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BILLION DOLLAR OVERDRAFTS: A PAYMENTS RISK CHALLENGE....................3
Richard L. Smoot

Electronic technology has made it possible to transfer millions, even billions, of dollars from 
one bank account to another with just a few keystrokes at a computer terminal. While this 
capability makes large-dollar transactions easier and faster to perform, it also has given rise to 
occurrences o f equally large overdrafts at banks during the business day. These “daylight” 
overdrafts may signal potentially serious problems for the overdrawn bank, and even for the 
banking system as a whole. Therefore, efforts are underway to develop the management and 
regulatory technology required to ensure the stability o f the payments system in this new 
environment.

CHANGING TIDES FOR NORTH ATLANTIC PORTS........................................... 15
Theodore Crone

The share of U.S. foreign trade passing through the North Atlantic ports has been declining in 
recent years, as U.S. population and industry have moved to the South and West, and as U.S. trade 
has shifted from Europe to the Far East. The result has been intensified competition among these 
ports for a shrinking market. In this new environment, the battle for market shares will be waged 
with technology to specialize and improve port facilities, and with coordinated management to 
contain labor costs and facilitate port administration.
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Billion-Dollar Overdrafts: 
A Payments Risk Challenge

Richard L. Smoot*

Next time you are embarrassed by an overdrawn 
bank account, take comfort in the fact that 
sometimes the bank’s management may have the 
same problem. A bank is obliged to pay whatever 
checks its customers write. Since it receives no 
forewarning about when customer checks will be 
presented for payment, any bank (or thrift) must 
estimate how much it will need to cover those 
payments and must hold an appropriate balance in

‘Richard L. Smoot is the Federal Reserve Bank of Phila
delphia's First Vice President, serving as chief operating officer 
of the Bank.

an account with either the Federal Reserve or a 
correspondent bank which acts as its payments 
agent. Most o f the time, these balances are 
sufficient, but sometimes they aren’t— and then 
the bank is “ overdrawn” from one business day to 
the next.

Such “overnight overdrafts” are not very 
common, however. First o f all, banks have learned 
how to make accurate estimates o f balances they 
will need to hold to cover incoming checks or 
other demands for payment. Second, banks are 
often charged for overdrafts (just like us), so they 
have an incentive to avoid them. Third, the reserve 
balances that many banks are required to hold

3Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



BUSINESS REVIEW JANUARY/FEBRUARY 1985

against deposits serve to cushion some deposit 
outflows. Consequently, overnight overdrafts 
have not been so large or so frequent that they 
have posed much o f a problem for banks or for the 
Federal Reserve.

There is another kind o f overdraft, however, 
whose growing frequency is causing considerable 
concern among bankers and regulators. This is the 
overdraft that occurs when a bank’s balance in its 
checking account with the Fed or with other banks 
falls below zero during the business day. This 
“daylight overdraft” results when more funds are 
electronically transferred out o f an account than 
exist as a collected balance in the account. This 
can occur at any time during the business day. In 
most cases the overdraft is “ covered” with 
incoming electronic transfers of funds from some 
other institution by the time the day’s business 
draws to a close. Yet, for a few minutes, or even 
hours, the bank’s account is overdrawn— and in 
the case of large banks it can be overdrawn for 
amounts in the hundreds of millions or even 
billions of dollars.

Overdrafts create risk for some party in the 
payments process. If the overdraft is on the books 
of the Federal Reserve, it is the Fed’s resources that 
are at risk. If a bank fails while its account is 
overdrawn, the Fed may incur a loss, but the other 
banks which received electronic payments from 
the failed bank through the Fed are safe. Any 
failure is a serious problem, but a central bank— 
which can guarantee payment by virtue of its 
ultimate power to create money— is capable of 
absorbing and managing this risk in individual 
cases.

What happens, however, when the overdraft 
occurs on the books o f a privately operated 
electronic funds transfer network? The individual 
banks that operate such private networks are not 
as able as the central bank to absorb such risk. 
They cannot create whatever funds are needed to 
cover a loss or to guarantee that payment will 
always be made. Failure by the sender o f funds 
creates uncertainty for receiver banks (and their 
customers) about whether the payment will ever 
be collected.

Under a dire scenario, the failure of one large 
institution could create losses affecting the 
solvency of many other institutions. The prospect 
of a secondary round o f failures is particularly

disturbing to the Federal Reserve. Since well over 
$600 billion changes hands each day via elec
tronic transfers o f funds, the dollar amounts that 
could be at risk in such failures are huge. Large 
dollar amounts, high turnover rates, inter
dependencies among numerous institutions, and 
potential lack of warning about trouble, all 
combine to make electronic transfer systems 
particularly fragile. As the bank regulator most 
responsible for stability o f the payments 
mechanism, the Fed has been searching for ways 
that these risks can be reduced and better 
managed.

CREATING A DAYLIGHT OVERDRAFT
A variety of events can precipitate a daylight 

overdraft, but they are all related to electronic 
(wired) movements of funds. These are the only 
transactions that are charged or credited to a 
bank’s accounts as they occur during the business 
day. Other transactions are normally settled and 
posted after the business day is finished. In 
principle, any transaction, such as the clearing of 
checks or shipping of currency, could cause such 
an overdraft if it occurred during the day. How
ever, bookkeeping conventions and practice make 
it more convenient to defer settlement o f these 
transactions until day-end. The nation’s daytime 
payment machinery is instead dedicated to large- 
dollar flows of funds in which immediate move
ment of money, notices o f completed transactions, 
and quick settlement are essential. These pay
ments gravitate naturally to electronic transfer 
networks.

Until a few years ago, there was only one such 
network— Fedwire, the Federal Reserve’s wire 
transfer facility. Fedwire allowed any commercial 
bank that was a member of the Federal Reserve 
System to transfer funds from its account on the 
books of the Fed to the account o f another 
member bank for immediate settlement. Simulta
neous notice of the transaction was sent to the 
receiving institution. Nonmember banks could 
duplicate this procedure only through a member 
bank’s account at the Fed. However, during the 
1970s, several groups of banks joined forces to 
develop alternative private wire transfer systems 
(see A COMPARISON OF WIRE TRANSFER 
SYSTEMS), and since 1980 all depository financial 
institutions have been able to use Fedwire.

4 FEDERAL RESERVE BANK OF PHILADELPHIADigitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Billion-Dollar Overdrafts Richard L. Smoot

A COMPARISON OF WIRE TRANSFER SYSTEMS
The nation’s electronic payments business is currently shared by several major networks. There is a 

substantial overlap in the constituencies they serve and the messages handled, but there are important 
differences among them as well.

Fedwire is a nationwide network operated by the Federal Reserve System through reserve and clearing 
accounts held by depository financial institutions. Almost 8,000 institutions have direct access to this 
network, and on an average day about 150,000 funds transfers totaling well over $300 billion are sent through 
Fedwire. The funds are transferred from one account to another on the books o f the Federal Reserve, and the 
institutions receiving transfers can treat them as irrevocable. The settlement is treated as immediate.

CHIPS (Clearinghouse Interbank Payments System) is a New York City network with a much more limited 
membership. About 120 institutions participate in the network. Roughly half are U.S. banks and the rest are 
U.S. branches and agencies o f foreign banks or Edge Act Corporations affiliated with U.S. banks.3 CHIPS 
specializes in funds transfers and financial messages arising from the international trade and foreign 
currency business o f these financial institutions. Daily volume on the CHIPS network averages nearly 
100,000 messages worth about $300 billion. In late 1982 the Federal Reserve modified its settlement policies 
to allow the CHIPS network to accelerate its settlement from the following business day to 6 p.m. on the same 
business day as the funds transfer messages are sent.

Bankwire is a private financial message service currently being used by fewer than 200 banks. It does not 
offer funds transfers per se. but it operates a separate service called CashWire. CashWire is a funds transfer 
message service which recently arranged same-day settlement (end o f business day) through the Federal 
Reserve. Prior to that, CashWire settled at the end o f each day, but the settlement was not finalized until 9 a. m. 
the following morning. CashWire serves only a portion o f the Bankwire institutions. Message volume and 
dollars transferred are relatively small.

CHESS (Clearing House Electronic Settlements Service) is the electronic funds transfer service operated by 
the Chicago Clearing House Association since 1981. CHESS is modeled after CashWire, but it settles its 
network with provisional debit and credit accounting entries each night rather than with an irrevocable series 
o f wire transfers through Fedwire.

aAn Edge Act Corporation is a bank subsidiary that specializes in transacting international business and finance.

Bank Funds Management. Several common 
transactions create the need to move funds 
messages immediately. Federal funds transactions 
are a prime example. Many banks routinely 
finance a portion of their assets with overnight or 
short-term borrowings in the federal funds 
market.1 Banks usually borrow funds overnight to 
meet temporary needs for cash. A bank may 
borrow from multiple sources throughout the day, 
and it relies on the lending institution to wire the 
funds soon after a borrowing agreement is 
reached. These funds are wired back to the lender 
at the start o f the next business day. At that time 
the borrowing bank begins to search anew for the

1 Federal funds are funds on deposit in a Federal Reserve 
bank account. Their ownership can be transferred from one 
bank to another very quickly by instructing the Fed to debit the 
seller’s account while crediting the receiver’s.

funds needed to finance its position for another 
day.

It is easy to see that funds repaid at 9:30 a.m. 
(wired out) and reborrowed that morning but not 
received until early afternoon (wired in) could 
create a potentially large, if temporary, drain on 
the bank’s account at the Federal Reserve. 
Overdrafts arising from repayments o f borrowed 
funds are o f real concern to bank regulators. 
Problems encountered by Continental Illinois 
Bank point out the risk o f heavy dependence on 
short-term funding. However, as long as the 
federal funds transaction is processed through 
Fedwire, the central bank can intervene to prevent 
the risk o f one bank’s daylight overdraft from 
creating problems for other banks. The risk of 
daylight overdrafts can be reduced by the banks 
themselves if they reduce their dependence on 
overnight funds and rely more on longer-term 
borrowings.
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Purchases of U.S. Treasury securities also 
produce funds transfers that can overdraw a 
bank’s account. When a Treasury security held in 
book entry form at the Federal Reserve is pur
chased by a bank, whether at original issue or on 
the secondary market, payment is made with an 
immediate charge to its account on the books of 
the Fed.2 Any charge that creates an overdraft is a 
potential signal o f a problem in the institution’s 
management o f its account. To the degree that the 
overdraft indicates lack o f care in money 
management or carelessness in handling trans
actions for a customer, the Federal Reserve is 
concerned about the risk it creates. A record o f the 
securities transfer, however, never really leaves 
the Federal Reserve’s book entry system. In that 
sense the ownership claim on Treasury debt is 
available after the purchase to collateralize the 
overdraft. Perfecting a collateral interest in such 
securities is still a concern for the Fed, but 
overdrafts caused by securities trading are a risk 
that the central bank is in a position to manage and 
control so that they are not a threat to the stability 
o f the payment system.

Third-Party Payments. The most troublesome 
source o f daylight overdrafts stems from transfers 
of funds for corporate customers. It is common 
practice for banks to release funds to a customer 
(or send funds on the customer’s behalf) before 
“covering” funds are received for that customer’s 
account. This practice is not standard operating 
procedure for serving banks’ individual retail 
customers, but it is a common practice in serving 
major business customers. In principle, a bank 
engaging in this practice is making a very short term 
commercial loan— occasionally in excess of 
normal overnight lending limits— while the 
position is uncovered.

Such practices have become much more 
common in recent years as high interest rates have 
spurred corporate treasurers to manage working 
capital much more carefully. Elaborate on-line

2As fiscal agent for the U.S. Treasury, the Federal Reserve is 
the chief bookkeeper of government debt ownership records. 
When a bank purchases U.S. Treasury securities (short-term 
bills, intermediate-maturity notes, or long-term bonds), the 
primary record of ownership is usually held on the books of the 
Federal Reserve System. As a security matures, both interest 
and any repayment of principal are automatically credited to 
the funds account that bank maintains with the Fed.

communications systems now exist that allow 
corporate funds to be collected in separate 
accounts throughout the country, transferred to 
concentration points, and used for major dis
bursements or transferred out to still other 
payment points to cover incoming obligations. 
Funds must move very rapidly. Processing delays 
make proper coordination o f these payment flows 
even more difficult. It is very cumbersome to 
handle a series of interdependent transactions 
one at a time, waiting patiently for each to clear 
before executing the next. Instead, businesses 
expect their bankers to handle transactions in 
whatever order is practical. If processing delays 
prevent the accounts from balancing before the 
end of the day, that is viewed as the bank’s 
problem.

If the amounts o f money being transferred were 
small, this practice wouldn’t be a serious concern. 
But they aren’t small. They’re huge— routinely in 
the tens and hundreds o f millions o f dollars. When 
the timing of transactions isn’t well synchronized, 
the temporary credit these banks extend to their 
customers is often well beyond the available 
collected funds in the banks’ accounts. The result 
is a daylight overdraft.

OVERDRAFT RISKS
Electronic funds transfer networks have created 

a new setting for an old banking risk— releasing 
funds before final settlement has taken place. Yet 
the degree to which the overdraft creates real risk 
depends on which network is used to make the 
transfer. This might be illustrated with an example 
of how funds are transferred electronically on the 
Fedwire network and on private networks (see 
Figures 1 and 2).

There are two substantively different forms of 
risk in these networks: credit risks and systemic 
risks. Credit risks have both a “ sender” form and a 
“receiver” form. Suppose, for example, that ABC 
Corp. wants to transfer $ 1 million to XYZ Corp. to 
pay for a shipment of corn. If ABC Corp. has the 
funds on deposit at First National Bank, ABC’s 
treasurer simply instructs that bank to wire funds 
to XYZ’s account at its bank, say the Last National 
Bank.

Sender Risk. Suppose ABC does not have $1 
million in collected funds on deposit with First 
National. ABC may intend to cover that transfer
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FIGURE 1

FUNDS TRANSFER THROUGH FEDWIRE

FIGURE 2

FUNDS TRANSFER THROUGH PRIVATE NETWORK

7
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



BUSINESS REVIEW JANUARY/FEBRUARY 1985

with the sale of marketable securities or with 
funds from other bank accounts. If it wishes to be 
safe, First National must hold the $1 million 
payment wire until “good funds” are received for 
credit to ABC’s account. However, ABC Corp. may 
pressure First National into sending the funds 
immediately so that XYZ, the receiver, will be able 
to use them on that same day. If First National 
complies, it will be absorbing a sender risk. If ABC 
should fail, for any reason, to cover the trans
action, First National could be the loser.

Assume that First National was prepared to wire 
the funds against an uncollected account balance 
and to accept sender risk on behalf o f ABC. If the 
wire transfer message goes through Fedwire, the 
receiving bank, Last National, will be assured that 
the funds are credited to its account because 
settlement is immediate and final through 
Fedwire. Last National can release the funds to 
XYZ Corp. immediately with no risk that payment 
will not be made. In the extreme case, if ABC Corp. 
fails to honor its transfer and this causes First 
National Bank to fail, the Fed insulates the 
receivers o f the wired funds (Last National Bank 
and XYZ Corp.) from that failure. The receivers 
have no credit risk.

Receiver Risk. Fedwire may not have been used, 
however. Several privately operated wire systems 
stand ready to handle such payments. These 
systems connect participating banks to a central 
switching facility. Messages to transfer funds are 
captured on the books o f the network, and advices 
of the transaction are forwarded to the receiving 
institution. Settlement for the transfer does not 
take place until the close o f the business day when 
a net settlement is performed and messages to 
move funds among various bank accounts are 
then sent to the Fed. Between the time that the 
messages to transfer funds are sent and a success
ful net settlement of all participating banks in the 
private network is completed on the books o f the 
Fed, no money has actually been moved.

If a receiving bank such as Last National 
releases funds to its customer, XYZ Corp., the bank 
runs the risk that the network will fail to settle. If 
that should happen, Last National may lose $1 
million. This is receiver risk. It is a credit risk in the 
sense that the receiving bank is extending credit 
for the amount o f the funds advanced before final 
settlement. In summary, a transfer through a

private wire network could create both sender and 
receiver risk if funds are released before being 
collected. A transfer through Fedwire, on the other 
hand, could create sender risk, but there can be no 
receiver risk since the payment cannot be 
cancelled once it is sent.

Systemic Risk. Bank regulators are concerned 
about sender and receiver risks because both 
could be damaging to the economy if large losses 
were to occur. An even more troubling prospect is 
systemic risk— the risk that the failure of one bank 
in a funds transfer network could create losses and 
liquidity problems for other banks which would 
cause some of them, in turn, to fail also. Wide
spread failures have not occurred to date on such 
funds transfer networks, but that doesn’t mean 
that such failures could not occur. Hypothetical 
simulations using historical transfer and settle
ment data from private networks indicate that a 
failure by one large institution can create a ripple 
effect that causes a large number of other banks in 
the network to fail to settle at the same time. 
Exposure to risk o f payment failures is not 
currently controlled by credit limits in the same 
way that lending risks between institutions are 
controlled. With about $600 billion changing 
hands each day, the potential for a serious 
problem is not trivial. The Federal Reserve System 
can use its ability to create money to prevent the 
failure of a sender from creating payment risks for 
other receivers in the Fedwire system, but it can’t 
cushion private networks in the same way. Those 
networks must either adopt rules that protect 
participants from the decisions of others to create 
sender risks, or must agree to guarantee payments 
within the network.

Measures of the Credit Risk. Bank regulators 
have no way to measure the aggregate credit risk in 
the payments system. When a bank extends 
daylight credit to a corporate customer and the 
bank can cover that funds outflow from its own 
reserves of cash assets, regulators see no signal of 
abnormal activity. Even daylight loans in excess of 
an institution’s overnight lending limit will not be 
noticed. The only things that can be monitored 
(and only with considerable difficulty) are the 
daylight overdrafts occurring in banks’ accounts 
at the Federal Reserve.3 Overdrafts are a proxy, not

3 Banks can hold either reserve or clearing accounts at the
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for aggregate payments credit risk, but for the 
liquidity exposure of the banks which incur these 
risks.

At present, daylight overdrafts on the maj or wire 
networks cannot be measured as they are being 
created. The electronic systems needed to perform 
required accounting at the same moment that 
transactions occur have not yet been developed 
(although they are being planned).* 4 However, 
when account records are reconstructed the 
following day, the timing of transaction flows in 
and out of accounts at the Fed produces a clear 
picture of the bank’s status over time. During one 
period several months ago, several hundred of the 
8,000 institutions with access to Fedwire incurred 
at least one overdraft per month that exceeded 
their capital, a few by substantial amounts. The 
incidence of overdrafts in the Third Federal 
Reserve District is similar to the national 
experience.

These are the patterns for Fedwire only. Some of 
the same banks creating overdrafts on Fedwire 
may also be producing overdrafts on private wire 
transfer networks. Others may be operating their 
position on a private network to offset the debit 
entries in their Federal Reserve accounts.

Overall Risk Exposure. Statistical measures of 
overdraft activity give an incomplete notion o f the 
risk of daylight credit exposures. They reflect the 
frequency of risk exposure but not the probability of 
actual losses occurring. Judging from the past, the 
probability o f a major problem occurring is low. 
There have never been any actual network losses 
resulting from this credit exposure; individual 
banks electing to extend such credit have lost 
money, but no wire system has ultimately failed to 
settle.

However, a low probability is not the same as a 
zero probability. If the chances of network 
collapse were as high as one chance in one million 
on any given day, the cost of buying insurance for

Fed. A clearing account is a transaction account for monies that 
are not needed to meet a bank’s legal reserve requirement. They 
are identical to reserve accounts for the purposes of the risks 
described in this article.

4The New York Federal Reserve Bank has a system which 
prevents U.S. branches or agencies of foreign banks from 
incurring daylight overdrafts on Fedwire, unless they are
prearranged and fully collateralized.

such a failure for one o f the multi-hundred billion 
dollar private wire transfer systems could be very 
high. In all likelihood, insurance couldn’t be 
purchased anywhere in the private sector. It would 
be very difficult for the prospective insurer to 
gauge the losses to other banks that could result 
from the failure of a major player in one of these 
networks. Some losses from uncovered trans
actions might be partially recovered from the 
sending (failed) institution. Receivers may also be 
responsible for the return of some funds.

Yet, if a major network couldn’t settle, the costs 
would still be significant under even the best of 
conditions. There may be losses for participants in 
the network. There may be substantial legal 
questions about loss recovery if branches of 
foreign banks are involved. Liquidity problems 
throughout the industry could produce a heavy 
demand for the Fed’s discount window assistance 
credit.5 Faced with requests for loans well in 
excess of its usual level of lending, the Fed might 
find itself constrained— at least temporarily— 
from carrying out its other monetary policy 
objectives. And finally, a major liquidity or credit 
problem in the financial markets would severely 
damage the public’s confidence in the payments 
system. It could become more difficult and costly 
to transfer funds, and far more of society’s 
resources might have to be used to manage the 
payments process, constituting a substantial drain 
on the nation’s productivity.

LIMITING RISK EXPOSURE
In an oversimplified sense, when there is 

daylight overdraft risk on Fedwire, it must be 
borne by the Federal Reserve. When that risk is 
created in private wire networks, the residual 
risk— that is, that the private wire network will fail 
to settle all of its accounts— also becomes the 
responsibility o f the Federal Reserve as lender of 
last resort. Any lessening of this risk will probably 
depend on moving responsibility for the risk more 
into the private sector or on increasing the costs to 
users o f such credit. In both cases, private 
participants in the payments process would then 
have a greater incentive to reduce these risks.

5It can be argued that having the discount window available 
reduces the incentive individual banks have to control these 
liquidity risks voluntarily.
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The Federal Reserve’s objectives in this process 
are to cut the risk associated with daylight 
overdrafts without harming the efficiency o f the 
payments system. The Fed would like, first, to see 
the amount of sender and receiver risk in the 
payments system reduced absolutely. In addition, 
it would like to see any remaining daylight 
overdraft risk better controlled. This is most likely 
to occur if the private sector’s incentives for 
further control are increased. The Fed would also 
like to assure that settlement instability in the 
nation’s financial markets does not spill over into 
the non-financial part of the economy. To do this, 
private networks would have to offer the same 
kind of payment guarantees to receivers as are 
available on Fedwire. Finally, all o f these goals 
must be accomplished without seriously dis
rupting the smooth operation of the payments 
mechanism.

Ideally, voluntary industry cooperation to 
establish self-policing mechanisms might be the 
best way to curb these risks. The banking industry 
is currently trying to develop a consensus on such 
standards. Alternatively, regulatory policies might 
have to be adopted in order to accelerate 
compliance and make it more uniform. The 
question of how best to curb this risk is a principal 
discussion point between industry and regulators.

Initial Efforts to Curb Daylight Overdrafts. The 
credit risk exposure implicit in daylight overdrafts 
has been receiving low-key attention for several 
years. This attention has produced a greater 
awareness of the potential problem but few of the 
necessary steps towards a solution.

Since 1981 the Federal Reserve System has been 
using moral suasion to reduce overdrafts. 
Discussions have been held with banking industry 
leaders and task forces have been studying the 
problem. The Fed has adopted a policy of 
analyzing the daylight overdrafts created on its 
books and meeting periodically with the institu
tions that are most often in this position. This 
“counseling” program has had mixed results. 
Some institutions have modified the timing and 
sequence o f their own operations to reduce the 
incidence o f overdrafts. Some have worked with 
major customers to try to convince the customer 
that there is an alternative way to handle the 
payments that create overdraft problems. The 
most important impact that counseling may have

had is to spur banks into developing more 
sophisticated internal information systems reflecting 
their own funds positions. In many instances, the 
institutions creating the daylight risk exposure 
were unaware of the problem and were grateful to 
have been given a chance to reduce that risk 
before it became serious. A large number of 
institutions are now involving their credit officers 
in decisions to extend temporary payments credit 
rather than simply leaving those decisions to 
operating people in the payments processing 
function.

There are limits to the progress that can be made 
through modifying the timing o f payments 
operations. One serious risk that both bankers and 
regulators wish to avoid is having all banks delay 
releasing payments to each other until incoming 
funds have been received. The result of that 
response would be a “gridlock” in which no 
payments move until late in the day, but then the 
volume surge chokes the communications net
work. Another crucial constraint on voluntary 
progress is competition between banks for cor
porate payment business. All of the major 
participants in the market are reluctant to adopt 
operating policies which might cause customers 
to search for a new bank to service their needs.

The leadership of the banking industry has also 
been trying to address these concerns about 
reducing risk but is firmly convinced that no new 
regulations are needed. The Association of 
Reserve City Bankers and a joint Payments System 
Committee sponsored by the Federal Advisory 
Council and the Thrift Institutions Advisory 
Council studied these issues during 1983.6 In 
summary, they concurred that the payments risk 
was real and had to be reduced. They also agreed, 
however, that the industry needed more time to 
experiment with alternative methods for reducing 
risk. Since the proposed solutions were not 
regarded as foolproof, industry leaders argued for 
further study and experimentation. They were 
concerned that the cost and disruptiveness o f a 
new set of regulations would exceed the value of 
the benefits of reduced payments risk.

The Menu of Options for the Future. Regardless

6Risks in the Electronic Payments Systems, (Washington, DC: 
Association of Reserve City Bankers, October, 1983).
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of differences over timetables and degrees of 
voluntarism, major banking organizations and the 
Federal Reserve generally agree on one thing: real 
progress in reducing daylight overdraft risk 
exposure will probably not occur until the 
operating policies o f large-dollar electronic funds 
transfer networks are changed. Several options are 
receiving active consideration.

Bilateral Credit Limits. One way to control risk is to 
prevent a situation from arising in which any 
single institution owes another institution more 
money (net) over a private network than the 
receiver can afford to have at risk. This is an 
attractive control because it allows a receiver o f 
funds to use credit judgment to evaluate the 
sender. Heavily-capitalized, well-managed institu
tions can be accorded higher limits than ones that 
aren’t as sound. However, there is nothing to 
prevent banks from setting these limits so high 
that they are not effective. In addition, this 
control— by itself— will not prevent an institution 
from getting into a position in which it owes its 
“ limit” to several other banks at the same time. In 
the aggregate this situation exposes the industry 
to considerably more risk than any individual 
receiver can perceive.

Net Debit Caps. A net debit cap would require that 
the aggregate ’’sendings” (debits) of an institution 
at any point in time not exceed its aggregate 
“receipts” (credits) by some limit. This limit could 
be set as a multiple of the bank’s capital. If such a 
cap were applied across all wire transfer systems 
simultaneously, it could severely limit the ability 
of an institution to expose the entire payments 
industry to excessive risk. However, this form of 
control requires coordinated on-line monitoring 
o f account positions on all public and private 
networks at die same time. It will be several years 
before automated accounting systems could be 
modified to handle this task. Any cap that is set 
mechanistically in relation to the asset size or 
equity capital o f an institution has the further 
disadvantage o f treating the risk of a very safe 
bank’s transfers as equivalent to those of a riskier 
one’s. Bankers have argued that more factors than 
just capitalization should be considered in setting 
a “cap.” Management control systems, sophisti
cation in payments businesses, and the under
lying credit risk o f the payments being made are all 
factors that could legitimately be included in

decisions to set caps.
Receiver Guarantees. From the point o f view of 

some institutions, the most controversial proposal 
is one that would require participants in private 
large-dollar transfer networks to agree to 
guarantee finality o f payment to all messages sent 
through the system.7 In short, they would be 
agreeing that if a bank which was a net sender of 
funds failed, the other institutions would assure 
the receivers o f those funds that payment would 
be made. All o f the remaining banks in the network 
would be obliged to share the loss. As stern as this 
notion sounds, it has considerable appeal for two 
reasons. First, it has the effect of making banks 
very careful in performing credit analyses on other 
participants in private networks. Each would have 
a strong incentive to exclude weak institutions 
from using the private network and exposing all 
participants to the shared risk of loss. Second, it 
insulates the rest o f the economy from failures in 
the banking sector, thereby making it much easier 
to stabilize the economy during times of turmoil.

Alter the Federal Funds Market Other options for 
reducing daylight overdraft exposure involve 
changing the way the overnight money markets 
operate. Several possibilities are being explored. 
First, funds purchases could be made for 24 hours. 
For example, if a bank received purchased funds at 
10 a.m., it would return them at 10 a.m. the next 
day. The second option is to make all funds 
purchases or sales (or all that exceed some large- 
dollar cutoff) effective at exactly the same time 
each day— say, 11 a.m. Under this plan, the 
notices o f trades could be executed at any time 
during the day, but the moment at which owner
ship changed would be uniform throughout the 
industry. Yet a third option might be to create an 
intra-day market for funds and allow purchases for 
several hours within the central portion of the 
business day at whatever interest rate the markets 
thought appropriate. For example, a bank might 
buy funds at 10:00 a.m. under a contract to return 
them to the seller at 3:00 p.m.

Collateralization. The final change in rules that 
might reduce the daylight overdraft problem is to

7 Such arrangements can be found in futures markets and the 
stock market through the use of an exchange, which is a 
separate organization that guarantees trades.
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allow major participants to collateralize their 
overdraft position with marketable securities. This 
idea has some surface appeal, but there are 
drawbacks that need to be thought through.8 First, 
this would tie up a great deal o f collateral. Given 
the fact that most marketable securities are 
already being used for repurchase agreement 
borrowings, government deposits, or other 
collateral requirements, the quality o f the 
securities available for daylight overdraft coverage 
might not be very high unless banks expanded 
their holdings of securities by reducing their 
loans. It is not clear how much of the new 
collateral could be obtained by banks from the 
customers they are attempting to serve. In 
addition, collateralization doesn’t reduce society’s 
risk. It only shifts this payment risk from the Fed 
and the private networks to the Federal Deposit 
Insurance Corporation in the event of a bank 
failure. Collateral ultimately sold to cover losses 
from payments failures can’t be used to offset the 
government’s costs in making good on deposit 
insurance. The banking system needs to be 
looking for ways to reduce and manage the risk, 
not mask it with collateral.

RECENT STEPS TOWARD RISK CONTROL
The road to effective control of risks from 

daylight overdrafts is likely to be a bumpy one. 
There appears to be no consensus among 
regulators and the banking industry about the best 
way to place limits on this risk. Each of the 
available tools has its faults and costs. Even taken 
together they do no more than reduce, rather than 
eliminate, systemic risk. While the dialogue 
continues within the industry, several steps have 
been taken to test alternative approaches to risk 
control. One is a campaign to educate payments 
processors further about the need for risk 
management. The second involves setting stiffer 
operating requirements on private funds transfer 
networks which wish to use the Fed for net 
settlement.

Consciousness Raising. The Federal Reserve’s

®The Federal Reserve Bank of New York requires that
daylight overdrafts by U.S. branches and agencies of foreign
banks and by Edge Act Corporations be fully collateralized. 
Also, securities transfer overdrafts are to be collateralized by 
the underlying security being transferred.

use of counseling as a means to focus the 
industry’s attention on risk management has 
already been noted. The Fed has also solicited the 
reaction o f the general public to this problem by 
publishing a proposal describing the risks and 
citing several approaches to curtailing such risks.9 
Analysis o f the public’s comments will help the 
Fed decide how (or whether) to pursue a regulatory 
solution to payments risk reduction.

In addition to counseling and soliciting public 
comment on these questions, the Federal Reserve 
is also working with the American Bankers 
Association and the individual state bank regu
lators to publicize the dimensions o f the daylight 
payments risk problems. During the fall o f 1984, 
meetings were held throughout the country to 
bring regulators and bankers into face-to-face 
discussions of these issues. Both the causes and 
potential cures were debated at length from the 
perspective of credit risk management, operating 
problems, banking system soundness, and bank 
examination practices.

The Association of Reserve City Bankers has 
continued its active role in researching payments 
risks. In late 1984 the Association’s Risk Control 
Task Force produced a further set o f recommen
dations, again advocating industry self-regulation 
in setting caps on net sendings of funds over all 
electronic networks and proposing a methodology 
by which these limits should be set.10

Network Operating Policies. While debate over 
risk limitations continues, however, the Federal 
Reserve has adopted an interim policy designed to 
tighten the operational controls enforced by 
private networks wishing to use the Fed for net 
settlement. In brief, the Federal Reserve asks that 
these networks adopt policies which require 
participants to set bilateral credit limits on funds 
transactions between each other and over the 
network as a whole and to set sender net debit 
caps. All private wire transfer networks have 
moved to adopt credit limits and are experi-

Proposals to Reduce Risk on Large-Dollar Transfer 
Systems,” (Federal Register Docket No. R-0515), published for 
comment on March 29, 1984.

18“The Final Report of the Risk Control Task Force,” 
(Washington, DC: Payment System Committee, Association of 
Reserve City Bankers, October, 1984).
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menting with debit caps to determine the impact 
that caps would have on their operations.

The final words will not be written on this topic 
for a long time to come. None of the parties to this 
process can be certain that they have the correct 
solution to managing electronic payments risk. 
The ’’correctness” o f any solution depends on the 
probability that one assigns to the actual

occurrence o f a serious settlement problem in 
transferring funds and on the cost such an 
occurrence could impose on society. The strategy 
ultimately selected must blend judgment, 
prudence, and a sense o f the operationally 
practical. The only certainty is that the dollars at 
stake make it essential that the risk be addressed.
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Changing Tides for North Atlantic Ports

Competition among the ports along the east 
coast of the United States has always been fierce. 
Consider the early rivalry between the ports of 
Philadelphia and Baltimore for trade in the 
Susquehanna River Valley in Pennsylvania. 
Nature favored Baltimore as the major port to 
service the Valley. Baltimore was closer to the 
towns along the river, and inexpensive trans
portation was feasible since the Susquehanna

"Theodore Crone is a Senior Economist in the Regional and 
Urban Section of the Research Department of the Federal 
Reserve Bank of Philadelphia.

Theodore Crone*

empties into the Chesapeake Bay above Baltimore. 
Because o f boulders and other natural obstacles in 
the lower portion of the river, however, upstream 
traffic was almost impossible and downstream 
traffic difficult except in the flood season. 
Philadelphia took advantage o f this situation and 
successfully thwarted development o f the lower 
river for many years. In 1799, delegates from 
Philadelphia even convinced the Pennsylvania 
legislature to pass a law fining “any individual or 
company who shall without proper authority from 
the governor...remove or attempt to remove the 
obstructions in the river Susquehanna between 
Wright’s Ferry and the Maryland line.” The tactics
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used by the east coast ports in their pursuit of 
cargoes are perhaps more sophisticated in 1985 
than in 1799, but the competition is just as 
fierce.

In the 18th and 19th centuries, the ports in the 
northeast were competing in an expanding 
market; today they compete in a market which is 
shrinking. In this competition, each port 
possesses some natural advantages and dis
advantages which it cannot alter. And each port 
will face new developments in shipping and inland 
transportation over which it will have little or no 
control. The major factors over which the ports 
have some control in their competitive battles will 
be labor costs and capital improvements to take 
advantage of new technologies and changing 
markets.

FOREIGN TRADE THROUGH THE NORTH 
ATLANTIC PORTS HAS BEEN DECLINING

There are five major groups o f ports or port 
ranges through which waterborne cargo moves 
into and out of the continental United States— 
North Atlantic, South Atlantic, Gulf, Great Lakes, 
and Pacific.1 The North Atlantic range, which runs 
from Maine to Virginia, includes four major ports: 
New York, Philadelphia, Baltimore, and Hampton 
Roads (Virginia).2 Until recently the ports of the 
North Atlantic handled more international cargo 
than the ports o f any o f the other four ranges. Now 
this distinction belongs to the Gulf Coast ports. 
Since the early 1970s the share of international 
waterborne commerce passing through the ports 
o f the North Atlantic and Great Lakes has 
generally declined while the other port ranges 
have increased their market shares or held their 
own. In this battle for cargo, not only has the North

1 In reporting import and export data, the Bureau of the 
Census divides the Pacific Coast range into South Pacific 
(California) and North Pacific (Washington and Oregon). Since 
these ports compete for much of the same cargo, however, we 
have followed the common practice of including them in one 
port range. In this article we have limited our discussion to 
foreign trade, which represents the bulk of trade through these 
U.S. ports and is the focus of competition.

2As defined by the Army Corps of Engineers, the Port of New
York also includes Elizabeth and Newark, New Jersey; the Ports 
of Philadelphia include all of the ports of the Delaware River 
from Trenton to the sea; and Hampton Roads also includes the 
ports of Norfolk and Newport News.

Atlantic share o f U.S. foreign trade declined, but 
even the total tonnage o f international cargo 
handled at North Atlantic ports has decreased 
since the mid 1970s. [See DECLINE OF INTER
NATIONAL CARGOES AT NORTH ATLANTIC 
PORTS.] The reasons for this decline can be found 
in shifts in U.S. population and industry to the 
south and the west and shifts in U. S. trade patterns 
from Europe to Asia.

Shifts in Population and Employment. The
northeast and midwest are the principal areas 
served by the North Atlantic ports, and population 
in these two regions has grown at a rate below the 
national average for the last twenty-five years. The 
Census Bureau projects that this slow growth will 
turn into an actual decline in the northeast 
between 1980 and 1990. Employment in manu
facturing, the major source o f U.S. exports, has 
already begun to decline in the northeast and 
midwest while it continues to grow in the south 
and the west [see REGIONAL POPULATION AND 
EMPLOYMENT SHIFTS, p. 18]. As a result of these 
population and employment shifts, the North 
Atlantic is less accessible to a larger proportion of 
U.S. consumers and exporters than ever before.

Shifts in Trading Patterns. The problems posed 
for the North Atlantic ports by U.S. population and 
industry shifts have been compounded by changes 
in U.S. trading patterns. Traditionally, the tonnage 
of non-tanker cargoes carried on the routes 
between the U.S. and ports in western Europe and 
the Mediterranean surpassed the tonnage o f such 
cargoes carried on the routes between the U.S. and 
ports in the Far East and Australia.3 In the late 
1960s this pattern was reversed. In every year 
since 1968, non-tanker cargoes to and from the Far 
East and Australia have surpassed those to and 
from Europe and the Mediterranean. This shift has 
meant that the Pacific Coast ports are more acces
sible to those countries with which trade has 
increased most rapidly.

Easier Overland Transport. The Pacific ports are 
not only closer to the fastest growing U.S. trading 
partners, but reduced costs in inland transporta-

^Tanker cargoes are omitted from this discussion because 
most of the extensive tanker trade between the U.S. and Europe 
or North Africa either originates in or is destined for ports on 
the Gulf Coast.
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DECLINE OF INTERNATIONAL CARGOES 
AT NORTH ATLANTIC PORTS 

1970-1983

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983

258.1 238.4 260.2 303.6 298.2 268.0 267.9 260.4 241.8 261.7 254.1 249.7 231.5 202.0

Total Tonnage of International Cargo Handled at North Atlantic Ports (in millions of tons)

SOURCE: Bureau of the Census, U.S. Waterborne Exports and General Imports.
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tion have also brought them closer to the rest of 
the country. The introduction o f containers on rail 
cars and, more recently, o f stacked containers on 
rail cars has reduced the cost o f rail transpor
tation. Moreover, recent deregulation has resulted 
in lower rates in the trucking industry and greater 
flexibility in the railroad industry.4 These devel
opments have encouraged the shipping o f cargoes 
in the Far East trade overland to and from ports on 
the Pacific Coast rather than through Atlantic and 
Gulf Coast ports and the Panama Canal. There has 
been a significant increase in liner imports from

4Prior to 1978 the Interstate Commerce Commission (ICC) 
held that it was illegal for railroads to negotiate contracts with 
individual shippers setting rates and terms of service. The ICC 
reversed its position in November, 1978, and since the passage 
of the Staggers Act in 1980 there have been few impediments to 
contracts between railroads and shippers. This increased 
flexibility has been the most important aspect of railroad 
deregulation to date. The number of contracts for individual
shippers has increased greatly from an average of 50 per month
in 1981 to 700 per month in 1983.

the Far East and Southeast Asia destined for cities 
on the Atlantic or Gulf coasts which are unloaded 
on the West Coast and shipped by truck or rail 
across the continent. Liner cargoes using this so- 
called mini-landbridge rather than the all-water 
route through the Panama Canal more than 
doubled from 0.8 to 1.7 million tons between 1976 
and 1983.5 * Meanwhile, liner imports from the Far 
East and Southeast Asia which were actually

^In a landbridge operation, cargo is shipped in three phases 
from the port of origin to the final port of destination. The first 
phase is by water (say, from Kobe, Japan to Oakland, CA); the 
second phase is by land (from Oakland to New York); the third 
phase is by water again (from New York to Le Havre, France). A 
mini-landbridge operation would use only the first two phases 
of the full landbridge, from Kobe to Oakland and then overland 
to New York. The mini-landbridge cargo estimates cited in the 
text were made by the staff of the Port of Oakland, California 
and are reported in James J. O’Brien, “The West Coast 
Connection - Landbridge and the Deep Draft Port,” paper 
presented at International Conference on Ports o f the Future. 
Philadelphia, PA, June, 1984.

REGIONAL POPULATION AND EMPLOYMENT SHIFTS
Percentage Change in 

Manufacturing EmploymentPercentage Change in Population

Percent Change

1960-70 1970-80 1980-90*

Region

1960-70 1970-80

‘projected change

NOTE: These population and employment statistics are for the four census regions as defined by the Bureau of the Census. 
The figures for the West exclude the states of Alaska and H awaii because population and employment growth there have no 
effect on foreign trade through ports in the contiguous forty-eight states.

SOURCE: Bureau of Labor Statistics and Bureau of the Census
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unloaded at Atlantic and Gulf Coast ports declined 
slightly from 4.4 million tons in 1976 to 4.1 million 
tons in 1983.

Less Trade Heightens Competition Among 
North Atlantic Ports. The decline in cargo tonnage 
passing through the North Atlantic ports is 
reflected in the underutilization of capital 
equipment and a general reduction in port-related 
employment. In a recent study, Booz-Allen and 
Hamilton estimated the capacity of several ter
minals at the four major North Atlantic ports. If we 
consider only those terminals from the study 
which can handle containerized cargoes, the three 
in New York were operating at only 17 percent of 
their combined capacity in 1980. The three in 
Philadelphia were operating at only 49 percent of 
their capacity. The two in Baltimore were 
operating at 64 percent o f capacity, and the two in 
Hampton Roads at 70 percent.6 A corollary to the 
low utilization rates at many port facilities has 
been the drop in port-related employment. The 
combined number of longshoremen hours worked 
at the four major North Atlantic ports declined by 
46 percent between 1974 and 1983 from more than 
38 million hours annually to less than 21 million. 
And longshoremen hours have declined by more 
than one-third at each o f the ports.

Against this background, each of the major 
North Atlantic ports has been competing aggres
sively to increase its share of a market which has 
been shrinking. If we look at total tonnage of 
imports and exports, New York, Philadelphia, and 
Hampton Roads each handles about 30 percent of 
the cargo passing through the four major North 
Atlantic ports [see MARKET SHARES OF NORTH 
ATLANTIC PORTS, p. 20]. In terms of port income, 
however, all types of cargo are not equal. Bulk 
cargoes which are either pumped, dumped, or

^See Booz-Allen and Hamilton Inc. Comparison o f Marine 
Terminal Leases in Philadelphia and Three Atlantic Coast Ports, 
(Bethesda, Md: April, 1982). The percentage for the three 
terminals in N.Y. may be artificially low because of a high 
estimate of capacity by the operators of the Sea-Land terminal 
in Elizabeth, N. J. Excluding this terminal from the calculations 
brings the estimate for the other two New York terminals up to 
24 percent of their combined capacity. These percentages 
should not be interpreted as capacity utilization figures for the 
ports in question, but they do give an idea of the excess 
capacity at some of the most modern facilities at the North 
Atlantic ports.

poured provide considerably less revenue than the 
other so-called general cargoes. For example, it 
has been estimated that in 1981 a ton of petroleum 
brought $2.80 in income to the port community in 
Philadelphia while automobiles brought $200.50 
per ton.7 The high market shares of total tonnage 
for Philadelphia and Hampton Roads are the result 
of bulk cargoes— large petroleum imports into 
Philadelphia and coal exports from Hampton 
Roads. If we consider only general (non-bulk) 
cargoes, New York continues to command a 
market share of more than 50 percent. The 
traditional rivals, Philadelphia and Baltimore, 
have been battling for several years for second 
place, while Hampton Roads has been slowly 
increasing its market share.

THE RELATIVE ADVANTAGES AND 
DISADVANTAGES AMONG THE PORTS

A port is the link between sea transport and land 
transport, and a successful port must enjoy 
relatively inexpensive access to both the open sea 
and inland points. Clearly, advances in shipping 
technology and inland transportation could alter 
the relative accessibility o f the North Atlantic 
ports. Furthermore, changes in government 
regulation and proposed changes in federal 
funding could have significant effects on the 
relative costs of using the four major North 
Atlantic ports.

Access from the Sea. The early competition 
between Baltimore and Philadelphia for the 
Susquehanna Valley trade illustrated the relative 
importance of proximity to inland points over 
proximity to the sea in colonial times. Before good 
inland transportation was developed to the 
midwest, the 90 miles from the mouth of the 
Delaware Bay to Philadelphia and the 160 miles 
from the mouth o f the Chesapeake to Baltimore 
meant that goods unloaded at these ports were 
that much closer to remote inland destinations. 
Today, these distances may simply represent extra 
time and costs for large ocean-going vessels. With 
daily capital and operating expenses for a large 
container ship running as high as $50,000 per day, 
it may not pay a shipper to make these time-

7See Booz-Allen and Hamilton Inc., The Delaware River 
Regional Port Study, (March, 1983).

19Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



BUSINESS REVIEW JANUARY/FEBRUARY 1985

MARKET SHARES OF NORTH ATLANTIC PORTS
1983
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consuming trips to unload (or load) only a small 
portion of a ship’s cargo.

Financing Channel Maintenance. A potentially 
more serious concern than mere distance from the 
open sea for the ports of the North Atlantic is the 
maintenance o f the deep draft channels into these 
ports. The federal government has traditionally 
maintained port channels in the United States free 
of any charge to the individual ports or shippers. 
Early in its first term, the Reagan Administration 
proposed user fees to cover the cost of this 
maintenance. These fees would have a large 
differential impact on the cost of shipping at the 
North Atlantic ports. It has been estimated that the 
per ton charge, based on projected 1990 traffic, 
would have to be 11 cents in Philadelphia, about 7 
cents in Baltimore and Hampton Roads, and 6 
cents in New York.8 The ports o f Philadelphia 
would labor under a significant cost disadvantage 
if a strict user fee were imposed. But thus far the 
North Atlantic ports have successfully opposed 
the user fee concept.

Would Deeper Channels Give An Advantage? At
various times plans have been proposed for 
deepening the channels in New York (to 55 feet), 
Hampton Roads (to 55 feet), and Baltimore (to 50 
feet). The Baltimore plan was the last major port- 
deepening project authorized by Congress (1970) 
but still has received no federal funding. None of 
these projects would have an effect on the port’s 
ability to handle general cargo. The current 
channel depths o f all the North Atlantic ports are 
sufficient to accommodate today’s large container 
ships, about 50,000 dwt (dead weight tons). And it 
is not likely that the maximum size of container 
ships will increase beyond 60,000 dwt in the near 
future because the Panama Canal, one of the 
major container routes in the world, cannot 
accommodate ships larger than 60,000 dwt or 
requiring more than 40 feet of draft.

The situation with bulk carriers is more 
complex. Deepening a port’s channel would 
increase its ability to accommodate larger tankers 
and colliers (coal carriers) which benefit from 
economies o f scale. But would a deeper channel 
give any of the North Atlantic ports a competitive

8Booz-Allen and Hamilton, The Delaware River Regional Port 
Study.

edge with respect to oil imports or coal exports? 
Philadelphia receives about 50 percent of the 
North Atlantic oil imports. The limitations of the 
channel are circumvented by “ lightering” the 
supertankers in the deep water of the Lower 
Delaware Bay — by transferring some petroleum 
to barges — so that they can then make their way 
up the river. For the immediate future most of the 
oil imported to the North Atlantic will continue to 
come to Philadelphia because the refineries are 
already located there. In the long run, other ports 
with deeper channels may be more attractive than 
Philadelphia for refinery expansion. But Phila
delphia’s major competition for oil imports will 
come not from other North Atlantic ports but from 
Gulf Coast ports, which increased their tanker 
imports more than tenfold between 1970 and 
1982.

Channel depths are a much more important 
factor in the competition for coal exports than for 
oil imports. Hampton Roads currently handles 45 
to 50 percent of all U.S. coal exports. The ability of 
the port to accommodate colliers o f 80,000 dwt 
with 45 feet draft and the efficient coal loading 
equipment at the port reduce the cost of trans
porting coal to Europe and Japan from Hampton 
Roads by as much as 20 percent compared to its 
two North Atlantic competitors, Baltimore and 
Philadelphia. Baltimore’s plan to deepen its 
channel is clearly aimed at accommodating larger 
colliers (100,000 dwt.) and lowering the cost of 
exporting coal from that port. But the success of 
this plan will depend upon Hampton Roads’ 
response to Baltimore’s challenge. The channel at 
Hampton Roads could be deepened to 55 feet 
while Baltimore’s maximum channel depth is 
limited to 50 feet by the Chesapeake Bridge- 
Tunnel. Baltimore is projected to increase its share 
of coal exports from the North Atlantic whether or 
not it deepens its channel.9 * * A deeper channel 
would help, but if local port users must bear a large 
part of the cost of channel improvement, the 
advantages of a deeper port would be diminished. 
In any case, Hampton Roads, with greater coal

9For estimates of 1990 coal exports see U.S. Department of
Energy, Energy Information Administration, "Port Deepening 
and User Fees: Impact on U.S. Coal Exports,” (Washington:
1983).
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loading capacity, will remain the leading exporter 
of U.S. coal in the foreseeable future.

Access From Land. Inland transportation costs 
are the flip side of access from the sea in 
determining the success of a port. In the past 200 
years changes in inland transportation have had a 
greater effect on the relative fortunes of the North 
Atlantic ports than changes in shipping tech
nology. There was a time when the hinterland, the 
area serviced by each port, was fairly clearly 
defined. With advances in inland transportation 
the well-defined hinterlands have shrunk and 
their boundaries have become blurred. A 1983 
study found that the port of Philadelphia 
dominated as the point o f entry or exit for cargo 
only in the area within 50 miles o f the port.10 The 
limitations of the traditional notion o f distinct 
hinterlands are well illustrated by traffic in and out 
of the state of Delaware, which is sandwiched 
between the ports o f Philadelphia and Baltimore. 
The same 1983 study estimated that 34 percent of 
the general cargo either originating in or destined 
for points in Delaware was shipped through the 
port o f New York. Only 30 percent was shipped 
through Philadelphia and 25 percent through 
Baltimore.

With rail deregulation, the Midwest promises to 
be the major battleground for general cargo for the 
Ports o f New York, Philadelphia, and Baltimore. 
Baltimore’s location, closer to midwestern cities, 
has traditionally meant that transportation to that 
port was less expensive than to New York or 
Philadelphia. In 1977 Conrail’s rail rates for 
containerized cargo from Chicago were 12 percent 
higher to New York than to Baltimore; they were 3 
percent higher to Philadelphia than to Baltimore. 
Now the Conrail rates have been equalized from 
Chicago to all three ports, increasing the com
petition for midwest cargoes.11

A Trend Toward Load Centers. With the advent 
of large container ships and the decline in inland 
transportation costs, the trend is for cargoes to 
come to ships rather than for ships to come to the

10See Booz-Allen and Hamilton, The Delaware River Regional 
Port Study.

^S ee  Sharon P. Smith, "The Port of New York and New 
Jersey: Lifeline to the Region," Federal Reserve Bank of New 
York Quarterly Review, (Summer, 1978).

cargoes. Rather than call at all o f the major ports in 
the North Atlantic, the operators of some regularly 
scheduled or liner services have begun to use only 
one or two ports as load centers. In 1984, U.S. Lines 
eliminated calls to Philadelphia and Boston and 
now stops only in Baltimore and New York. A number 
of small lines, for example, Delta and ABC, have 
concentrated their business in Philadelphia, in 
part because of its central location. In both cases, 
the load center concept was being implemented.

The introduction o f more large container ships 
will accentuate the development toward load 
centers. Current evidence suggests that larger 
ships spend more time in port than smaller ones of 
the same design.12 If a shipping line wishes to 
maintain the market advantage of quick delivery 
while enjoying the economies of scale of large 
ships, it must compensate for this longer time 
spent in port. The elimination of some ports from 
itineraries saves the extra time involved in 
entering the port, docking, and leaving. Elimina
tion of ports of call can also simplify stowage plans 
and reduce requirements for restowage involved 
in multi-port itineraries.13

Ports in the North Atlantic cannot halt the 
development of load centers; they can only 
compete to be chosen as a load center. Several 
factors including labor costs and port charges will 
figure in the choice of load centers. An important 
consideration will be the ability o f a port to match 
general cargo exports and imports. Recently, 
general cargo imports in the North Atlantic region 
have been outpacing exports by as much as two to 
one. In 1983, imports exceeded exports at each of 
the four major North Atlantic ports, with Phila
delphia experiencing the greatest imbalance. [See 
PERCENTAGE OF GENERAL CARGO EXPORTS 
AND IMPORTS.] Major steamship lines will favor

1 ̂ See Jan Owen Jansson and Dan Shneerson, “Economies of 
Scale of General Cargo Ships, "Review o f Economics and Statistics 
60 (1978), pp. 287-293, and Jan Owen Jansson and Dan 
Shneerson, "The Optimal Ship Size,” Journal o f Transport 
Economics and Policy 16(1982), pp. 217-238. For an opposing 
view, see Ross Robinson, "Size of Vessels and Turnaround 
Time,” Journal o f Transport Economics and Policy 12 (1978) pp. 
161-178.

13See S. Gilman and G. F. Williams, “The Economics of 
Multi-port Itineraries for Large Container Ships,” Journal o f 
Transport Economics and Policy 10(1976), pp. 137-149.
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those ports where their ships can both arrive and 
depart as fully loaded as possible.

WHAT CAN PORT AUTHORITIES DO?
Even though most o f the publicly owned 

terminals at the North Atlantic ports are leased to 
private operators, planning and development 
remain the responsibility o f public agencies. The 
structure o f these agencies can be crucial to the 
successful development and marketing o f these 
ports. Coordination o f planning and marketing 
presents little problem for the ports o f Baltimore 
and Hampton Roads because each is included 
within a single state and governed by a single state 
agency. The New York port complex is located in 
two states, and the Delaware River (Philadelphia) 
port facilities are located in three states.

In the New York area the traditional rivalry 
between New York and New Jersey was ended in 
1921 with the signing o f the Port Compact. 
According to the compact, the Port Authority of 
New York and New Jersey is responsible for 
developing and operating the seaports within the 
defined port district.

Resolution o f the tri-state jurisdictional 
division at the ports o f Philadelphia has not been 
achieved so easily or successfully. Two bi-state 
agencies exist in the area o f the Philadelphia ports 
with potential responsibilities for port develop
ment. However, the authorities have been 
hindered from development activities by compact 
provisions which require legislative approval in 
both states in order to undertake port projects. The 
Delaware River Port Authority, which was 
established in 1951, has jurisdiction in New Jersey 
and Pennsylvania but has confined its port 
activities to the promotion o f trade in the ports. 
The Delaware River and Bay Authority, which was 
established in 1961, has jurisdiction in New Jersey 
and Delaware but has confined its operation to a 
bridge and ferry service. Ideally, a tri-state agency 
with broader powers would better serve the 
development o f the Delaware River ports. How
ever, political realities make that unlikely.14 For

14A civic group known as the Committee of Seventy reported 
in 1980 that “Among the members of the (Philadelphia) port 
community interviewed, there was general agreement that, in 
the best o f all possible worlds, unhampered by political con-

the foreseeable future the ports o f Philadelphia 
will labor under the disadvantage o f fragmented 
governance, with several municipal and state 
agencies responsible for major planning.

The greatest advantage o f efficient governance 
at a port is planned and timely development. Given 
the low utilization rate o f North Atlantic port 
facilities, there is no need for any general expan
sion at the present time. In the near term, capital 
improvements will focus on facilities needed to 
handle specialized cargoes and the introduction 
of new transportation and handling technologies.

Specialization. Trade statistics reveal consid
erable specialization among general cargoes at the 
North Atlantic ports. The port o f Philadelphia, for 
example, claims 50 percent o f the meat and meat 
products imported through the four major North 
Atlantic ports. These products require special 
handling and refrigerated storage which are 
available in Philadelphia. The ports o f New York 
and Baltimore handle more than 75 percent o f the 
automobile imports through the four major North 
Atlantic ports. In order to capture some o f this 
lucrative trade, Philadelphia is planning a new 
automobile import-export facility. Competition 
for these types of specialized cargoes in the North 
Atlantic will complement the competition to 
become general load centers. But none o f the 
major North Atlantic ports will attempt to thrive on 
specialized cargoes alone; each will vie for cargoes 
shipped on regular liner service.

Technological Innovation. The second type of 
capital improvements which will figure in the 
competition among the North Atlantic ports will 
be those necessary for the introduction o f new 
technologies. New York’s experience with con
tainer handling facilities demonstrates the 
importance o f the timely introduction of new 
technologies. Container service was initiated by 
Sea-Land in New York in 1955. And in 1962 the 
Port Authority o f New York and New Jersey began

straints and economic factionalism, a tri-state authority 
(Delaware, New Jersey, and Pennsylvania) could most 
effectively manage the maritime resources of the Delaware 
Valley. Clearly, then, the dream of a regional solution to port 
governance has not died. But the vast majority of those 
interviewed agreed that this dream is utterly unattainable, 
either now or in the near future.” See Committee of Seventy, 
Ports Governance Study. (December, 1980).
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constructing the first specially designed container 
port. Because of its early entry into the field, New 
York captured a large portion o f containerized 
cargo and still accounted for almost 20 percent of 
the containerized freight in the U.S. in 1982. 
Baltimore and Norfolk were early competitors for 
containerized cargoes, and in 1982 each was 
handling more than twice as much container 
freight as the ports of Philadelphia.

The latest innovation in the container revolu
tion has been the introduction of double-stacked 
containers on rail cars. This development has 
proceeded faster in the west than in the east where 
tunnel and bridge clearances present obstacles for 
these higher cargoes. At present, the double- 
stacked containers cannot reach any of the North 
Atlantic ports from points in the midwest. They 
can be brought as far as South Kearny, New Jersey, 
more than five miles from Port Elizabeth in the 
New York port complex. And Conrail is studying 
the possibility o f increasing clearances in western 
Pennsylvania which would allow stacked con
tainers to reach the city of Philadelphia. But two 
low-clearance tunnels would still block such 
cargoes from reaching the port in Philadelphia. 
Clearly, if double-stacked containers are the next 
cost-cutting innovation in inland transportation, 
that port which accommodates them most easily 
will have some advantage in becoming the east 
coast connecting port in a landbridge for cargoes 
to and from Japan and Europe. That port would 
also obtain an initial cost advantage in inland 
transportation for cargoes originating in or 
destined for points in the midwest. Most of the 
capital improvements necessary to introduce this 
technology in the northeast involve access to the 
ports, and this will require close cooperation 
between the ports and railroads.15

While the double-stacked containers represent 
the most promising new technology in handling 
general cargo, advances in handling bulk 
commodities will focus on faster and continuous 
loading and unloading techniques. To take 
advantage of these new techniques, capital 
improvements will be demanded at the ports 
themselves.

1 5a  precedent was set recently when the Philadelphia Port 
Corporation aided Conrail in lowering tracks to allow for larger
cargoes to reach the port of Philadelphia by train.

Labor Costs. Currently cost savings from 
increased productivity through the introduction 
of new technologies are limited by labor contract 
provisions at the North Atlantic ports. The 
introduction o f containerization greatly reduced 
the demand for longshoremen. And in order to 
ease the burden on their members from this 
sudden sharp reduction in demand for their 
services, the International Longshoremen’s 
Association negotiated a guaranteed annual 
income (GAI). The provisions o f the GAI differ from 
port to port in the North Atlantic. In New York the 
guaranteed income is funded by a per ton charge 
on cargoes, and in the other North Atlantic ports it 
is funded by a charge per hour worked. The cost 
per ton to support the GAI in New York exceeds the 
cost at the other North Atlantic ports, and this 
difference is the major contributor to higher labor 
costs in New York.16 The containment of labor 
costs will rank with the introduction o f new 
technologies as a major weapon in the battle for 
cargo in the North Atlantic.

SURVEYING THE HORIZON
The share of U.S. foreign trade passing through 

the North Atlantic ports has been declining as U.S. 
population and industry have moved to the south 
and the west and as U.S. trade has shifted from 
Europe to the Far East. The result has been 
underutilized capacity and less port-related 
employment at the North Atlantic ports. At the 
same time, the traditional boundaries of port 
hinterlands have become blurred with recent 
advances in inland transportation. And steamship 
lines are moving toward the establishment of load 
centers rather than maintaining several ports of 
call. All of these developments have only served to 
intensify the age-old competition among the 
major North Atlantic ports.

In this new environment, the battle for market 
share in the northeast is likely to be waged on three 
fronts. Each port will attempt to attract specialized 
cargoes by introducing or expanding the facilities 
needed to handle them. Each port will pursue

^See  Booz-Allen and Hamilton, The Delaware River Regional 
Port Study, and Sharon P. Smith, "The Port of New York and New 
Jersey: Lifeline to the Region,” Federal Reserve Bank of New 
York, Quarterly Review. (Summer 1978).
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those capital improvements which promise to 
reduce inland transportation costs to the port or 
handling time at the port. And each port will use 
the deteriorating position o f the North Atlantic 
port range in negotiations to contain labor costs.

How well any individual port will fare in this 
competition will depend largely on the ability of 
port authorities to coordinate and implement 
these marketing and development efforts.
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