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FED PROPOSES NEW CHECK PROCEDURES

The Federal Reserve Board of Gov

ernors has requested comment on a
Reserve Bank proposal to improve
the speed and efficiency of the
nation's payments mechanism by
modifying the System's check pro
cessing and collection procedures.
The Board has requested comment
on the proposal by September 20,
1982.

The proposed modification of the
check collection system would allow
banks, savings and loan associa
tions, credit unions and other de
pository institutions that send
checks to the Federal Reserve for

collection to obtain faster payment
for many of the checks, and reduce
the amount of float in the check col

lection system. The proposal would
also make it possible for depository
institutions to give individuals and
businesses quicker use of funds
represented by checks they deposit.

To these ends, the Reserve Banks

propose:

1. To allow institutions to deposit
their checks at Federal Reserve of

fices later in the day than at present.
This would permit more checks to
be collected within 24 hours.

2. Complementing this change, to
establish 12 noon as the earliest fi

nal time at which Federal Reserve

offices will present for payment to
depository institutions checks de
posited with the Federal Reserve for
collection. There is no change in
tended in the present practice at
Federal Reserve offices to make

processed checks available to pay
ing banks throughout the process
ing schedule, so that the number of

checks to be presented at the later
presentment time can be minimized.

These proposed revisions, taken in
conjunction with reconfiguration of
the Federal Reserve's transporta
tion system, should accelerate by
24 hours collection of 50 percent or
more of certain checks cleared be

tween Federal Reserve offices.

The Board plans to consider the
matter promptly after the end of the
comment period. Thus it requested
that comment be made as early as
practicable. Due to the importance
of this proposal, an additional copy
of all comments should be forward

ed to Richard T Griffith, Executive
Vice President, Federal Reserve

Bank of San Francisco, RO. Box
7702, San Francisco, CA 94120.

In a press release announcing the
proposal, the Board said: "The
Monetary Control Act requires that
the Federal Reserve establish a

structure of fees for Reserve Bank

services in accordance with pricing
principles adopted by the Board. As
indicated in the Act and its legisla
tive history, promoting competition
between Reserve Banks and other

providers of payments mechanism
services will improve the efficiency
of the nation's payments system and
lead to a more efficient allocation of

society's resources. These objec
tives can be accomplished through
collecting checks more rapidly and
through more efficient utilization of
Federal Reserve resources." 1jflf

FEDERAL RESERVE
LOWERS DISCOUNT RATE

Reflecting a summer-long decline in
market interest rates, the Federal
Reserve lowered its discount rate to

10 percent on August 27. This repre
sented the fourth half-point decline
since mid-July.

The discount rate applies to reserves
borrowed by depository institutions
from Reserve Banks, as opposed to
those borrowed from other institu

tions in the Federal-funds market.

The Fed said that it made the latest

reduction "against the background of
moderate growth in money, some in
dication of reduced credit demands at

banks, and declines in market inter
est rates." The discount rate now is

lower than at any other time in the
past two years.ij|ji
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FED OUTLINES
FLOAT REDUCTION
On July 29, the Federal Reserve
announced several changes in its
pricing plans, including plans to
reduce float. E. Gerald Corrigan,
President of the Federal Reserve

Bank of Minneapolis and Chairman
of the System's Pricing Committee,
discussed float policy in the follow
ing statement.

Financial institutions around the

country are quite familiar with the
fact that the Fed has made dramatic

(Continued on page 3)



ALLISON DISCUSSES DELAYED FUNDS AVAILABILITY

A continuation from the last issue of testimony by
Theodore E. Allison, Staff Director for Federal Reserve
Bank Activities, Board of Governors, before the Sub
committee on Consumer Affairs of the Senate Banking
Committee.

In addition, the consumer surveys indicated that deposi
tors know a variety of ways to avoid problems once they
become aware of the practice and that those who have
had the most problems are most likely to have changed
their habits or practices to avoid further problems. For
example, many said they would plan ahead, keep enough
money in their account, carry more cash, or cash their
checks elsewhere and then deposit the balance not need
ed right away. When asked what they would do if they
thought they would have to wait at least four days to use
their money, the most frequent response was that they
would change depository institutions. Consequently, de
positors who are better informed apparently can and
do take steps to avoid future problems and are better
equipped to bring competitive forces to bear when policies
are judged unreasonable.

What Should Be Done?

The Board is sympathetic to the problems that depositors
face as a result of delayed availability policies, especially
when delays appear long relative to normal check-collec
tion-time requirements and when problems are the result
of consumer unawareness of the policies. It believes that
two approaches warrant further attention.

First, the Federal Reserve System will expand its efforts
to investigate possible ways to speed up the handling of
returned checks. If substantial progress can be made in
this area, depository institutions that impose delayed
availability could reduce the length of the delays. In this
connection, the Board has also directed that a study be
conducted to determine whether existing Federal Re
serve services can be enhanced or new Federal Reserve

services developed to achieve prompt final settlement of
certain types of checks that seem to cause delayed avail
ability problems more frequently. These might include
large payments for deposit in another part of the country
—such as for the purchase of a house—or periodic pay
ments by parents to students attending school away from
home.

Second, the Board believes that financial institutions
should on their own initiative better inform their deposi
tors of the extent and nature of the delayed availability
policies and practices that they employ. Improved con
sumer awareness is needed on this subject. Our surveys
show that depositors who know to ask often get some
accommodation in particular cases from an official of their
institution, generally avoid problems thereafter, and are
prepared to change institutions if necessary when con
fronted by what they consider an unreasonable funds
availability policy. In this connection, the Federal Reserve
and the American Bankers Association have agreed to

reinstate a joint task force on delayed availability prac
tices to address among other things the issue of dis
closure by banks of their funds availability policies. The
recommendations developed through this joint effort will
be made available to other interested parties, including
other supervisory agencies and other depository institu
tion trade associations.

The Board does not believe that it would be advisable to

adopt a legislative or regulatory approach to this practice.
To attempt to define, through legislation or regulation, an
"appropriate" maximum delay period would be difficult or
impossible given the complexity of our nation's check
collection process. Any such legislative or regulatory
maximum could well become the industry standard, thus
worsening the situation for the majority of customers and
reducing the efficiency of the payment system. Moreover,
under any legislative or regulatory approach, if the risk of
loss could not be avoided by selectively delaying funds
availability beyond some maximum, fees or required bal
ances would probably be increased by depository institu
tions to fund anticipated or actual losses.

Finally, the Board wishes to note some alternatives to
receiving payments by check that depository institutions
and their customers can use to avoid the need for or the

effects of delayed funds availability. Recurring check pay
ments such as salary, dividends, social security, and so
forth, can most efficiently be accomplished through the
automated clearing house (ACH). The ACH is a form of
electronic funds transfer that does not have the delays
associated with check collection. More infrequent large
dollar value transactions, such as the transfer of the pro
ceeds from the sale of a former residence to a depository
institution in a new location, are suitable for wire transfer,
a service designed to accomplish large dollar payments in
a secure, rapid, and irrevocable manner.

Conclusion

Consumers have experienced difficulties with the funds
availability policies and practices of some depository in
stitutions, and the Board and the Reserve Banks are
moving on two fronts to help find ways of improving the
situation. They are undertaking a study of possible im
provements in check collection procedures that would
achieve faster handling of return items or faster confirma
tion of payment or nonpayment of checks; and they willbe
working with the American Bankers Association on ways
that depository institutions might improve customer
awareness of their funds availability policies. The Board
does not believe that delayed availability problems are
sufficiently widespread that Federal legislation or regula
tion would be desirable at this time. The Board will, of
course, continue to monitor consumer problems and atti
tudes in this area. 1B|
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(Continued from page 1)

progress in reducing float—some I
suspect are ail too familiar with our
progress. The record speaks for it
self. In the first quarter of 1980, Fed
float averaged $4.9 billion whereas
in the second quarter of 1982 float
averaged $1.8 billion. This reduc
tion in float increased our payment
to the Treasury by about $350 mil
lion. However, to the extent we have
reduced float, someone else—be it
a bank, a corporation, a state or lo
cal government, etc.—has in one
way or another, picked up the tab.
That is one of the ironies of float,
whether it is Fed float or one of the

many other forms of float that, in the
aggregate, are symptomatic of ineffi
ciencies in the payment mechanism.

Indeed, the greatest irony of all is
that the float game is played with the
expectation that there will be net
winners when, in fact, float is, by
definition, a zero-sum game. As a
practical matter, however, there are
winners—some by accident of loca
tion, some by clever design, some
by the sheer weight of their relative
economic power and even some by
outright abuse. However, it is very
hard—if not virtually impossible—to
identify the specific winners and the
specific net losers in float. That real
ity has had, and will continue to
have, an important impact on the
Fed's approach to pricing or elimi
nating float.

Some would suggest that the sim
plest way to proceed would be for
the Fed to immediately and directly
price Fed float. A move in that direc
tion could be achieved either by
charging payor banks directly for
"actual" float or by folding the value
of Fed float into our overall check

prices. The former approach entails
a morass of technical, administra
tive, accounting, and legal issues.
The latter approach just does not
make good sense to us because it
would not create any incentive to
get rid of float. Indeed, to the extent
that relative economic power—to
say nothing of abusive practices—
has anything to do with who benefits
from float, this approach would pro-

FLOAT REDUCTION

duce perverse results. To state the
case more directly, we want to go
about the task of eliminating or pric
ing float in a way that places the
incentives and the disincentives

where they belong. The costs of
float or float reduction should be

borne, to the fullest extent possible,
by those who "benefit" from float
and particularly by those who are
engaged in deliberate efforts to
create float.

It is primarily for this reason that the
Fed, in its float reduction efforts to
date, has placed so much emphasis
on float reduction rather than pre
maturely attempting to explicitly
price float. Over the next six to nine
months, we will continue to empha
size operational improvements in
our efforts to eliminate float. How

ever, beginning in early 1983 the
thrust of the program will begin to
move in some new directions in that

we will begin to alter crediting pro
cedures for interterritory cash letters
and/or to explicitly price holdover
and intraterritory transportation float.

Specifically, we have developed a
comprehensive program which, by
roughly the end of the first quarter of
1983, should reduce the level of Fed
float to a low frictional level (see
table).

At present, the largest remaining
component of Fed float results from
the shipment of interdistrict checks
between Federal Reserve offices.

Such float now amounts to about $1

billion on a daily average basis. The
current practice is to give credit
availability for each category of
check deposit according to a fixed
(whole day) schedule. As a result,
anything that goes amiss in the
usual transportation cycle will slow
the collection of a portion of the
checks and float results. Therefore,
the key to the success of our float
program rests with our success in
dealing with this element of float. To
some extent, we anticipate that the
major improvement of the ITS trans
portation network discussed earlier
should get things moving in the right
direction. However, the major
changes which should do the job will
come in January 1983 when the Re
serve Banks modify the way in
which they credit depositors for in
terterritory cash letter deposits. The
Reserve Banks will be permitted to
offer any or all of the following
methods:

(1) Fixed availability, initially with
"as of" adjustments to correct for
float after it occurs;

(2) Actual availability where credit is
passed only when the checks are

(Continued on page 4)

SUMMARY OF PROPOSED SYSTEM FLOAT REDUCTION PLAN

FOR 1982/1983

Approximate
Target Date

September 1982

Proposed Action

Charge payor institutions for cash letter present
ments on mid-week closings.

September 1982 Wire advice for return items equal to or greater than
$50,000.

September 1982 Wire advice of adjustments equal to or greater than
$50,000 (short-term measure). Automate adjust
ment process (long-term measure).

January 1983 Change crediting procedures for interterritory cash
letter deposits.

Early 1983 Eliminate or price holdover float.

Early 1983 Eliminate or price intraterritory transportation float.

Early 1983 Eliminate or price noncheck float.
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FLOAT REDUCTION
(Continued frompage 3)

received on a timely basis by the
payor banks' Federal Reserve office;

(3) Fractional availability, in which
fixed but fractional day availability is
given so that float is zero on aver
age; and

(4) Payment for float, by holding a
clearing balance at Reserve Banks.

We are providing these four options
in the interest of trying to satisfy the
differing needs of the various types
and sizes of banking organizations
that receive checks from the Fed.

However, as a practical matter, we
believe events will gravitate in the
direction of actual availability and
the use of clearing balances.

In order to execute this program, the
Federal Reserve Banks are now de

veloping a Systemwide, automated
"cash letter monitoring system."
That system will permit us to track
and pinpoint almost instantaneously
the location of any cash letter in the
Fed collection network. We believe

that this system will provide major
benefits to us, to banking organiza
tions, and to the payments network
generally. It may even help us in the
execution of monetary policy as it
should permit us to provide the
Open Market Trading Desk in New
York with more accurate and timely
estimates of the amount of float that

open market operations must offset

FED ISSUES GUIDELINES
ON BANK INVESTMENTS

The Federal Reserve Board of Gov

ernors has issued guidelines for

or accommodate in managing the
reserve position of the banking sys
tem as a whole. More to the point in
the current context, however, the
cash letter monitoring system will
permit us to take the next and last
major step in the float reduction/
pricing program in a manner that is
consistent with the objectives I out
lined earlier.

Assuming these programs, in the
aggregate, succeed in getting float
down to some low level around mid-

1983, we will have another bridge to
cross. Namely, what to do about the
remaining, or frictional, levels of
float? We have not yet made that
decision, in part because we are just
now beginning to focus on the ques
tion of whether there is some low

level of Fed float which might prop
erly be viewed as a necessary lubri
cant for the payments mechanism.
That, of course, is a very complex
and undoubtedly controversial
question, and it is also one that in
the final analysis might require a
change in the statute. For now, how
ever, we must wait to evaluate how
these other initiatives work. We will

then be in a better position to deter
mine the amount of residual float we

are left with and what should best be

done with that residual. 1j|i
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bank-holding companies that want
to invest in the non-voting stock of
banks outside their home states.

The Fed said that a number of bank-

holding companies recently have
made substantial equity invest
ments "in expectation of statutory
changes that might make interstate
banking permissible."

The Fed designed the guidelines to
ensure that bank-holding compa
nies do not exercise control over

out-of-state banking institutions.
Such control would violate Federal

laws prohibiting interstate banking.

The guidelines point out the Bank
Holding Company Act prohibits a
bank holding company from acquir
ing direct or indirect ownership or
control of more than five percent of
the voting shares of a bank without
Board approval. It also lists the limi
tations on acquiring control of an
other bank. Under these limitations

a bank becomes a subsidiary of a
holding company if the company
owns or controls, either directly or
indirectly, 25 percent or more of the
bank's voting shares, or if the com
pany controls directly or indirectly
the selection of a majority of the
bank's board of directors.

A third limitation allows the Federal

Reserve to determine upon its own
initiative whether a company has
the power, either directly or indirect
ly, to exert controlling influence over
the management or policies of the
bank.Mfi


