regional customers than is originated externally. 

The varying pattern of ACH usage, especially 
the interregional variation, suggests that one 
factor in ACH growth within existing application 
areas is the need for assertive marketing by 
more financial institutions in the less active 
regions. 

The use of the ACH for mortgage and other 
loans wi th fixed payment amounts is a small 
fraction of total fixed-payment loan vo lume 
Many financial institutions do not actively en-
courage ACH use for these payments. Since 
financial institutions are the de facto distribu-
tors of ACH services, this low level of use for 
their own transactions suggests one of the 
infrastructure prob lems—the need for active 
ACH marketing by the potential base of dis-
tributors.4 

Scenario One: 
Baseline Scenario of Limited Change 
and Slow Growth 

The starting point for portraying scenarios 
involving significant change in ACH structure, 
services, or prices is a picture of slow to moder-
ate growth that involves l imited change in ACH 
services, ACH organizational structure, and 
ACH prices compared with check prices. Thus, 
growth in volume in this limited change situation 
arises primarily from growth in the existing 
payment usage classes. Exhibit 1 summarizes the 
key assumptions for the limited change scenario 
and Exhibit4 summarizes the user segments and 
the usage classes. 

Government Payment Growth. Government 
payments are projected to grow 10 percent per 
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Exhibit 2 
Monthly Origination Volume 

(August 1985 Federal Reserve Data) 

ACH Sites 

Boston New York Philadelphia Cleveland 
Richmond 
Atlanta 

At lan ta 
Miami 
Jacksonvil le 
Nashville 
New Orleans 
Birmingham Chicago 
Chicago 
Det ro i t 
Des Moines 
Indianapolis 
Milwaukee St. Louis 
St. Louis 
Memphis 
L i t t l e Rock 
Louisville Minneapolis Kansas City 
Kansas City 
Omaha 
Oklahoma Ci ty 
Denver Dallas 

San Francisco 
San Francisco 
Los Angeles 
Sea t t l e 
Salt Lake Ci ty Totals 

Association 

NEACH 
NYACH** 
3DACH 
HAPS/CRAFTS/ 
TRISACH 
VACHA/NACHA/ 
Nor-SoCACHA 
GACHA 
F PSI 
F PSI 
TACHA 
LAMACHA 
ALACHA 
MACHA 
MACHA 
IACHA 
INDEX 
WACHA 
MPX 
MSACHA 
MPX 
KACHA 
UMACHA 
MPX 
MPX 
MPX 
RMACHA 
SWACHA 
CACHA/OACHA 
CACHA 
NWACHA 
IMACHA 

Outgoing 
Interregional 
Commercial* 

781,451 
4,547,151 

321,380 
1,416,956 

509,171 
994,743 
512,221 
122,399 
105,944 
102,182 

60,425 
91,572 

2,301,872 
1,727,373 

181,589 
122,947 
117,838 
152,125 
444,556 
223,579 

95,099 
43,588 
82,290 

770,272 
1,313,835 

300,045 
554,402 
141,845 
317,463 
672,890 

2,247,178 
1,454,715 

591,274 
104,576 

96,613 
16,321,455 

Ratio 
Outgoing 
to Local 

0.7 
6.2 
1.0 
1.6 

.4 
2.3 

1.8 

1.3 

5.6 
6.0 

.8 
1.4 

.8 

2.4 
4.8 

.5 

.8 

.9 

.6 
3.5 
1.8 

.5 

.6 
1.2 
1.6 

1.6 
2.2 
1.8 
1.1 

1.0 
1.1 

1.4 
.7 
.4 
.9 

Local 
Commercia l 

1,140,474 
967,400 
324,058 
907,046 

1,235,632 
425,024 

91,440 
20,547 

128,546 
74,276 
72,807 
37,408 

1,255,001 
358,345 
367,777 
156,762 
129,295 
242,822 
330,115 

63,712 
53,315 
85,752 

127,336 
658,428 
824,519 
190,670 
255,479 

77,392 
300,978 
694,843 

2,000,424 
1,008,151 

632,567 
253,164 
106,542 

10,762,964 

Total 
Commercia l 

1,921,925 
5,514,551 

645,438 
2,324,002 
1,744,803 
1,419,767 

3,556,873 

774,671 

1,428,700 
2,138,354 

1,367,733 
4,247,602 

27,084,419 

National 
ACH 

Percentage 

7.1 
20.3 

2.4 
8.6 

6.4 
5.2 

13.1 

2.9 

5.3 
7.9 

5.1 
15.7 

100)6 

National 
Check 

Percentage 

4.5 
8.5 
4.3 
5.6 
7.7 

11.4 

13.6 

5.1 

3.5 
6.6 

9.5 
19.7 

100)6 

*Total Number of Commercial Transactions = 27,084,419 
" G o v e r n m e n t entries processed by Fed, commercial entries by New York ACH. Digitized for FRASER 
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o m £ r— 
50 m 
m 
73 < 
m 
CO ACH Sites Association 

Boston NEACH 
New York NYACH* 
Philadelphia 3DACH 
Cleveland MAPS/CRAFTS/ 

TRISACH Richmond VACHA/MACHA/ 
Nor-SoCACHA 

Atlanta 
At lan ta GACHA 
Miami F PSI 
Jacksonvi l le FPSI 
Nashville TACHA 
New Orleans LAMACHA 
Birmingham ALACHA 

Chicago 
Chicago MACHA 
Det ro i t MACHA 
Des Moines IACHA 
Indianapolis INDEX 
Milwaukee WACHA 

St. Louis 
St. Louis MPX 
Memphis MSACHA 
Li t t le Rock MPX 
Louisville KACHA 

Minneapolis UMACHA 
Kansas City 

Kansas Ci ty MPX 
Omaha MPX 
Oklahoma Ci ty MPX 
Denver RMACHA 

Dallas SWACHA 
Sim Francisco 

San Francisco CACHA/OACHA 
Los Angeles CACHA 
Sea t t l e NWACHA 
Salt Lake Ci ty IMACHA 

Totals 

Exhibit 3 
Monthly Receiving Volume 

(August 1985 Federal Reserve Data) 
Ratio 

Incoming Ratio Commercia l 
Interregional Incoming Local Total to Government Government 
Commercia l to Local Commercia l Commercia l Entries Entries 

705,492 .6 1,140,474 1,845,966 1.4 1,291,776 
762,405 .8 967,400 1,729,805 .8 2,156,880 
698,180 2.2 324,058 1,022,238 1.0 1,010,039 
899,809 1.0 907,046 1,806,855 1.0 1,729,953 

1,412,349 1.1 1,235,632 2,647,981 1.0 2,715,382 
2,378,429 5.6 425,024 2,803,453 .8 3,578,765 

620,672 6.8 91,440 
2,803,453 

575,469 
328,630 16.0 20,547 688,330 
516,259 4.0 128,546 1,312,946 
256,482 3.5 74,276 272,366 
382,535 5.3 72,807 402,977 
273,851 7.3 37,408 326,677 

1,809,618 1.4 1,255,001 3,064,619 1.1 2,784,984 
661,578 1.8 358,345 

3,064,619 
876,080 

399,789 1.1 367,777 949,146 
277,378 1.8 156,762 294,239 
239,785 1.9 129,295 309,028 
231,088 1.0 242,822 356,491 
846,004 2.6 330,115 1,176,119 1.0 1,214,769 
254,449 4.0 63,712 484,460 
201,240 3.8 53,315 217,913 
168,461 2.0 85,752 232,562 
221,854 1.7 127,336 279,834 
482,931 .7 658,428 1,141,359 1.5 786,487 

1,311,006 1.6 824,519 2,135,525 1.2 1,713,405 
365,908 1.9 190,670 526,406 
179,194 .7 255,479 231,964 
230,181 3.0 77,392 404,741 
535,723 1.8 300,978 550,294 

1,234,784 1.8 694,843 1,929,627 1.0 1,846,043 
3,468,836 1.8 2,000,424 5,469,260 1.1 4,911,204 
1,650,718 1.6 1,008,151 1,991,143 
1,345,700 2.1 632,567 1,921,032 

280,390 1.1 253,164 697,223 
192,028 1.8 106,542 301,806 

16,009,843 1.49 10,762,964 26,272,807 1.04 25,739,667 

w 
UT 

Government entr ies processed by Fed, commercial entries by New York ACH. 
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Exhibit 4 
A Summary of the Basel ine ACH Usage Project ion 

As a Percentage of Noncur rency Payments* 

Segment Most Likely Maximum Likely 

Government 1.0% 1.5% 

Nongovernment 4.0% 6.0% 

5.0% 7.5% 

'The 1985 volume of total noncurrency payments is projected to be 50 
billioa 

year in the late 1980s and then fall to 5 percent 
or less as government use approaches practical 
saturation in the mid-1990s. This growth pattern 
suggests that ACH payments from government 
sources would comprise 1.5 percent to 2.5 
percent of total noncurrency payment volume 
by the mid-1990s. 

Growth in the Private Sector. Wi thout signifi-
cant product innovation or price reductions, 
private sector growth arises primarily from 
growth in the areas of current usage, namely: 
(1) direct deposit of payroll, (2) preauthorized 
payment of recurring, fixed-amount bills (in-
surance, mortgage, fixed-payment loans), (3) 
cash concentration, and (4) special purpose 
corporate payment applications such as dealer, 
distributor, and franchise payments. 

Projecting current volume growth for these 
payments requires considerable care. Data 
from the Atlanta Fed check study indicate that 
the maximum possible volume for these uses is 
14 to 18 percent of all noncurrency payments. 
Current volume in these areas is approximately 
0.75 percent of all noncurrency payments. If 
we extrapolate recent annual volume of ap-
proximately 300 million ACH items in these 
areas over the next ten years, at an initial 
growth rate of 30 percent per year that declines 
to 20 percent per year, then there would be 2 
to 3 billion commercial ACH transactions by 
the mid-1990s from current usage areas. This 
would be 4 to 6 percent of the nearly 50 billion 
noncurrency, annual payment transactions pro-
jected for the mid-1990s. If we assume that 30 
percent ACH usage is practical saturation in 
these commercial areas, then growth to 4 
percent of noncurrency payment volume is 
much more feasible than the 6 percent figure. 

Total Volume With Limited Change. Combin-
ing the projection of government and nongov-
ernment volumes gives a mid-1990 volume 
share of between 5 percent (1 percent govern-
ment and 4 percent nongovernment) to 7.5 
percent (1.5 percent government and 6 percent 
nongovernment). 

The 7.5 percent volume represents practical 
saturation ACH use in these categories. Since 
this penetration is unlikely without significant 
price incentives and/or changes in ACH mar-
keting and organizational structure, achieving 
7.5 percent of the volume of total noncurrency 
payments should be viewed as an upper limit 
on the ACH volume growth achievable in 
existing use categories given this framework of 
no significant structural changes in ACH ser-
vices or the current ACH organization. There-
fore, wi thout significant innovation in services 
to expand ACH use to new segments of the 
payment market ACH volume growth is limited 
to 7.5 percent of noncurrency payment volume 
in the mid-1990s; it will probably be no more 

Exhibit 5 
ACH Volume Growth in the 

Baseline Scenario 
(Slow to moderate growth is possible with 

existing usage categories) 

Percent of noncur rency payments 
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than 5 percent of noncurrency payment volume 
by the mid-1990s. 

Exhibit 5 depicts the likely t ime pattern of 
ACH volume growth from existing usage areas 
based on extrapolating current volume and 
volume growth over the next ten years with no 
significant structural changes. 

Scenario Two: 
A Restructured, Market-Oriented 
NACHA 

In this scenario, NACHA examines the many 
infrastructure problems inherent in its existing 
organization, recognizing that the existing ACH 
is in a dilemma: without volume, there cannot 
be an economic incentive to switch payment 
activity to the ACH; but having an economic 
incentive to generate volume depends on life 
cycle pricing, which is effectively precluded by 
the existing organizational structure.5 NACHA 
also recognizes that providing standard soft-
ware or encouraging the development of ap-
plication-specific software is necessary to in-
duce financial institutions to become active 
distributors and sellers. 

In this market-oriented stance, NACHA rec-
ognizes that it must be more than a trade 
association offering conferences, limited train-
ing, press releases, and the coordination of 
member committees and regional associations. 
The crux of the decision for NACHA is that it 
must move from its role as a passive trade 
association to one as an active service devel-
oper.6 

To innovate, NACHA must have control over 
the product and the ability to engage in life 
cycle pricing. Therefore, NACHA must create an 
organization wi th equity capital able to promise 
a favorable long-run return to the capital pro-
viders. The equity capital and long-run focus 
enable NACHA to incur losses in the early 
development years. There are several ways that 
such an organization could function. 

Creation of a Network Processing Service 
Organizatioa One model involves the creation 
of a "NACHA Processing Services Consortium" 
similar to the Society for Worldwide Interbank 
Financial Transactions (SWIFT). The purpose of 
this processing service would be to operate a 
communication system and a processing switch.7 

The processing switch would receive transac-
tions from originating depository institutions, 

sort and merge these transactions, and finally 
deliver them to the receiving financial institu-
tions. Following the SWIFT model for the orga-
nization and operation of the processing switch, 
the NACHA processing services consortium 
would have its own communications network 
and run its own processing centers. SWIFT also 
has a development and operations staff and is 
in the business of being a communications 
service organization for banks and other finan-
cial institutions. It operates a communication 
system with intelligent switches and provides a 
wide range of payment security transfer, and 
other communication-based financial services. 

A variation on this model would be to hire a 
private sector processor with a long-term con-
tract This processor would provide the network, 
wi th NACHA (or its service organizations) op-
erating the processing switch, or the contractor 
would provide both the network and the pro-
cessing switch. The latter alternative is probably 
less viable from a technical viewpoint because 
it requires a contract wi th a third party and legal 
definition of all the contingencies. Moreover, 
when the contractor for processing and switch 
operation does not have a clear long-run equity 
interest in building volume, there is much less 
incentive to build volume quickly through 
either life cycle pricing or significant new prod-
ucts and services. Thus, it seems logical for 
NACHA to operate its own switch or switches, 
even if it contracts for network services.8 

Collection Settlement Mechanisms. Two op-
tions exist for collection settlement in a revised 
ACH operated by a restructured NACHA—Fed 
net settlement and correspondent accounts. 

Net Settlement Via the Federal Reserve. Set-
t lement between financial institutions could 
be achieved by using the Fed to provide daily 
net settlement as done in the Clearinghouse 
Interbank Payment System (CHIPS). If the Fed 
is the agent for the network, net position for 
settlement is charged to the Federal Reserve 
account each day. Therefore, the overall effect 
is that the Federal Reserve is the collection and 
settlement agent for the net position of a 
financial institution on a day-to-day basis, but 
not the collection and settlement processor for 
individual transactions. 

Correspondent Account Settlement Finan-
cial institutions could use correspondent ac-
counts as was done in Bankwire and is now 
done in SWIFT money transfers.9 
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NACHA's Future Role 

William R. Moroney 

Sometime during the 1990s the number of payments 
made through automated clearinghouses will grow to 
exceed those made by paper checks 

This statement presumes continued growth in ACH 
volume at least equal to the present 35 to 40 percent 
rate It also presumes that the National Automated 
Clearing House Association (NACHA), the Federal 
Reserve System, the U.S. Treasury Department hun-
dreds of commercial banks, and scores of private ACH 
service providers will remain active in the develop-
ment of electronic ACH services 

NACHA's role over the next decade will be to serve 
as a constant catalyst in this process 

Growth From Strength 
The successful growth of ACH products and services 

in recent years is hard to keep secret any longer. Over 
750 million ACH items were processed in 1985, 
representing almost $4 trillion in funds transferred 

Two electronic funds transfer (EFT) services tradi-
tionally reserved for "high-tech, on-line, real-time" pro-
cessing, are now making the switch to the more cost-
effective automated payment alternative offered by 
ACHs: 

(1) Retail Point-of-Sale (POS) services are growing 
most rapidly when supported by the automated clear-
inghouse. For instance the nation's largest POS 
service is conducted by the Arizona Automated Clear-
ing House Association. 

(2) Corporate trade payments are migrating in in-
creasing numbers to clearinghouses from the higher 
priced wire transfer and more cumbersome "auto-
mated remittance processing" services 

NACHA has met all these market demands for new 
services with strong support, including timely changes 
in NACHA rules For example a significant rule change 
approved by the NACHA board of directors accom-
modated new corporate trade exchange (CTX) formats 
CTX represents a marriage of the ACH and the elec-
tronic business data standard ANSI X12.4, developed 
by the American National Standards Institute. CTX 
permits corporations to standardize additional remit-
tance and payment advices with ACH payments to an 
even greater degree than the original corporate trade 
payment (CTP) formats developed earlier by NACHA 
before the ANSI X12.4 standard was finalized. 

The identification and development of new ACH 
products and services combined with the adoption 

The author is president and chief executive officer of the 

National Automated Clearing House Association 

and refinement of NACHA rules to support them will 
be essential in the future of the association and its 
Marketing and Rules and Operations Committees. 

Private Sector ACH Processing 
NACHA's private sector project has already made 

significant contributions to the improvement of ACH 
processing and will have a tremendous impact on the 
system's future 

One important outcome of the project has been the 
creation of a competitive environment for ACH pro-
cessing The Federal Reserve System had proved a 
supportive and responsive clearinghouse processor 
even before NACHA launched the private sector 
project Recent improvements in Federal Reserve 
ACH service and productivity are but another example 
of the benefits of competition in this important pro-
cessing field. 

Important private sector project accomplishments 
that will affect the future include: 

Settlement: Resolution of the basic issues asso-
ciated with settlement between the Federal Reserve 
System and private sector processors and among 
private processors 

Rules: Preparation of NACHA rule changes to 
accommodate multi-provider ACH processing. 

Operations and Software Design: Agreement on 
basic functional requirements for private sector pro-
cessing 

Advanced Program Participation: Solicitation of 
representative depository financial institutions to par-
ticipate in a pilot program during the first half of 1986. 

Education and Training: Approval of a basic users' 
guide to assist financial institutions in day-to-day 
operations with a private sector processor. 

Certification: Significant progress toward finalizing 
the creation of a process for monitoring and com-
municating with all ACH service providers that operate 
in a multi-operator environment This should ensure 
the high quality and measurability of service from all 
providers 

NACHA's short-term future role in supporting the 
private sector project will be to work with the Federal 
Reserve on behalf of all private sector processors to 
address three key issues: inter-provider settlement 
ACH processor exchange schedules and advanced 
participation program evaluation. 

Future Role with the Federal Reserve 
Since its inception, NACHA has always maintained a 

special relationship with the Federal Reserve System— 
a relationship that admittedly has become somewhat 
strained during the difficult stages of creating oppor-
tunities for private competition. 

Once the ability of private ACH processors to com-
pete with the operating Federal Reserve Banks has 
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been firmly established, NACHA fully expects to re-
sume its traditionally close role with the Fecfs regula-
tory arms When private sector competition has been 
ensured, NACHA will be completely neutral regarding 
processors The association will focus on evaluating 
the processing abilities of all providers to give mem-
bers comparable information for choosing CTX and 
making other business decisions 

NACHA will remain a strong advocate of the rights 
of private ACH processors to compete with Federal 
Reserve ACH processors, but will not advocate one 
processor—whether government or private—over 
another. 

Aggressive Marketing of ACH Services 
Clearly, NACHA's most important role in the years 

ahead will be as a catalyst and aggressive marketer of 
automated services. 

NACHA is restructuring its general administration 
and staff to redirect its resources and sell corporate 
America on the benefits of using payments services 
provided by automated clearinghouses NACHA's 
marketing efforts initially will be in four principal 
payments areas; 

1. Regular and recurring payments, such as pay-
rolls, insurance premiums, dividends, and utility pay-
ments that can be easily preauthorized and batched 
for processing This is the traditional payments market 
that the ACH system was established to serve 

2. New high-technology EFT services (such as retail 
POS and videotex payment services based on debit 
cards) in search of more cost-effective processing 
solutions 

3. Corporate trade payments including all types of 
ACH formats both domestic and international. 

4. Government payment applications such as ex-
panded federal and state entitlement programs mili-
tary payrolls and general disbursements 

Such payments have the potential to increase ACH 
volume enormously over the next few years Through 
its committees and members as well as working with 
numerous other trade associations NACHA will refine 
and target opportunities to sell automated payment 
options to a multitude of potential users 

NACHA's future role will be inexorably tied, as it 
always has been, to the successes resulting from 
increased ACH usage Beginning this year, the asso-
ciation, through aggressive marketing will assume an 
active role in determining its own future as well as that 
of all electronic funds transfer services 

As the banking industry continues to automate the 
payment system, many exciting new EFT services will 
evolve The automated clearinghouses however, will 
be the backbone of this development—ensuring a 
base level of automated payments at a superior level 
of service NACHA will find its future role at the center 
of this process 

It is possible to use both options. Settlement 
through correspondent accounts would be 
used among the active, high-volume ACH 
participants and the Federal Reserve would be 
used whenever there were depository institu-
tions that did not have joint correspondent 
accounts for sett lement especially the less 
active, relatively low volume ACH participants. 
The latter would assure a universal participation 
if ACH transactions were required to provide 
access to every demand deposit account trans-
action account money market deposit account 
and other time accounts without any stipulation 
that the depository institution belong to either 
NACHA or the network consortium of NACHA 
This would put ACH transactions on an equal 
footing with checks and drafts. 

This scenario recognizes a crucial fact for any 
future restructuring of the ACH system: network 
operation and sort and merge processing could 
be logically separated from sett lement espe-
cially in an end-of-day settlement system. 

This separation contrasts markedly with the 
current practice in the majority of ACH regions. 
Here the Federal Reserve operates most of the 
regional ACH processing centers and the inter-
district data transfer system. The net effect is 
that the Fed is now involved in network opera-
tion, switch operation, and sort and merge 
processing, as well as collection and settlement 
The various functional activities required for an 
electronic payment system have not been 
clearly identified and separated to the extent 
technically possible. 

Viability of Life Cycle Pricing. A market-
oriented NACHA could apply life cycle pricing 
to the processing of ACH transfers. Because 
the actual price can be "unbundled" into 
logical components—data transfer, sort and 
merge processing, data delivery, and collection 
and sett lement and the pricing system can also 
be unbundled. Because collection and settle-
ment will be a small proportion of the total 
ACH service cost full-cost pricing by the Fed-
eral Reserve (as required by the 1980 Monetary 
Control Act) will not seriously impair the pos-
sibility of life cycle pricing if most of the 
services are provided by the NACHA processing 
services consortium rather than the Fed. 

Ownership for the network (or the network 
and the processing switch) and equity capital 
provided by a group of active ACH participants 
would provide both a means and an economic 
incentive for life cycle pricing. 

Segment-Specific Products and Services. This 
scenario also requires NACHA to develop stan-
dard applications or ensure the development 
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of the appropriate software. Encouraging pro-
viders of payment and software services to 
enter the business of developing and support-
ing segment-specific capabilities is one way to 
provide new products. The key to attracting 
such providers is a lov^cost, viable, well-defined 
automated payment switch with definite future 
rules and prices to reduce business uncertainty. 

Once again, a comparison with the SWIFT 
network is pert inent SWIFTs planning and 
pricing infrastructure is such that service capa-
bilities and prices are generally announced 
ahead for several years. Thus, bank users of 
SWIFT can plan their own services, quote 
prices, and bid on contracts to major companies 
with reasonable confidence about the capabil-
ities and prices for the required network ser-
vices. Elimination of uncertainty is crucial if 
vendors of payment services and software 
support are to invest in developing applications 
based on ACH processing, invest in marketing, 
set prices for their customers, and enter long-
term service contracts with their customers. 

Scenario Three: 
Innovative Fed Utility 

The Fed's role in the ACH has been evolving 
and will change more in the near future. The 
Fed began its involvement in ACH as a contrac-
tor to the regional associations and NACHA, 
processing transactions for all the regionals 
except New York, as well as providing an 
interregional processing and settlement sys-
tem. With the pricing of ACH services in 1981, 
the Fed extended those services to all deposi-
tory institutions and ended its formal role as a 
contractor. The Fed now processes at 28 offices 
with centralized coordination and has a product 
director for electronic payments—both wire 
and ACH. Thus, the Fed has created a product 
management structure for electronic payments 
similar to that for checks and security services. 

As the ACH evolves, so will the Fed's role 
Several issues that will determine how this 
evolution takes place pertain to the Fed's 
relationship wi th private sector processors and 
competitors. One is the terms and price for 
access to the Fed system by non-Fed proces-
sors. Another is whether the Fed will be will ing 
to act as a settlement agent for non-Fed trans-
actions, including the provision of a net settle-
ment service similar to that provided for CHIPS. 
Closely related to these issues is the need for 
price " u n b u n d l i n g that would price compo-
nents of the service separately, especially set-
t lement Most important is the Fed's ability to 

Federal Reserve ACH Services: 
Past and Future 

Bruce J. Summers 

The Federal Reserve plays an important part in the 
nation's payments system, including a role in clearing 
both paper and electronic payments This role origi-
nated with the Federal Reserve Act of 1913 and has 
been shaped by over 70 years of experience in a 
dynamic financial environment Since passage of the 
Monetary Control Act of 1980, the payments system 
has undergone particularly rapid change most dra-
matically in electronic payments Of ail developments 
in this area, none is more exciting or holds more 
promise than the automated clearinghouse. 

A review of the Federal Reserve's past role in the 
payments system, including the ACH, reveals a histori-
cal continuity that makes the Fed's future role under-
standable and predictable Moreover, the Federal 
Reserve's current activities as an ACH processor 
reveal a basic optimism about the future of the system 

The ACH is a young payments mechanism, so we 
should expect to see major changes in today's opera-
tioa In contrast with the "mature" check mechanism, 
the ACH has relatively few active clearing agents In 
fact, apart from the Federal Reserve Banks, the only 
active clearinghouse operations are those in New 
York Arizona, Hawaii, and now California As the 
operation matures, particularly as a larger volume of 
electronic transactions provides new business oppor-
tunities, the ACH should become more like the check 
mechanism with many participants involved in various 
stages of processing The Fed believes this is a 
healthy prospective development that would reflect 
the robustness of the network Correspondent banks 
which already play a major role as providers of pay-
ments sen/ices for their respondents, can be expected 
to engage more actively in the ACH as they adapt to 
changes in respondents' needs brought about by the 
shift from paper to electronic payments Service bu-
reaus and groups of institutions that pool their re-
sources in uniquely tailored clearing arrangements 
(as they are doing with checks today) are likely to 
participate increasingly in processing ACH transac-
tions Furthermore electronics holds great potential-
greater than that of checks—for the direct exchange 
of transactions between depository institutions. 

The Federal Reserve's role in a "mature" ACH envi-
ronment should be predictable when viewed in a 
historical context and in light of the principles that 
guide the System's payments activities The foremost 

The author is senior vice president of the Federal Reserve 
Bank of Richmond He serves as the Federal Reserve's 
product manager for electronic payments services, including 
Fedwire and ACH 
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principle is to ensure the integrity, safety, and sound-
ness of the payments process through the Fed's 
involvement in payment operations Beyond this the 
Federal Reserve aims to contribute to the effective-
ness and efficiency of the payments mechanism and 
to provide an adequate level of service to depository 
institutions nationwide. The Monetary Control Act 
specifies that the Federal Reserve will pursue these 
latter objectives in a more competitive environment, 
matching its costs with revenues These objectives 
apply regardless of what form the payments process 
takes 

A longer-term look at the future of the payments 
system suggests that a continued shift from paper to 
electronics will occur. The Federal Reserve expects 
larger volumes of payments to be converted to elec-
tronics and assumes that the ACH currently provides 
the most effective path for this change Our practical 
experience, however, tempers this view; it indicates 
that progress in the ACH will be incremental and that 
volume growth, while perhaps steady, will not be 
explosive 

The reasons for continuing at a moderate pace in 
the movement to electronic payments are well known. 
Aside from payors' unwillingness to forgo float "bene-
fits" not all depository institutions and corporations 
are ready to embrace fully automated and electronic 
processing techniques In a large, complex financial 
system such as that of the United States characterized 
by many thousands of linkages between payors 
payees and their clearing agents, technological change 
requires not only skill and knowledge but organiza-
tional acumen as well. The Federal Reserve believes 
that before technological progress can lead to fuller 
use of electronic payment techniques nationwide, the 
technology must be brought within reach of depository 
institutions of all sizes and levels of sophistication. 

The evolution from paper to the automated clearing-
house and from the automated clearinghouse to the 
electronic clearinghouse will probably take place 
over a period of years Some examples of the Federal 
Reserve Banks' recent efforts to encourage a transi-
tion from partly automated to fully automated and 
electronic ACH processes may help illustrate how we 
envision the incremental transition. 

In February 1985 Reserve Banks began converting 
paper ACH return items received from depository 
institutions into electronic transactions At the same 
time depository institutions submitting paper ACH 
return items were assessed fees to cover processing 
costs Concurrently, the Fed pursued a nationwide 
program focused on making ACH delivery widely 
available through low-cost microprocessors Today, 
electronic delivery of ACH transactions to and from 
the Reserve Banks is supported through diverse 
electronic access types ranging from personal com-
puters to large central processing unit interfaces 

The rapid adoption of electronic access methods 
has made the ACH a truly national payments mecha-
nism. Geography now is largely irrelevant in defining 
ACH markets The ACH payroll, cash concentration, 
vendor payment or dividend payment business of a 
corporation located in, say, the Midwest constitutes a 
viable opportunity not only for midwestern depository 
institutions but also for those in other regions This 
breakdown of geographic barriers has created a new 
challenge and responsibility for the Federal Reserve: 
to maintain an even level of service nationwide that 
treats all depository institutions equitably. 

The issue of deposit time illustrates the Federal 
Reserve's increased sensitivity to maintaining equity 
among all those considering these payment services 
In early 1984 depository institutions competing for 
corporate business in a national marketplace noted 
that the terms of access to Federal Reserve services 
differed somewhat from region to region. In particular, 
they expressed concern that some regions enjoyed 
more favorable ACH deposit times than others which 
gave some depository institutions a competitive ad-
vantage In response, the Federal Reserve adopted a 
uniform national ACH deposit schedule while also 
establishing later deposit t imes 

Pricing of Federal Reserve ACH services has also 
been in the spotlight in recent years In an effort to 
meet depository institutions' needs for an efficient 
electronic clearing process, the Fed has improved 
operating efficiency to maximize the economies of 
scale possible with the ACH. Indeed, the Federal 
Reserve's fees for these automated services have 
remained essentially constant since 1983, notwith-
standing the complete phase-out of the incentive 
pricing that led to recovery of full costs for ACH 
services in 1986. Additionally, separate fees have 
been established for the automated and labor-inten-
sive components of ACH services This division allows 
depository institutions to benefit further from the 
efficiencies promised by a fully automated mechanism 
with economies of scale because institutions that 
adopt automated processing can use the lower-priced 
automated sen/ices 

In summary, the Federal Reserve envisions and 
indeed welcomes a more dynamic ACH with broader 
participation by many clearing agents While we look 
forward to increased growth in the ACH, our optimism 
is tempered by the knowledge that all participants— 
not only processors but also the originators and 
receivers of such payments—must automate their 
operations if the full benefits promised by the ACH are 
to be enjoyed Further, we see the automated clearing-
house becoming an electronic clearinghouse but 
only in increments Along with the other participants in 
the ACH process the Federal Reserve will work 
toward an electronic future; but an element of patience 
must accompany our collective enthusiasm. 
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compete over t ime with private sector com-
petitors on cost and service capabilities. 

In this scenario the Fed rapidly evolves its 
ACH services so that it becomes an innovative 
processing utility, expanding ACH capabilities 
to include the information exchange and con-
trol features now inherent in many check-
based payments, thus facilitating use of the 
ACH as a substitute for checks in more payment 
areas. It also means improving the overall 
efficiency of ACH processing so that ACH 
prices decline significantly and become much 
lower than Fed charges for comparable check 
services. 

This scenario implies that the Fed provides 
universal access to its system for all depository 
institutions and their processing agents. It could 
even mean direct access by large payment 
originators will ing to abide by system rules and 
able to guarantee the integrity of their transac-
tions. 

The Logic for a Long-Run Fed Role in ACH 
Payments. The Federal Reserve has a legal 
mandate to maintain an orderly payment sys-
tem. If electronic payments are to be a major 
proportion of noncurrency payments in the 
future, then the Federal Reserve must actively 
provide ACH services. This logic parallels the 
logic of the current Fed argument that main-
taining an orderly check payment system re-
quires that it have a significant presence in the 
check system as a service provider and not be 
just a regulator or merely a "processor of last 
resort" 

The Logic for an Active Role. Given the 
current situation in electronic payments, the 
Fed recognizes that it must either adopt an 
innovative, market-oriented role in ACH ser-
vices or else have most of the volume for ACH-
type payment take place outside the Fed sys-
tem. 

Significant volume growth requires new ca-
pabilities and services. Deciding what capabili-
ties are needed and how they should be incor-
porated within the ACH is complex. Continuing 
the historical reliance on NACHA for primary 
input on market needs and product design is 
inconsistent with an innovative Fed marketing 
role, which requires that both market research 
and the implied product design and develop-
ment be integrated in a coherent long-run 
planning and product management process. 
Although NACHA members are clearly a useful 

forum for advice and ideas, the current organi-
zation is not well-suited to either market r e 
search or market design. The failure of the CTP 
service to generate significant volume illus-
trates the complexity of successful ACH inno-
vation. It also illustrates why, if it is to innovate 
successfully, the Fed cannot assume a passive 
stance in market analysis and product design, 
relying primarily on NACHA 

The cost structure of ACH processing (high 
fixed cost and low variable cost for incremental 
processing) is one that rewards the low^cost 
high-volume provider. It has many characteris-
tics of a natural monopoly. Thus, a decision to 
have a significant share of ACH-type electronic 
payments means that an active, innovative role is 
essential to offer the capabilities necessary to 
displace checks in high volume payment usage 
areas. 

The Features of an Active Fed Once the Fed 
decides to promote ACH volume growth and 
to obtain and hold a significant share of ACH 
processing, several activities must follow. First 
the Fed must assess market needs, translate 
this information into required system features, 
and then evaluate alternative delivery designs. 
Based on the cost involved in providing various 
capabilities, the Fed can then decide which addi-
tional requirements are economically viable to 
generate the volume necessary to produce suf-
ficient revenue for return of the development 
and delivery cost This process should produce 
an overall growth plan as well as a product 
capability evolution plan. 

Pricing is central to marketing new products. 
Thus, the Fed would need to modify current 
cost markup pricing. This could be achieved by 
capitalizing start-up costs as a private sector 
company might Logical pricing strategies in-
clude: life cycle pricing, price unbundling, and 
wholesaling via volume discounts for interme-
diate vendors to encourage their entry for specific 
industries and uses. 

Being cost competit ive or even providing 
low-cost services will force review of the cur-
rent processing system. The probable outcome 
would be more centralized processing of what 
are now "interregional transactions," with more 
local entry points. These entry points might be 
operated by local electronic clearinghouses 
that handle local items outside the Fed system 
and consolidate nonlocal items for efficient 
batching, 
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Scenario Four 
A Private Sector ACH 

In today's ACH environment, discussions of 
private sector participation in the ACH refer to 
a "private sector vendor" that would be an 
alternative contractor to the Fed for ACH pro-
cessing; for example, NACHA has certified 
General Electric Information Services (GEISCO) 
as an alternative ACH contractor for processing 
services, and the Calwestern ACH has selected 
GEISCO as an alternative to the Fed to process 
intraregional ACH transactions. 

In this scenario, however, when we refer to a 
private sector service provider we do not mean 
a processing contractor for either NACHA or 
the regional associations, but rather, a private 
sector provider of ACH-type services in com-
petition with the existing ACH system. 

Services Provided To relate the functioning 
of an alternative ACH to the current ACH 
system, consider the generic functions involved 

in the ACH system (Exhibit 6): (1) methods for 
receiving ACH transactions from the originating 
institutions, (2) sort and merge processing, (3) 
ways to deliver ACH transactions to the receiving 
institution, and (4) a settlement mechanism for 
transferring funds between institutions. These 
basic functions are the same for any payment 
processing clearinghouse—check, ACH or wire 

The two major alternatives for settlement are 
correspondent accounts or Federal Reserve 
accounts. The Federal Reserve System would 
be a facilitating participant if it offered sett le 
ment to private sector service providers com-
peting with the current ACH. Fed settlement 
would probably be handled on a net basis 
similar to the Fed settlement services provided 
to CHIPS. 

Settlement is not an area in which competi-
t ion is likely between a private ACH and the 
Fed. A private competitor would probably want 
to work with the Federal Reserve in the area of 
settlement, making this scenario compatible 

Exhibit 6 
Basic Clearinghouse Functions 

Existing ACH Versus Hypothetical Private Sector Competitor 

Clearinghouse Functions 

Data Receipt 

Network Structure 

Network Provider 

Switch Operator 
(Sort-Merge Processor) 

Output Data Distribution 

Settlement 

Existing ACH 

• Tape 
• Disk (diskette) 
• Direct transmission 

• Many regional processing 
points 

• Federal Reserve 

• Federal Reserve 
(Also New York 
Clearinghouse Association, 
GEISCO) 

• Tape 
• Disk (diskette) 
• Computer to computer 

high speed transmission 

• Federal Reserve accounts 

Private Sector ACH 

• Tape 
• Disk (diskette) 
• Direct transmission 

• One primary processing 
point 

• Telecommunications 
company 

• Private sector competitor 

• Computer to computer 
high speed transmission 

• Computer to personal 
computer 

• Tape or diskette 

• Correspondent accounts 
• Net via Fed accounts 
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"One or more private businesses 
might offer ACH-like systems to compete with the existing ACH." 

with the previous scenario in which the Fed is a 
"settlement utility." 

The opportunity for significant improvements 
in efficiency and service options arises not in 
the area of settlement but in the areas of 
network structure, communication interface, 
and sort and merge processing. The private 
sector alternative could be a single-node switch 
that acts as a large, centralized sort and merge 
processor. In this system, direct computer to 
computer transmission would be the primary 
means for data entry and data delivery and 
would use tape and disk (diskette) as secondary, 
background entry and delivery mechanisms. 
These secondary mechanisms would be used 
for high-volume, value-dated transactions and 
messages that are not t ime critical. 

This alternative system would look like an 
electronic version of the next-day mail system 
offered by Federal Express, in which all origi-
nating transactions are transmitted to the cen-
tral processing location by each originating 
organization.10 These transactions are sorted 
by receiving institution and merged into a file. 
Then the sorted transactions are sent to each 
receiving organization. 

Likely Participants. The private sector ACH 
alternative would probably have at least three 
or four classes of participants and possibly 
even more. Described according to the roles 
they will play and their reasons for taking part, 
the likely classes are: 

• Equity Participants. These owner organiza-
tions, would put up the equity capital to create 
the switch in the communication network, 
develop standardized software, and provide 
for the governance and management of a 
consortium organization. 

• Transfer Originating Depository Institu-
tions. These depository institutions would ac-
tively originate ACH transfers as agents for 
companies and other payors. They would play 
a role similar to an originator in the current 
ACH system. 

• Transfer Originating Companies. These 
nonfinancial business organizations have a suf-
ficiently high volume of payments that it would 
be worth contracting to be a " l imited partici-
pant" to generate transactions for activities 
such as payroll, vendor payments, and dividend 
payments. Such an organization would agree to 

provide transfer data directly to the central 
processing switch. The company's depository 
institution would act passively in these transac-
tions. It would have no role in the creation, 
validation or authentication of the transfers. It 
might act as a settlement vehicle and possibly 
as a provider of funds. 

• Nonfinancial Transfer Origination Service 
Companies. These companies would act as 
agents to create transfers but are not depository 
institutions. They would require an account at 
some financial institution for their agent com-
panies, but they would assume responsibility 
for the creation, authentication, and validation 
of transactions. These service companies would 
bear a liability for any errors involved in their 
transactions. The system would probably call 
for them to post some type of performance 
bond. 

• Passive Transfer Receivers. These financial 
institutions would agree to process appropriate 
media for a standard fee and to abide by the 
system rules. The fee could be charged to the 
bank vendor or originator, to the system, to an 
account owner or to a combination of these. 
The ACH system would provide standard soft-
ware to passive transfer receivers so that an 
interface to demand deposit accounting or 
other account processing routines would be 
fairly standard and would probably look similar 
to check processing in terms of transaction 
execution and record keeping. Thus, it would 
be reasonably painless to be a passive transac-
tion receiver. In fact, this activity would prob-
ably look much like the current credit transfer 
receipt function for a financial institution in the 
present ACH system. The only differences are 
that for those in the passive transfer receiver 
category, there are well-enforced rules; the 
necessary software is standardized, updated, 
and maintained by the software design and 
development agent (or agents) of the ACH 
system; and the settlement mechanism may 
not be Federal Reserve accounts. 

Reasons for a Private Sector ACH. One or 
more private businesses might offer ACH-like 
systems to compete with the existing ACH 
system for several reasons. A trade association 
structure like NACHA or a government organi-
zation like the Fed has limitations. (1) Neither 
has equity capital and thus neither can invest 

44 
APRIL 1986, E C O N O M I C REVIEW 

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

April 1986



"Organizations like trade associations and 
government agencies are inherently unable to deal w i t h . . . problems 

involved in creating a new, technology-based product " 

significantly in research, development or facili-
ties, engage in life cycle pricing or otherwise 
sustain a significant operating loss in attaining a 
favorable long-run return. (2) They have limited 
capabilities for performing market research 
and product development (3) Organizations 
like trade associations and government agen-
cies are inherently unable to deal wi th either 
the strategic or management problems involved 
in creating a new, technology-based product to 
displace an existing product Moreover, these 
general organizational restrictions are exacer-
bated by additional limitations. For instance, 
NACHA is an association of associations with 
conflicts of interest among members. In par-
ticular, the small, relatively inactive ACH insti-
tutions will generally oppose investment in 
system improvements that would benefit pri-
marily the active ACH institutions. The Fed's 
role as a check payment processor and bank 
regulator is an additional complicating factor, 
as is the need to coordinate across 12 district 
banks. 

Evidence for the Private Sector Scenario. 
Although the objective in developing alterna-
tive scenarios is simply to portray future possi-
bilities, there is some evidence that private 
sector alternatives to the current ACH are 
emerging. 

Chase Manhattan Bank has organized its 
own "Chase ACH" wi th its subsidiary Lincoln 
First in Rochester, New York. Chase is the 
country's largest ACH originator. It now pro-
cesses over 4 mill ion ACH transactions per 
month or about 50 mill ion per year. Many 
items are already handled through computer 
to computer transactions from large insurance, 
petroleum, and finance companies. 

Chase will continue to participate in the 
ACH through its membership in the New York 
Clearinghouse Association and the New York 
ACH. In addition, Chase will (1) access the 
Federal Reserve's system directly in keeping 
with an agreement reached in December 1985; 
(2) transmit to a " w i n d o w bank" for its transac-
tions involving members of the New England 
ACH Association; and (3) transmit to Cal western 
ACH members through direct communication 
with the GEISCO switch in Rockville, Maryland. 

Chase's use of alternatives to the New York 
ACH provides two benefits. First it enables 

Chase to attain more economical ACH process-
ing for many of its transactions while maintain-
ing the option of using the New York ACH 
when desirable. Second, Chase has more flexi-
bility in providing service enhancements such 
as value-dated transactions, automated repro-
cessing of electronic originations, and auto-
mating corporate returns. 

The Automotive Industry Action Group is an 
association concerned with electronic data 
interchange for orders, delivery instructions, 
invoicing, payment payment advice transmis-
sion, and related administrative processing for 
automobile companies. General Motors has 
requested major corporate service banks to 
bid on serving as processors in an electronic 
network for invoicing, payment and payment 
advice exchange. The electronic payments in 
this system are like those of the ACH, and the 
servicing banks could use the existing ACH 
when appropriate. However, it is logical for 
them to transmit and settle through corres-
pondent accounts whenever system banks are 
involved as both originator and receiver, prob-
ably in most of the payment transactions. The 
net effect of the proposed G M system of 
electronic service banks could be an electronic 
data interchange system for GM, its vendors, 
and its dealers that would engage in ACH-like 
payment transactions, but primarily outside 
the current ACH system. 

Private Sector Variations. There are many 
possible private sector alternatives to the exist-
ing ACH system. 

One is a general purpose ACH service that 
could come into play if a major originator chose 
to bypass the ACH by sending transactions 
directly to regional associations and its high 
volume receiving institutions. Its system could 
also be extended to other originators as a 
correspondent service. 

Another way a private, general-purpose ACH 
system could be created is through a consortium 
of major ACH processors, who first agree to ex-
change transactions directly. As volume and 
the number of direct-send participants increase, 
the use of a central sort and merge clearing-
house becomes viable The active participants 
form a consortium to own and operate their 
electronic clearinghouse. 
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The alternative to a general purpose ACH 
system is a specialized network This could be 
industr^specific, for example, for manufactur-
ing industries—automotive, airline, chemicals 
or metals—or retailing segments like the gro-
cery industry. Such a system could also focus 
on particular types of transactions. For instance, 
vendor trade payments have different message, 
data standard, t iming and authentication re-
quirements than point-of-sale debit transac-
tions. Variable debit amount bill payment is, in 
turn, different from either vendor trade pay-
ments or point-of-sale debit transactions. 

Many organizations have national communi-
cation and processing capabilities. J.C. Penney, 
for example, is now using an enhanced version 
of its internal communication network to offer 
credit card and related point-of-sale transaction 
processing to others, especially several oil com-
pany credit card systems. The airline industry 
has several systems for exchanging orders and 
tickets. Automated Data Processing is a t ime 
sharing and computer services firm. It now 
does processing for the origination of about 1.5 
million direct deposit payroll transactions, as 
well as cash concentration. It announced but 
then retracted plans to offer ACH-like electronic 
payment processing Such organizations are 
clearly equipped to provide ACH processing 
services if a viable settlement mechanism exists. 

Private Sector ACH Systems: Synthesis. The 
current ACH system is limited by its organiza-
tional structure, which relies on the Fed, a 
government-1 ike organization and NACHA, an 
association of regional associations. The rela-
tively high cost and limited capabilities of the 
current ACH system restrict its use to payment 
areas that constitute a small fraction of the 
noncurrency payments that logically should be 
handled via an ACH-like system. 

Hence opportunities exist for private sector 
organizations to offer ACH-like services. These 
could arise when high volume originators in the 
current ACH system decide to bypass ACH for 
transactional savings, develop a significant base 
of correspondent processing for other organi-
zations, and then organize a centralized pro-
cessing switch to function as an automated 
clearinghouse alternative Private alternatives 
could also develop as special systems for a 
particular industry or payment use 

Scenario Five: 
Combination of Infrastructure Changes 

One likely course for the evolution of ACH-
type payment systems involves a combination 
of the various change scenarios, which are not 
mutually exclusive. It is possible: (1) for the Fed 
to act as an ACH processing and settlement 
utility offering a basic service to all depository 
institutions; (2) for NACHA to change its orga-
nization and its processing system, and to 
assume a more active marketing and devel-
opment role; and (3) for several private sector 
organizations to emerge as major processors of 
ACH-like payment transactions. 

Both check and wire transfers involve several 
alternative processing and settlement systems 
operating in parallel, although domestic wire 
transfers are clearly dominated by Fedwire, 
especially with the recent demise of Bankwire. 
By analogy to these systems, it is reasonable to 
expect a combination of processing and sett le 
ment alternatives to emerge in ACH payments. 

System Functions. There are several broad 
functions in an ACH-like system—sort and 
merge processing and related switch functions, 
data communication networks, and settlement 
The current ACH combines most of these in 
one organization since the Fed is the primary 
processor for most of the intraregional transac-
tions and virtually all interregional transactions. 
Nonetheless, these activities can be logically 
separated and performed by different organi-
zations. 

Communication Support Services. Many com-
munication systems and communication ven-
dors are able to provide the various data 
communication services required for ACH pro-
cessing Therefore, the key infrastructure issue 
is the operation of the processing switch and 
the settlement mechanism.11 

Settlement Services. The Fed has a monopoly 
in providing settlement services. Many deposi-
tory institutions have accounts with the Federal 
Reserve, especially commercial banks. Thus, 
the Federal Reserve has an advantage when-
ever access to financial institutions is involved. 

Processing Services and Capabilities. The 
central infrastructure issue is the organization 
for processing ACH-type transactions. Organi-
zation in this area is the key to both the cost of 
ACH transactions and the ability to provide the 
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capabilities necessary to address the high vol-
ume segments of the payment services market 
The current processing infrastructure is expen-
sive and provides only a basic payment image 
exchange service. 

One certainty is that the current processing 
structure must change and expanded capabili-
ties must be provided if ACH-type payments 
are to achieve significant use This article con-
sidered three ways to accomplish this change—a 
dramatically restructured version of NACHA, a 
Fed-operated processing utility, and a private 
sector competitor to the current system. Many 
activities necessary for technology displace-
ment require organizational capabilities and 
structures absent in both NACHA and the Fed. 
For these reasons, it seems likely that the Fed 
will provide settlement services for ACH-type 
transactions regardless of whether it offers 
other ACH processing services. It is also rea-
sonable to believe that high volume ACH 
originators and receivers will exchange trans-
actions directly and settle through correspon-
dent accounts. Some special purpose systems 
such as an automotive vendor trade payment 
exchange may use only a few institutions and 
rely primarily or even exclusively on corres-
pondent accounts for net sett lement 

Both Fed and correspondent account set t le 
ment will almost certainly emerge; the uncer-
tainty is their relative importance This depends 
on Fed pricing, settlement options, how much 
volume is concentrated in a l imited number of 
ACH originators and receivers, and the extent 
to which special purpose and industry-specific 
alternatives emerge as viable alternatives to a 
general purpose ACH processing system. Thus, 
much of the processing for ACH-like transac-
tions may ultimately move to one or more 
private sector systems. Since no significant 
private sector processing services are presently 
in place and since the Fed is the logical agent 
for much of the sett lement a long period of 
evolution is likely in the organizational infra-
structure for ACH-type services. The evolution 
period will involve a combination of several 
types of processing. 

FEDERAL RESERVE BANK OF ATLANTA 

Synthesis and Conclusions 
Expanding ACH payments into new usage 

areas, especially those having significant volume 
potential, calls for considerable innovation, 
especially new capabilities able to provide 
buyer-seller information exchange and controls. 
Determining these capabilities in turn requires 
market research, product research and devel-
opmen t and greatly strengthened marketing 
(distribution). To accomplish this, the organiza-
tional infrastructure of today's ACH delivery 
system will have to change markedly. 

Predicting future ACH volume, prices, and 
other features involves assessing ways to create 
the necessary organizational infrastructure, then 
projecting required system capabilities and 
costs, then jointly determining user demand 
and appropriate prices, and, finally, predicting 
likely volume and verifying joint consistency of 
volume and prices. 

These scenarios helped to structure the anal-
ysis of complex organizational and structural 
barriers to change The developments described 
in scenarios two, three, and four, as well as in 
the combination scenario, would facilitate the 
changes necessary for ACH growth; however, 
these developments will probably require con-
siderable time. Thus, important changes in 
ACH capabilities and significant displacement 
of checks in payment areas requiring new 
information exchange and control capabilities 
are likely to be slow as they go through the 
product development stage. Attaining significant 
volume growth from new ACH uses requiring 
new capabilities is probably four to five years 
away and possibly even more distant One way 
faster growth may occur is through rapid entry of 
a private provider offering a specialized capabil-
ity aimed at a particular industry or payment use 
that involves a l imited number of financial insti-
tutions. 

Resolving infrastructure issues is crucial to 
rapid progress in electronic payments. Until 
these are resolved, ACH volume growth will be 
slow and most noncurrency payments will 
continue to be check-based. 

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

April 1986



N O T E S 

1The pr imary nat ional s tandard for business to bus iness da ta 
exchange is the ANSI X12 s tandard for a u t o m a t e d buyer-
sel ler in format ion exchange for order inquiries, order place-
m e n t order acknow ledgmen t and conf i rmat ion, del ivery 
instruction, credi t terms, invo ic ing p a y m e n t remi t tance 
advice, and related buyer-sel ler in format ion e x c h a n g e s For 
more details, see Accred i ted Standards Commi t tee X12-
Electronic Bus iness Data Interchange, " A n In t roduct ion to 
Electronic Bus iness Data Interchange," as wel l as, Hill and 
Ferguson (1985), Liss (1982), and S tone (1983). Industry-
speci f ic s tandards exist and are act ively used for t ransporta-
tion. S tandards are emerg ing in var ious areas for retai l ing 
such as the grocery business. See Arthur D. L i t t le Inc . 
Electronic Data Interchange for the Grocery Industry: Feasi-
bility Report 1980. Other industry-speci f ic programs for 
e lect ronic in te rchange inc lude a pilot be ing c o n d u c t e d by 
Blue Cross for pat ient records and hospi tal t ransmiss ion of 
pat ient c la ims d a t a 

2 The sys tem al lows d i r e c t compu te r to compu te r transmis-
sion for bo th input to the ACH f rom depos i to ry inst i tut ions 
and output f rom the A C H to the receiv ing depos i tory institu-
tion. The use of t he d i rect t ransmiss ion opt ion is growing, 
however, it is cur rent ly a very smal l propor t ion of both input 
and o u t p u t Moreover, t he sys tem operat ing procedures and 
network design are still t ape (disk) or iented so that potent ia l 
operat ing ef f ic iencies and service e n h a n c e m e n t s do not 
uti l ize the benef i ts of d i rect t ransmission. 

3 The f igure excludes on-us i tems processed by the originating 
inst i tut ions before del ivery to the ACH system, i tems pro-
cessed outs ide the ACH, such as local t ransact ions by the 
Ar izona ACH, or bypasses made by major banks that ex-
change ACH i tems di rect ly outs ide of t he formal ACH 
processing and se t t lement n e t w o r k It a lso cor rec ts the 
NACHA data for in terregional i tems that have been coun ted 
twice, as A C H t ransact ions in both the or ig inat ing and 
receiving r e g i o n s 

4Financia l inst i tu t ions make approx imate ly two bi l l ion non-
currency payment t ransac t ions Conver t ing a s igni f icant 
propor t ion of these to the ACH, say half, w o u l d more than 
doub le current ACH volume, reduce the average cost of ACH 
t ransact ions and help cover the f ixed cost of ACH processing 
wi th in these ins t i tu t ions 

5 For a tho rough d iscussion of t he reasons w h y nei ther 
NACHA nor the Fed can use life cyc le pricing, see Bernel l K 

Stone, "E lec t ron ic Payments at the Cross roads" Economic 
Review, voL 71, n o 3 (March 1986), p p 20-33. 

T h e r e is some ev idence of ef for ts by NACHA to change and 
innovate, for example ef for ts to obta in a private sector 
cont ractor for ne twork and process ing se rv ices the intro-
duct ion of t he CTP and CTX serv ices and hir ing a full-t ime, 
execut ive administrator. 

7 l t is no ted t h a t desp i te the logic in favor of a process ing and 
servicing organizat ion wi th equi ty o w n e r s the pol i t ical 
c l imate is un favorab le In addi t ion to the reasons d iscussed 
in these a r t i c les the recent c lose d o w n of B a n k w i r e a n d the 
$10.5 mil l ion wri te-off by its m e m b e r banks means that many 
large banks wil l be skept ica l of another process ing consor-
tium, especia l ly if there appears to be compet i t ion wi th Fed 
p rocess ing 

"It is c o m m o n to talk about "va lue-added n e t w o r k s " In f a c t 
t he "va lue adding" in ACH- type payment serv ices occurs 
e i ther at t he or ig inat ing depos i to ry inst i tut ion, t he receiv ing 
depos i tory inst i tut ion or the swi tch processing. T h u s in the 
context of payment se rv i ces it makes more sense to ta lk 
about "va lue-added swi tches" rather than va lue-added net-
w o r k s The ne twork serv ices cou ld easi ly be m o v e d NACHA 
does not need to own or c rea te a n e t w o r k 

"»Bankwire ceased opera t ion on March 7, 1986. 
1 0 Readers are referred t o Bernel l K S t o n e "E lec t ron ic Pay-

ments at t he Crossroads" Economic Review, voL 71, n o 3 
(March 1986), p p 2 0 - 3 3 for a more tho rough t rea tment of 
why the ACH system cou ld achieve substant ia l reduc t ions in 
both f ixed and var iable cos ts by having a s ing le centra l ized 
processing point rather than the cur ren t 3 2 node ne twork 

" T h e da ta commun ica t ion sys tem is the e lect ron ic ana logue 
to the t ranspor ta t ion system in a c h e c k process ing and 
set t lement sys tem The communicat ion system is the means 
for get t ing data f rom place to p lace There are many ways to 
move c h e c k s — c o u r i e r s publ ic a i r l ines private a i r l ines ex-
press mail, e t c Likewise, there are many ways t o move 
e lect ron ic da ta using exist ing commun ica t i on se rv i ces The 
asser t ion that the cho ice of data commun ica t i on sys tem is 
not an impor tant inf rastructure issue does not mean that it is 
not economica l ly impor tan t It is very impor tant to bo th cost 
and eff ic iency just as the cho ice of an eff icient transportat ion 
system is impor tant in c h e c k s 
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