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FEDERAL RESERVE SERVICES 

MONDAY, OCTOBER 10, 1977 

U.S. SENATE, 
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS, 

Washington: D.O. 
The committee met at 10 a.m., in room 5302, Dirksen Senate Office 

Building, Senator William Proxmire, chairman of the committee, 
presiding. 

Present: Senators Proxmire, Riegle, Lugar, and Schmitt. 

OPENING STATEMENT· OF CHAI~MAN PROXMIRE 

Other Senators will be here shortly. Monday morning we are always 
a little late in getting started. 

Today the Banking Committee begins 2 days of oversight hearings 
on the payments mechanism, the Federal Reserve's role in providing 
payments services, and the pricing of those services. With the coming 
of the new electronic funds transfers and the likely -spreading of 
NOW accounts nationwide for both banks and thrift institutions, the 
questions that shall be raised in these hearings are extremely impor­
tant. And so are the answers. 

I am particularly interested in the notion of pricing of the pay­
ments services that the Federal Reserve supplies to member banks 
without charge. In 1976, the cost of payments services approached 
$400 million or almost 60 percent of the Federal Reserve's entire oper­
ating budget. These services are in some sense paid for by the reserv~ 
member banks maintained at the Fed, but the payment is hidden. 
Moreover, there is no limit to the amount of services a member bank 
may obtain. Such an arrangement tends to cause inefficiencies both in 
the provision and in the use of services. 

In the last several months, this committee has heard a great deal 
about "unbundling" of services and the imposition of service charges. 
The NOW account legislation, which has been sent to the Senate by 
this committee, would have the effect of placing bankers in a position 
where they would be induced to "unbundle" the services provided to 
"checking" account users--they would pay interest on NOW balances 
and would charge for services rather than giving- them away in lieu 
of paying interest. Treasury Secretary Blumenthal described the intro­
duction of service charges and interest payment on balances as a posi­
tive step, when he said: 

The lowsbalance, high-turnover customers will probably not choose NOW 
accounts unless they are willing to economize on check usage. Otherwise, service 
costs would outweigh the interest earned. In a broad economic sense, however, 
these service charges reflect a healthy development. As institutions begin to price 

(1) 

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



2 

services ,to reflect true costs, an efficient allocation of resources is promoted. 
In thts way customers are able to weigh the personal value of a service against 
its actual price and make a more.informed choice. 

In the recent hearings on banking practices some irregular banking 
practices clearly involved the use of correspondent balances. The com­
mittee was told that the typical correspondent banking arrangement 
involved correspondent balances that serve the purpose of compensat­
ing for services. The balances earn only an implicit rate of return 
because explicit interest payment is prohibited. This has led to a situ­
ation where the services are not often priced explicitly by the cor­
respondent bank. Thus, in most cases the respondent banker may not 
know whether he is receiving a fair amount of services in return for 
his balances. In some cases, there are abuses and questionable prac­
tices, such as the establishment of correspondent relationships so that 
a loan is granted to a bank official, who of course is responsible for 
establishing that· correspondent relationship and also for the size of 
the correspondent balance. The payment of interest in interbank bank 
balances and the unbundling of services would be a logical way to 
bring correspondent banking relationships out into the open, where 
competition would work to prevent abuses of any type. 

The logical extension, of course, is to have the Federal Reserve un­
bundle its services, to charge for them on a.n explicit, rational, compet­
itive basis and to supply them to any institution willing to pay the 
established prices. With the establishment of NOW accounts and other 
money substitutes and the development of EFT, the demand for Fed 
services by nonmember institutions will grow. Equitable treatment re­
quires open access to Fed services for all institutions, and pricing 
-of services could provide the mechanism for this. 

The obstacle to this, of course, is the issue of membership in the 
Federal Reserve System. This is also ·an issue of equity, and the 
Fed is very reluctant to price its services and provide open access 
for fear of exacerbating the membership problem. In his June 20 
appearance before the Subcommittee on Financial Institutions, Chair­
man Burns stated that 

The Board is considering,-and must consider further-alternative systems 
for collection charges for services, such as requiring balances or fees from all 
depository institutions: 

Dr. Burns further indicated that unless the Federal Reserve received 
rather broad authority to compensate members for their idle reserves, 
adoption of a pricing schedule for payments services would be delayed. 
I noticed one witness this morning calls on us for a time schedule which 
I think makes a great deal of sense, that the Congress should establish 
for the Federal Reserve in setting its unbundling and its pricing of 
services. I think that would be one way of assuring that some action 
would be taken or at least we would know why not. 

I believe the key element that the Con~ress eventually must con­
sider fully is the structure of reserve requirements. There too a need 
to unbundle is present, for currentlv, required reserves can be con­
sidered to consist of two components: One component plays the role 
of a clearing and compensatory balance for payments services, while 
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the oth~r component primarily plays an import.ant role in monetary 
policy. Logic would suggest a separation of these components. If 
that were done, I would support the payment of explicit interest on 
a compensatory balance for payments services pP.ovided that there is no 
revenue loss to the Treasury. I am confident that such a system could 
be devised where services would be priced, balances would be main­
tained for clearing and to compensate for those services actually used, 
and an explicit rate of interest would be paid on those balances. Mem­
bership attrition would not be exacerbated because actual required 
reserves for policy purposes would initially be reduced. This is one 
option that makes sense. The Board, I am sure, is considering others. 

Our hearing will focus on four major questions which I requested 
the witnesses to comment on. 

First, is the provision of payments services a necessary and appro­
priate function for the Federal Reserve; that is, do we need a Federal 
Government monopoly in all parts of the payments mechanism i 

Second, on what basis should all depository institutions have access 
to Federal Reserve services i 

Third, what are the potential benefits and costs that the economy 
would obtain from explicit pricing of Fed services i 

Fourth, what are the effects of the Federal Reserve's current role in 
the payments mechanism on correspondent banking, on the efficiency of 
the payments mechanism, and on private marketplace incentives to 
provide payments services? 

We are honored to have a distinguished group of witnesses today 
and tomorrow. I might add that one point I didn't stress in my opening 
remarks that I think is of considerable importance is the fact that we 
have an onrushing technology here in the EFT and if we aren't aware 
of that and the prospects that opens up for a free market, competitive 
provision of services, we are going to have, in the judgment of some 
witnesses I notice this morning, and certainly in my judgment-we 
are likely to have the Federal Reserve simply to usurp, move into 
an area that we hadn't intended because the reach of EFT expands 
the kind of services that the Federal Reserve provides and it seems to 
me that rather than at taxpayers' expense it ought to be provided on 
the basis of a free open market system, and I'm delighted to see so 
many witnesses agree with that. 

Our first two witnesses are Dr. Almarin Phillips, of the School of 
Public and Urban Policy of the University of Pennsylvania, a mem­
ber-of the EFT Commission, and one of the directors of the Hunt 
Commission; and Mr. Georg-a Oram, director of the Board'f:l Office of 
Information Systems and Administration. We are honored to have 
you lead off our hearings this morning, and unless Senators Lugar or 
Schmitt or Riegle have opening remarks they would like to make, 
then Dr. Phillips, I'm going to ask you to limit your presentation to 
10 minutes. We have six witnesses this morning. We ha,ve a new sys­
tem of lights to help you. The green light will be on for 9 minutes. 
Then the yellow light for 1 minute. At 10 minutes the red or stop light 
goes on, and we would appreciate vour not running our red light. Go 
right ahead. · 
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STATEMENT OF ALMARIN PHILLIPS, DEPARTMENT OF ECONOMICS 
AND SCHOOLS OF LAW AND PUBLIC AND URBAN POLICY, UNI­
VERSITY OF PENNSYLVANIA; PUBLIC REPRESENTATIVE OF THE 
NATIONAL COMMISSION ON ELECTRONIC FUNDS TRANSFERS 

Mr. PHILLIPS. Thank you, Mr. Chairman. I'm sure that my remarks 
will not occasion even the yellow light going on. I hope to keep them 
very brief. 

A couple of preliminary remarks, if I may, Mr. Chairman and mem­
bers of the committee. I am, as you indicate, a public member of the 
National Commission of Electronic Funds Transfers. Mr. Oram is 
on the Commission also, and I suspect that I speak for him, too. My re­
marks should be regarded as my own view and not those of the Com­
mission. The Commission will be reporting later. 

Second, Mr. Chairman, your committee has been investigating pos­
sible reorganization of the Federal regulatory orJ!anizations recently. 
My views on the Fed's role in EFT are Quite consistent with my gen­
eral view with respect to reorganization of the Federal regulatory agen­
cies which, in brief, boils down to the fact that the Fed should retain 
and strengthen its role as a central bank but should absolve itself from 
regulatory arid examininJ! responsibilities in the context of pavments 
mechanisms. Unless there's clear and compelling evidence to the con­
trary it should not go bevond the present role which it has in clear­
ing through its support of ACHs, through the provision of the Bank­
wire ,and so forth. 

As a central bank the Federal Reserve clearly needs to worry about 
reserve requirements and bank reserve positions. The reasons for the 
attention to reserves, as you indicated, Mr. Chairman, are control of 
interest rates, monetary policy, inflation, unemployment and so forth. 
That's a far cry from asking it to take on very complex regulatory 
functions in the payments mechanism area. 

I believe that nondiscriminatory accesi:; to ACHs and other elements 
of EFT tynes of clearing as well as nondiscriminatorv access to paper­
based clearing mechanisms is absolutely essential. In the present period 
of technological change, where deposit institutions other-than commer­
cial banks are ranidly movini? into the payments area, it's particularly 
important that the nonbank depository institutions-the savings and 
loans, mutual savinU"S banks and the credit unions-be able to access 
the system on a nondiscriminatory basis. 

As you have indicated and as mv prepared rernnrks indicate. there 
is a severe pricing- problem. There is no way, Mr. Chairman and mem­
bers of the committee, that a rational and explicit priciniz- system for 
payments services can be evolved in the absence of provision for pay­
ment on reserve balances kent at the Federal Reserve. Without that, 
unbundlinl? is impossible and nondiscriminatory pricing is impossible. 
It will be difficult practically to enforce such a provision, but to the ex­
tent that the Federal Reserve is involved in clearing either through 
the Fedwire or throuirh its limited role in automated clettring-houses, 
and if interest were paid on reserve balances, one could restrict the 
Fed's activities in clearing mechanism to those which bear explicit 
prices which are at least eQual to the direct cost involved in the provi­
sion of those services. This would afford an opportunity for private 
enternrise to come in. This would improve the access problem as well 
as help to allocate resources efficiently.-
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Agreeing with the views you expressed in your :preliminary remarks, 
I thmk unbundling is essential. One should not tie the clearance serv­
ices of the Fed or indeed clearance services provided by private orga­
nizations with the maintaining of a balance at the Fed or with those or­
ganizations. There should be unbundling, with financial institutions 
being able to use whatever mix of balances and clearing services and 
other services at appropriate prices those institutions deem appropri­
ate. 

At the moment the focus of the Fed seems to be on the ACH :prob­
lems. My formal remarks note that it's a little bit difficult to distin­
guish clearly between what's an ACH-type switch and other type 
switches. The clearing is complex. Sometimes what·is a terminal for 
one purpose is a clearing mechanism for another. I mention that prin­
cipally because increased involvement of the Fed with respect to ACH's 
could· quite clearly lend to increased involvement in other types of 
switching and payment services which I believe are unnecessary and 
undesirable for the Fed to undertake. 

I think that as a general principle, Mr. Chairman and members of 
the committee, that I would like to repeat what I said to begin with­
what we need is not rules with respect to where the Fed should become 
involved with ACH-POS terminals and so forth, but the general 
guiding principles that unless it's clearly demonstrable that the Fed­
eral Reserve needs to enter into new functions or to enlarge existing 
functions in the clearing mechanism it should not do so. I believe that 
in terms of cost and benefits that this kind of approach, which allows 
the market mechanism to act to the maximum extent possible, is clearly 
desirable. It will provide for efficiency from a cost point of view and 
ho{>efully for increased competition which would bring about appro­
priate prices as well as opportunities for technological change. 

Thank you very much. 
The CHAIBMAN. Before we go on, I might say that this is a very, 

very technical area compared to what we usually deal with. We are all 
laymen, the four of us committee members who are here this morning. 
None of us are technicians. So I think it would be hel:pful if you took 
just an extra minute with the sufferance of the committee, to explain 
several terms. 

We would like you to explain the ACH. We would like you to ex­
plain the POS. We would like you to explain very briefly the major 
uses of wire transfer so the committee can understand what they are. 

Senator SCHMITT. And unbundling. 
The CHAIBMAN. Unbundling sounds very interesting, like what they 

did in the colonial times, but I'm afraid it's not that. 
Senator SCHMITT. I would like to know the banking definition. 
Mr. PHILLIPS. Other witnesses will be testifying and I will be brief 

and not go into details. 
The ACH is an automated clearinghouse. Essentially what it is is not 

the bricks and mortar type clearinghouse that we have thought of in 
the past. It's a computer with the appropriate software so that some­
one who wishes to make a payment, order a payment on say bank A 
and the payee is banking in bank B, that electronically a message can 
go through that computer and the computer system can transfer funds 
from bank A to bank B, which I have ordered to be the recipient of 
the payment. There are 29 of them I believe currently in operation and 
perhaps a dozen or so more presently being planned. But it is com­
puter software and whereas it may be relatively new before your com-
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mittee, Senator, the notion of the automated clearinghouse goes back 
very close to a decade now to early experiments in California. The 
possibility has been recognized for a long time. 
· POS is just point of sale terminal. It comes under a variety of other 
rubrics. The point of sale terminal is a way that at a retail establish­
ment a consumer can make payment by having electronically funds 
transferred from his account in the bank to the retailer's account and 
very frequently make deposits or make withdrawals at that terminal. 
I can't give you a present estimate of the number of those now, but it's 
in the high tens of thousands and perhaps hundreds of thousands or 
so POS terminals. -

Automated teller devices I suspect everybody is familiar with. They 
are ordinarily installed by a bank on bank premises or in shopping 
centers and so forth for deposit and withdrawal purposes, primarily for 
cashing checks, but may also be upgraded to provide the type of pay­
ment services that the POS terminal would provide. 

I would like to emphasize, as long as I'm explaining this, that all of 
these functions 'went on when we were using checks and to some extent 
when we used cash, because there has to be a transfer of an asset of some 
person into the asset of somebody else. It's just a question of how it's 
done. 

On bundling and unbundling, I think probably the easiest way to 
explain it is with reference to a rather famous somewhat humorous but 
important article Eublished by George Stigler of the University of 
Chicago, entitled' Getting Gertie's Garter." The gist of the story was 
an exhibitor of motion pictures had a double feature problem where 
there were some people who wanted to come and see a rather unartful 
movie called "Getting Gertie's Garter." He was wondering whether he 
might also show "Gone With The Wind," and what the advantages and 
disadvantages were of selling only a one price ticket to come· into the 
theater whether you wanted to see "Getting Gertie's Garter," "Gone 
With the Wind," or both. If they are bundled together, what you have 
is a same double feature price. 

In this context, bundling for financial services would be where you 
can use clearing services but you must also maintain a balance at zero 
interest, for example, at the Federal Reserve bank; or, yes, you can buy 
my mimeograph but you have to use my ink and stencils along with it. 
That is, unbundling would be to have explicit pricing for all elements 
to it as much as possible. Surely you don't want to unbundle an auto­
mobile and have pricing for the carburetor and the engine and so 
forth. They are inherently a package. 

There's nothing inherent about the fact of maintaining a balance 
and paying for payment services. They are not tied together by the 
nature of a technology as in the case of the automobile. Is' that 
sufficient i 

The CHAIBMAN. That's fine, very helpful. The staff wanted to hear 
more about "Gertie's Garter." 

Mr. PHILLIPS. Well, the important conclusion, of course, is by tying 
them together the movie got a good deal more revenue than if they were 
sold separately. 

Senator SCHMITT. Under the other definition of bundling you can get 
more than you bargain for also. 

The CHAIBMAN. You can, or less. 
[Complete statement of Mr. Phillips follows:] 
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FOR PRESENTATION ON OCTOBER 10 1 1977 

STATE:•IZ:-IT OF DR, AL!'J,RIN PHILLIPS, PROFESSOR OF ECONOMICS, LAW AND PUBLIC 

POLICY, lTNIVERS ITY OP PEllNSYLVANIA, TO THE COHMITTEE ON BANKING, HOUSING, AND 

URBAN AFFAIRS, UNITED STATES SENATE. 

Mr. Chairman and members of the CommitteP.. I appreciate your invitation 

to discuss the role of the Federal Reserve System in the provision of payments 

mechanism services, 

Some preliminary remarks are necessary, First, I am a public member of the 

National Commission on Electronic Fund Transfers. The Report of that Commission 

will appear later this month and will address some of the issues being raised in 

these hearings. The views expressed here are my own and should not be regarded 

as those of the Commission or any of its members or staff. 

Second, your Conm,ittee has been investigating organizational reform of the 

Federal bank regulatory agencies, Since my positions on the role of the Federal 

Reserve System in payments mechanism services are related to my views of the 

appropriate general regulatory functions of the System, the latter needs some 

explication. 

Regulatory ~eform in the banking area is a highly desirable, although not 

an immediately essential, step for the Congress to undertake. With some modi­

fication, I favor the type of reform suggested by the Commission on Financial 

Structure and Regulation, more popularly known as the Hunt Commission, in 1971. 

That Commission recommended separate administrators for the examination and 

supervision of state chartered and national banks, retention of the Federal 

Home Loan Bank Board (with chartering power for mutual savings banks) and the 

National Credit Union Administration and the creation of a deposit insurance 

organization covering all types of deposit institutions and directed by the 
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heads of the several administrations for banks, savings and loans, mutual 

savings banks and credit unions, 

Under the proposals of the Hunt Commission, the Federal Reserve System 

would lose its functions as an examiner and regulator except for those assigned 

by the Bank Holding Company Act and the Edge Act, and except for others that 

might be required for the control of international banking, In my view, it 

would be prefe·rable to place both the bank holding company and bank merger 

questions with the Antitrust Division of the Department of Justice, thereby 

removing all of the bank regulatory agencies from the consideration of issues 

relating to the maintenance of competition. I would apply the standards of 

the Sherman and Clayton Acts to financial markets and abolish the so-called 

"banking factors" as legal criteria. In short, the Federal Reserve System 

should be concerned wit~ domestic and international monetary policy and should 

not be directly involved in unrelated examination and supervisory regulatory 

functions. 

Extended to the issues raised by these hearings, it does not appear that 

the Federal Reserve System needs to take on new or enlarged functions in the 

provision of payments mechanism services, Changes in the payments mechanism 

which will occur because of the evolution of electronic fund transfers will 

require some modification 1.n the operation of the System in its central bank­

ing role; they will not require incursion by the System into new dimensions 

of payments services. 

As the Committee is aware, the Federal Reserve has been involved in the 

development of automated clearing houses. All of the current 29 operational 

ACH's except for those in Chicago and New York are located on Federal Reserve 

premises. A dozen or ~o new ACH's are planned, and many of these will not be 

so located. Because the bulk of early EFT payments are disbursements of the 

Treasury through Federal Reserve Banks, the Treasury and the System have 
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established rules and procedures which are reflected in the software packages 

utilized by ACH' s. It is to be anticipated that these packages will establish 

early standards for EFT payments, but this does not mean that the System has, 

will, or should mandate such standards. The private associations forming ACH'<1> 

ultimately set the full complex of rules and regulations, including the setting 

of fee schedules for services. 

Nondiscriminatory access to ACH services by all banks, savings and loans, 

mutual savings banks and credit unions is essential. The relevant criteria 

are those of the antitrust laws, The Department of Justice has been active 

on the question of access. The imposition of additional rules by the Federal 

Reserve is not necessary. Further, banks and other deposit institutions should 

be free to establish their own clearing systems, with the ability to access the 

full system which ties to the Federal Reserve and the.Treasury. With access, 

the development and entry costs of private subsystems of ACH's are not high, 

and the subsystems provide a vehicle for the promotion of price, service and 

technological rivalry. 

Nonetheless, a pricing problem is created by the Federal Reserve's involve­

ment in ACH's. The same problem exists in the computer and delivery services 

of the System in clearing checks. No rational and efficient pricing of payments 

services is possible without the _payment of interest on reserve balances, If 

members and non-members were charged the same explicit prices for these ser­

vices, the members would be at a disadvantage because of the "tax" they pay 

for having to forego interest on reserves. If no charges were made to either 

members or non-members and the latter had free access, the members would be 

"subsidizing" the non-members through this "tax.:' If members were charged 

less than non-members as a recognition of the "tax" from non-interest bearing 
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reserves, the incremental cost for providing services to the customers of the 

member banks - including services for non-member banks - would be lower for 

members than for non-members, giving the former a market advantage. If non­

members were forced to access the Federal Reserve service through a member 

bank, the non-members would suffer similar discrimination. 

In earlier hearings before the Subcommittee on Financial Institutions, I 

urged that the System pay interest on reserve balances. The reason given then 

was not that this would prevent further attrition in membership, but rather 

that it provided a new monetary policy instrument. The payment of interest 

on reserves would also help in setting efficient prices for clearing services. 

Institutions - any of the deposit institutions - that keep balances with the 

System would receive interest on those balances. They would also be charged 

for clearing services rendered by the Federal Reserve. The two should not 

be "tied", however, Any institution should be permitted to keep a balance 

with the Fed, but to' use other clearing services as offered; any institution 

should be allowed to use the clearing services of the Fed at announced fees, 

but not keep a balance with the Fed; en institution should be able to use 

whatever mix of Fed balances and clearing services was best from the view of. 

its own operations. 

If the System operates properly in its monetary policy role, it would not 

raise the rates paid on balances above those consistent with its overall inter­

est rate goals. Thus, cross-subsidization of services from this source should 

not be a major problem. The System, however, is unique compared to other 

financial institutions in that market pressures do not require competitively 

based levels of earnings. It could subsidize service offerings from its 

"profits", forcing other private institutions out of all or part of their 

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



11 

service offerin_gs. In view of this, the System would have to be required to 

price non-discriminatorily at levels no lower than its own direct costs. This 

would at once provide efficiency in monetary policy and efficiency in the pay­

n,ents mechanism. It would retain marketplace incentives for the provision of 

payment services, with private. institutions performir,g those functions for 

which they have the lower costs or better services. 

The ACH's, it should be noted, parallel the payments services for paper­

based funds transfers. The total mechanism is a highly complex one, with 

some payments being effected internal to a single institution, some being 

made bilaterally between two institutions, some being made multilaterally 

among several institutions through local and regional clesring associations, 

some being made multilaterally through a bank which acts as a clearing insti­

tution, and some being made multilaterally through Federal Reserve facilities. 

Clearing, whether for paper or electronic transfers, is a "switching" 

operation, with one account - of a person, business, financial institution, 

or government - being debited or credited and another being credited or 

debited. The "switching" occurs at various levels depending on the type of 

the transaction, the size of the transaction and the location of the payor 

and payee. Movements of the orders to "switch" are handled by personal 

delivery, mail, private courier, verbal telephonies, digital wire message, 

etc., and regardless of the method there may be several "switching steps" in 

the process. An hierarchical network of lines and switches is involved. 

The hierarchical character of clearing network~ makes it impossible to 

distinguish precisely between classes of "switches." An automated teller 

machine may in some cases complete a transaction. It is the only switch. 

So may a point of sale terminal. Yet in othe~ instapces, the ATM or POS is 
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nothing more than the terminal device to get a series of transactions started, 

The ATM's and POS's are also parallel to paper-based terminals, A check written 

by me on my bank for cash, for example, can be handled right at the teller's 

window, with appropriate debits and credits on the bank's accounts and mine. 

That is the end. But a check written by me for, say, income tax payments goes 

through a more intricate pattern of accounts involving me, my bank, possibly 

other banks, the Treasury and the Federal Reserve, A number of "switchings" 

occur, some involving institutions which may clear among themselves electron­

ically for my tax payment and which certainly clear electronically for other 

kinds of payments, 

To say arbitrarily that the Federal Reserve should be restricted to, say, 

the ACH part of the payments process clearly mi.sses the point that for some 

transactions the P,O,S. terminal acts like an ACH. Also, POS terminals will 

have to switch among themselves. ls the interbank POS switch an ACH? Well, 

yes and no. 

What we need is a guiding principle for Fed involvement. That principle, 

in my view, is that unless there is a clearly demonstrable need for the central 

bank to enter a new function, it should not do so, The early development of 

the ACH's·needed and received Federal Reserve support, The paper-based 

system was incurring high costs, yet private associations would have had 

problems unless there were some standards set for software, easy interfaces 

among differing computer systems, and an assurance of adequate usage to cover 

costs. Capital costs were not prohibitive, but there was no system to hook 

into. It would have been somewhat akin to a person buying a telephone with­

out knowing how to link in with others who might be using different numbering 
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systems, incompatible electronics, or who were not hooked into the same 

system at all. 

To say that early intervention by the Fed is sometimes needed is far 

different from sayl.ng that continuing dictation of systems configurations 

and expanding intervention towards the "switches" of payors and payees is 

needed. It is different, too, from arguing that, once started, private 

i~centives will work adequately. Evidence to date is that the private 

sector is rapidly moving into the EFT mode and does not require or want the 

Fed to interfere. 

This brings us back to my initial views. The Federal Reserve System 

should concentrate on its monetary policy and central banking functions. 

Unless there is evidence not now present - evidence which, I believe is 

unlikely to come forth in the near future - to the effect that some areas 

of the payments system require Federal Reserve actions beyond those mentioned 

above, the best policy is to let the markets change and grow through private 

incentives. 
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The CHAIRMAN. Go right ahead, Mr. Oram. 

STATEMENT OF GEORGE S. ORAM, 1R., EXECUTIVE ASSISTANT TO 
THE CHAIRMAN, FEDERAL HOME LOAN BANK BOARD, ACCOM­
PANIED BY DANIEL GOLDBERG, GENERAL COUNSEL 

Mr. ORAM. Good morning, Mr. Chairman. 
I am accompanied by the Board's General Counsel, Dan Goldberg. 
Before I get into a quick summary of the Board's testimony, I 

wanted to say another word on what is an ACH and why access to 
ACH's became such a hot issue in the past few years. 

The primary use to date of automated clearing houses is the distribu­
tion of Federal recurring payments such as social security payments 
to beneficiaries. Obviously finandal institutions, whether they are 
commercial banks, savings'banks or savings and loan associations, wish 
to receive these direct deposits for their customers. 

When ACH's were first started sometime ago (I think it was about 
1971 when the problem first came to our attention) ACH membership 
was not open to savings and loan associations. It was only open to 
commercial banks, and so whatever payment was ordered-and there 
are payments going through ACH's other than Federal recurring pay­
ments--could only be delivered directly to an account holder of a 
commercial bank. That has since been solved but ACH's are a very, 
very important way right now for the Federal Government to reduce 
its cost of distrihuting social security payments, in addition to the 
primary use the Federal Reserve and others had in trying to invent 
them, which was to cut down on the volume of paper transfers and to 
increase the number of electronic transfers which presumably would 
be less expensive to process. 

Now with regard to the Board's remarks, I will simply summarize 
some of the highlights of tp.e remarks. 

[Complete statement of Mr. Oram and additional information fol­
lows:] 
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TESTIMONY OF 

GEORGES. ORAM 

DIRECTOR OF THE OFFICE OF MANAGEMENT 

SYSTEMS AND ADMINISTRATION 

OF THE 

FEDERAL HOME LOAN BANK BOARD 

Good morning. My· name is George Oram, and I am the 

Director of the Federal Home Loan Bank Board's Office of 

Management Systems and Administration. 

Your invitation to testify at these hearings to explore 

the role of the Federal Reserve in providing payments mechanism 

services indicated four issues that the Committee wishes to 

study. The Bank Board's prepared statement addresses each of 

the four questions raised. 

1. Is the provision of pavnents mechanism services a 
necessary and appropriate function for the Federal Reserve 
Intts capacity as the nation's central bank? 

When the Federal Reserve System was established in 1913, 

the Federal Reserve Board was empowered to regulate the transfer 

of funds and charges therefor in the Federal Reserve System. 

Furthermore, it could act as a clearing house for the Federal 

Reserve Banks or designate one of them to exercise that function. 

Finally, it could require each Federal Reserve Bank to act 

as a clearing house for member banks. (12 u.s.c. S248(0)). 

Before enactment of the Federal Reserve Act, there was no 

centralized mechanism for the clearing and settling of1checks. 

This lack of uniform authority over the check clearing process 

led to great disparity in the servicing of checks. In many 

cases out-of-town checks were encumbered with exchange charges 

by drawee banks or were greatly delayed in clearing because 

banks sent them on roundabout routes to avoid the added fees. 
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Clearly, enabling the Federal Reserve System to provide 

uniform and reliable clearing house services was necessary 

if the widespread use of checks were to continue. In addition, 

during recent times the continued improvement in the servicing 

of this pa,YJllent mechanism has greatly shortened the period 

of the float so that as a result the Federal Reserve has 

increased, in the short run, its control over the nation's 

money supply. 

In order to determine the necessity and appropriateness 

of the Federal Reserve perform'ing this clearing house 

function, the Bank Board examined the circumstances under 

which any governmental entity should perform a role which 

the private sector might be able to handle. The Bank Board 

believes there are at least three occasions when the government 

might be expected to provide services: 

a) First, when a public benefit is demanded 

and, because of economies of scale, only one 

entity should provide the service; 

b) Second', when private enterprise fails to 

provide services to a sector of the population 

because of remoteness or economic infeasibility; 

and 

c) Third, when a public need has been identified 

but methods for serving that need have not been 
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invented or adequately pursued by private enter­

prise.* 

The clearing house services historically performed by the 

Federal Reserve fit all three categories. 

The Federal Reserve's check clearing service is a public 

good because its speed, dependability and inexpensiveness 

are felt far beyond those who are directly affected by the 

Federal Reserve's operations. Moreover, the combination of 

the continuing increase in the use of paper-based transactions 

and of the Federal Reserve's regionally interconnected delivery 

system (Regional Check Processing Centers) has resulted in 

an obvious economy of scale per unit transaction, as well as 

the assurance that remote or economically impractical outposts 

are adequately served. Furthermore, the Federal Reserve has 

foreseen the inherent limitations of paper-based money transfers 

and so has innovatively adapted some of the developing communi­

cation technologies to streamline its own payments mechanism 

services. 

The Bank Board has observed that the private sector is 

beginning to show an active interest in providing some of the 

services currently available through the Federal Reserve. The 

Board favors the entry of private enterprise in this area 

because it sees the resulting competition among entrants 

*However, as discussed later, the Bank Board believes that whenever 
a governmental entity provides services, it should endeavor to 
price those services so that private enterprise has an 
opportunity to compete. 
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as a way of assuring that customer needs will be adequately 

met. However, the Board is also aware that the continued 

growth of private sector _involvement in particular payments 

mechanism services requires the Federal Reserve to price 

explicitly its comparable services. The Bank Board is mindful that 

in order to unbundle Federal Reserve services many consider-

ations must be taken into account and that such action will 

have far-reaching implications. Nevertheless, the Board 

believes that such a pricing policy must be considered if private 

enterprise is to develop alternatives which may improve upon 

existing clearing house mechanisms. 

2. On what basis should all depository institutions 
have access to the Federal Reserve services? 

At the present time, direct access to Federal Reserve 

paper payments services is available only to member banks 

of the Federal Reserve System. Thus, non-member commercial 

banks and thrift institutions are excluded from direct access. 

In order for thrift institutions to gain access, they must 

establish a correspondent relationship with a member bank. 

The need for thrift institutions, and in particular, 

for savings and loan associations, to participate in the 

settlement and clearing process is a recent one. It has 
~ 

resulted from the authority given to some S&Ls to offer 

paper-based third party payment services, in the form of 

NOW or checking accounts, as well as from the ability of 

S&Ls to provide certain types of electronic funds transfer 

system transactions. In the case of Federal S&Ls, Bank Board 

regulations permit a broad range of pre-authorized payments 
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mechanisms, and the use, on an experimental basis, of electronic 

funds transfer service terminals. 

The Bank Board does not believe that the inability of S&Ls 

to have dirm access to Federal Reserve clearing and settlement 

processes without use of a correspondent bank has caused 

problems in the area of paper-based third party payment services. 

As you know, the NOW account,_which is the major form of S&L 

participation in paper-based third party payment services, is 

essentially a savings account although it has certain 

characteristics of a checking account. Those S&Ls that offer 

NOW accounts have the settlement and clearing process carried 

out through a correspondent commercial bank with the complete 

cooperation of the Federal Reserve. The Bank Board is not aware 

of any problems that S&Ls have had in obtaining correspondent 

bank access to settlement and clearing transactions at a 

reasonable cost. Likewise, those State-chartered S&Ls that 

can offer checking accounts are in the same position as non­

member commercial banks in that they usually deal through 

a correspondent bank. in order to obtain check clearing services 

outside of their local banking market. Within their local 

market they may clear checks through a correspondent bank, 

directly with individual banks and S&Ls, or through participation 

in local clearing houses. 

The Bank Board is aware that one of the obstacles to direct 

access to Federal Reserve check clearing and settlement services 

is that such an arrangement for services is a non-pecun'iary 

form of payment designed to offset, in part, the costs that 
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go with membership in the Federal Reserve System. The cost 

of membership results from the fact that some assets must be 

held in the form of non-interest bearing reserves at Federal 

Reserve Banks. The ability of member banks to avail themselves 

of services provided by the Federal Reserve Banks, at best, 

only partially offsets the interest foregone on required 

reserves. The exodus of some State-chartered commercial 

banks from the Federal Reserve System indicates that some 

members apparently do not regard Federal Reserve services 

as equal in value to the interest they lose on required 

reserves. If the Federal Reserve System were to'make its 

paper payment services available readily to non-member 

depository institutions under the present institutional 

structure, the result could well be an even greater exodus 

of State-chartered banks from the system. As long as member 

banks continue to receive no interest on required reserves 

held at Federal Reserve Banks, it will be difficult, if not 

impossible, for the Federal Reserve to make its paper payments 

mechanism services available directly to non-member depository 

institutions without further aggravating its membership 

problem. 

While the Bank Board appreciates the problems that the 

Federal Reserve has in making its paper payments mechanism 

services available to non-member institutions, nevertheless, 

it wants to ensure that S&Ls and thrift institutions generally 

are not impeded by their lack of direct access to Federal 
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Reserve services in competing for business with respect to 

third party payment services, both of a paper-based nature 

and in the form of EFTS. 

A serious issue that has been publicized for some 

years has been the question of access for thrift institutions 

to automated clearing houses. Although such clearing houses 

are privately organized, they depend heavily upon Federal 

Reserve facilities, and most also make use of Federal Reserve 

computers. In the Board's opinion, the ability of thrift 

institutions to compete in the third party payments area 

depends upon their gaining membership in private automated 

clearing houses on the same basis and with the same rights 

as commercial banks. 

Since private ACHs are clearly deriving advantages.from 

their ability to use Federal Reserve facilities and are thus, 

to some extent, being subsidized by the System, the Federal 

Reserve has a strong responsibility to see that thrift insti­

tutions are not barred from membership in such associations. 

And, the Federal Reserve Board has used moral suasion to obtain 

access for thrift institutions in private automated clearing 

houses. Also, there are pending antitrust suits brought by 

the Justice Department against a number of automated clearing 

houses dealing with this subject • . As a result of all of 

these efforts, many private automated clearing houses have 

already permitted thrift institution membership. The Bank 

Board anticipates that the situation will resolve itself, 

but, nevetheless, will be watching the outcome carefully. 
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3. What are the potential benefits & costs that the 
economy would obtain from explicit pricing of Federal Reserve 
services? 

The Bank Board's position on the potential benefits and 

costs that the economy would gain from explicit pricing of 

Federal Reserve services follows from its position described 

above. It recognizes the difficulties the Federal Reserve 

would face in unbundling its services and pricing them 

explicitly. Furthermore, unbundling could well aggravate 

the Federal Reserve's membership problem without being 

particularly beneficial to thrift institutions since the 

latter merely require some type of access to Federal Reserve 

payments mechanism services even if the access is indirect. 

The Bank Board does not believe that it is in a position 

to weigh the potential benefits and costs to the economy 

which would result from the explicit pricing of Federal Reserve 

services. Nonetheless, there is little doubt that such a 

policy could lead to a more rational use of Federal Reserve 

services. Also, it could facilitate the development of private 

interregional payments services tnat, in turn, could compete 

with the Federal Reserve. However, if explicit pricing is 

not to aggravate the membership problem and put national 

banks, which must be members of the Federal Reserve System, 

at a competitive disadvantage, it will be necessary to introduce 

explicit pricing throughout the Federal Reserve System. This 

means that some reasonable explicit interest rate -- i.e., 

in the form of monetary payments rather than non-pecuniary 

services -- would have to be paid on reserves. In turn, 
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however, this could undermine the present ban on the payment 

of explicit interest on demand deposits. Depository institu­

tions that presently offer demand deposits are able to give 

implicit interest on such deposits by providing services 

or by imposing little or no fees to cover the servicing of 

such accounts. This situation parallels the relationship 

the Federal Reserve has with its member banks. As you know, 

there is a pending Senate bill that would authorize interest­

paying NOW accounts for all depository institutions and permit 

the payment of interest on reserves held at Federal Reserve 

Banks. The Bank Board has supported these provisions. 

4. What is the impact of the Federal Reserve's current 
role in the fayments mechanism on corresfondent banking, 
on the efficiency of the payments mechanism and on private 
marketplace incentives to provide payments services? 

With regard to the impact of the Federal Reserve's current 

role in the payments mechanism on correspondent banking, there is 

no doubt that the lack of direct access to the Federal 

Reserve by non-members has necessitated the establishment 

of correspondent relationships. Direct access for all 

depository institutions would diminish the need for a cor­

respondent relationship between a member and a non-member. 

However, as noted above, savings and loan associations have 

not found that th~ present arrangement has impeded access to 

the clearing and settlement process. 

As for the efficiency of the payments mechanism, the 

current marketplace appears to have endorsed certain 

efficiencies of the Federal Reserve's provision of services 

most notably the delivery system. However, it may be that 
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competition, growing from an explicit pricing policy, would 

result in a more efficient system or indicate that, at least 

given present technology, a public monopoly is most beneficial. 

With respect to the question of private marketplace 

incentives to provide payment mechanisms, the Bank Bo&rd 

recognizes that explicit pricing would promote private 

enterprise competition with governmental entities and 

test whether there are, in fact, sufficient incentives for 

private enterprise to enter this market. However, as indicated 

above, the Bank Board also realizes that explicit pricing 

of clearing house services cannot be effectuated alone. Such 

action must be considered in a broader context involving 

the explicit pricing of all services. The Bank Board urges 

Congress to address this issue comprehensively so as to encourage 

the greatest amount of competition. 

This concludes my formal statement. I would be glad 

to answer any questions you may have. 
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SENATE COMMITTEE ON BANKING, 
HOUSING, AND URBAN AFFAms, 

Washington, D.O., September 19, 1977. 

Ohairman, Federal, Home Loan Bank Board, 
Washington, D.O. 

DEAR MB. CHAmMAN : My letter to you of September 7 requested that you 
testify at the Committee's hearings on the role of the Federal Reserve in the 
payments mechanism to be held on October 11 and 12, 1977. . . ; 

A particularly important issue to be examined at those hearings will be pncmg 
and access to Federal Reserve supplied payments services for all depository in­
stitutions including savings and loan associations. I hope that this issue will be 
addressed in your testimony. 

With the financial innovations and the development of EFT systems, it is pos­
sible that the Federal Home Loan Bank Board involvement in the payments 
mechanism may increase. I understand that the development of various types of 
electronic fund transfer systems, including automated clearing houses and point­
of-sale systems, has been studied by the FHLB System for some time, and that the 
system may already be offering some types of payments services to its member 
institutions in certain areas. Although your .participation as a supplier of pay­
ments services to member institutions is not the subject of the forthcoming hear­
ings, the Committee's examination of the payments mechanism would be incom­
plete if we ignore the current and contemplated role of the Federal Home Loan 
Bank System in the payments mechanism. 

It would be helpful for the Committee to have some background material on the 
FHLB System's involvement in the payments mechanism prior to the hearings. 
Therefore, please supply the Committee with the following informatiop : 

1. A review of the FHLB System's current and pllanned (lperations in the 
payments mechanism including provision of services such as wire transfer of 
funds, ACH services and point-of-sale services, processing NOW drafts, and 
any other transfer or accounting services. 

2. A review of the volume and dollar amount of services provided during 
the past 5 years and the total and unit costs of supplying those services. 

3. A review of the pricing system used by the FHLB System for the pay­
ments services it provides to member and nonmember institutions. 

4. A review of the types of payment services the FHLB System is consider­
ing for possible future implementation. 

The Committee would like to receive 30 copies of the requested material by 
Wednesday, October 5, 1977. 

Sincerely, 

HON. WILLIAM PBoxMmE, 

WILLIAM PBOxMmE, Ohairman. 

FEDERAL HOME LoAN BANK BOARD, 
Washington. D.O. 

Ohairman, Oommittee on Banking, Housing and Urban Affairs, U.S. Senate, 
Washington, D.O. 

DEAR MB. CHAmMAN : In response to your September 19, 1977, request for back­
ground information on the Federal Home Loan Bank System's involvement in 
payment services, I am enclosing a folder containing material which addresses 
each of the four items specified. 

Exhibit No. 1 summarizes current Bank System activity in the areas of wire 
transfers, demand deposit accounting, direct deposits (government recurring 
payments) and on-line accounting services. 

Exhibit No. 2 provides a five year history, including volume and costs, of the 
aforementioned services. Although some of the data for the years prior to 
the adoption of functional accounting has been estimated, we believe the data is 
a reasonable estimate of the activity which took place during this period. 

Exhibit No. 3 sets forth the pricing policiP.s most widely used iby the Banks. 
However, it should be remembered that pricing techniques differ from Bank to 
Bank, depending upon member needs, services and pricing policies of District 
Boards of Directors. 

Exhibit No. 4 descdbes Bank System plans in the payment mechanism area. 
If you need any additional information, please do not hesitate to contact me. 

Respectfully, 
DANIEL J, GOLDBERG, 
Acting General Oounsel. 

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



26 

TOTAL FEDERAL HOME LOAN BANK SYSTEM 

SUMMARY OF PAYMENT MECHANISM ACTIVITY 

PAYMENT MECHANISM 1972 

Wire Transfers 
Total Volume 56,507 
Tota 1 Amount 88,303 
Average Unit Cost 2.29 

Demand Deposit Accounting 
Total Vo"lume 34,545,839 
Tota 1 Amount 45,964 
Average Unit Cost .21 

On-Line Account Service 
Total Volume 2,350,865 
Average Unit Cost 2.65 

Direct Deposit - Government 
Recurring Payments 

Number of Assoc. 
Amount 

Note: all dollao:: arrounts in millions; 
"Total Volume" represents 
the number of transactions. 

1973 1974 

63,902 89,185 
115,019 262,109 

2.31 2.34 

40,629,641 47,863,757 
46,344 47,842 

.21 .20 

3,819,401 4,917,975 
1.93 1.68 

EXHIBIT #1 

1975 1976 

118,367 151,336 
319,560 368,825 

2.40 2.48 

56,455,912 67,037,667 
55,483 68,821 

. 19 .19 

6,171,221 7,450,582 
1.69 1.64 

~81 6 .8 
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FEDERAL HOME LOAN BANK SYSTEM 

PRICING SYSTEM 

EXHIBIT #3 

The following is a general description of the Bank Systems' approach to pr1c1ng 
the various services which appear in the accompanying documents. It should be 
noted that although the twelve Banks approach pricing with the same general 
philosophy, there is some variation. This reflects association needs, services 
offered, District Board of Directors pricing philosophy, etc. 

1. WIRE TRANSFER SERVICES, RECURRING GOVERNMENT PAYMENTS AND DEMAND 
DEPOSIT ACCOUNTS. 

Charges for these payments mechanism services are normally recovered 
through the use of a compensatory balance. A monthly analysis of 
member balances and activity is performed with a copy provided to 
each member. A member maintaining an account which generates a 
loss is encouraged to increase the collected balance in an amount 
substantial enough to generate earnings to .cover a 11 expenses. 
When the monthly analysis consistently indicates a loss to the 
Bank, the services may be curtailed or discontinued. 

2. PRICING PHILOSOPHY FOR ON-LINE ACCOUNTING SERVICES. 

The pricing policy of the Federal Home Loan Banks for on-line 
accounting services is governed by a resolution adopted by the 
Federal Home Loan Bank Board. The resolution states that the 
Banks may offer this service at prices which will make the service 
self-sustaining and not cause injury to private services. 
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Exhibit #4 

At present, the Bank System does not have any definite 

plans to offer new payment services. The FHLBanks have always 

provided services in response to the needs of their members. 

If electronic funds transfer services become more widespread 

or transaction account authorities for savings and loan 

associations are increased, then the development of new 

electronic payment mechanisms may be necessary. Currently, 

the Banks assist their members by giving up-to-date information 

on EFTS implementation and by studying costs and benefits in 

the payments mechanism area. 
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The CHAIRMAN. Thank you very much. 
Mr. Phillips, you said in your statement quite emphatically the Fed­

eral Reserve should concentrate on its monetary policy and central 
banking functions. I think many people would applaud that, includ­
ing me. 

Is the provision of payment services an appropriate function for a 
central bank? Do you know of other central banks that are the primary 
providers of payment services like the Federal is? 

Mr. PHILLIPS. I don't, Mr. Chairman, know of other central banks 
that are involved down to the point of the customer, but they are cer­
tainly involved in the payment mechanism every place you see a cen-
tral banlr and they should be. · . 

My point with respect to the Federal Reserve is that to carry on its 
monetary policy it's clear you need to have an efficient system for 
payments, but from my point of view to provide an efficient system of 
payments does not require the incursion of the Federal Reserve into 
the provision of most payments mechanisms services. They can be 
handled quite well by the private market. 

I agree with Mr. Oram that the foresight of the Fed in creating the 
RCPC's, which are regional check processing centers, and its aid in 
establishing standards and the provision of technical services was 
very important in setting up the early ACH's, but I don't think it -fol­
lows from that that at this point in the technology, at this point in 
market developments, that the Federal Reserve for monetary policy 
purposes needs to extend its payment services elsewhere into the sys­
tem. Even with respect to the services that are now provided-I think 
your early statement indicated the reasons for it as did Mr. Oram­
that explicit pricing of those services is necessary to allow the private 
sector to come into those markets that they are better equipped to 
enter. 

The CHAIRMAN. The Federal Reserve monopoly is not essential for 
monetary policy purposes, No. 1 ; and No. 2, explicit pricing in your 
view would not interfere with their monetary power and objectives? 

Mr. PHILLIPS.No, sir; not at all. 
The CHAIRMAN. Mr. Phillips, there are two parts to the transfer of 

funds, clearing to determine which accounts are debited and which are 
credited, and settlement to effectuate the movement of funds. 

Does the Fed have to be involved in both clearing and settlemenU 
Would the private sector be able to efficiently provide clearing 
services? 

Mr. PHILLIPS. I confess I'm having difficulty with your dichotomy 
between settling and clearing. Let me respond this way. To make my 
point clear, 1although it may not answer your question, Senator, if I 
walk into my bank with a check or if I ordered my bank to pay the 
Philadelphia Electric Co. what I owe them electronically, that will 
really clear without the Fed !being involved. The payment order simply 
doesn't need to go all the way up to the central bank. 

On the other hand, if I make tJax payments where the account of the 
Treasury is held at the Federal Reserve Bank or if I write a check to 
someone in California which would require interregional clearing, 
then up at the top of that clearing pile somebody has to take care of 
the interregional transfer. Now I keep using the word "trans-fers"­
and I'm not sure of the distin<;tion you make between settlement and 
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clearing. I conceive of clearing as the process by which an asset which 
was once Mr. A's becomes Mr. B's and at that point settlement is 
made. 

The CHAmMAN. By clearing, I mean the processing, the determining 
of who gets the funds. 

Mr. PHILLIPS. Yes. 
The CHAIBMAN. And of course, as you said, the settelement is just 

the transfer of funds. 
Mr. PHILLIPS. Well, it seems to me the two are just totally-when 

I decide that it's A who owes B the money, i:f that's what you 
mean by the clearing, then there's really bound up in that the transfer 
of the funds from A to B. Certainly at the automated clearing 
house level the Fed would be partially involved in that processing. 
It has to direct payment from -one person to 1mother through its clear­
ing-house activity. 

The CHAIBMAN. Mr. Oram, in your statement you say, and I quote, 
"the Bank Board also realizes that explicit pricing of clearinghouse 
services cannot be effectuated alone," and you go on to say "Such ac­
tion must be considered in a broader context involving the explicit 
pricing of all services." 

Can you elaborate a little bit on that statement 1 What does the 
Bank Board mean lby "all services"~ 

Mr. ORAM. Well, I'm not going to be able to sit here and list all the 
services that the Fed provides, but I think the thrust of our remarks 
is if you're going to charge for one type of service--we're getting into 
the general discussion of compensating-well, let me try to deal with 
it on an example basis. If the Fed is g-oing to charge, say, w cents a 
transaction for an automated clearinghouse transaction and w cents 
for a check transaction, then those people who are members are going 
to be asking for credits for the amount of money they have on deposit 
so that they would be equal in terms of cost with those people who 
are nonmembers. So i:f you're going to do one side, you're going to do 
the other. 

The CHAIBMAN. What concerns me about this is I have been working 
hard to try to persuade the committee and others to consider the possi­
bility of lifting the prohibition against paying interest on correspond­
ent balances and not waiting until we can completely eliminate the 
prohibition on all demand deposits. I would like to add that too, but to 
achieve ·all of that--

Mr. ORAM. I withdraw the word "all." 
The CHAIRMAN. I wonder if you include, for instance, services at the 

discount window as part of the services. 
Mr. ORAM. No, sir. I said that I withdraw the word "all." What 

we are trying to say is there's got to be a balance and you can't just 
start charging for the ACH's. You have got to look at the other side 
of the equation. 

The CHAIBMAN. That's very helpful. I think I have time for maybe 
one more guestion. 

Mr. Phillips, you seem to agree with me that the pricing of Fed 
payments services would be very beneficial. The key to getting the Fed 
to go along with the plans to institute pricing is the membership issue 
as you know, which means the reserves of the members must be recog­
nized. Otherwise, they feel the attrition would be so great that they 
would completely lose their constituency. 

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



33 

Do you recommend payment of interest on all reserves or would it 
be possible to have the Fed unbundle reserves and pay interest only 
on a portion held for clearing purposes~ 

Mr. PHn.LIPS. My own view, Senator, is that there should be inter­
est paid on all reserves. Again, let me use an example outside of the 
Federal Reserve in the correspondent banks which you are also inter­
ested in. 

If one bank maintains a correspondent balance at another bank, it 
is partly to meet reserve requirements, but it's also used as a ~}earing 
device so that checks that are drawn on the bank that's maintaining 
the deposit can be cleared by reducing its account at the other bank. 
I think it would be very difficult to distinguish between the amount of 
the deposit that the 'bank keeps for clearing purposes and the amount 
it keeps for· reserve purposes. Whatever balance is there, both would 
qualify for reserves. The same thing is true of banks which keep bal­
ances at the Federal Reserve bank. 

My own view on these were exJ?lained somewhat earlier in hearings 
by Senator McIntyre, that with mterest paid on the reserve balances 
and with any financial institution being able to maintain balances 
with the Federal Reserve and receive interest on them, the question 
of the membership largely disappears. Indeed, the question of manda­
tory reserve requirements in the sense of having to have some par­
ticular percent against demand deposits disappear too. The member­
ship issue will disappear if the Fed pays appropriate interest on 
reserve balances. Paying it on all balances, your question, would then 
obviate the question of how much-there would be no question of how 
much would be required reserves and how much was for balances. 

The CHAIRMAN. My time is about up. The problem with your re­
sponse to me is the possibility that this may cost the taxpayers about 
$2 billion. You're going to have everybody paid interest on reserves, 
and you do that way eliminate the membership problem all right. 

Mr. PHILLIPS. Yes. 
The CHAIRMAN. But the cost would be colossal. 
Mr. PHILLIPS. There is that problem, Senator, but it's a question of 

who bears the tax. I acknowledge quite frankly that there is a tax 
involved in this. Presently it's being paid by the member banks and, 
as all taxes levied on businesses are likely to be, passed on to the cus­
tomers of that organization. The consumers are ultimately the tax­
payer. Then the question becomes, should that be the tax collection 
device or should the ordinary tax collections through personal and 
corporate income taxes and so forth be the device to provide the Treas­
ury with the funds that it needs~ I would prefer the latter. 

The CHAIRMAN. Senator Lugar. 
Senator LuoAR. Professor Phillips, in your testimony you describe 

clearing exercise as switching from the relatively simple exchanging of 
a check for cash and the transactions concluded at a window to more 
complex ones in which institutions may be able to clear. As I gather, 
at least the rationale for the Federal Reserve becoming involved in 
this is that, as you say, you might have a telephone but have no system, 
and if I gather correctly, the Federal Reserve's involvement is the link­
age between various clearinghouse mechanisms or is that a fair state­
ment~ Is that the reason the Federal Reserve gets involved at all i 
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Mr. PHILLIPS. Certainly that is the reason that early on it did be­
come involved, Senator Lugar, but it's not related strictly to electronic 
funds transfers. I guess it was a decade ago or so that the Federal 
Reserve, along with the American Bankers Association, decided to 
establish.standards for magnetically encoding checks, the MICR codes 
that are on everybody's checks. Well, if an individual bank attempted 
to do it, its code would be different from somebody else's code. The 
establishment of standards is required so you don't need a different 
computer or different kind of software to read the check of one per­
son at one bank from a check of another at a different bank. That was 
one of the reasons that the Federal Reserve early on got into it, for 
standards purposes. 

It also then supported the plans of Atlanta and various other cities, 
certainly also on the west coast, to help develop the kind of computer 
software that was necessary to have a broad interconnecting system, 
and that is necessary again just as with the telephone. We have to ha;ve 
a fully interconnecting system in the sense that if I make a call from 
Washington to Los Angeles it doesn't automatically have to go directly 
from here to Los Angeles. Depending on the time of day and what 
circuits are busy, there are automatic switching devices that will move 
my call all over the place. It might go up to Canada or to Kansas City 
and back to Chicago and then to Los Angeles to get through that maze 
of switching. But in order for that to occur and to have that efficiency 
in getting the message through-and that's what an EFT order is, it's 
a message to get through-you have to be able to have all those sys­
tems interfaced with one another. They have to be compatible tech­
nologically, and the Fed, I think, thought the ACH's were very 
valuable. 

Senator LUGAR. All right. Now, if the Fed then does bring about 
both the standards and the interfacing of the systems, as I gather 
from your testimony, you feel that it's conceivable that private institu­
tions might take over. In other words, I'm trying to gage how the 
Federal Reserve gets into it, and I think you have well explained that 
in setting the standards and linkages, but. how does the Federal Re­
serve get out of it. What minimum thin~s are remaining for the Fed­
eral Reserve to do 1 Would it be simply a Supreme Court for standards, 
for size of numbers, or what sort of ink was used and that type of 
thing, or at what point does the Federal Reserve almost inherently 
stay in this thing-and get bigger and, as you suggest, start pricing and 
unbundling and what have you 1 · 

Mr. PHILLIPS. I think a lot of that is covered in the three points 
for Government agency involvement which Mr. Oram has discussed. It 
gets out of it if with explicit pricing of its own services, based on the 
cost of providing those services, there is unregulated private enterprise 
that. can do it less expensively than the Fed. Then its role begins to 
fade away because that's the way the market operates. 

Senator LUGAR. What sort of services would be involved 1 If the 
Fed decides, as you say, what kind of digits and ink and size and all, 
this is a service to everybodv. 

Mr. PHILLIPS. Yes; 1.t is. • 
Senator LUGAR. Now what sort. of specific services might be provided 

in which there could be charges 1 
Mr. PHILLIPS. The specific services for which we are discussing; 

charges are really the clearing and collection process that is involved. 
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Presently the Federal Reserve courier system which obviously entails 
costs, money costs and real resource costs, is provided free to its mem­
bers. Explicit pricing would have their courier service being charged 
to whomever is using it on the basis of at least the direct cost of the 
courier service. 

Now the Fed would get out of the courier service if a private organi­
zation could supply the same service for a lower price. There's the 
additional advantage that if numerous private organizations had 
the opportunity to try to do that there would be the possibility of the 
development of better systems as well as conceivably lower costs. 

Senator LUGAR. Are private people presently not wanting to get into 
thisi 

Mr. PHILLIPS. Private people are longing to get into it and they 
would especially like to get into it if they were assured that the Federal 
Reserve wasn't going to charge zero for the same thing that they have 
to charge a price for. I believe that the testimony of a gentleman on 
the next panel on Bankwire will illustrate that point. 

Senator LUGAR. Why wouldn't the Federal Reserve get out of it 
altogether. I'm not certain I see why they are still in it. 

Mr. PHILLIPS. Ordinarily, I regard an explanation based on Parkin­
son's law as being not very illuminating so far as basic reasons, but 
I think there may be some Parkinsonian here. 

Senator LUGAR. The reason I pursue this is that I have some bias that 
they probably ought to get out of it if in fact there is no need for them 
to be in it. That would obviate all the need for the hassle of trying 
to go through what the rules of the game are and how you discriminate 
against private entities and so forth if we followed that route. If we 
don't follow that route, then we really do get into the so-called 
rationalization of pricing and unbundling and this type of thing. 

Mr. PHILLIPS. But only out of it in the sense of being the regulator 
or provider of the services, but clearly not out of it as far as being a 
participant in it. It's obvious that the central bank itself has to have 
access to the payment system. · 

Senator LUGAR. Sure, and the setting of standards. 
May I ask Mr. Oram this question. The suggestion is that corres­

pondent bank relationships would be much less necessary if in :fact 
there was direct access by all sorts of banking entities to automatic 
systems. T:Y to trace that law a bit more :for me if you will. In other 
words, obv10usly, one of the reasons why correspondent banking rela­
tionships are maintained is that they are important because of clearing 
various instruments. This committee has been discussing in another 
context correspondent banking relationships in the last couple of 
weeks or so that have led to some questions. To what extent can we 
once again put the very difficult problem behind us through proper 
movement in that area we're talking about today i 

Mr. ORAM. Let me first say I'm going to be followed in subsequent 
panels by a lot of distinguished bankers that know an awful lot more 
about correspondent banking than I do. At the same time let me re­
spond here just using the sin~le example of the savings and loan busi­
nes~ in New England establishing themselves in the NOW account 
busmess. They developed paper instruments with magnetic coding on 
the bottom that had to be cleared and these had to be cleared through 
a clear}ng system and the people that had access to the clearing system 
were either clearinghouses (which were run by banks) that existed in 
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local communities or when the document had to go to another com­
munity it might tend to go through the Federal Reserve. So the savings 
and loans who had to have a bank anyway-any savings and loan 
needs to have a banking relationship-but the fact that a NOW account 
had to be cleared through a clearing mechanism meant that the savings 
and loan had to go to somebody to do it and the savings and loan was 
not a member of the Federal Reserve so it was required to have some 
sort of relationship and that relationship requires some sort of deposit. 

So, yes, there is an artificiality to it that if there were complete open 
pricing there would be more choice, but still today, of course, central 
banks that perform the correspondent service compete mightily in 
terms of service offering if not in terms of price. So I think that you 
could ask that question to subsequent people and probably get some 
more information. 

Senator LuoAR. One final question. At the bottom of page 9 of your 
testimony [seep. 23], you talk about efficiency of payments mechanism 
and then your last sentence is 

However, it may be that competition growing from an explicit pricing policy 
would result in a more efficient system or indicate that, at least given present 
technology, a public monopoly is most beneficial. 

Now what did you mean by that last i 
Mr. ORAM. What I mean is that if the Fed would price their services 

at a rate which would recover the cost of the service and several 
private entities tried to compete with them say in providing nation­
wide courier service and could not profitably compete at the price 
with which the Fed could cover all of its costs, why then you would 
have proved that the Fed would be the proper entity to provide the 
courier service in this particular example. 

Now I, myself, believe that private enterprise can beat Government 
in providing a service almost every time, but you should recognize that 
there are going to be circumstances where a large monopoly can drive 
the cost down. That's what I'm referring to. But you can't tell unless 
you put a price on it and try. 

Senator LUGAR. All right. I was not arguing the point, but I appre­
ciate your clarification. I would suspect that you're right, that the 
private people would do better. On the other hand, if we were going 
into costing here I suppose I would add the footnote that there are 
some taxes paid by private people and other problems involved in 
private ente~prise that is not involved in public enterprise, so you have 
to have a fair test. It's been suggested the Federal Government ought 
t~ set up yardsticks and the yardsticks are often very strange mecha­
msms because they just don't have the hassles that are involved in 
private enterprise attached.to it. 

Mr. ORAM. Yes, sir. 
Senator LUGAR. Thank you. 
The CHAIRMAN. Senator Schmitt. 
Senator ScHMrrr. Thank you, Mr. Chairman. 
I was intrigued by your responses to Senator Lugar's quest.ions 

because I had written down on mv pad "re~ulated public ut.ility," 
and it seemed to me from the descriptions of this area which is new 
to me that I felt as if I was hack in the Commerce Subcommittee on 
Communication. because fundamentally, 11.s was so well said, we are 
dealing with a form of communication. We are trying to transmit 
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money or the essence of money from one point in this country to an­
other and by explicit pricing we would seemingly create a situation 
where a natural monopoly might be tested. Is there in fact a natural 
monopoly for the transmission of the essence of money throughout the 
countrf as has been argued there is for the transmission of informa­
tion o other kinds 1 I find the analogy almost complete that we are 
dealing with another form of information. The basic question comes 
down to what is the most efficient way to transmit that information, 
namely money, at the least cost to the consumer 1 

Do you feel-and you can answer in sequence, Mr. Phillips first-do 
you feel that there is in fact a natural monopoly here or is it something 
where competition, unbridled competition, could hold sway 1 That's the 
big argument now in the area of telecommunications. Is there a natural 
monopoly 1 If so, how large is it 1 What does it cover 1 Does it just 
cover the switching services and the long line services or does it cover 
everything 1 It's a very important issue in the ar~a of communications, 
and I can see where we suddenly overlap right smack dab into the 
transfer of money. 

Mr. PHILLIPS. Yes. As you point out, Senator, there is an analogy 
between the natural monopoly characteristics of the switching m 
ordinary communications networks and this kind of a network. I think 
that it's important in assessing that natural monopoly, though, to dis­
tinguish between the economies that may prevail with respect to a 
particular mode of transfer and a particular locale and the question of 
how much power would a private monopoly have if there were scale 
economies. It may very well be that within a given city the duplica­
tion of the clearing to establish a second clearing house, whether 
automated or other, would increase costs. In that sense, yes, there is that 
kind of a natural monopoly. It may be that to duplicate throughout a 
system which the Fed operates for interregional clearing, the re­
gional and check processing centers, would add to costs. Again, in that 
sense, it's a natural monopoly. 

But, especially as technology is developing, it's important to temper 
those thoughts with increased numbers of alternatives which exist to 
anybody who operates a particular mode of those. If a local clearinl!­
house abuses its monopoly there are easy alternatives, especially in 
the computer type system, to go around it. You don't need to use 
those services. 

With reference to your former committee, it raises the MCI type 
problem. What I'm trying to emphasize is in funds transfer there are 
all sorts of people around who are willing to take on the provision of 
particular aspects of the services even though the whole network, if 
it were operated by a single entity, might look like a natural monop­
oly there are alternatives in the various parts of it which take away 
a l!reat. deal of the natural monopoly characteristics in my judgment. 

Senator ScHMI'IT. That seems to me, at least in my opinion, what's 
coming out of that extensive set of hearings we have had on the tele­
communications system in this country and that is there may be a very 
strong analogy with the highway system in that the main trunklines 
and the switching mechanisms off those trunklines do tend to lend 
themselves to a natural monopoly, whereas once you get off and into 
the city, with money or into the city with communications, you 
suddenly have a multitude of opportunities where competition can 
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provide the consumer with a lower cost and better service than they 
would have if you continued to maintain the natural monopoly. 

However, in the development of telecommunications in this country 
we have come across this degree of cro13s-subsidization and I'm sure 
that the same thing probably exists within the transfer of money. Is 
that. true i Has the Fed cross-subsidized on its own or can we see that 
without pricing mechanisms existing i 

Mr. PHILLIPS. There is cross-subsidization currently, if you want 
to call the zero interest which member banks pay on their reserves as 
a zero price. The Fed is offering that below the market price basis-or 
above-depending on what. interest is. They are collecting money 
from their members anyway but not giving members interest. 

Senator ScHMI'IT. That would be equivalent to your home tele­
phone i 

Mr. PHILLIPS. Yes, and there is cross-subsidization involved in the 
present system. 

Senator ScHMI'IT. Where do they pick up that cost i 
Mr. PHILLIPS. Well, they pick it up because the balance sheet of the 

Federal Reserve is one where virtually all their assets earn interest and 
none of their liabilities pay any interest. If you want to get into an 
ideal business, get one of that kind. You can hardly lose so :far as 
making money. 

Senator ScHMI'IT. I think you have made a point and a very good 
one. 

Mr. Oram, would you care to comment~ 
Mr. ORAM. Yes. i'm delig-hted that you have brought up and dis­

covered this parallel with the communications because as a member 
of the EFT Commission we spent a lot of time wrestling with just those 
points and I believe that your perceptions are right on the beam. 

I myself do not believe that there are many natural monopolies to be 
found in the EFT area. The bank board has had experimental regula­
tions out for a number of years so that Federal savings and loans that 
apply can get into fund transfers so we could see where we were. Mo­
nopoly is not needed i:f competition is there, and I myself feel that the 
explicit pricing of services such as ACH services would lead to compe­
tition and would lead to better provision and probably wider provision 
of services. I think you're on the right track. 

Senator ScHMI'IT. Would it be possible, if you gentlemen had any 
other thoughts on this, to transmit those to the committee for our rec­
ord 1 I think it might be very useful. It would also be very useful for 
me in the other discussions on the development of telecommunications 
and, as a matter of fact, we are headed in that direction on hard copy 
mail. We are headed in that direction in the transmission o:f hard copy 
mail. Because o:f the development of technology and modern communi­
cations we now have an opportunity with respect to the mails to find 
another and potentially better way of delivermg the mails directly to 
the homes. 

[The following information was received for the record : ] 
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FEDERAL HOME LoAN BANK BOARD, 
Washington, D.O. December 2, 19'f.7. 

DEAR MR. DICKS: Below are some additional comments to extend my remarks in 
response to Senator Schmidtt's question regarding whether the Federal Reserve 
System should have a monopoly over money transfers. Please accept my apologies 
for the lateness and any confusion we created regarding the submission of this 
additional information. 

It is my strong belief that so-called "natural monopolies" rarely exist except 
where government has allowed or created them. This is a concept which has been 
discussed at some length in EFT in the United States, the final report of the Na­
tional Commission on Electronic Fund Transfers to be presented to Congress in 
October. 

Our studies into the technology and telecommunications aspects of "EIJVI'" have 
led me to the firm conclusion that competition is the tool which best serves the 
public interest in the provision of telecommunications services of all kinds, 
whether it be delivery between points of voice, video, or computer data. Mo­
nopoly is unnatural in long-distance terrestrial a,nd space communication, in 
switching and routing of messages, and even in the local distribution of informa­
tion. Primarily, this is because modern computer technology has made our tele­
phone system very easily adaptable in all types of modern communication be­
tween people over wide areas. 

Similarly, monopoly in the transfer of "the essence of money throughout the 
country", as you put it, would also disserve the public interest and tend to 
stifle vaiuable innovation. Money is already a creation of government, and its 
uses and transportability already governed by careful regulation. Check-clearing 
and wire transfers between financial institutions are already provided by pri­
vately created entities as well as by the Federal Reserve System. None of the 
research I have seen has convinced me that there is a necessity to create by law 
a monopoly over such functions for the Federal Reserve System. 

Sincerely, 
BRENDA SANSONE, 

(FOR ROBERT 0. THOMPSON, 
Special Assistant). 

Senator SCHMITT. My second question has to do, Mr. Phillips, with 
your feeling that-which I share and I think the committee generally 
does-that the Fed's primary responsibility has to do with monetary 
policy. In the testimony of the Fed before this committee one of the 
difficulties that they occasionally emphasize is being able to determine 
the velocity of money. Now I'm 'not an economist at all, except in terms 
of mineral economics which doesn't really relate to this. Do you feel 
there's anything to be gained in a system such as we're describing­
maybe not now, but at least as it ,grows-of keeping track of establish­
ing a better measure of the velocity of money within our economy 1 

Mr. PHILLIPS. Senator, I think the problem is not one of being able 
to measure the velocity more accurately, but rather to be able to pre­
dict under what circumstances velocity is likely to make changes which 
make monetary policy ineffective. I would be glad to send you some 
additional materials on this, but I think that it's easily demonstrable 
that in a system in which individuals receive interest on their trans­
actions balances, either through NOW account legislation or through 
the repeal of the Banking Act of 1933 with respect to interest on de­
mand deposits, and in which the Federal Reserve pays interest on re­
serve balances, the velocity problem disappears. 
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In other words, the velocity problem exists today because of existing 
rules and regulations where feople are trying to find every way pos­
sible to move the money out o monetary transactions accounts and mto 
interest bearing accounts. Well, another way of saying that is the turn­
over of the velocity of those funds increases as people increasingly 
search for preferred interest bearing alternatives. 

Senator ScHMITr. Thank you. I see I have run the red light. Thank 
you. 

The CHAIRMAN. Thank you. Do you have any further questions i Be­
cause I was going to move on to the other witnesses. 

Senator SCHMITT. I presume the record will be open and I will have 
the opportunity to send some additional questions. 

The CHAmMAN. Yes, by all means. I have some questions I would 
like to ask, too. I wish we had more time. I want to thank both you 
gentlemen for your excellent testimony and for your responses. It's 
been very helpful. 

Our next witnesses are a panel consisting of John Lee, executive 
vice president, New York Clearing House Association, New York; 
Bernhard W. Romberg, president, Payments & Telecommunications 
Services Corp., New York; and Virgil Dissmeyer, president, National 
Automated Clearing House Association, Washington, D.C. We are de­
lighted to have you. 

Mr. Lee, why don't you begin. We are going to have the same rules-
9 minutes with the green light. 1 minute with the yellow light, and 
then the stop light goes on. 

STATEMENT OF lOHN LEE, EXECUTIVE VICE PRESIDENT, NEW 
YORK CLEARING HOUSE ASSOCIATION, NEW YORK, N.Y. 

Mr. LEE. Thank you, Mr. Chairman, and good morning, Senators 
Schmitt and Lugar. · 

I am delighted to be here this morning to share with you our views 
relating to the role of the Federal Reserve System in providing pay­
ment mechanism services. I have submitted a statement with attach­
ments and I ask that it be included in the record. 

The CHAmMAN. Yes, without objection. 
[ Complete statement follows:] 

TESTIMONY OF JOHN F. LEE 

My name is John F. Lee. I am the Executive Vice President of the New York 
Clearing House Association. We appreciate the opportunity afforded me to testify 
on .behalf of the Clearing House with ·respect to the role of the Federal Reserve 
System in providing payments mechanism services. 

In view of the substantial controversy over the role of the Federal Reserve 
System in the nation's electronic payments mechanism, we believe that these 
hearings are warranted. This is a critical time in the evolution of payments sys­
tems. Decisions made now could affect the shape and composition of electronic 
networks for the next decade. We will discuss the issues raised in the Chair­
man's announcement in light of the special need for decisions to be made now. 

I. Should the Federal Reserve System provide payments mechanism services? 
By statute and by long established custom, the Federal Reserve System (Fed) 

has provided paper check clearing services. This function extends back nearly 
to the origin of the system in 1913. We do not assert that the Fed should discon­
tinue that activity. Rightly or wrongly from an economic standpoint, the Fed 
is in that business. 

That does not mean, however, that the System should continue to o:ffer its 
services free, nor does it mean that new payment systems should be operated by 
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the central bank. Substantial differences exist between forms of payment. They 
carry over into the payments mechanisms. . . 

We believe a distinction must be drawn between •the payment services which 
the Fed has been providing for an extended period of time and those which might 
be required for new forms of payment. There is some indication that the Fed does 
not make that distinction. In testimony before the National Commission on Elec­
tronic Fund Transfers ( NCEFT), Federall Reserve Vice Chairman Stephen S. 
Garner stated that electronic funds transfers were merely an extension of the 
Fed's traditional check clearing mechanism.• He, and others at the Fed have 
argued that the mechanical aspects of electronic bill paying (preauthorized 
debits) and electronic deposits (preauthorized credits) are merely replacements 
for functions traditionally performed by paper checks. We disagree. We are sup­
ported by the interim report of the NCEFT and by the Privacy Protection Study 
Commission which concluded that electronic payments differ markedly from 
paper checks.• For one thing, electronic financial entries are expandable to cover 
items of information not ordinarily included on paper checks. For another, com­
plete machine readability permits more extensive storage on computer tape. 

It is reasonable to assume that Governor Gardner's view reflected an en­
trenched belief at the Fed that all forms of payment should be embraced within 
the System's clearing mechanism. Such a view would lead, and the indications are 
that it is leading, to an attitude there that the government's responsibilities ex­
tend universally to an .payment mechanisms without distinction as to mode of 
payment. If this attitude stems from a perception that all forms of payment are 
merely paper check alternatives, it ignores the fact that the central bank has 
not been operationally involved with credit cards, point-of-sale (POS) systems or 
other payment mechanisms. 

For example, the Fed as the fiscal agent for the United States Treasury Depart­
ment disbursed Treasury checks through which federal payrolls were met and 
federa[ assistance programs were funded. The swelling federal payroll and the 
rapid proliferation of assistance programs resulted over the last decade in a 
dramatic increase in the number of those checks. The pure mechanical aspect of 
such a clearing process became increasingly expensive. As a means of cutting 
costs, a government electronic direct deposit program was begun in 1975. It was 
assumed by the Treasury Department that the Fed had the legal obligation to 
provide electronic direct deposit facilities. Private alternatives were not explored. 
The Fed computer systems had to be expanded to perform the new task. 

We find no merit in the conclusion that Electronic Funds Transfer (EFT) is 
but an extension of the check cllearing mechanism. We do not believe that the Fed 
is required to provide free EFT services to the Treasury Department just because 
it has traditionally negotiated and cleared Treasury checks. The Congress could 
not possibly have foreseen the need to give the Fed such responsibilities. When the 
law was written, electronic payments were unheard of. 

Government operation usually brings with it a certain amount of rigidity. As 
the report of the NCEFT observed, government entry tends to freeze current 
technology and stifle inr.entives for innovation in an evolving industry.• A danger 
exists that government interference will stifle EFT much as it has affected check 
services. The artificially aow charges for check clearings over the years has en­
couraged banks to ,promote checking account services for their customers instead 
of producing new types of services, such as an Automated Clearing House (ACH) 
and POS systems. If costs were better allocated to users of services, the realistic 
cost of checking accounts would have generated consumer demand for such alter­
natives. But, because the member banks-and indirectly their customers-bear 
the cost of check clearing, financial institutions continue to urge their customers 
to rely on checks. 

We believe it was a mistake for the Fed to have established an ACH network. 
As of now, it is the only electronic payment mechanism being operated other than 
the Fed funds wire.• EarlJ.y in the 1970's, the Fed took action to create the ACH 

1 Testimony of Vlce Chairman Stephen S. Gardner before the National Commission on 
Electronic Fund Transfers, November 11, 1976. 

• "Personal Privacy in an Information Society," the report of the Privacy Protection 
Study Commission, July 12. 1977, p. 116. 

• "EFT and the Public Interest," A Report of the National Commission on Electronic 
Fund Transfers, February, 1977, p. 77. 

• Both the Fed and the Federal Home Loan Bank Board were urged to establlsh other 
systems but to date neither agency has done so, and we do not belleve any such develop­
ment ls warranted. "EFT and the Publlc Interest." A Report of the National Commission 
on Electronic Fund Transfers, February, 1977, p. 72. 
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network by subsidizing operations, first in California and later in all regions of 
the country except two-New York and Chicago. This action was taken prior t? a 
time when there was public demand for such service and before private enterprise 
had been stimulated in the traditional way to enter the field. Had the Fed not 
intruded prematurely into private sector activities, ACH services would have 
developed at a normal pace. Judging by efforts in other areas, private systems 
would have developed when the public evidenced a demand and a need. The 
Treasury Depai:tment requirements would have become a part of that need. 

We beilieve that continued government operation of ACH activity is unwise. 
The Privacy Commission flatly recommended that the Fed begin disinvestment 
immediately• and the NOEFT implied that no further Fed involvement in EFT 
was warranted." As we stated in our comments to the Federal Reserve Board (a 
copy of which is attached) in connection with proposed amendments to Regula­
tion J: 

It is our belief that the Federal Reserve System should operate payment sys­
tems only when the private sector had demonstrated an inability or an unwilling­
ness to do so, where a demonstrated need exists for such operation and when 
appropriate Congressional authority has been obtained. While the Federal Re­
serve is charged with reguQating the nation's payment systems, it is not charged 
with operating them. 

II. Should all financial depository institutions have access to Federal Reserve 
services? On what basis? 

Access to Fed services has been widened through the years both by statute and 
by the System's own initiatives. However. it is the member bankS---and their 
customers-who "pay" for the services in the form of the reserves they must post 
and the capital stock they must purchase. There are few charges, direct or in­
direct, on nonmember banks or other institutions for the services they receive. 
They are, in effect, subsidized by the member banks. 

The Fed has perceived the incongruity of this situation, and on several occa­
sions it has approached the Congress with proposals to require either mandatory 
Fed membership or mandatory posting of reserves. These requests have been 
refused, but the Fed has continued to extend its services. Rather than being ac­
cused of showing favoritism to member banks, it has offered them to all banks, 
thus discouraging nonmember banks and thrift institutions from clearing through 
member banks. 

In 1975 when the Fed established the nation-wide system of automated clearing 
houses, it concluded that all financial depository institutions, not merely mem­
ber banks, should directly participate. The alternative-requiring nonmember 
banks ,and other financial depository institutions to participate directly by clear­
ing through member bank!r'--was rejected. In this system, computer tapes holding 
preauthorized debit and credit information for customers are delivered daily to 
the Fed oper,ated AOHs by the various participants. Acting under the control of 
special computer software, in part developed 'by Fed systems analysts, entries on 
the tapes ,are sorted electronically by Fed computer hardware and new tapes are 
created for record entry at each participating institution. If an institution is in­
oapa'ble of receiving and processing computer tapes, an ACH prints the data out 
on paper advices and delivers paper instead. The t,apes or paper advices are then 
transported in Fed courier vehicles to the various recipients. All of such services 
are performed free of charge whether or not the institutions are members of the 
Federal Reserve 1System. 

We believe that all those who benefit from Fed services should contribute 
toward defraying their cost. Up until now, the Fed has declined to charge for its 
services because of the possibility of aggravating its membership problem. To 
require its member 'banks to fund the 1System and then to turn around and 
charge them for services would in all probability drive more banks away. 

Some means must be devised to permit the Fed to afford equal ,access to all 
financial depository institutions and at the same time avoid increasing the 
burden to member 'banks. 'In our view, the answer is to reduce reserves to the 
lowest practical 'level and to provide for the payment of interest on them. 
Proper pricing of Federal Reserve services and payment of interest on reserves 
,at market rates would not result in a significant reduction in Treasury revenues 
if the tax effect on additional interest payments is considered, if recovery of 

• "Personal Privacy In an Information Society," the report of the Privacy Protection 
Study Commission, July 12. 1977, p. 123. 

• "EFT and the Publlc Interest," A Report of the National Commission on Electronic 
Fund Transfers, February, i977, p. 77. 

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



43 

operating costs plus a profit via pricing of services is added to the Federal 
Reserve money flow, and if additional reserve balances achieved through an 
expanded membership base are ,appropriately valued. In addition, there would 
be a nonquantifiable benefit of overall improvement in monetary control with the 
anticipated expansion of Federal Reserve membership. 

III. Would the economy benefit from explicit pricing of Federa'l Reserve 
services? 

If the burden of membership could be significantly reduced by a substantial 
reduction in reserve requirements and provision for the payment of interest on 
reserves, the means by which the Federal Reserve System provides services 
could be placed on a rational footing. Explicit charges could be imposed for each 
service offered by the Fed and those charges could reflect all of the System's 
expenses, including the cost of capital funds employed plus an equivalent mark­
up to reflect the profit and tax add-ons ,a private sector competitor would have 
to rea'lize. 

The ·purpose of pricing Fed services should be to achieve the following specific 
objectives: 

(1) to enhance tlie competitive environment. 
(2) to promote efficient use of economic resources. 
(3) to minimize any competitive inequality between the Federal Reserve 

and private banks providing correspondent •bank services. 
( 4) to encourage the private sector to assume a greater role in the market 

with ,adequate incentives for innovation and improved technology. 
The economy would greatly 1beneflt from achievement of these objectives. No 

private business can compete i-f the government is willing to give away its prod­
ucts or services. Competition assures cost effective operations and a continued 
reevalu•ation of services offered. Many correspondent banks would offer services 
at less expensive rates and with more flexible features than those provided by the 
Fed. 

Once explicit pricing is established which will allow the private sector to pro­
vide payment mechanism services, the Fed sho)lld withdraw from the area. The 
NOEFT posed the question whether AOH facilities being provided by the Fed 
would collapse if the Fed withdrew its support and, if so, whether such collapse 
would harm the national interest. The New York Clearing House has considered 
this question in papers submitted to the Fed and NCEFT. We believe that the 
private sector is best qualified to provide such services. 

In f,act, private industry has already constructed a multiplicity of EFT systems 
such as BankWire, Interbank, VISA, CHIPS (attached is a description of this 
system which handles an average of 58 billion dollars daily), 'SWIFT and two 
privately operated AOHs. These examples are illustrative of the private sector's 
interest in embarking upon such ventures withoul: government assistance. 

IV. What impact does the Federal Reserve have, because of its role in the pay­
ments mechanism, (a) on the efficiency of the payments mechanism? (b) on 
private market place incentives to provide payment services? (c) on correspond­
ent ·banking? 

The Federal Reserve System has assumed the dominant role in the United 
States check payment mechanism. Except in New York, all check clearing func­
tions in the country are performed under the Fed's auspices. The Fed's opera­
tions are cost free ,because they are financed by funds obtained primarily from 
the member banks and not from the general Treasury. Payment mechanisms 
can be, and indeed in New York City and Chicago ,are being, offered by privately 
operated facilities. Their survival, however, depends upon the cooperation of 
the Fed. They must refrain from competing unfairly. 

A developing situation in New York il'lustrates this ,point. When the Fed 
assumed the obligation to provide the electronic deposit facilities for federal re­
curring payments, no effort was made to seek the help of priv,ate industry to do 
the work, nor was the job put out for bidding. The Fed insisted that Treasury 
recurring payments (which make up the bulk of the AOH traffic) either flows 
through a Fed run .A.OH or that the privately operated AOH agree to handle them 
without charge. The latter alternative effectively required the priv,ate ACHs 
tQ pay for a government program or to forgo handling federal items altogether. 

The government has the inherent power to exclude all competitors. Because 
of that power, when the government offers payment services, the consumer's 
choice of payment services is in jeopardy. The government can afford to ignore 
the relationship between its costs and its revenues relating to a service because 
it can subsidize any cost overruns. The private sector cannot. Privately operated 
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clearing mechanisms, such as a privately owned AOH, must pay their own way, 
and must compete with other payment mechanisms on a service-by-service basis. 
They cannot subsidize services, and they cannot arbitrarily raise prices in one 
area to cross-subsidize in another. 

New York financial institutions have consistently supported private alterna­
tives in EFT in so far as they satisfy the operational needs of all users of bank­
ing services. We recognize that the Fed must have the means to perform its 
basic central banking function ( e.g., the net settlement among member bank 
reserve accounts, the management of the nation's money stock). However, we 
doubt that government at any level has a legitimate role to play in the operation 
of most payments systems. If it does step in, it should do so only as an operator 
as a last resort-the entity which operates a vital system when no segment of 
the private sector is able or willing to do so. 

In conclusion, we urge the Congress to keep· the operational role of government 
in payment mechanisms as small as possible. The benefits of competition are 
too great and the burden of government intervention too heavy to permit gov­
ernment operation where it is not asolutely necessary. Accordingly, if the gov­
ernment does engage in payment systems operations, those operations ought to 
be confined to services that do not impinge upon or affect the relationship between 
private financial institutions and their customers, and which thus do not affect 
competition among institutions. Any greater intrusion would seriously and un­
necessarily jeopardize the development of payment services geared to the needs 
of the public. 

NEW YORK CLEARING HOUSE, 
New York, N.Y., March 18, 19'16. 

Secretary, Board, of Governors, Federal.Reserve System, Washington, D.O. 
DEAR SIB: We refer to the revised proposal issued by the Board of Governors 

of the Federal Reserve Bank and dated January 12, 1976, setting forth proposed 
amendments to Regulation J. We are grateful for the opportunity to comment 
on the changes which the Board is considering inaking in Regulation J. In addi­
tion to those comments set out below, several Members of the New York Clear­
ing House Association are submitting separately comments of their own. 

POLICY STATEMENT 

In view of the substantial controversy over the role of the Federal Reserve 
System in the nation's electronic payments mechanism as evidenced by the ex­
tensive comments furnished in early 1974 by over two hundred private and gov­
ernmental institutions responding to the Federal Reserve Board's original No­
vember, 1978 proposed amendments to Regulation J, we believe that the revised 
proposal is not only premature but inappropriate in terms of the function assigned 
to Federal Reserve Banks under the proposal. 

A number of important developments, particularly in the consumer retail pay­
ments area have occurred in the private sector since the 1978 proposal was issued 
which highlight the need for a clear definition of the role of the Federal Reserve 
System prior to the promulgation of regulations of the type contained in pro­
posed Subparts B and C. Among the more significant developments which have 
occurred or assumed increasing importance within the last two years are the 
following: 
Automated clearing houses 

Seventeen automated clearing hou·ses are now operational. Our Members es­
tablished the New York Automated Clearing House ("NYACH") in 1975 which is 
operated on our own CHIPS computer system. 
National Automated Clearing House Association 

A national framework proposed by the National Automated Clearing House 
Association, of which NYACH is a member, has been formed and has established 
national standards for the interchange of payments between automated clearing 
houses. 

Olearing H011,se Interbank Payments System ("OHIPS") 
The CHIPS system, which was installed by the Members of the New York 

Clearing House Association in 1970 to provide an automated method of handling 
interbank money transfers, has been significantly expanded. In 1975, the system 
handled over five million transactions worth $11 trillion, twice the volume in 
1978, among 61 participating New York City financial institutions. 

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



45 

National bank card organizations 
The two national bank card organizations, National BankAmericard, Inc. and 

Interbank Card Association, operate sophisticated clearing systems for member 
banks with respect to credit card drafts and have announced their intentions to 
provide similar arrangements for debit entries. 

Bank Wire 
The Bank Wire, formerly sponsored by fourteen Chicago and New York banks, 

has formed a nationwide communications network, called the Payments and 
Administrative Communications Corporation, on the board of directors 
of which, baaiks from each of the Federal Reserve Districts are repre­
sented. The present system will be upgraded in 1977 from a telegraphic network 
to a computerized network having the ability to handle large ·dollar amount 
money transfers, small dollar amount batched consumer type transfers and ad­
ministrative messages. 
Society for Worldwide Interbank Financial Telecommunications ("SWIFT") 

SWIF!.r will install a network within the next year to provide European, Ca­
nadian and American banks with an electronic system for the transmission of a 
wide variety of payment related transactions. 
National Commission on Electronic Funds Transfers (the "EFT Commission") 

Congress created the EFT Commission to review the present state of electronic 
fund transfer systems and to formulate recommendations to the Congress as 
to their future. As the Commission has only recently come into being, its work 
is in the very preliminary stages. 
Congressional hearings 

Several Congressional committees have recently commenced hearings con-· 
sidering the question of the regulation and reform of financial institutions 
generally. 

In light of these developments and the attendant controversy regarding the 
role of the Federal Reserve System in the electronic payments mechanism, we 
believe that the proposed revisions to Regulation J are premature and inappro­
priate and that they should be withdrawn pending the evolution of existing sys­
tems, consideration by the EFT Commission and Congress of the wide range of 
issues involved, and the determination of th~ ,role of government, if any, in the 
electronic payments mechanism. 

Furthermore, we believe that the private sector is the proper arena for the 
development of competitive electronic funds transfer systems and is demonstrat­
ings its ability in this regard in developing effective alternatives. There is no 
evidence at this time that there is any need for federal regulation which would 
have the effect of inhibiting further growth in the private sector. 

SEPARATE REGULATION OF WIRE TRANSFER AND ACH TRANSACTIONS 

As the proposed regulation points out, proposed Subpart B seeks to codify, 
in regulation form, current practices in the forward.Ing of credits by wire o,,er 
Federal Reserve communications facilities and to establish rules for the handling 
of smaller dollar amount credit items contained on magnetic tape (commonly 
known as "ACH transactions"). Having participated in the existing Federal 
Reserve Communications System (the "Fed Wire"), our Member banks do not 
object to the concept that such system ,be formalized in 11 regulation but, for the 
reasons discussed below, do not agree that a single set of rules should gcr\·ern 
both the transfer of large dollar amount money transfer type items between 
banks via .the Fed Wire and consumer oriented transactions which involve the 
transfer of batched smaller dollar amount items. In addition, we beJieve that 
rules governing Fed Wire transfers are the only regulations that are feasible 
at this time and that rules governing consumer oriented transactions should 
not be promulgated by the Board of Governors. 

The primary reason for encouraging separate regulation is that proposed 
Subpart B should govern only the transfer of funds among financial institutions 
W~ile such rPitulation may be appropriate for the Fed Wire, it is not appro­
pnate for ACH transactions. Many of the financial institutions who are partieR 
to ACH transactions, are members of automated clearing houses, the operating 
r~le~ of .w~ch govern not onl~ the rights and obligations_ of participating finan­
cial mstitutions but also the rights of their depositors. Indeed, these rules regu-
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late the movement of funds from the customer of the financial institution origi-
nating the transfer to the ultimate recipient. . 

It is our view that by reason of the involvement of a wide spectrum of deiI)Os1tors 
in ACH transactions, the Federal Res~rve should not attempt to regulate su;h 
transactions and, in effect, regulate the relationship between a bank and its 
customers. We therefore urge that only one set of rules be promulgated by the 
Federal Reserve codifying existing Fed Wire operations since appropriate rules 
governing ACH·transactions have already been adopted by private aut?mat_ed 
clearing house associations. This approach would not prevent, as do the mterim 
Federal Reserve access guidelines, the clearance of ACH transactions through 
private non-Federal Reserve facilities, nor would it impede the further develop­
ment of payment services in a competitive environment. 

As written, proposed Subpart B seeks to subject two vastly different types of 
transfers to the same governing rules which, in many illlstances, do not recognize 
the distinctive features of each system. For example, allowing telephonic re­
quests for the issuance of credit items as provided in Section 210.54 is appro­
priate in the context of the Fed Wire, but is inappropriate in the context of 
batched ACH transactions. Similarly, while it may be appropriate for Federal 
Reserve Banks to establish minimum dollar amounts of items to be transferred 
over the Fed Wire, ACH transactions will involve small dollar amounts and we 
oppose the ability afforded Federal Reserve Banks in Section 210.57 ( d) to exclude 
classes of items that are below a specified minimum from transfer in ACH media. 

EXCLUSION OF THE PRIVATE AUTOMATED CLEARING HOUSE 

We must emphatically protest the total exclusion from the framework proposed 
by the Federal Reserve Board of privately operated non-Federal Reserve clear­
ing facilities. As written, the proposed rules contemplate and relate solely to 
transactions cleared through Federal Reserve facilities. The interim guidelines 
announced by the Board provide that the only institutions eligible to deposit 
magnetic tapes with Federal Reserve Banks are members of the Federal Reserve 
System and depository institutions that are members of automated clearing 
houses. Automated clearing houses themselves are not so eligible. 

If adopted, these amendments to Regulation J would automatically establish 
the Federal Reserve Banks as the only facilities available for clearing ACH 
transactions notwithstanding the fact that since the initial publication of pro­
posed amendments to Regulation J, at least two major money centers in the 
United States (New York and Chicago) have organized privately operated clear­
ing house facilities for this purpose. In the case of the New York Automated 
Clearing House, operated rules and procedures (copies of which are enclosed 
herewith) have been formulated with a view to participating in a nationwide 
system within the framework established by the National Automated Olearing­
House Association ("NACHA"), of which the New York Automated Clearing 
House is a member. NACHA, in turn has promulgated rules and procedure·s 
governing the operation of such a national system. The framework proposed by 
the Board of Governors, however, will effectively supersede this privately de­
veloped system. 

We vigorously dissent from this approach and urge that the Board of GoY­
ernors allow the continued development of local and regional automated clear­
ing houses. It is our belief that the Federal Reserve System should operate pay­
ment systems only when the private sector has demonstrated ain inahility or 
unwillingness to do so, where a demonstrated need exists for such operation by 
the Federal Reserve System and when appropriate Congressional authority has 
been obtained. While the Federal R~erve is charged with regulating the nation's 
payment systems, it is not charged with operating them. 

UNIFORMITY ; OPERATING CIBCULARS 

We note that proposed Subpart B and Subpart C both contain provisions 
which authorize each Federal Reserve Bank to issue operating circulars govern­
ing the details of funds transfer and debit item operations. As we believe that 
uniformity of operating rules and procedures governing Federal Reserve facilities 
with respect to matters such as net settlement is essential, we urge that specific 
operating rules and procedures be included in the proposed regulation. In the 
absence of such rules and procedures our comments are necessarily tentative and 
incomplete, and we would expect to have further comments when thev become 
available. Furthermore, since certain critical matters are not included in the 
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regulations but rather are to be covered by operating circulars, we strongly urge 
that affected parties be afforded the ea.me opportunity to comment on such oper­
ating circulars as is afforded in the case of a regulation. 

PBICING 

With respect to the expressed intention of the Federal Reserve Board regard­
ing pricing, we fully support the Board's publishing a pricing schedule prior to 
the effective date of the proposed regulation, based on fully allocated costs of 
providing services to the banking community, taking into account as it will the 
burden of required reserves maintained 'by member banks. To the extent that 
the Federal Reserve Board's consideration of the burden of required reserves 
maintained by member banks results in giving a credit for reserves to member 
banks participatirng in Federal Reserve operated automated clearing houses 
which wou:ld not 1be available to member banks participating in private auto­
mated clearing houses, we oppose such a result because of its inhibiting effect 
on the ability of private automated clearing houses to compete with Federal 
Reserve operated facilities. Thus, while we urge the Federal Reserve Board to 
adopt a pricing schedule which accommodates the burden·of maintaining required 
reserves, we strongly urge that the Board do so in a manner that does not put 
a memlber bank at a disadvantage by participating in a private automated 
clearing house. 

PREAUTHORIZATION OF DEBITS 

While, as we have noted, we believe that regulation by the Federal Reserve 
of consumer oriented transactions is premature, our principal objection to pro­
posed Subpart C as written is that its terms appear to authorize the payment 
of "items" without having the customer's order to pay at hand. We believe that a 
system a:llowing debits to ·be made by payor banks without evidence of author­
ization from the :party to 'be charged is m01St unwise and that the legal framework 
of such a system should not be _promulgated prior to developing the system itself. 

BATCH TRANSMISSION 

Finally, there is no provision in proposed Subpart B or Subpart C, as written, 
for batch transmission as opposed to single item transmission. We feel that batch 
transmi'SSion must be part of any high volume electronic payments system if 
such system is to be operationally effective. 

As noted above, while we reserve comment on gpecific rules and procedures 
until such time as they become available and notwithstanding our view to the 
effect that the regulation of consumer oriented transactions by the Federal 
Reserve is unnecessary at -this time, we.feel it incum!bent upon us to express the 
following comment on certain principal points of concern with respect to proposed 
Subpart B and C : 

SUBPABT B 

( 1) Definition-Instrument for the payment of money 
In subsection (c) of section 210.51, the definition of an "instrument for the 

payment of money" needs further clarification. As presently written, the defini­
tion requires that such an instrument be in writirng, which requirement appears 
inconsistent with subsequent provisions of the proposed Subpart. We therefore 
suggest the insertion of the words "or recording" after the words "any writing" 
to conform the definition to the operating details of the regulation. 
(2) Authorization of credit items 

Section 210.55(a) provides that an originator is deemed to warrant to the 
recipient designated in a credit item that the originator "is authorized to issue 
and send or request such credit item". It is not clear whether that language refers 
to an authorization from the customer of the originator, the beneficiary,_ the 
recipient, or to an authorization under a.pplicalble law, or other governing instru­
ment. We recommend that this provislon specify that with respect to ACH items 
the originator's warranty to the recipient covers not only the existence of an 
authorization by the beneficiary designated in the item, but a-lso the existence of 
an agreement on the part of the recipient to accept such a credit item. 
(3) Indemniff,cation of Federal Reserve banks 

The phrase "within the scope of its authority" contained in section 210.55 (b) 
and (c) is too broad. Specifically, the authority of Federal Reserve Banks to 
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handle and act upon credit items deposited with them is limited to the authority 
specifically granted to them by originators and is defined as such in the context of 
the originators' warranties set forth in section 210.55(a). We therefore sug­
gest that the last line of subsection ( b) •be revised to reflect the scope of authority 
so granted to Federal Reserve Banks in section 210.55(a) and read as follows: 
"In handling and acting upon the credit item in accordance with the provisions of 
this ,Subpart and the operating circulars of such Federal Reserve Bank." We 
suggest the same change in the third line of section 210.55 ( c) . 
(4) Minimum and maa:imum dollar amounts 

The ability of each Federal Reserve Bank to establish minimum and maximum 
dollar amounts of items to be transferred as provided in section 210.57(d) will 
place a substantial burden on originators in terms of knowing the ranges of ac­
ceptable dollars amo.unts of the various Federal Reserve Banks throughout the 
country and instituting some type of system to insure that specific items outside 
those ranges are not forwarded to the particular Federal Reserve Bank in 
question. 
(5) L£alnZity of FederaZ Reserve 'bohlks 

While section 210.64 limits the liability of a Federal Reserve Bank to instances 
in which it has failed to act in good faith or to exercise ordinary care and section 
210.63 limits the liability of a Federal Reserve Bank in the event it is delayed 
beyond applicable time limits in taking any action with respect to a credit item 
because of circumstances •beyond its control, section 210.57 ( e) apparently relieves 
a Federal Reserve Bank from liability for delay in the particular situation 
covered therein, whether or not it acts in good faith or with ordinary care. We 
suggest first that in section 210.64, the sole standard of conduct should be one of 
"ordinary care" as opposed to "good faith" or "ordinary care," and second that 
such standard of "ordinary care" also apply in the situation addressed in section 
210.57(e). 
(6) HandUng transfer items 

With regard to the handling of transfer items by the Federal Reserve Banks, 
section 210.58(e) provides that when a Federal Reserve Bank, after having 
received a transfer item, subsequently obtains knowledge that it will be unable 
to effectuate a transfer on the day requested, it shall, "within a reasonable time 
thereafter," notify the originator of the delay. We submit that the use of the 
phrase "reasonia'ble time" allows too much time for an action which should be 
taken as soon as practicable and therefore recommend that either the word 
"promptly" or the word "immediately" be used instead. 
(7) Representations of FederaZ Reserve banks 

The language of the last sentence of subsection (b) of section 210.59 should be 
revised to provide that the Federal Reserve Banks shall make no representation 
to the effect that transfers will be consummated on the day a request is "re­
ceived" rather than "requested". As presently worded, this subsection could be 
read to mean that no representation is to be made to the effect that transfers will 
be consummated on the day the transfer is requested to -be made. We fail to see 
why a Federal Reserve Bank should not be required to make such a representa­
tion if the day the transfer is requested to be made is some time after the day 
upon which the request is received. Thus, we suggest that the proviso be revised 
as indicated above. 
(8) Time scheduZes 

The phrase "unless otherwise agreed" in section 210.59(b) is unclear. The only 
apparent method of modifying the substance of this or any other provision is by 
way of opemting circular, and we therefore suggest that the phrase ,be amended 
to read "unless otherwise provided in its operating circulars." The words "proper 
action" in the same section are also ambiguous. We suggest whatever is deemed 
to include such action on the part of a Federal Reserve Bank be specified. 
( 9) FinaZ payment 

We suggest that the -words "or makes availa·ble" be added after the word 
"sends" in the third line of section 210.62 in view of the fact that a Federal 
Reserve Bank may make credit items available to recipients otherwise than by 
sending the item, see e.g., section 210.58 ( c). 
(10) L£alnZity of FederaZ Reserve banks to originators 

Section 210.64(a) limits those to which a Fedemt'Reserve Bank may be liable 
in connection with matters specified under Subpart B to "its immediate origina-
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tor". We recommend that Federal Reserve Banks assume responsibility for dam­
ages suffered by anyone by reason of the failure of a Federal Reserve Bank to 
exercise ordinary care. In the situation in which a credit item is transmitted to 
an office of a Federal Reserve Bank with which the originator maintains an 
account, and transmitted by that Bank to an office of another Federal Reserve 
Bank, with which the recipient maintains its account, the quoted words would 
appear to preclude the originator from obtaining any recovery in the event of the 
failure on the part of the latter Federal Reserve Bank to exercise ordinary care 
because the originator is not the "immediate originator" with respect to the latter 
Federal Reserve Bank. As a practical matter, in the credit transfer context, the 
person most likely to be injured through negligent action on the part of a 
Federal Reserve Bank is a "beneficiary". 

For example, a "beneficiary" may be an employee who has authorized his em­
ployer to credit the amount of his wages to his deposit account each payday 
through the transfer of ACH items. If he does not receive the amount of wages 
on a given payday as anticipated because of the failure of a Federal Reserve 
Bank operating under Subpart B to exercise reasonable care in handling the 
credit item evidencing the ,amount due, the employee may well suffer injury. 
Whether such an employee (and other employees of the company who may be 
similarly injured) would be able to recover from the employer on the basis of a 
contractual or statutory obligation on the part of the employer to pay wages on 
payday is not clear, and may depend upon the laws of a particular state. 

If such a suit cannot be maintained by the employee, under proposed Subpart 
B the employee would have no remedy for his injury against the negligent Fed­
eral Reserve Bank involved, and would probably have no recourse against ·any 
other person. If such a suit can be maintained, the employer, who was not at fault, 
would have no right under 'Subpart B to pass on the loss to the negligent Federal 
Reserve Bank. Whether it would have a right to pass on the loss to the "origina­
tor" would probably depend upon the agreement between the "originator" and 
that employer. However, it is unlikely that such a right would •be provided for in 
such an agreement, since it may be anticipated that the "originator" would not 
wish to assume responsibility for the negligent acts of third parties. In short, 
whether or not tlie employee could recover for damages caused by the negligence 
of the Federal Reserve Bank from its employer, under proposed Subpart B, it is 
unlikely that any recovery could be obtained from the party which caused the loss. 

We submit that such a result is inequitable, and that a Federal Reserve Bank 
which undertakes to handle credit items should be responsible for its failure to 
exercise ordinary care to any person who is injured thereby. This is particularly 
true since, as indicated in the explanatory material accompanying the proposed 
subpart, the Federal Reserve intends to establish a pricing schedule for handling 
such items. Accordingly, we recommend that section 210.64(a) be revised to 
delete the clause limiting the liability of a Federal Reserve Bank to persons 
other than its "immediate originator." 
(11) Liability of Federal Reserve banks for damages 

·section 210.64(c) is apparently intended to limit the liability _of a Federal 
Reserve Bank to an originator to damages proximately caused by that Bank's 
failure to exercise ordinary care or to act in good faith, provided the damages 
result from a failure to credit the amount of a credit item to the account main­
tained or used by the recipient. We fail to see why the liability of a Federal 
Reserve Bank to an originator ( or a recipient) for the Bank's failure to exercise 
reasonable care to act in good faith should be Hmited to those damages resulting 
from the failure to credit the amount of the credit item. Rather, a Federal 
Reserve Bank should be liable for damages proximately caused by that Bank's 
failure to exercise ordinary care "in the handling or acting upon a credit item.'' 

SUBPART C 

(1) Definitio1'1r---Instrument for the payment of money 
The suggestion made in paragraph (1) above with respect to credit items 

is also applicable to the definition "instrument for the payment of money" in 
this Subpart. 
(2) Authorization of debit items 

The suggestions made in paragraph (2) above with respect to credit items 
are also applicable to the warranty of an originator to a recipient regarding 
the originator's authority to issue and send debit items. 
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(3) Ind,emnifi,cation of Fed,eraZ Reserve banks 
The suggestions made in paragraph (3) above with respect to credit items 

are also applicable to the phrase "within the scope of its authority" contained 
insections210.73 (b) and (c). 
(4) Minimum and, maanmum d,oZZar amounts. 

The suggestions made in paragraph ( 4) above with respect to credit items 
are equally applicable in the case of debit items. 
( 5) LiabiUty of Fed,eraZ Reserve banks. 

The suggestions made in paragraph (5) above with respect to credit items 
are equally applicable as to the responsibility of a Federal Reserve Bank for 
delay in the situation described in section 210.75(e). 
( 6) Time sched,uZes 

The suggestions made in paragraph (8) above with respect to credit items 
are equally applicable with respect to the phrase "unless otherwise agreed" 
and the words "proper action" contained in section 210. 78 (b). 
(7) FinaZ payment 

We suggest that the words "before rit has finally paid the debit item" be deleted 
from section 210.80 (a) as it is uncertain whether a "debit item" under proposed 
Subpart C will be regarded as an "item" within the meaning of the Uniform 
Commercial Code and subject to Code rules relating to final payment. Under the 
Code or by analogy to it, the language _in question might be taken to mean that 
a debit item is finally paid when the process of posting to an account has been 
completed, an uncertain standard even with respect to paper "items." We believe 
it preferable to utilize a more certain test for the time for returns, namely, 
"midnight of the business day following the business day of receipt of the item." 
( 8) "ActuaZZy and fi,naZZy coZZected, funds" 

Both subsection (a) of section 210.78 and section 210.81 refer to "actually and 
finally collected funds." Although section 210.11 (b) of present Regulation J 
specifies when a Federal Reserve Bank shall be deemed to have received payment 
for a non-cash item in "actually and finally collected funds," it is not entirely 
clear that that definition. is appropriate for purposes of proposed Subpart C. 
In this regard, we suggest that either a separate definition of the above phrase 
be included in Subpart C itself or a statement be inserted in Subpart C to the 
effect that the definition in subsection (b) of section 210.11 applies as well to 
Subpart 0. 
(9) LiabiZity of FederaZ Reserve banks to origvnators 

The suggestions made in paragraph (10) above with respect to credit items 
also apply as to the liability of a Federal Reserve Bank to a recipient with respect 
to debit items. 

(10) LiabiZity of FederaZ Reserve banks for damages 
The suggestions set forth in paragraph (11) above with respect to credit items 

also apply to the liability of a Federal Reserve Bank with respect to debit items. 
Very truly yours, 

DONALD C. PLATTEN, Ohairman. 
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The New York Clearing House Association's com­
puterized communications network, called CHIPS, is cur• 
rently nandling interbank money transfers of $40 billion to 
$SO billion a day at the request of United States and for­
eign banks. The transfers involve approximately 125,000 
separate transactions a week, an average of 25,000 each 
business day. 

CHIPS is an acronym for Clearing House Interbank 
Payments System, which currently includes 250 terminal 
computers located in varying numbers in the 68 participant 
banks. u,ased telephone Jines link terminal computers to a 
Burroughs large-scale, dual processor B 6700 computer 
system located in the Clearing House computer center. 

Most CHIPS participants are using Burroughs TC 500, 
TC 600 or TC 3500 terminal computers which have their 
own memory, logic and programs. They send and receive. 
payment messages and other messages which are created in 
conjunction with the central computer and its programs. 
The central computer updates pertinent records in its disk 
and memory files as transactions and messages occur, and 
produces balance position reports and item-by-item detail 
reports at the end of the day. 

Some of the participants have added peripherals such 
as card readers, card punches, paper tape readers and line 
printers. 

Several banks capture Teletype messages from over­
seas on perforated tape, run the tape through a converter, 
and enter data into the central computer through a tenni­
nal. Others capture data from the Clearing House central 
computer on punched cards and use them as input to their 
own computers for updating accounts. Some banks capture 
outgoing payment transactions on magnetjc tape cassettes 
and transmit data in batches to the central computer, and 
also record their incoming payments on tape cassettes for 
printing on the terminal console. 

John F. u,e, Executive Vice President of the New 
York Clearing House Association, believes CHIPS was the 
first true employment of "electronic money" within the 
commercial banking system. CHIPS substantially eliminates 
checks for interbank payment transfers. It has been on-line 
with live transactions since April 6, 1970. 

BACKGROUND 
Although terms such as the "checldess" society and 

the "less checks" society were the subjects of extensive 
conversation and work, little progress had been made 
toward actual implementation by the time that the New 
York clearing banks needed an automated method of pass­
ing interbank payments. This was partially because such 
systems are complicated, they require agreement among 
participants, and they can be accommodated only by 
sophisticated computer equipment and software programs. 

During 1966, a special committee was appointed by 
the NYCHA to plan the automation of interbank payments 
within the immediate restricted geogrsphic area of New 
York City. The committee was formed because of the 
pending need for such a system at the time and because it 
was decided that the clearing banks could not wait for the 
development of the "1lltimate" nationwide electronic funds 
transfer system. 

The NYCHA decided on a Jong-range, multi-phase 
program to accomplish the objective of automating inter­
bank transfers, eliminating checks and producing day .. md 
balances automatically. 
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The plan called for procedure standardization in 
order to provide strict controls. It also required flexibility 
to handle a low volume, high dollar system and differing 
types of transactions. 

In its initial phase, CHIPS handled interbank transfers 
of funds for international customers of banks which were 
members of the New York Clearing House Association. 
Fo,ty-two TC 500 terminal computers in member banks 
were Jinked to a B 3500 computer in the Clearing House. 
As CHIPS transactions increased, a second B 3500 comput­
er was added. Utilizing a "store and forward" technique, 
the computer stored messages during the most convenient 
times and released them to other banks as payments were 
auihorized. CHIPS also handled some intrabank book trans­
fers for member banks. 

Increasingly, the system was used for intrabank book 
transfers, which cunently amount to some 8,000 trans­
actions a day, in addition to approximately 25,000 inter­
bank transfers a day. 

During phase two, six additional banks were being 
served on-line, and a semi-automated payments system 
called Payment Exchange Paper System (PEPS) was 
incorporated. 

CHIPS banks handled all outgoing transactions in an 
identical manner, whether or not the recipient bank waian 
on-line CHIPS bank or one of the fo,ty-four PEPS banks. 
Items released to a PEPS bank were automatically captured 
on magnetic tape at the Clearing House. Periodically, the 
B 3500 printed these payments on standard PEPS payment 
fonns for distribution to each PEPS bank's representative. 

Now, there is no longer a need for the PEPS system 
because all institutions are connected directly on-line to 
the B 6700 computer. 

The NYCHA has mastered the technological aspects 
of "electronic money" transfer and has established a foun­
dation for the greater capacity that a larger computer sys­
tem can provide. The possibility of interconnected net­
works for payment exchanges covering large geographic 
areas now exists. The larger computer will afford the 
ability to work with either terminal-based systems or to 
forward data captured on magnetic tape. 

COMPARISON OF INTERBANK PAYMENT 
METHODS 

A comparison of the manual method of accom­
plishing interbank payments and the computerized 
CHIPS system illustrates the advancements that can be 
made in the payments mechanism through the use of 
telecommunications. 

FORMER MANUAL METHOD 
A bank in Europe wanted to transfer $ I ,230,000 

from its account in New York Bank "A," with which it 
had correspondent relations, to an Australian bank's 
account in New York Bank "B." 

The European bank cabled New York Bank "A" to 
pay New York Bank "B" $1,230,000 for the account of 
the . Australian bank. The cable, after being tested for 
authenticity and translated if necessary, was given to a 
typist who prepared the official check and the necessary 
documentation to accompany it. The check was held until 
the appropriate account officer approved the transfer. 
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Following approval, a messenger walked with tho 
chock to tho Clearing House. Thero, at one of tho five pay­
ment exchanges during tho day, tho chock and documenta­
tion wore passed to the messenger from Now York Bank 
"B," who returned to his bank. 

Upon receipt at Banlt "B," the check was entered on 
the account lodger and a typist made up tho necessary 
records to account for a payment received. Tho check was 
then included in tho normal check clearings and passed 
through the Clearing House in time for settlement at 
10 a.m. tho next business day. 
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PARTICIPATING BANKS 
New York Clearing House Banks partici­

pating In CHIPS are Tho Bank of New York, Tho 
Chase Manhattan Bank, N.A., Citibank, N.A., 
Chemical Bank, Morgan Guaranty Trust Company 
of New York, Manufacturen Hanover Trust Com­
pany, Irving Trust Company, Bankers Trust Com­
pany, Marino Midland Bank, and National Bank of 
North America. Associate mombon are Northern 
Trust International Banking Corporation; Ameri­
can Express International Banking Corporation; 
Agency, Bank of Montreal; Agency, The Bank of 
Nova Scotia; Canadian Imperial Bank of Com­
merce; Standard Chartered Bank Limited; Bar­
clays Bank International Umited; Hongkong & 
Shanghai Banking Corporation; Uoyds Bank Inter­
national Umited; Royal Bank of Canada, Now 
York Agency; National Westminster Bank Umited; 
Bank Leumi Trust Company of New York; Fidelity 
International Bank; Westdeutscho Landesbank 
Girozentralo; French American Banking Corpora• 
tion; Agency, Toronto-Dominion Bank; Banlc of 
New South Wales, New York Agency; Banco do 
Brasil, S.A.; Alliod Bank International; Banco 
Roal, S.A.; Tho Tokai Bank Umited, Now York 
Agency; Brown Brothen Harriman & Co.; Repub­
lic National Bank of New York; Mellon Bank 
International; Bank of California International; 
Philadelphia International Bank; Wells Fargo Bank 
International; Crocker International Bank; M&T 
Bank; Nordic American Banking Corporation; 
Security Pacific International Bank; Girard Inter­
national Bank; Harris Bank International Corpora­
tion; Bank of Boston International; Swiss Bank 
Corporation; Commerzbank, A.G.; Credit Lyon­
nais; Dresdner Bank, A.G.; Union Bank of Swit­
zerland; Wachovia International Banking Corpora­
tion; Banco de la Nacion, Argentina; Banco do 
Estado de Sao Paulo, S.A., New York Agency; 
Banco di Roma, New York Branch; Credit lndus­
triel et Commercial; Union Bank of Bavaria, New 
York Branch; Banco Urquijo, S.A., New York 
Agency; European-Aptorican Banking Corporation; 
Swiss Credit Bank; J. Henry Schroder Banking 
Corporation; Algomeno Bank Nederland, N.V.; 
Bank of America; Bank of Tokyo Umited, New 
York Agency; European-American Bank & Trust 
Company; United California Bank International; 
Israel Dlacount Bank, Umited; First Chicago Inter­
national Banking Corporation; Continental Bank 
International, and Australia & New Zealand 
Banking Group Umited. 
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While the growing proliferation of mossengen caused 
some concern, this problem was relatively small in com­
parison to more critical facton. Because large sums of 
money wore involved in interbank payments, a bank officer 
was constantly faced with detennining tho position of his 
accounts at tho end of tho day, and tho need to anticipate 
tho effect of money outflow against money transfen His 
bank received. 

Because tho books of account closed at a fixed hour 
each afternoon, there was particular need for good infor­
mation at that time. Bank offlcen typically waited as late 
as possible before dispatching a chock to the final payment 
clearing of the day to Insure that funds would be received 
to co .. , the payment. This practice slowed tho whole pay­
ments process and crowded an inordinate number of pay­
ments into tho fmal clearing. 

CHIPS TERMINAL METHOD 
With use of the computerized communications sys­

tem, the typical interbank payment described earlier now 
occun this way: 

Tho tested and. translated cable from the European 
bank is given to a tennlnal computer operator. Any opera­
tor can handle tho cable because tho Burroughs terminala 
have dual pin feed devices to accommodate both "sending" 
and "receiving" forms and have both sending and receiving 
buffer memories. Continuous sending forms are on the left 
side of tho forms handler, and continuous receiving forms 
are on the right side. 

Th.o operator activates the sending portion of the 
tennlnal with a program key, and keys In a small amount of 
information. 1bis includes codes for Bank "B" (the receiv­
ing bank), identity codes for the European bank ordering 
the transfer and tho Australian bank receiving tho transfer, 
and the amount of tho transsctlon. 

This information, up to a maximum of three lines of 
reference information and a one-character '"advise"' code, is 
transmitted to the B 6700 central computer. The B 6700 
looks up names, addresses and other information in its file­
including standing instructions-and creates a string of 
control and code numbon. Information supplied by the 
B 6700 is transmitted back to tho tennlnal and is typed 
automatically on tho sending fonll. At the same time, tho 
central computer makes appropriate entries in its own mes 
and retains the message until ordered to release it. 

Tho typed form is proofread and is held for approval 
by the account officer. When approved, the form is re­
inserted into tho forms handler. Tho operator depresses tho 
"release" key and enters the message's system sequence 
number and message store time. 1bis information is tran• 
milted to tho central computer. Tho computer, after trans­
mitting the "release ffrification" message to the terminal, 
updates pertinent mes for all accounts and sends released 
information to tho terminal in Bank "B" (tho CHIPS 
receiving bank). 

Tho operator has tho ability to delete any message 
which has not boon released. This is done by depressing tho 
"delete"' key after re-insertion of the form, and entering the 
message system sequence number, store time and date. 

At the receiving bank, no manual handling at all is 
required. The terminal automatically types out the infor­
mation ~n the receiving form. Tho operator does not need 
to bo present. 

Tho "store and forward" capability has distinct ad-

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



vantages for tho bank officer. It allows the mechanical 
aspects of the transsction to be completed, checked out 
and cleared away while judgmental aspects are reserved for 
a later hour. 

The "store and forward" capability also provides the 
officer with more time In which to make decisions and to 
have more complete information when they are made. 

A major improvement of tho CHIPS system is that 
countless hours of dlfficult typing Involving unfamiliar for­
eign account names have been eliminated. 

Participating banks have agreed upon a common 
name and address file for approximately 10,000 accounts, 
principally international. Each account name has been 
standardized, placed In the central computer's disk ftle, and 
assigned a universal six-digit identity code known to all tho 
CHIPS banks. These codes trigger automatic printing of tho 
account names, account numbers and addresses, along with 
notification if there are instructions relevant to these ac­
counts. If desired, tho bank may use its Internal account 
number Instead of the account's universal identity cqde. 

The majority of the names are In a foreign language 
(anglicized) and can be as much as 76 characters Jong. The 
automatic features of CHIPS eliminate manual typing 
entiroly on the receiving terminal and, in large part, on the 
sendlng terminal. 

A feature of tho current system permits a participant 
to store "future" payments. In addition to the current 
day's work, a participant may store payments for comple­
tion on any of the subsequent four business dsys. As a safe• 
guard, "futures" cannot be released until they become cur­
rent. They may be deleted at any time. 

Another feature of the system which proves of great 
value to account officers is the organization of the central 
computer's files. Because the files are Instantly updated as 
transmissions occur, an account officer can make an inquiry 
into the status of an internal account. This inquiry provides 
him with tho total picture of incomlng and outgoing funds 
relevant to the account within tho CHIPS system. Similarly, 
he can also Inquire at any time to determine tho status of 
his bank as an entity. 

If a form should be damaged or misplaced, a retrieval 
feature permits the opelltor to obtain an exact copy of a 
previoualy stored or received message. The operator de· 
presses either the "store retrieval" or the ••receive retrieval" 
key and enters the message's system sequence number. 
The retrieved copy is printed on the terminal's fonns 
handler. 

At the end of the day, the central computer corre~ 
l!tes all of the transactions, nets out tho debits and credlts 
and transmits summary reports to each participating bank. 
These reports show the bank's total debit and credlt posi­
tion with each other participant on the system and its own 
net balance. The Clearing House provides a copy of the 
balance information to the New York Federal Reserve Bank 
the next business day where adjustments are made on the 
appropriate books of account. Balances of CHIPS Associate 
Members are adjusted through the balance of each of their 
designated Clearing House members. 

CENTRAL COMPUTER 
The B 6700 data processing system, the central com• 

puter In the Interbank payments system, is a highly versa­
tile large scale computer controlled by a Master Control 
Program. 
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Currently, the dual processor B 6700 computer has 
2.3 mDllon bytes of core memory and utilizes 320 million 
bytes of Information storage In its random access disk ftle 
subsystems. Information In tho dlsk ftle subsystems can be 
accessed In an average of 23 milliseconds. Two data com­
munication processors, independent of the central proces­
sors, handle all of tho telecommunication disciplines under 
the control of sophisticated Message Control Systems 
(MCS) and Network Definition Language (NDL). Two 
high-speed line printers, six magnetic tape units and other 
peripherals are used. 

TERMINAL COMPUTERS 
The terminal computers are true computers which 

have their own logic itnd memory, and can be programmed 
to perform a variety of tasks. These computers use micro­
logic, an advanced software concept that performs tho basic 
logic and arithmetic functions that are usually perfonned 
by hardware on other dsta processing equipment. 

The terminals In the banks are linked to the B 6700 
central computer by leased telephone lines. There are a 
total of 90 lines, ranging from one to five for each of the 
68 banks. 

In addltion to the leased lines, each bank has a dlal-up 
line which is used as a standby in case the leased line should 
not be available. 

The banks have from two to twenty terminals con• 
nected to dlfferent leased lines. In a bank using seven ter­
minal computers, for instance, four are connected to one 
line and three to another. 

This arrangement, with availability of the dial-up line 
and the dual processor central computer system, provides 
continuous availability of processing and communication 
capability. 

The central computer itself is organized to provide 
continuous availability of Information through twin pay­
ment mes, twiµ. account mes, twin audit trail magnetic 
tape units, twin audlt trails on dlsk storage, and other 
features. 

The B 6700 continuously polls tho 250 terminals for 
messages. Since the terminals have both sendlng and receiv­
ing buffers, operators work at keyboards without regard to 
what is happening Inside the terminal computers. 

A magnetic tape containing all that bank's Incoming 
and outgoing transactions is made available at the close of 
each business dsy to any bank desiring it. This tape is then 
used by the bank to update its demand deposit accounts, 
eliminating the need for manual posting or the creation of 
another fonn of machine readable input for that purpose. 

* * * * * * * * * * * * * * * * 
The foregoing is a general description of CHIPS. For 

greater detail the following pages contain exhibits of send• 
ing and receiving fonns, associated message forms, and 
end-of-day reports, along with commentary on the steps 
performed by the terminal operator and the work per­
formed automatically by tho terminal and the B 6700 cen­
tral computer. 

End-of-day reports are furnished on microfiche to 
each participant detailing indlvidual Incoming and outgoing 
payments. In addition, a complete historic record of the 
system's activity is retained on microfiche at the Clearing 
House. 
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In the exhibit above, initial infonnation typed by the 
TC S00 operator is shown. When the operator depresaes the 
"store" key, the terminal automatically typcis the date, 
supplied by the central computer (in the case of ~ future 
payment, the operator types the date). The operator then 
types (A) the three-digit number for the recelvlng bank, 
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• 
(B) the six-digit universal identity number for the European 
bank, (C) the six-digit universal identity number for the 
Australian bank, and (D) the amount of the transaction. 
After reference infonnation and (E) a valid type of advise 
code is entered, the operator touches a program key and 
the information is transmitted to the central computer. 
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The central processor then does a file "look up" and sends 
information to the terminal, which automatically prints the 
additional lnfonnation shown on the fonn above. This 
information includes: 

6 

I. The name of the CHIPS bank receiving the message 
(from the number 002 on the top line). 

2. The name and address of the Australian bank receiv-

I ;: • ; z 
C > " ! i • ◄ ACCOUWl'IIO. 

!'l 0 . 
;,; • • i ,. 

z 
12 34S 678 c=J 

~ • • 
S, l, • 

• 
Ing payment (from the universal Identity number on 
the top lino). 

[If this is a book transfer (intrabank transfer from 
one account to another) the account number and any 
standing instructions for this bank will also be 
printed. See exhibit on Page 7 .) 

3. The account number, name, address and standing 
instructions, if any, of tho European bank ordering 
payment (from identity number on top line). 
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4. An acknowledgement line containing: 

The entry date (0518). 

The number of the terminal sending the message (OJ) 

The number of the sending bank (0080). The first 
three digits Identify the bank. The last digit provides 
for internal group identification within the bank. 

The number of the receiving bank (0020). The first 
three digits identify the bank. The last digit provides 
for internal group identification within the bank. 

The bank sequence number of the sending message 

• 
• 
• 
• 
• 
• 
• 

AUSTRALIAN BANK RECEIVING PAYMENT 
CR":,y STREET ADDRESS 

OF CITY AND COUNTRY 

oi· ~~:tA:o::~sORD[RING PAY11£Nf 

C ITV ANO COUN'IR Y 
-: · .. ;,: 

11111' 1111'1'11.!llrr..'llo.Jl:"lio. -
0518 03 0080 0080 01105 038234 152248 

(00043) assigned by the central computer sequen­
tially within the bank. 

The system sequence number of the sending message 
(012047) assigned by the central computer sequen­
tially within the system. 

The time of the transmission, in houn, minutes and 
seconds. 
(The word "transferred" if this is a book transfer. See 
exhibit.) 

• 
:a: • ; 
-c • Cl 

12 552 369 ◄ """'"' - ... ,. .. • .. 
C 30 

:a: ,. 
·iJ J45 67•" • KCOUNT NO. & 

); ~; • 
'TRANSFERRED • 

A book transfer (intrabank transfer) is illustrated by the form above. 

• 
• 
• 
• 
• 
• 

-05/18/7- 002 017176' .C.IK.A/C_..-, 

I 1 ~;;; 000. QQj • 018181 
WIE Cfl£DIT YOUII ACCOUIIT SUBJECT TO FINAL PAYME,n: 

, CREDPC SIIS 380. 140 76 au. 
:. NS AUSTRALIAN Ftt 

C 05, 17.76 
":' CHI~™!!~ RECEIVING H£SSAfi£-

FOR ....., 
OF 

n ..... .. 

AUSTRALIAN BANK RECEIVING PAYMENT 
STREET ADDRESS 
CITY AND COUNTRY 

EUROPEAN llANK ORDERING PAYl1£NT 
STREET ADDRESS 
CITY ANO COUNTRY 

1111' 1111' 1'11.!ll l'i,.'I,, .-. lllrll. 
• D518 01 0080 0020 00043 012047 091723 

012047 091723 

At this point, the form is removed from the terminal, Is 
proofread and is made available for approval. When the 
form has been approved for release, the operator re-inserts 
the form in the terminal, touches the "release" program 
key and types in the system sequence number and the 
time, just as the latter two are shown on the acknowledge­
ment line. 

.,. 
;: .. • ,,,.g·;J! z ,c" '.:,~H, . i !!! ·:,--:t.11. C 
z z • ! 

◄ ACCOUNI' IIO. 

~ 
C, 

i = • z 
J:tjlif ffl'.l CJ 

~ • ACCOUNT NO. .. 
s. 1 .~ • 

• 01 114237 RELEASED 

The central computer then causes the balance of the 
acknowledgement line to be printed, including the number 
of the terminal releasing the message, the time of release, 
and the word "RELEASED." The completed form, which 
is retained by the "sending" bank, appears as above. (Since 
there is only one CHIPS bank included in a book transfer, 
it is not necessary to perform the above. However, the 
message can be deleted if the bank so desires.) 

7 
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PIIVING IIANK • ICRIPS llHK SEIIDIRG ~SSIGE 
,PAV IAN,:t 

~oi-o ~1a os118i1- • DOLLll,ltAMOIM'J 

• EUROPEAN BANK ORDERING PAYl1£NT 1,230,000.00 I • W· STREET ADDRESS 

z CITY AND COUNTRY 

• ~g • 
• C, ~ • z i z "' 0 10 3 ◄ACCOUNT-MR CABLE ADV > I • iii AUSTRALIAN BANK RECEIVING PAYMENT • u STREET ADDRESS 

Ill C IT Y AND COUNTRY 
1111 C 30 • • H=flll~-=•~-r.a~1 r.r:: 1<•«-•r--·J 0lt 00B0 0020 000lt3 0120lt7 11 lt21t9 • 

At the receiving bank. the released message Is automatically 
typed out on the "receiving" portion of the tennlnal. The 
central computer will choose any tenninal that is available, 

Many klnds of reports and messages are received or sent by 
the tenninals. Following are a few examples: 

An ~opening" report appears this way: 

TIME 09100 CHIPS SYSTEM• 05/18/7-
RESTART NOTICE FOR TERM 0030•01 1 
LINE 01 LAST VALID STORE SEQ NO 
WAS NONE 05/18/7- LAST VALID 
RECEIVE SEQ NO WAS NONE MASTER 

If an operator attempts to release a payment message after 
the cutoff time, this message would appear: 

INVALID RELEASE REQUEST• BANK 0670 
TERM 01 AT 163042 PAST CUT•OFF 
TIME 

If an operator attempts to retrieve a stored message and 
keys incorrect information, this message would appear: 

INVALID STORE RETRIEVAL SSN 000654 
HAS INVALID BANK NUMBER OR SYSTEM 
SEQ NUMBER 

An account officer mlght inquire into a single account to 
detennine stored status and receive lhls answer: 

STATUS OF UNIV ID 21584 

8 

AS OF 14122151 05/18/7-

CHIPS FUNDS REPORT1 
INCOMING FUNDS 

STORED $54,344,840,66 
$2,021,000, 00 

$32,7j7,496,25 
$21,547,344,41 

TRNFRD 
RECEIVED 

NOT RECEIVED 

• 
and there is no need for an operator to be at the tenninal 
computer. The released message at the receiving bank 
appears above. 

OUTGOING FUNDS 
STORED 
TRNFRO 
RELEASED 

NOT RELEASED 

NET POSITION 

$ 7 9, 113, 151 , 86 
$3,829,870,00 

$58,724,83 
$79,054,427,03 

$30,929,901,42 CR 

If an account officer wants to determine the total amount 
of money stored for release lo his bank, he can inquire and 
receive a report such as the following: 

STATUS OF BANK- NO, 000 
AS OF 11139125 05/18/7-

CHIPS FUND REPORT1 
INCOMING FUNDS 

STORED $1,374,768,975,91 
DELETED $25,379,776,52 
RECEIVED $520,374,062,08 

NOT RECErVED $829,015,137,31 

OUTGOING FUNDS 
STORED $1,538,541,280,13 
DELETED $88,388,236,03 
RELEASED $685,842,843,17 

NOT RELEASED $764,310 1 200,93 

BOOK TRNFRS 

NET POSITION 

$88,240,982,69 

$165,468,781,09 DB 
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• 
• 
• 
• 
• 
• 

STAlt[ IIESSllt IIFPOl!l 0,/1117- • 
• 
• 
• 
• 
• 

st11n1",u111 sun 
1tccnuto,1111t 1::11 

RY UtrlVIJII& UJIIII' ll'UHU 

1rtt1wt: ncv 
TIii[ llltlT ... DU~OSIUIIN 

OU9'1 2l1HIII UUOISF UI OIHSI 11:1.EU[D 

OUSl7 IIIHU4 190-.,11.aa 1t1.EAn.o 
ouuo uuetDI UUIIU 10 OIU91 111•1•2' 1•111,,11,so lll.tAUD 

00J70I 21,,,.,, 1•uru1 10 OOJ70I 141ltll• H HllhDCI0,00 ULEUtO 

;-.,,... A,,. _ .. ----
~OH oono uuaiH 111u1,o OJ ooau, is1oe1u u 15Do,ooo,OO 111:,hlE'II 

• .,. .. oouu nuu,1 n110111 o, ooanr a,1,0111 Ol uo,on,,,a,., u1.t.uu • 
• 
• 
• 
• 

• u1,u1,os u:1.uuo 
OOJ7QI IOIOJU4 111271H U 11'9615 U1IFIH 11 RELhUO 

• 1062 u,oOO,OH,00 Ui.£U£D 

• 00, .. 1 IOUIIH 11151150 U Ol1DU uns•oo ,. SIHo000,00 REJ.USEO 

1014UII IJIHll7 IO 01'HI U1HIH 01 ui.uuo 

• uu 

At the end of the day, the central computer generates 
several reports which are furnished to each bank on 
microfiche. 

One of the reports, the •astore message report," shows all 
messages stored for other banks. There is a separate report 
for each bank, consisting of several pages of computer 
print-out. The messages for each bank are sorted and listed 
in a group. 

(In the exhibit "store message report," the "receMng 
bank" number and the "sending bank account number" 
have been deleted for pUiposes of security.) 

The information provided in this report consists of the 
following: 

Column I: The number of the receiving bank. 
Column 2: The number of the terminal which initiated 

the storing request. 

la,0110,001,oa HJ.l:AHD 

Column 3: The message sequence number. 
Column 4: The account number of the foreign bank 

ordering the payment transfer. 
Column S: The foreign bank's univenal identity number. 
Column 6: The tbne the message was stored. 
Column 7: The time the message waa released, or deleted. 
Column 8: The number of the terminal ordering the 

release or deletion. 
Column 9: The univenal identity number of the foreign 

bank receiving payment. 
Column 10: The receiving tbne. 
Column II: The number of the terminal receiving the 

message. 
Column 12: The amount of the transaction. 
Column 13: The disposition of the message ("released"; 

"deleted"; "operator cancel"; "system 
cancel"; etc.). 

9 
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Hew 
UH 

" 
"' mu, . .. l[L(.U[ 

"" 

05/11/7-

t[Ctlf[ 
TIME 

JU7 It 11142150 OHHI OUIH OP UIIOIIO U111102 

H41 

HJI 

019111 OU .. I OP HIIIIH IUHIIO 

ou,n o, u1u1,o u1,r141 

0, l41HIU UIOIUU 

It HIHIH n1u,., 

HH h 1110,111 '!'"' OZHU 0, .. ,.,u, u1u111 

IOIIFIH O!IQIH ou••· UIUIOO lllitHU 

JH0 0Ufll 0U711 07 a.111111 O 1111H 

uu u u•ou11 1111111 on111 01 11111111 u•u•r• 
ua, °' 011110 on021 01 u,11110, n••a•.o 
... ,, Ill UIIUH 0UJU OIIJlt 0, l!IUIU n1u,,. 

U1' It UISflU HOUJ 011,u o, 11111111 1s••1111 

UllOUI DOOIH OOOHS OP UIISIH 11111110 

,,., H 111uio1 ou,., oornr o, n1111u 11•1t1to 

sou 
nH It 

♦IU II 

UIIUOP HUii DlltH 01 UUIIII 1tlUI0I 

OlllH OIIUI 

OOPJH 

UIIIUO DU111 

........ uu,,u 
, ... ,,., u,, .. ,o 
1uun1 1111110. 

UOoHOollCI01DO 

ll,OIIO,OD0100 

1:hOIID,000100 

u,ooo,DOo,oo 
.,, •• 0,000,00 

Hh11JoOllloDJ 

UH,IIGOoOo 

no.1100.00 

usu,u.oo 

H,SoO,IIODoOD 

lloUO,ID 

lhUloD00,00 

l•oOHoDOl,00 

HIIOollOloDO 

lllloOOOoODDoOD 

IIOOoOOD,OD 

IIID,IIOloDD 

lloDDD,000,0D 

UO,IIOO.DD 

101,000.00 

• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 
• 

Another report received by each of the New York banks is 
the "receive message report," shown as the second report 
exhibit. The messages are grouped by the number identify­
Ing the New York banks sending messages. (As in the pre­
vious report, the dJ81ts identifying the sending banks and 
the foreign banks' account numbers have been deleted.) 

Column S: The bank sequence number of the stored 
message. 

The report contains these items of .information: 

Column I: The identity number of the New York bank 
sending the message. 

Colilmn 2: The number of the terminal receiving the 
message. 

Column 3: The sequence number for the mes­
received. 

Column 4: The account number of the foreign bank 
receiving payment. 

10 

Column 6: The number of the te'!"h1al which stored the 
message. 

Column 7: The time the message was stored. 
Column 8: The universal identity nwnber of the foreign 

bank making payment. 
Column 9: The universal identity number of the foreign 

bank receiving payment. 
Column 10: The nwnber of the tenninal to which tho 

message was released. 
Column 11 The thne the message was released. 
Column 12 The time the message was recei .. d. 
Column 13 The amount of the transaction. 
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The central computer 

" .. 
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also goner-
ates a ''position report" for each of 
the New York banks, showing 
totals of transactions with the 
other CHIPS banks, and showing 
the subject bank's net credit or 
debit position at the end of the 
day. (The banks' names and num-
hers in the first two columns of the 
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In addition to recap information on book transfers, a bank 
perfonning intrabank transfers receives a full print-out on 

microfiche of book transfer transactions, as shown in the 
computer report above. 

1072536 

The CHAIRMAN. Thank you very much, Mr. Lee. 
Our next witness is Mr. Romberg. 
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STATEMENT OF BERNHARD W. ROMBERG, PRESIDENT, PAYMENTS 
& TELECOMMUNICATIONS SERVICES CORP., NEW YORK 

Mr. RoMBERG, Thank you, Mr. Chairman. 
[Complete statement follows:] 

THE BANKWIRE 
A Private Sector Provider of 
Payments Services 

Testimony presented before the 

United States Senate 
Committee on Banking, Housing 
and Urban Affairs 

October 10, 1977 

PAYMENT AND TELECOMMUNICATION 

SERVICES CORPORATION 

50 Broadway 

New York, New York 10004 
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THE BANKWIRE 
A Private Sector Provider of 
Payments Services 

Testimony presented before the 

United States Senate 
Committee on Banking, Housing 
and Urban Affairs 

October 10, 1977 

INTRODUCTORY COMMENTS 

64 

My name is Bernhard Romberg and I am President of 

the Payment and Administrative Communications Cor­

poration and its operating subsidiary, the Payment 

and Telecommunication Services Corporation. These 

corporations, also known as the BankWire, provide 

wire transfer funds payment services to the banking 

industry. I appreciate this opportunity to present 

the Senate Banking Committee with information re­

lated to the need for equitable pricing of opera­

tional services provided by the Federal Reserve 

in the payment systems area. 

I will first describe the BankWire as a private 

sector provider of electronic funds transfer 

services. I will then discuss the effect of Fed­

eral Reserve activities in this area, commenting 

particularly on pricing and access, and the need 

- l -
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for effective private sector capabilities in this 

area. My comments will focus on that segment of 

the payments mechanism related to wire transfers, 

but in closing I will comment generally on the 

basic issues being addressed by this Committee. 

THE BANKWIRE 

The BankWire is a private corporation organized as 

a business cooperative to provide banks with low 

cost and efficient funds tranfer services for inter 

bank payments. It operates a substantial computer­

based switching system which, on an average day, 

handles 20,000 communications involving over 20 

billion dollars in payments, thus playing an impor­

tant role in the nation's payments mechanism. The 

BankWire's operations are financed completely 

through charges to its users, which are based on a 

standard fee of 40¢ per message. 

As a business cooperative, the BankWire is owned 

and managed by its member banks. All banks using 

BankWire services are members of the cooperative 

and have a voice in the management of the organiz­

ation. Of its 193 member banks, 182 belong to the 

Federal Reserve. The deposit assets of this member­

ship are in excess of 470 billion dollars, or more 

than 60 percent of the nation's commercial bank 

deposits. Membership is open to any financial in­

stitution providing depository banking services. 
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The members elect annually a Board of Directors, 

who are also senior officers of member banks, in 

such a way that there is at least one director 

from each Federal Reserve District, thereby assur­

ing nationwide representation. The BankWire's form 

of organization has been approved by both the Federal 

Reserve Board and the Comptroller of the Currency, 

and its cooperative status has been approved by the 

IRS. The important point is that the BankWire is 

industry owned, industry financed, and industry 

managed with membership open to all financial depos­

itory institutions. 

The BankWire of today and its predecessor organiza­

tions have been providing wire transfer services 

since 1952. The present system has been in opera­

tion since late 1968. It is both reliable and 

economical, but no longer fully responsive to the 

needs of the marketplace. Accordingly, steps have 

been taken to develop an upgraded successor--

The BankWi.re i.s i.ndJ,st,y 
o,,,ned, fi.nanped & managed. 

The BankWi.re has been in 
BankWire II--which is scheduled to go operational operation since Z952. A 

new system wi.ZZ go opera­
early next year. The specifications for BankWire II tionaZ i.n Ma:roh, Z978. 

were developed by representatives from banks--large 

and small--from all over the country. The system 

will feature new types of transactions and facil­

ities for better management of funds transfer 

activities. It will also have a significant cap­

ability for batch transmission, which can be used 

for inter-ACH (Automated Clearing House) require­

ments as well as direct batch communications 
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between members. Big~ reliability and efficiency 

will be achieved through the use of the latest in 

computer and communic_ations technology. 

BankWire II represents a major commitment-.-in terms 

of both dollars and breadth of participation--by 

the private sector to providing for banking's currennt 

and future needs in inter-bank payments mechanisms. 
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The Federal Reserve operates a major funds trans-

fer system, generally known as the Fedwire. A 

major--and rapidly growing--use of this system is 

for third party wire transfers between commercial 

banks. Typically, these are transfers--or payments-­

made from one bank to another where the payment is 

to be credited to the account of a customer of the 

receiving bank, the so called "third party". Pre­

liminary results of BankWire surveys show that such 

third party transfers represent the predominant use-­

between 60 percent and 80 percent--of the Fedwire 

by commercial banks. These are transactions made 

by banks on behalf of their customers and need not 

involve the Federal Reserve directly. The Federal 

Reserve is thus providing services which are com­

parable to those which have been provided for some 

time through the BankWire. Furthermore, the 

Federal Reserve is actively pursuing a program to 

expand the use of the Fedwire for third party 

transfers--thereby enlarging its role in an area 

already served by the private sector. 

As for charges, the Fedwire is basically free to 

the banks that use it. There is a charge for the 

terminal equipment located on a bank's premises, 

and a nominal charge for those few third party 

transfers which are for amounts less than $1,000, 
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but for all practical purposes there is no charge 

for the overwhelming bulk of usage. 

This situation can be compared with the BankWire, 

which must recover all of its costs through its 

charge of 40¢ per message. As shown in Figure 1, 

these costs include all communication lines, the 

computer hardware, systems development, all sal­

aries, general administration and overhead, work­

ing capital, as well as federal, state, and local 

taxes. With the Fedwire, users are not charged 

for any of these normal business expenses. 

IMPACT OF THE FEDWIRE 

The activities of the Federal Reserve in provid­

ing wire transfer services through the Fedwire 

have a profound impact on the BankWire. Since 

1974, membership in the BankWire has declined 

from 230 to 193 today, or a decrease of 16 per­

cent. Of even greater impact has been the de­

cline in average daily message traffic from 

26,000 per day to the current levels of 20,000, 

equivalent to a 23 percent drop. At the same 

time, in talks given at various conferences, the 

Federal Reserve has reported that usage of the 

Fedwire is approximately 70,000 per day, and 

growing at a rate of 15 to 20 percent per year. 

Surveys of present BankWire users, as well as 

in depth interviews with members who have left 

the system, clearly indicate the two most 
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FIGURE 1 

COMPARISON OF BANKWIRE AND FEDWIRE CHARGES 

COMPONENT 

1. TERMINALS 

2. COMMUNICATIONS LINES 

·3. COMPUTER HARDWARE 

4. OPERATIONS 
a. PERSONNEL 
b. SITE 

5. DEVELOPMENT/REPLACEMENT 

6. MARKETING/USER LIAISON 

7. ADMINISTRATION 

a. WORKING CAPITAL 

9. TAXES 
a. Federal 
b. State 
c. Local 

BANKWIRE 

AT COST FROM 
VENDOR 

INCLUDED IN 

STANDARD 

CHARGE OF 

40¢ 

PER MESSAGE 
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FEDWIRE 

GENERALLY AT 
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important reasons for the declining use of the 

BankWire. The first of these is costs; the 

second of these--which I will discuss shortly--

is settlement. The Fedwire is free, while the 

BankWire costs 40¢ per message. With the con­

tinued pressure on operating costs, there is a 

natural and understandable inclination on the 

part of operating personnel to take whatever 

steps they can to reduce costs, and this in turn 

leads to the significant diversion of traffic 

from the BankWire to the Fedwire. Declines in 

traffic were a major factor in forcing the Bank­

Wire last year to increase its unit message charge 

from 30¢ to 40¢, which in turn leads to further 

traffic declines. 

If the Fedwire were to charge properly allocated 

costs, including development expenses, equipment, 

and factors for the cost of capital, we have good 

reason to expect BankWire charges would be more 

than competitive with the Fedwire. Under such 

circumstances, and if the BankWire was able to 

provide settlement, we are confident that the 

BankWire would carry a major fraction of the 

third party wire transfers, which would assure 

its long term viability. 
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ACCESS FOR SETTLEMENT 

The second significant factor in the decreasing 

use of the BankWire is a difference in the 

settlement mechanism for funds transferred 

through the Fedwire as compared to those through 

the BankWire. Because of its unique role as a 

central bank, the Federal Reserve can settle 

transfers from one bank to another 

by debiting the reserve account of the sending 

bank and crediting the reserve account of the 

receiving bank. This provides "immediate 

availability" of the funds transferred. To 

be competitive from a product/service standpoint, 

the BankWire needs access to this settlement 

mechanism. 

The BankWire membership has designed a highly 

efficient means of accomplishinq settlement, 

known as "net settlement". With net 

settlement, the BankWire would accumulate totals 

for the funds transfers sent and received by 

each bank and then report this to the Federal 

Reserve as a single net debit or credit balance 

for each bank. These balances would be posted 

by the Federal Reserve to the member bank's 

reserve account on that same day, With this 

facility, the transfers through the BankWire 

would provide "same day availability" with many 

fewer settlement entries flowing through the 
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central bank system. This would also simplify 

and facilitate present reconciliation procedures 

as well as reducing peak volume bottlenecks 

in the Fedwire. Implementation of this service 

requires that the BankWire have access to the Fed's 

settlement system. Without such access the future 

viability of the BankWire is in doubt. 

To appreciate the significance of "net settle­

ment" I would like to report the results of a 

recent survey of our membership on this matter. 

At the request of the Federal Reserve, and with 

their prior review and approval of the questions 

and accompanying material, we sent a letter and 

questionnaire to the presidents of the 186 

BankWire member banks who are also members 

of the Federal Reserve. The results of this sur­

vey are shown in Figure 2. We received responses 

from 80 percent of the banks surveyed. More than 

85 percent of the respondents felt that such a 

facility should be available in the private sec­

tor and more than 75 percent declared their in­

tention to use it. 

The precedent for net settlement by posting net 

debits and credits to reserve accounts is already 

firmly established in the clearing house operations 

for checks and also with CHIPS, the international 

Payments system operated by the New York Clearing 
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FIGURE 2 

RESULTS OF SURVEY OF BANKWIRE MEMBERS 

REGARDING SETTLEMENT 
(July, 1977) 

Is it desirable for BankWire II, as a 
private wire system alternative to the 
Fedwire, to include the capability for 
same-day funds transfers with net set-
tlement through the Federal Reserve? Yes 

Is there a potential for your bank to 
use this service? Yes 

Do you feel the general indemnification 
requirements mentioned on page 3* of 
the attached letter would be acceptable 
if you eventually were to subscribe to 

126 

113 

the net settlement feature? Yes _!!!_ 

If you were to subscribe to the net 
settlement feature, would you be will-
ing to authorize your Federal Reserve 
Bank to use your reserve account in the 
operational manner described in item 
5*, page 2? Yes 122 

No 

No 

No 

No 

* Refers to material which accompanied the questionnaire. 
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House. Settlement on a same day basis nationwide 

is a service the Federal Reserve is uniquely cap­

able of providing because of its role as the 

nation's central bank. Access to this capability 

is desired by the private sector and is essential 

to the viability of a competitive private sector 

payments system. The BankWire has been negotia­

ting with the Federal Reserve for 18 months to 

acquire that access. While there has been progress, 

it is also necessary to recognize the economic im­

pact of delay; at this stage.each additional month 

costs the BankWire over $200,000. 
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NEED FOR PRIVATE SECTOR CAPABILITIES 

I have described the services of the BankWire as 

a private sector provider of payments services, 

the effect of the Federal Reserve activities in 

this area--and particularly their practice of 

not charging for wire transfer services. I have 

discussed the need of the BankWire for access to 

the Federal Reserve for same day net settlement, 

a service related to the Federal Reserve's func­

tion as the central bank. I will now address 

the broader questions: "Is there a real need 

for private sector capabilities such as the 

BankWire? Is the nation's banking system well 

served by having possibly a number of competi­

tive private sector services?" 

The need for private sector capabilities and 

the related benefits are so widely recognized 

that we know of no serious argument to the con­

trary. In support of such a need, there is 

first of all the view of the banking industry 

itself. Some years ago, the American Bankers 

Association established the Monetary and Pay­

ments Systems Committee to assess the indus­

try's needs. This was a very major undertak­

ing, involving many of the industry's leaders. 

Just some of the major conclusions, as reported 

in 1971, were that: 
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• The Fedwire is capable of overcom­
ing the operational and economic 
advantages enjoyed by the present 
(1971) BankWire. 

• A shift to virtually complete de­
pendency on the use of the Fedwire 
does not appear to be in industry's 
best interest. 

• The banking industry must continue 
to have available for optional use 
a competitive private wire system. 

• The BankWire administrative struc­
ture should be reorganized to pro­
vide representation and access to 
all users. 

• The BankWire should be expanded to 
provide a nationwide credit trans­
fer service. 

In response to this, the BankWire did reor-

ganize itself to provide management representation 

and access to all users and has undertaken the 

development of BankWire II, a nationwide credit 

transfer service. 

Secondly, there are the needs of the marketplace. 

In terms of capacity, it is generally recognized 

that the current systems--both the Fedwire and 

the BankWire--are operating at close to 80 

percent of capacity, while industry projections 

continue to forecast a growth of 15 percent or 

more per year. It is not uncommon today for banks 

and the Fed to encounter throughput problems at 

times close to cutoff. However, the new BankWire 

system will more than triple the capacity of Bank­

Wire, and add nearly 40 percent to the total in­

dustry capacity. 

-14-

99-446 0 - 78 - 6 

The ABA 's MAPS Conrnittee 
eaZZed foP sueh a eapa­
biZity. 

The maPketpZaee needs 
the addi tiona Z eapaei ty 
that BankWipe II ean 
provide. 

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



78 

There are also the benefits that come from the 

different product/service offerings of different 

suppliers. Different customers have different 

needs and,in wire transfers, it is not possible 

to define that one alternative which would best 

meet all of these. It is far better to permit 

different offerings, with different features and 

costs, and then to let the marketplace make its 

choice. For so critical a service, it is hard 

to imagine that anyone would seriously argue 

that there should be only a single source of 

supply, especially when one of the major sup­

pliers not only need not be responsive to 

the users of that service, but in fact is a 

regulator of these users. 

Thirdly, there is the view expressed by repre­

sentatives of the Federal Reserve. In 1976, at 

a National Correspondent Banking Conference 

sponsored by the ABA, Governor Coldwell, while 

discussing the Fed's role in ACH activities, 

said it was still an open question as to whether 

the transfer systems should be run as a utility 

or with competing private systems. He expressed 

the view*, which we hope also applies to wire 

transfers, that he is "perfectly willing for 

somebody else" to provide the system "if they 

can handle it and do the job for the American 

*Reported in Amel'ican Bankel} November 10, 1976 

-15-

ThePe shouZd be aZtel'rlate 
sourees, providing dif­
fePent products. 

A FederoZ Reseroe spokes­
man has indicated thePe 
should be such a oapa­
biZity. 

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



79 

public". He went on to remark that he could agree 

to a Congressional decision that the Fed should 

provide only settlement services, but wonders "if 

we have a private organization that is going to 

step forward and do this sort of thing on a nation­

wide basis, •••• ". In this regard, let me point 

out that in wire transfers, the BankWire is pre­

pared to "handle it" and "do the job for the 

American public"--that in fact there is a private 

organization which is prepared "to step forward 

and do this sort of thing on a nationwide basis". 

Finally, and perhaps most importantly, we 

should recall the basic economic axioms which 

have made our country the great nation it is 

today. These basic axioms emphasize the primacy 

of economic activity through competitive private 

sector initiatives, calling for the investment 

of private sector employment, and benefitting 

from the quick and sef-adapting response to the 

needs of the marketplace in terms of cost effec­

tiveness and the creative initiatives in the use 

and extension of technology. These same prin­

ciples should be applied to the payments system 

itself. 
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RESPONSE TO SPECIFIC ISSUES 

I would now like to address briefly the basic 

issues raised by this Committee regarding the 

general role of the Federal Reserve in the pay­

ments mechanism and the charging for such ser­

vices. 

1. Is the provision of payments mech­
anism services a necessary and 
appropriate function for the Federal 
Reserve in its capacity as the 
nation's central bank? 

Only to the extent that such services provide 

capabilities related to central bank functions 

that cannot otherwise be provided by the pri­

vate sector. The primary emphasis in the pay­

ments mechanism should unquestionably lie with 

the private sector,with the role of the Federal 

Reserve being one of providing a settlement 

procedure and the necessary regulation to assure 

a sound, fair, and competitive environment. 

2. What are the potential benefits 
and costs that would result from 
explicit pricing of Federal Re­
serve services? 

As has been emphasized throughout our testimony, 

we strongly advocate that there should be explicit 

pricing for all Federal Reserve services, that 

such pricing should cover all operating, develop­

ment, investment, and other costs. As a separate 

but closely related issue, we believe that members 

of the Federal Reserve should receive an equitable 
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return on their mandatory reserve deposits. In 

general, we advocate complete unbundling of the 

management and regulation of the monetary system 

from operational services. As an essential cor­

ollary, any charges for Federal Reserve services 

should be entirely separate and not taken as an 

offset to returns on reserve deposits. Such a 

shift to completely unbundled pricing would rep­

resent a major stimulus to the private sector in 

providing payments services. It would promote 

competitive private sector activities and foster 

the use of technology to establish more efficiency 

in the payments system. It would provide alterna­

tives to meet different and specialized needs. 

Today--when the Federal Reserve provides services 

at no cost to the customers--there can be no in­

centive whatsoever for the investment of private 

sector capital. We believe that this is one of 

the major factors which has limited the growth of 

electronic funds transfer systems and other alter­

natives which could provide better services to 

corporate and individual consumers. 

3. Should all depository institutions 
have access to Federal Reserve services? 

Our answer to this is "Yes", with the understand­

ing that such services would be fully priced, 

that there should be equitable returns on reserve 

deposits, and that the availability of such ser­

vices would be separated from the regulatory and 
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central bank functions of the Federal Reserve. 

Furthermore, such services should be available 

to cooperative or other organizations made up 

of financial depository institutions, such as 

clearing houses and the BankWire. 

4. What is the impact of the Federal 
Reserve's current role in the pay­
ments mechanism--

a. on correspondent banking? 

In third party wire transfer services, it has 

and is continuing to cause a decline. The over­

all impact has been a lessening of the competi­

tive environment in this area of banking services. 

b. on the efficiency of the 
payments mechanism? 

This is difficult to measure directly, but it is 

our general belief that it keeps the payments 

mechanism from realizing its full potential. The 

activities of the Federal Reserve have generally 

tended to make it impractical for private sector 

alternatives to compete, which in turn excludes 

any functional or operational alternatives. 

c. on private marketplace incen­
tives to provide payments 
services? 

The practice of not charging for services creates 

an environment which discourages private sector 

initiatives in payment services. It is unreason­

able to expect the private sector to make invest­

ments when the Federal Reserve provides payments 

services at no cost. In particular, those 

initiatives 
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which might make the most innovative and cost 

effective use of technology are deterred. 

RECOMMENDATIONS 

In light of the testimony presented here, we 

recommend that: 

l. Congress call for standards and a 
time frame for the Federal Reserve 
to establish pricing for its opera­
tional services. 

2. The Federal Reserve should provide 
clearing and settlement services 
to private sector payments mechan­
isms serving financial depository 
institutions. 

3. The Federal Reserve should establish 
a regulatory framework which will 
foster the development of private 
sector payments mechanisms. 

We believe that if these steps are taken, then 

there will be a number of payments services 

based on private sector investment and develop­

ment. These will evolve under the constantly 

and rapidly changing influence of the market­

place, until those which provide the most cost 

effective services in response to business and 

consumer needs predominate. 

In closing, let me summarize our views by stat­

ing that the role of the Federal Reserve as a 

provider of payments services should be kept to 

a minimum and that the economic environment in 

which such services are provided should be one 

that encourages multiple private sector alter-
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natives. We believe that this can best be accom­

plished by explicit pricing of Federal Reserve 

services on the same basis as private sector 

organizations. Closely related to this, we be­

lieve that members of the Federal Reserve should 

receive an equitable return on their reserve de­

posits and that ti\.ese returns should not in any 

way be contingent upon the purchase of services 

from the Federal Reserve. The Federal Reserve 

should emphasize its role as a regulator to es­

tablish a sound, fair, and competitive environ­

ment. It is especially important that the 

Federal Reserve not use its position as a central 

bank to structure and subsidize its activities in 

payments services so that private sector initia­

tives cannot compete. 

Thank you very much. 
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GENERAL BACKGROUND ON BANKWIRE 

SERVICES AND ORGANIZATION 

The BankWire is used by banks to make inter-back funds transfers. In 
terms of hardware, the system operated today consists of two computer 
switches, one located in New York and the other in Chicago, which are 
connected by communications links. Communications are made through 
terminals at the user banks, which are connected full time to the 
switches. In addition to funds transfer transactions, the system is 
used for general administrative messages and other traffic related to 
l:iank activities such as collections, loan participations, and account 
balances; et al. 

Daily activity averages over 20,000 messages, more than half of which 
are directly related to funds transfers, involving total amounts es­
timated to be over $20,000,000,000. Total deposits of the banks be­
longing to the BankWire exceed $470,000,000,000, which is more than 
60% of total commercial bank deposits. 

Users pay 40¢ per message, independent of transaction type, length of 
message, or distance transmitted. This is much less than other forms 
of communication available in the private sector. In addition, they 
pay a monthly terminal charge for the equipment at their location, 
which commonly ranges from $265 to $350 per month. Costs for communica­
tion lines, the computer switchers, the operation of the system and 
full time staff are mutualized through the unit message charge. 

Users of the BankWire realize a number of significant benefits. The 
use of a standard format for funds transfers facilitates the routine 
processing of such transactions at the originating and receiving banks 
in either a manual or automated environment. Speed of delivery is an 
important consideration--over 80% of the transmissions are delivered 
within 4 minutes of the time of entry. Security is achieved through 
the private wire nature of the communications system. 

The availability of a written record for both the sender and receiver 
helps in establishing routine operational procedures. In case of ques­
tions, a copy of a transmission can be retrieved from the system, giving 
both sender and receiver the same information about the text and the 
time of entry and delivery. 

ORGANIZATION 

The BankWire is managed and financed completely by the banks that use the 
system. All users belong to a cooperative organization known as the Pay­
ment and Administrative Communication Corporation (PMC). The Board of 
Directors of PMC is elected by the members in such a way that there is 
at least one director from each Federal Reserve District--thereby assur­
ing nationwide representation in the management organization. 
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The operations of the BankWire are managed by the Payment and Telecornmun­
ication Services Corporation (PATS), a wholly owned subsidiary of PAAC, 
having a conventional form of corporate organization. PATS has a full 
time staff which interfaces with the users, coordinates operations of 
the present system, and supervises the development of a new system. 

The PAAC/PATS dual form of organization was established to provide, on 
the one hand, a membership environment (PAAC) through which users would 
have ultimate responsibility for the system, while on the other hand 
providing a corporate structure (PATS) which would readily qualify to 
provide the BankWire services in all states. 

PAAC and PATS have a cornmon Board of Directors. In addition, there is 
an Executive Cornmittee and a number of Advisory Cornmittees which provide 
a vehicle for user guidance in defining the operational requirements of 
the BankWire, with particular emphasis upon the new system which is under 
development. In this way the systems being operated and developed by the 
BankWire will be truly responsive to the needs of users for inter-bank 
funds transfers and related payments capabilities. 

NEW SYSTEM 

The BankWire organization (PAAC/PATS) is currently engaged in the develop­
ment of a major new system, BankWire II, which is to go operational in 
early 1978. This system will replace today's BankWire, providing major 
extensions in inter-bank electronic funds transfers capabilities, and will 
also make the maximum use of current technology in terminals, data cornmun­
ications, and message switching. 

The specifications for BankWire II were developed by many representatives 
of the banking industry. Some of the system's most significant features 
relate to the types of funds transfer transactions that will be available 
and its capabilities for settlement, (which are dependent upon the will­
ingness of the Federal Reserve System to accept settlement balances from 
the BankWire). 

The system will provide users with various summary reports and journals 
which will facilitate their control and reconciliation functions. Bank­
Wire II will also have a significant capability for batch transmission, 
which can be used for inter-ACH (Automated Clearing House) requirements 
as well as direct batch communications between members. 

The new BankWire II will provide a range of terminal and computer inter­
face capabilities, which will meet the needs of banks both large and 
small, having internal systems ranging from advanced computers (for users 
with high volumes) to those with lower volumes and using manual procedures. 
Considerable care has been taken to provide users with flexibility in 
determining their internal procedures and systems, with the BankWire II 
providing the common inter-bank funds transfer processing, accounting, 
and communications functions. 

The BankWire II represents a major commitment on the part of private sec­
tor banking to address the needs for inter-bank electronic funds transfer 
well into the future, providing options and alternatives responsive to 
industry needs. 
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About The l"rmel . .. 

This panel discussion was 
presented to the members 
of the Association of 
Reserve City Bankers 
to describe the current status 
of the BankWire, the banking 
industry's cooperatruely uwned 
and managed wire transfer 
payments system. In addition 
to offering an historical, cur­
rent and future overview of 
BankWire seroices, the discus­
sion focused on a amcem that is 
paramount amon~ bankers 
today- the role of the Federal 
government in tomorrow's 
payment systems. The rom­
ments reprinted here document 
one very specific example of 
cause for such amcem. 
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The panel was chaired by 
Victor H. Winfrey, 
Vice Chairman of the United 
California Bank. Mr. Winfrey 
introduced Robert K. 
Wilmouth, President of 
Crocker National Bank, 
who made the following 
opening remarks: 

A few months ago my Oper­
ations Manager came to me 
and asked if I would encour­
age the Program Committee 
of the Reserve Gty Bankers 
to provide some time for a 
brief presentation about the 
BankWire organization. My in­
itial reaction was that's just not 
the kind of subject this group 
of bankers is interested in at 
this particular meeting. I said 
something like "that's oper­
ations, it's a subject that 
should be dealt with and dis­
cussed in different forums." 
He pressed the matter, how­
ever, and pointed out that my 
reaction was typical of most 
senior executives in the major 
commercial banks in this coun­
try today, and because that is 
our attitude we have perhaps 
failed to see that the current 
dilemma of the BankWire or­
ganization is not merely an 
"operations issue" but is rep­
resentative of a much larger 
issue that could have a wide­
spread and negative impact on 
the future of the commercial 
banking industry. That issue is 
-whether we will haue public or 
private awnership and hence con­
trol of the payments system in the 
years ahmd. 

"That issue is whether 
we will have public or 
private ownership, 
and hence control, of 
the payments system 
in the years ahead." 
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"If we do not sup­
port a private alter­
native through our 
utilization as well as 
public statements, 
that alternative will 
disappear .. 

The BankWire organization 
came into being several years 
ago as a valid response to a 
need for wire transmissions 
between commercial banks 
which were not being ade­
quately serviced by the Federal 
Reserve System. It filled that 
need and has expanded as its 
capability to provide a respon­
sive and reliable payment and 
information transfer service 
became clear. Its survival and 
future growth is currently in 
jeopardy. The reason for this 
situation is not that there has 
been some concerted effort to 
withhold support from the 
Bank Wire. The situation has 
come about because many 
banks have made individual 
decisions at the operating level 
to reduce costs. The Fedwire 
is free, the BankWire costs 
something. Operations man­
agers reacting to the continu­
ing pressure that all of us have 
imposed to hold down operat­
ing costs have acted rationally. 
Yet the overall impact of these 
actions presents a serious 
threat to our industry. If we do 
not support a private alterna­
tive through our utilization as 
well as our public statements, 
that alternative will disappear 
and we will face the prospect 
of a national payments system 
controlled exclusively by the 
Federal Government. It is this 
issue that I believe merits a few 
minutes of your attention at 
our meeting this morning. 
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Furthermore, over 85% of the 
Reserve City Banks are mem­
bers of the BankWire, and so I 
believe that the activities of this 
organization should be of con­
cern to us. To give you the 
background of BankWire, to 
further articulate the issues we 
face as an industry, and to 
suggest some specific courses 
of action, the Program Com­
mittee has invited Mr. 
Bernhard Romberg, President 
of the BankWire, to address 
us. It is my pleasure to intro­
duce Mr. Romberg to you 
now. 

Presentation by Mr. Romberg: 

Jam excited at this opportu­
nity to tell you about an or­
ganization which each day 
sends over 22,000 messages 
for funds transfers through 
correspondent accounts hav­
ing an aggregate daily value 
of $20,000,000,000. An or­
ganization which is now en­
gaged in developing a new 
capability which can help 
your banks to serve better 
your corporate and corre­
spondent customers. An 
organization which is the 
only industry owned and fi­
nanced private sector vehicle 
for nationwide corporate 
payments and related com­
munications services. An or­
ganization whose success -
and even survival - is 
threatened by increased and 
unfair Government competi­
tion and restraint. 

"An organization wl11ch 
1s the only industry 
owned and financed 
pnvah; sector vclw:le 
for nationwide cor­
porate payments and 
related communications 
services." 

89 

"The first objective 
is to provide an 
industry owned 
and managed 
inter-bank pay­
ments mechanism." 

This organization is the 
BankWire. The services this 
organization provides today 
- and will provide tomorrow 
- can have a major impact on 
how you serve your most 
profitable customers - the 
corporate accounts. 

I will tell you about the struc­
ture of the BankWire, the ser­
vices it provides today, some 
developments that are well 
underway, and some others 
on the horizon. I will be can­
did with you about its eco­
nomics and describe the 
competitive situation particu­
larly with respect to Fedwire. 
I'll outline how the National 
Commission on EFT regards 
similar activities, and finally I 
will identify some critical 
concerns and suggest what 
steps might be taken to deal 
with them. 

The starting point for these 
comments has to be our mis­
sion. The first objective is to 
provide an industry owned 
,and managed inter-bank 
payments mechanism. A 
second, to provide an effi­
cient and low-cost capability 
for administrative traffic -
that's general messages -
and also bulk, or batch, data. 
We want to do this at the low­
est possible cost and to do so 
in a way that meets the needs 
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of all banks - large and 
small. To be the common 
element which ties together 
separate banks into an auto­
mated nationwide payments 
system. To provide a means 
by which commercial banks 
can maximize their delivery 
of benefits to customers, at 
minimal shared cost. 

What is the Organization? 

Without trying to do a 
"Roots" type of genealogy, 
let me simply state that the 
BankWire was begun in 1952 
by a number of New York and 
Chicago clearing house 
banks. About six years ago, 
the Monetary and Payment 
Systems, or "MAPS", com­
mittee, established by the 
ABA, and chaired by one of 

.. six years ago, 
the MAPS commit­
tee ... recom­
mended that the 
BankWire reor­
ganize to provide 
representation and 
access to all 

your members, Dick Cooley, users. 
recommended that the 
BankWire reorganize itself to 
provide representation and 
access to all users, and that it 
expand to provide a nation-
wide credit transfer service. 
Today there is an elected 
Board, with Directors repre­
senting each Fed district, an 
Executive Committee, and a 
number of Advisory Commit-
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"What's really import­
ant 1s that t/11s orga111za­
flon is mdustry-owned, 
111dusfry-financcd, and 
industry-managed 
every member benefits 

. and that mc/11des 
oi:1t'r 85% of the banks 111 

yo11rorgam:::ation." 

tees. All told, over 35 people 
from more than 30 banks have 
management and advisory 
roles. In the past year we have 
recruited a small full-time staff 
which supervises Western 
Union's operation of the pres­
ent system and the work of 
Collins Radio in developing a 
new system. 

This organization has been 
approved by both the Federal 
Reserve Board and the 
Comptroller of the currency. 
Furthermore, its cooperative 
status has been approved by 
the IRS. All of this makes 
things legal from a regulatory 
standpoint and gives us a 
beneficial tax climate. How­
ever, what is really important 
is that this organization is an 
industry-owned - an indus­
try-financed - and an indus­
try- managed vehicle for 
providing commonly used, 
or shared services. Every 
member has an input - every 
member has an interest -
every member benefits, and 
as was stated before, that in­
cludes over 85% of the banks 
in your organization. 

Two-thirds of our 215 mem­
bers belong to the Association 
of Reserve City Banks, and 
they account for over 85% of 
our revenue. Let me put this 
another way. Of the 164 banks 
represented in your organiza­
tion, 140 are members of the 
BankWire. And so gentlemen 
- with such a predominant 
position - as you go, so also 
goes the Bank Wire. 
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What Services are 
Provided bv the 
BankWire today? 

0,,. basic service today pro­
vides a message-switching 
link that allows members to 
perform rorrespondent funds 
transfers quickly and effi­
ciently. The system currently 
sends over 22,000 payment 
messages, collection advices, 
and other administrative mes­
sages among its 215 mem­
bers. Over 275 terminals are in 
use at your banks now, and 
the average message is deliv­
ered in less than four minutes. 
The present system has been 
in operation since late 1968. It 
is reliable and economical, but 
it is like a car that has gone 
75,000 miles - it still has a 
ways to go, but the time is at 
hand to replace it. 
Accordingly, steps have been 
taken to develop a new sys­
tem. After much planning, in­
volving banks large and small 
from all over the country 
through the Advisory Com­
mittees, we are at the point 
where this system has been 
specified in great detail, hard­
ware has been selected and the 
new system - which we call 
BankWire II - is now being 
developed, with implementa­
tion set for early next year. It 
will feature the all- important 
capability for nationwide same­
day net settlement through 
Federal Reserve accounts. 

" ... BankWire II 
is now being devel­
oped, with imple­
mentation set for 
early next year." 

91 

. m n·spome to tl,e 
broaif c/,arfl•r set fortlr 
bl/ th,· MAPS Comnuth•t:, 
B·a11k Wm• fl lzas bt•en 
1lcs1g11,·d /Jy bankers to 
mcct1'1,•ir11,•1•dsastl1t'I/ 
/ 1c~t fort'Sfi' them in a · 
mp1dly t·voh,ing market• 
place. " 

"A doubling of ac­
tivity is considered 
to be conservative. 
The key question 
is ... whowill 
manage it?" 

But What Really is 
Most Important? 

It is simply this - that in 
response to the broad charter 
set forth by the MAPS Com­
mittee, BankWireIIhasbeen 
designed by bankers to meet 
their needs as they best 
foresee them in a rapidly 
evolving marketplace - to 
provide the capabilities for 
better customer service -
and not by some bureaucrats 
who feel that they know best 
and can dictate the oper­
ational environment. 

What is on the Horizon? 

Wen, let me speculate a lit­
tle about the corporate-to­
corporate EFT area. Even 
today the opportunity for 
services is only being 
scratched. As banks auto­
mate, we can see unit costs 
dropping, controls improv­
ing, new services evolving, 
and volume growing. A 
doubling of activity in the 
next few years is considered 
by many to be conservative. 
The key question is not 
whether it will come about, 
but rather who will manage 
it? Where will the initiative 
come from? Will the industry 
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direct its destiny or will this 
be done by default through 
the Government? Let me re­
call the basic issue as men­
tioned by Bob Wilmouth. Will 
there be public or private 
ownership, and hence con­
trol, of the payments system 
in the years ahead? Governor 
Coldwell has challenged pri­
vate industry to build a com­
prehensive plan for wire 
transfers and automated 
clearing houses that meets 
public needs. Gentlemen, in 
wire transfers the Bank Wire 
is that system, and it must do 
its part in helping your banks 
realize the full potential of the 
new payments mechanisms. 

What About The 
Economics? 

Our charges to members for 
terminals are the same as our 
costs, so this is simply a 
wash, or pass-through. With 
the present BankWire, an­
nual traffic is about 5,000,000 
messages and annual costs 
for shared resources are 
about $2,000,000 - and so 
the message fee is 40• -
independent of length or dis­
tance transmitted. The im­
portant point - and let me 
underscore this - is that 
costs are generally fixed and 
independent of incremental 
volume. If volume went up 
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"Governor Coldwell has 
challmged pripate 
industry to /mild a com­
prl'l1l'l1S1ve plan for wm, 
transfl'rs 1md automated 
ch•armg houses tl,at 
mt•t'fs p11bfir needs. 
Gentlt-mt•n, in wm• 
transfas tl1t• Ba11kWire 
isthatsysft-m ... " 

"An important pomt to 
make al,011t the Bank Wire 
1stlratthemorl'if1s 
used, the lower tht· 11ml 
cost." 

"Yo11 know what hap­
pens m a competitive 
marh•tplaa whm one of 
fht· play1•1-s ::,farts to give 
the product away at far 
h•ss titan cast. We only 
ha?•e to look at Now· 
acnlllnts." 

by 20% to 6,000,000 mes­
sages, unit message costs 
could be reduced to 30<. An 
important point to make 
about the Bank Wire is that the 
more it is used, the lower the unit 
cost. Today we are at two­
thirds of capacity, so that ad­
ditional traffic could easily be 
handled. With BankWire II, 
fixed costs will be slightly less 
than $4,000,000. If we use to­
day's message volume - the 
worst case circumstance -
message charges will proba­
bly work out to something on 
the order of 75'. However, 
we didn't build a new 
BankWire for today's vol­
ume. We estimate Fedwire 
volume as being roughly 3 
times that of the BankWire. If 
just one-third of this goes 
over the BankWire, our vol­
ume will double, the unit 
costs will be halved and we 
will be at unit message fees 
comparable to today's or 
even less. With the addition 
of settlement this is not an 
unreasonable expectation 
and the banking industry can 
make it happen. With the 
Federal Reserve wire transfer 
service, known as the Fed­
wire, there is no message 
charge - it's free. Users pay 
for terminals just as with the 
BankWire, but the Fed 
underwrites all communica­
tions lines, switching center 
costs, staff, development and 
everything else that goes into 
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making a system. That is 
pretty tough competition. 
You gentlemen know what 
happens in a competitive 
marketplace when one of the 
players starts to give the prod­
uct away at far less than cost. 
WeonlyhavetolookatNOW 
accounts. 

Is Fedwire Really Free? 

Wen, you know the an­
swer to that, and you know 
where the money comes 
from. But just to put things in 
perspective, let me point out 
that the communications 
budget for the New York Fed 
alone is 2 to 3 times that of the 
entire BankWire. Does this 
include full overheads, the 
cost of capital, amortization 
of development expenses?­
we don't know, but we do 
know that the BankWire 
budgets do include these. 

What Is The 
Competitive Outlook? 

We see corporate needs for 
funds transfers growing at an 
escalating rate. For a long 
time the BankWire was the 
best way to go. A couple of 
years ago the Fed developed 
a system which in certain re­
s peels is superior to the 
BankWire of today. How­
ever, I truly believe that 
BankWire II, because it was 
developed by its users and 
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"BankWire II, bemuse 
1t was developed by its 
11st•rs and owners, will be 
far bl•fter able to meet 
tht• net·ds of the future, 
llllt It m•t•ds a chani·e." 
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making a system. That is 
pretty tough competition. 
You gentlemen know what 
happens in a competitive 
marketplace when one of the 
players starts to give the prod­
uct away at far less than cost. 
We only have to look at NOW 
accounts. 

Is Fedwire Really Free? 

Wen, you know the an­
swer to that, and you know 
where the money comes 
from. But just to put things in 
perspective, let me point out 
that the communications 
budget for the New York Fed 
alone is 2 to 3 times that of the 
entire BankWire. Does this 
include full overheads, the 
cost of capital, amortization 
of development expenses?­
we don't know, but we do 
know that the BankWire 
budgets do include these. 

What Is The 
Competitive Outlook? 

We see corporate needs for 
funds transfers growing at an 
escalating rate. For a long 
time the BankWire was the 
best way to go. A couple of 
years ago the Fed developed 
a system which in certain re­
spects is superior to the 
BankWire of today. How­
ever, I truly believe that 
BankWire II, because it was 
developed by its users and 

"BankWin· II, bt•rnust· 
1t was d1•t11•/oped by its 
IISt'rS and (lWll('YS, WIii lie 
{11r/,l'tft'raMetom1•1•t 
thi•111•1•ds11f tlt1•{11t11rl', 
/111t1tm•t·dsach1111n•." 
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In its interim report, the 
Commission has endorsed 
this position with specific ref­
erence to automated clearing 
houses and point-of-sale sys­
tems. Of course, the report 
addresses many other topics. 
Unfortunately, it did not ad­
dress wire transfers at all. We 
are presenting additional in­
formation and meeting with 
others, and will make every 
effort to see that the final re­
port will adopt a position 
with respect to wire transfers 
which is consistent with 
those taken in other areas. 
Aside from the impact on the 
BankWire, let me underscore 
why it is critical to expose 
to public scrutiny the Gov­
ernment activities in wire 
transfers. There are many 
questions about consumer 
desires for EFf in the retail 
area. However, the situation 
is much different in 
wholesale EFf. The custom­
ers - corporations - are 
looking for services. The ben­
efits are recognized and 
easier to deliver. Thus, I be­
lieve that in the near future by 
far the most significant ad­
vances in payments mecha­
nisms will be in wholesale 
EFT, that is to say, wire trans­
fers. Already the turnover 
here is estimated to be in ex­
cess of $1()() billion per day, 
which in dollar value totally 
dwarfs all other EFf activi­
ties. Yet it is in this area that 
the Government is the most 
significant participant and 

" . , in the nt'ar future 
by far the most siglll{l­
tanl advances 111 p11y­
me11ts mechanisms w1II 
be in w!io/esale EFT, 
that is to sa1/ wire 
transfrrs." · 
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"Unless ... the 
banking indus­
try ... supports 
private sector 
ownership of the 
payments mecha­
nism through 
words and 
actions ... thecon­
dusion will be that 
the industry lost out 
by default ... 

the competitive issues in EFf 
between the commercial 
banks and the Government 
are most clearly drawn. Un­
less these issues are ad­
dressed in public forums and 
the banking industry rises to 
the occasion and supports 
private- sector ownership of 
the payments mechanism 
through words and actions, 
the challenge of Governor 
Coldwell will go unan­
swered, and in 20 years -
when college professors 
analyze the development of 
the payments mechanism -
or the lack thereof - the 
conclusion will be that the 
banking industry lost out by 
default. 

Okay - I've discussed the 
BankWire, what we do and 
where we stand, I've tried to 
show why it is important to 
you. Let me summarize this. 
Your banks own and manage 
the BankWire - it's not 
somebody in Washington. 
The BankWire today pro­
vides important services - at 
very competitive costs. A 
new system will soon be 
operational. This has been 
designed by your representa­
tives and will have the 
capabilities required for the 
payments mechanisms of 
today - and tomorrow. The 
BankWire is the banking in­
dustry's own capability for 
nationwide interbank pay­
ments, organized and devel­
oped along the guidelines 
established by the MAPS 
Committee. However, the 
services and policies of the 
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Federal Reserve have caused 
a diversion of traffic, thereby 
forcing up unit costs and 
generally threatening the 
economic viability of the 
BankWire. 

What Can You Do? 

First, through your operat­
ing organizations, support 
the BankWire. Use it more. 
Help drive down unit costs. 
Urge your operating depart­
ments to use the BankWire 
for general messages and 
thereby also reduce your 
telephone costs. Have them 
review internal procedures -
it doesn't do much good to 
transmit a wire in a few min­
utes and then require several 
hours for it to be delivered. 
That's like taking a jet across 
the country and then spend­
ing hours in a traffic jam. 
In your dealings with the 
Fed, talk up the Bank Wire -
formally and informally. 
Support private enterprise 
payments capabilities such as 
the BankWire. Press for a fair 
competitive environment. 
Endorse net settlement for 
the BankWire through the 
Fed. Keep in mind the overall 
economics, and the needs of 
the marketplace. 
Thank you for your attention 
and let me call upon Bob Wil­
mouth for some concluding 
remarks. 
Closing remarks by 
Mr. Wilmouth: 
Thank you for a clear and 
concise report on the present 
status of the BankWire. Let 
me conclude by summing up 
five brief points. 

. support the Bank­
Wire. Use it more.' Help 
dri,,e down unit costs 1" 

''Support private 
enterprise payments 
capabilities. 
Press for a fair 
competitive 
environment." 
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hiok at the larger 
,;sue .. remember you 
d I/Jc tone in your 

bank- . . Those who 
choose not to pay for 
liberty soon will not 
have the liberty to 
choose for what they 
w11/pay." 

1. 85% of the audience, or 
140 out of 164 Reserve City 
Bank members, are also 
members of the Bankwire, 
so that this is no problem. 

2. As Gabe Hauge pointed 
out in his presentation 
message yesterday, if we 
don't take over in the EFT 
area, then we will lose it 
by default. 

3. Although the Fedwire cur­
rently makes no charge for 
usage, Fed watchers will 
tell you that the possibility 
of unbundling may come 
about sooner rather than 
later. 

4. There are four advertise­
ments in this morning's 
Wall Street Journal relating 
to corporate EFT services; 
all of them point to the 
importance of this area 
and relate to the various 
subjects we have been 
discussing. 

5. Finally, remember the basic 
issue - will there be public 
or private ownership and 
control of the payments 
mechanism? Many operat­
ing people say- "This pri­
vate enterprise business is 
okay, but our job is to cut 
costs and if that means 
using the Fed, so be it." I 
would urge you to encour­
age them to look at the 
larger issue. Remember, 
you set the tone in your 
bank. As Ben Franklin said 
200 years ago when the col­
onists were complaining 
about taxes - "Those who 
choose not to pay for liberty 
soon will not have the lib­
erty to choose for what they 
will pay." 
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The CHAIRMAN. Thank you very much, Mr. Romberg. 
Mr. Dissmeyer, go right ahead, sir. 

STATEMENT OF VIRGIL DISS:M:EYER, PRESIDENT, 
AUTOMATED CLEARING HOUSE ASSOCIATION, 

NATIONAL 
WASHINGTON, 

D.C. 
INTRODUCTION 

My name is Virgil M. Dissmeyer. I am Executive Vice. President of the 
Northwestern National Bank in MinneaPolis, Minnesota, and President of the 
National Automated Clearing House Association ("NACIHA"). 

I am presenting testimony today on behalf of NACHA with re!ij)ect to the 
Federal Reserve's role in providing payments mechanism services only insofar 
as it relates to matters with which this organization is directly concemed, 
namely, the providing of Automated Clearing House ("ACH") services. 

THE NACHA ORGANIZATION 

NACHA is an organization the membership of which is comprised of 32 
regional ACH associations throughout the country. Those organizations are 
in turn comprised of approximately 10,000 member commercial banks and other 
finwncial institutions. Within the confines of its geographical service area, each 
of those regional organizations administers a system for the transfer of pre­
authorized payments and deposits. NACHA was organized in 1974 to encourage 
the development of such associations and to administer a· system for effecting 
such transfers between the geographical service areas of its members. NAOHA 
does not dictate the membership, access, pricimg, or ACH operator policies 
of member associations; those matters are regarded as solely within the prov­
ince of the individual ACH association and NACHA takes no position on such 
matters beyond SUpPorting such freedom of choice. 

CREATION AND OPERATION !<)F THE ACH SYSTEM 

The system administered by those organizations was created because of the 
enormous and rapidly increasilllg volume of checks issued and ;processed each 
day throughout the country. It was designed to improve the nation's payments 
mechanism by elimina,ting the need for paper checks to effect the transfer 
of periodic, recurring payment amounts to or from deposit accounts, thereby 
reducing costs, increasing efficiency, and providing the public with a beneficial 
service alternative to more traditional methods of receiving and making 
payments. 

A typical pre-authorized payment transaction works as follows : a depositor 
("Company") authorizing it to transmit a "debit entry" to his financial institu­
tion each time an insurance, utility or other recurring payment falls due in the 
amount of that payment obligation, and authorizing his depository institution 
to act on entries received from that Company. Such entries are payment orders in 
magnetic tape rather than paper check form. Pursuant to that authorization, 
each time a payment falls due· the Company transmits a debit entry for that 
customer in the amount of that payment, together with similar entries for other 
customers, to the Company's depository institution. That financial institution 
sends those entries to a computerized clearing house facility (an "Automated 
Clearing House"). There the entries are sorted, and they are then made avail­
able or delivered to the depositor's depository institution for debit to his account 
when payment falls due. 

The service made available to a depositor in this context enables him to pay 
recurring bills in a timely manner without spending the time and incurring 
the expense of writing and mailing checks to a creditor Company each time a 
payment falls due. 

In the case of pre-authorized deposits, a depositor authorizes his employer or 
other Company to transmit periodically to his finan<'ial institution for credit to 
his account "credit entries", representing wages or other amounts payable to 
the depositor. Such entries are similarly transmitted and processed, and made 
available or delivered to the depositor's depository institution for credit to his 
account. The principal user of this facet of the ACH system today is the U.S. 
Treasury Department, which uses it to effect Social Security and other Govern­
ment benefit payments. 
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In this aspect, the ACH system benefits a depositor by enabling him to obtain 
payment promptly on the day payment is due, without the risk sometimes in­
.volved in a check environment that a mailed check might be lost or stolen before 
deposit, and without the time and effort required to make that deposit. 

Except for the medium utilized for exchanging payment data, an ACH trans­
action closely parallels the process used to effect clearing and settlement of 
checks, with payment data being routed from one bank to a central clearing fa­
cility for clearing and transmittal to another bank, and with settlement of 
accounts between banks effected through the Federal Reserve System. 

In the case of checks, Federal Reserve clearing and delivery services are op­
erated as an alternative to private arrangements, although settlement in both 
cases is through member bank balances maintained with the Federal Reserve. 
Similar alternatives exist today with respect to ACH transactions. The Automated 
Clearing Houses of two of the 30 ACH associations presently operational are 
operated privately, the remainder by a Federal Reserve Bank. However, even 
in those two cases, settlement is effected, and delivery services are provided by 
the Federal Reserve. The same clearing facilities, courier network and settle­
ment procedures provided by the Federal Reserve in connection with check 
transactions and in handling Government ACH payments as fiscal agent for 
the Government are used in handling ACH transactions, so that the additional 
cost to the Federal Reserve in providing ACH services is relatively small. 

ROLE OF THE FEDERAL RESERVE IN PROVIDING ACH SERVICES 

Congress has direc>tPd thP FPder11l Rei,nve to provide clearing and settlement 
services with respect to checks, as an alternative to private arrangements. In 
addition, whether through Congressional direction or acquiescence over the 
years, the Federal Reserve has undPrtaken responsibility for maintenance of an 
efficient payments system. Given those duties ·and the close parallel between 
check and ACH clearing and settlement processes we believe that Federal Reserve 
operation of ACH facilities and the providing of delivery and settlement services 
in connection therewith is an appropriate role for the Federal Reserve. 

As a purely theoretical proposition, the question of whether the Federal Re­
serve should provide ACH services may be open to debate. We believe, however, 
that that Question must be answered from a practical standpoint with reference 
to the public benPflt to hp dnived frnm such oneration and the alternatives 
11.valahle at the present time. From that viewpoint, we believe, that. Rubie"t 
to certain important limitations, that question should be answered in the 
affirmative. 

Despite a well developed organizational and structural framework, the ACH 
enterprise as an operating system is stm in its infancy, with a very limited 
volume of transactions (other than Government payments) thus far. If permitted 
to grow, however, that system will provide a significant improvement in the 
nation's payment system and provide Rubstantial benefit to the public. As st11ted 
in the second report of the Nation11l EFT Commission to the President and Con­
gress: " ... the development of ACH facilities ... will lead, in the long run, to a 
more efficient and effective payment mechanism for the benefit of the public ... " 
(p. 75). 

If, however, an effective nationwide ACH system is to evolve, a number of 
elements must be present, namely (1) computerized cle11ring house facilities for 
Proce~sing ACH items. (2) a linkage between such facilities in order to transfer 
items from one part of the country to another, (3) the capability to deliver those 
items to participating financial institutions, ( 4) a framework of leiral and operat­
inir rules and stand1trds 11:overninl!' interchan11:e between participants, (5) an 
oriranizational structure throm!'h which l>8rticinants may interact and throu11:h 
which changes mllY be effected in such rules and standards, (6) participation on 
a broad baRls by fin11ncial institutions in order to make the .ACH system a viable 
pavment device for their customers, (7) a substantial educationnl and marketlnl!.' 
effort to acomtint those cu~tomers 1tnd the publlic with the benefits to he derived 
from the ACH system, and (8) ultimately, a substantial volume of ACH trans­
actions without which the cost savings made possible by the sysi:em cannot be 
realized. 

The nrivate sector has expended substantial amounts to date in creatln11: a local 
find national organiz11tional. ooer11tional and lel!'al frflmework in which the ACH 
svstem can 11:row. and haR alflo achieved broad financiR~ inRtitution partic>ipation 
across the country. In addition. it has 11pent con11iderable amounts in education 
and marketing, activities which must be continued at an increased pace if the 
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public is to take advantage of ACH services. But it is very unlikely that, at this 
time, the private sector would make the very substantial additional investment 
necessary to duplicate a computer network and delivery and settlement systems 
for ACH transactions such as those now being operated by the Federal Reserv~. 
The great majority of financial institutions could simply not afford to bear their 
fair share of the additionaD. cost burden required to establish such mechanisms, 
and the larger institutions coul<t hardly be expected to shoulder thE; entire burd;en 
of such a major undertaking. It is very doubtful that the financial commumty 
would be willing to make that additional investment in view of the very su~stan­
tial level of ACH activity which would be required to recoup those expenditures 
and the risks involved in such an undertaking. 

In short we bellieve that at this stage of ACH development, the offering of ACH 
services i~ a supportive role by the Federal Reserve is necessary if t~e public 
benefits made possible by the availability of AOH services are to be reahzed over 
the long term. We also believe, however, that the following limitations now opera­
tive through the cooperative efforts of the Federal Reserve and the private sector 
must be maintained. 

As stated by Federal Reserve Governor Gardner in testimony before the 
NationaD. EFT Commission, in providing ACH services "the Federal Reserve inter­
acts with the financial institutions only for purposes of effecting clearing and 
settlement. All other organizational, operational and legal requirements are 
between the participating financial institutions and their customers." (p. 4). 
Moreover, a Federal Reserve Bank provides ACH processing, delivery and settle­
ment services only if requested to do so by an ACH association. The association 
is free to choose for itself whether a FederaD. Reserve Bank or a private operator 
is to provide any or all of those services. 

We believe it appropriate for the Federal Reserve to provide automated clear­
ing house services at this time only if such organizational, operational and legal 
control remains with the private sector so that the ACH system can be responsive 
to changes dictated by the marketplace, and only if that freedom of choiee 
remains unimpaired. 

ACCESS 

The question of whether all depository institutions within the geographica[ 
service area of a particular ACH association should be granted equal access to the 
automated clearing house of that association is a matter left by NACHA to deter­
mination by its individual member associations. For that reason, NACHA takes 
no position on the question of whether all depository institutions should have 
access to a Federal Reserve Bank acting as an automated clearing house for one 
of NAOHA's member associations. I might note, however, that virtually alll. ACH 
associations today do provide equal access to all depository institutions. 

PRICING OF ACH SERVICES BY THE FEDERAL RESERVE 

NACHA believes that the Federal Reserve should develop a schedule of fees 
reflecting fully the costs incurred in providing both ACH and other services to 
financial institutions. Such a pricing system would provide an impetus for efficient 
and innovative operation of such services, protect and stimulate competitive in­
centives in the private sector, and avoid p[acing the burden of operation on those 
Federal Reserve member banks who do not use those services but are nonetheless 
subject to Federal Reserve requirements. We feel that such a schedule should 
reflect the different categories of service provided, with various services, such as, 
for example, delivery or courier services priced separately and offered inde­
pendently from other services. 

To fully accomplish such separate pricing, we believe that interest should be 
paid on reserve balances hcld by Federal Reserve member banks with the Federal 
Reserve, and that those interest payments should not be in the form of credits 
again_s! charges for services used. The latter arrangement would compel a bank 
to utihze the services provided by the Federal Reserve in order to obtain the 
benefit of those credits. 

Finally, as noted above, ACH services are presently provided either by the 
Federal Reserve or privately rto a particular ACH association rather than directly 
to individual financial institutions which are members of that association. Fi>r 
th!lt. reason, and to p~ovide maximum 11.exibillity for the allocation of costs among 
origi~ators and receivers of debit and credit items as benefits and burdens are 
perceiv;ed, charges for such services should be levied on ACH associations rather 
than directly on individual participating financial institutions. 
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CONCLUSION 

In summary, NACHA endorses the following principles concerning the Federal 
Reserve's role in providing ACH services : 

1. The furnishing of such servic_es is fill appropriate role for the Federal 
Reserve at this ,time, provided the freedom to choose between the Federal Reserve 
and private operators remains unimpaired. 

2. The Federal Reserve's role in furnishing ACH services should be Umited to 
an operational one, not involving control over that system or the customer serv-
ices it makes possible. . 

3. ACH and other services should be individually offered and priced by the 
Federal Reserve on a fully costed basis to promote private sector competition. 

We thank you for the opportunity to offer these views to the Committee. 

The CHAIRMAN. I want to thank all of you gentlemen for a very fine 
presentation. 

I'd like to ask each of you in turn, beginning with Mr. Lee and then 
Mr. Romberg and then Mr. Dissmeyer, has the Federal Reserve taken 
any steps to foster private sector initiatives in the payments mechanism 
and have they encouraged competition or offered to help in the estab­
lishment of the private sector alternatives to the services they supply? 

Mr. LEE. I'd have to say that in New York at the local New York 
City Federal Reserve Bank there is a great deal of sympathy in that 
respect and they have tried very hard to work with us. I think, though, 
that they have been constrained by the policies at the national level. 
At one point in time we perceived that in order to make our privately 
run automated clearinghouse sustain itself we would need access to 
Federal Reserve courier routes and we made application to the New 
York Federal Reserve Bank to obtain access to the Fed courier routes 
because all other ACHs in all other parts of the country were already 
being provided the courier routes. This was some time in coming and 
after about 18 months they did say that we could have access to their 
courier routes. So that is at least one step they have taken. 

Unfortunately, after testing the courier routes we found how they 
moved tapes around and we found they were not fast enough to meet 
our deadlines and schedules so we do not use them very much now. 
But at least in that one respect they have helped us. As an aside, we 
then took the initiative to install a data point computer-at our own 
expense-in order to communicate to those locations in north.ern New 
Jersey and upstate New York. This illustrates how the private sector 
can move to respond to the needs of its membership. 

The CHAIRMAN. Is that the only respect in which they have provided 
anv specific kind of cooperation? 

Mr. LEE. I didn't mean to limit it because in New York, as I say, 
thev have been most helpful. 

The CHAIRMAN. You say they have a good attitude. You also say 
they are restrained by Washington. What do you mean by that i How 
are thev restrained bv policies in Washington? 

Mr. LEE. Let me be very candid with you, Senator. In order for a 
private automated clearinghouse to sustain itself we are going to have 
to have access to the large bulk of the transactions that now flow 
through automated clearin1?houses and they are the Federal recurring 
payments. Now if those Federal recurring payments come thrOU!th 
us and we_ are not pPrmitted to charge for those payments we are in 
effect navmg for a Government svstem and that is exactly the way 
the Fed has made it stand so far. We can have access to those Federal 
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payments and we can move them through the private ACH, but we 
cannot charge. 

The CHAIRMAN. You say the New York people see that and sympa­
thize, but the Washington decision has been consistently adverse? They 
haven't sliown any indication of changing? 

Mr. LEE. That is correct. 
The CHAIRMAN. All right. Mr. Romberg. 
Mr. ROMBERG. From our position, again I think we noticed elements 

of sympathy, but on the specific issues which most directly affect the 
wire transfer business, which is the matter of pricing and access to 
settlement, we don't notice any particular steps forward. We have 
stated we have been working with them for some time to achieve access. 
We are hopeful that this will come about, but at this piont we don't 
have specific indications or a schedule of when this will be realized. 

The CHAIRMAN. You say you don't have any specific indications 
or a schedule of when it would be realized. Have they indicated-has 
anybody indicated that they want to foster your initiative and assist 
you ?Do they recognize the Bankwire is a real alternative in the private 
sector? 

Mr. ROMBERG. I think in our dealings with the Federal Reserve 
there have been staff members which have indicated that now, with 
the results of this survey, that there does seem to be a realistic need 
on the part of the banking industry for such access and they have 
said that there's no reason why the Federal Reserve shouldn't provide 
this. 

The CHAIRMAN. But they haven't taken any steps to provide it? 
Mr. ROMBERG. The steps have not been accomplished yet. If the 

Senator will permit me indulgence, we are at a somewhat delicate 
stage with the Federal Reserve in that we have been told that at the 
upcoming conference of the first vice presidents which will be later 
in October, that this matter will be considered. We have also been told 
by some others that it probably will not be considered. So we are a 
little bit uncertain as to just where we stand, but because of the deli­
cate nature of the situation I'd rather not go into it. 

The CHAIRMAN. It's delicate but if you're going to make any prog­
ress you have to know whether it's going to be considered or not. Why 
don't you bluntly ask if it is going to be considered or not? Who would 
have thA ability to determine that? 

Mr. ROMBERG, I would iml).gine that it would be the chairman of 
the conference of first vice presidents. 

The CHAIRMAN. Who is that? 
Mr. ROMBERG. Mr. James McIntosh is the first vice president of the 

Boston Federal Reserve. We have been working with Mr. Kalinsky 
of the payments staff. 

The CHAIRMAN. Have you asked Mr. McIntosh? 
Mr. ROMBERG. We have not asked Mr. McIntosh. We have asked 

Mr. Kalinsky. 
The CHAIRMAN. Whv haven't vou asked Mr. McIntosh? 
Mr. ROMBERG. Our dealings have been through Mr. Kalin~ky and 

h~'s been the designated staff representative and we have dealt through 
him. 

The CHAIRMAN. Do you want us to ask Mr. McIntosh? We would 
be happy to do that. 
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Mr. ROMBERG. I think it would be interesting to know the answer. 
The CHAIRMAN. Mr. Dissmeyer? 
Mr. DISSMEYER. Mr. Chairman, my answer may be slightly dif­

ferent than my two associates because we have been working so closely 
with the Federal Reserve as ACHs in order to effect two types of pay­
ments, both the Government and the private. So I think I can cite 
a number of instances where in my perception they have encouraged 
private alternatives. 

For instance, a number of our 32 ACHs have just recently become 
operational and as a condition for the Fed responding to a request to 
run those ACHs they have said it has to be open to all financial in­
stitutions-banks, thrifts, credit unions-which in effect is an en­
couragement of those alternatives. 

They also have worked very closely with us since March in a pilot 
national exchange from which we can evaluate the problems so that 
a private alternative can know what are the timing problems. They 
have been working very cooperatively with us for about 6 months now 
to see what are the problems, and I think that helps us to evaluate. 
the alternatives, whether it's Bankwire or others. 

They have given us a lot of counsel in our technical subcommittees 
for handling such things as return items, if you have return items, 
even in an electronic mode, or the technical problems with tapes. 

Very recently I think that they made a major step forward to en­
~ourage private alternatives by defining the methods by which a serv­
ice bureau would have access to the Fed acting as agent for a member 
bank which would encourage those alternatives and I think more 
specifically there's a lot of services that can be delivered bv the ACH 
vehicle and they so far have not thrown up any obstacles. That's why 
we said we want that control to remain unimpaired. 

To give an example, we are exploring the delivery of GIRO services 
through the ACH, a deposit of dividends-these kinds of things. So 
whether that's the kind of encouragement of private alternatives you 
had in mind, we are making I feel a lot of progress if we can get the 
benefit to the public out of the ACH. 

The CHAIRMAN. Mr. Dissmeyer, you're very, very helpful in giving 
me specific instances. However, it's hard for me again, as somebody 
who's not technically qualified, to assess whether or not those specific 
instances you give me really are overall substantial or whether there 
are other areas where they could be helpful which are more important 
where they haven't taken the kind of initiative that they should or 
encouraged the kind of initiative on your part I should say. 

Mr. DISSMEYER. I'm responding quickly to your question and if you 
would like me to I can think of it further and supplement this. I 
can't think of any just offhand. These are large, particularly the pilot 
national exchange or the GIRO issue. The National Commission just 
voted in their committee to encourage us to modify our rules to make 
it possible. So that's a large one. 

The CHAIBMAN. Mr. Lee, the New York Clearing House has a great 
deal of check processing outside of the Fed. Is this because you can do 
it more cheaply than the Fed? Are there other private clearinghouse 
arrangements that compete with the Fed in handling a significant vol­
ume of checks? 
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Mr. LEE. I have to believe it's because we can do it more cheaply, al­
though because it occurred as a historical accident we have never run 
any tests in comparison with the Fed to know that. 

~o answer the second part of your question, it's my understanding 
that except for what we call direct sends or direct sending arrange­
ments, we are almost the only place in the country where check clearing 
is handled under private auspices. Elsewhere it's usually handled un­
der the Fed's auspices either in the Federal Reserve bank or in an 
RCPC. 

The CHAIBMAN. Should this be encouraged; that is, private sector 
check clearing, if the Fed offered net settling services apart from the 
processing 1 

Mr. LEE. I think the RCPC's should be spun off and privately op­
erated and I'm confident, Senator, if the Fed would ever price and 
charge for its services they would be. 

The CHAmMAN. Mr. Romberg, you said in your statement that the 
Bankwire has been negotiating with the Federal Reserve for 18 months 
to acquire access to their system for the purpose of effectuating net 
settlement of transactions which you have already processed. You also 
said that at present such interface has already been established for 
check clearing and CHIPS, which as I understand is the clearinghouse 
for interbank payments-I always thought of it as a hamburger 
stand-what has taken the Fed so long for making this possible for 
you i Are there technical or legal problems there i 

Mr. RoMBERG. There is a significant both technical and legal differ­
ence between the two modes of access. CHIPS is on what is known as 
the next day basis of access which means that on the morning after­
and Mr. Lee can explain this better than I-they provide the settle­
ment balance. We propose to do this on a same-day basis in order to 
provide availability at that same day. So we have to provide our bal­
ances in the afternoon of the operating day rather than the morning of 
the next day. To get these balances posted throughout the system 1s a 
different technical consideration. 

However, in our dealings with the Federal Reserve, both we and I 
believe they-we certainly feel we have devised a scheme which would 
be technically and operationally feasible to accomplish this. 

The CHAIBMAN. Mr. Dissmeyer, what's the current volume of auto­
mated clearinghouse transfers and what is the average cost of mak-
ing a transfer 1 · 

Mr. DrssMEYER. I have the statistics for June of this year and in 
June the private sector put through 474,000 debit trasactions and 398,-
000 credits for a total of 872,000 items. Government Treasury Depart­
ment items totaled 6,041,000. 

The CHAmMAN. Can you give us a little seasonal adjustment 1 Is 
that a typical month or is June a busy month i 

Mr. DrssMEYER. In the ACH it's growing every month so we don't 
know yet what our seasonal swings are-all of the ACH are pretty 
much fixed recurring amounts. You wouldn't see a seasonal fluctuation 
normally, but we are growing every month. For instance, September 
of 1976 we only had 500,000 items. The private sector is growing. Both 
of them are growing. So there is an upward tilt and where they level 
out, we have no idea at this point. 

The CHAmMAN. How does the cost of an automated clearinghouse 
transfer compare to a transfer by paper check i Is it higher-or lower~ 

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



103 

Mr. D1sSMEYER. I can only comment from within the commercial 
bank sector. At this point, because of the volume, an ACH item is cost­
ing more to initiate than a check. 

The CHAIRMAN. How big would the volume have to be for it to be 
comparable i 

Mr. D1ssMEYER. In our case, I'm thinking of a specific bank, we 
would have to increase our volume about threefold and think that's 
possible perhaps in the year 1978. 

The CHAIBMAN. How many people would be encouraged to use the 
automated clearinghouse-ty,pe transfers, switch from paper, if the 
two types of services are not priced at their longrun costs 1 

Mr. D1ssMEYER. This is why we encourage the Fed to explicitly un­
bundle and price so the handling of a check, the handling of the elec­
tronic item can be evaluated on its merits and I think when you get the 
volume, eross over this break-even point, then your electronics will 
show the economies of scale because the paper is subject to the constant 
inflation of salaries and this type of thing. Handling checks is still 
high labor-intensive in banking today. The ACH is strictly electronic. 

The CHAIBMAN. Mr. Lee, I think the New York Clearing House As­
sociation runs one of two private clearinghouses that exist outside the 
Fed. 

Mr. LEE. Yes. 
The CHAIRMAN. How do you arrange settlements i 
Mr. LEE. We arrange them with the Fed. Again, this stems from a 

historical accident since we antedated the Fed in our organization. 
When the Fed was organized in 1913 they decided to clear their checks 
with us rather than we clearing them with the Fed. We had arranged 
settlement at that point and it's grown up historically that we simply 
send a net settlement sheet to the New York Federal Reserve for settle­
ment. When we organized our CHIPS system, which was really the 
first use of electronic money in commercial banking, we just devised 
the same kind of a sheet for electronic settlements that we had for 
paper check settlements. When we started the ACH we simply devised 
a similar third sheet for settlements. In the settlement for CHIPS, all 
transactions are settled to the 10 participating NYCHA members. 
While there are over 70 members of CHIPS, non-NYCHA members 
settle their transactions through one of the NYCHA members. There­
fore the average 60 to 70 billion transferred daily is settled at the Fed­
eral Reserve Bank the following morning in 10 debits or credits to 
NYCHA members' reserve accounts. This reduces effort for the Fed 
of New York since 2,510 transactions settled the over 7 million CHIPS 
transactions in 1976 worth over $13 trillion. . 

So in effect, all of the institutions which participate in our clearings, 
whether they be manual or electronic, are netted down at the clearing­
house to the point where one institution has only a debit or only a 
credit but not both. Then we present that on a sheet, I sign it and send 
it over to the Fed and it's posted on the accounts of the banks at the 
Fed. 

The CHAIRMAN. Mr. Romberg, would it be possible for automated 
clearing houses to be linked on a nationwide basis by a Bankwire 
rather than a Fedwire or must the Federal Reserve provide such 
linkagei 

Mr. RoM°BERG. No. In fact, one of the capabilities incorporated in 
a provision for the new Bankwire system is to be able to provide the 
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facility for batch transmission which will be essentially designed 
for inter-ACH communications. We see this as a major area of poten­
tial usage and we have had some conversations to explore this, but it is 
a facility definitely planned for our new Bankwire system. 

The CHAIRMAN.Would you agree, Mr. Dissmeyer? 
Mr. DISSMEYER. Yes, I certainly do. There are a number of private 

alternatives, including the two nationwide credit card networks, that 
could be used, when we get the results of our pilot. There are many 
alternatives. 

The CHAIRMAN. I'd like to ask each of you gentlemen to comment 
on this. Last April we had a hearing on the Federal Reserve budget. 
During those hearings we ta.lked a great deal about productivity 
and a suggestion was made to the Fed that they compare their ow~ 
productivity with private sector alternatives in the operations area. 
Have 'any of you gentlemen been contacted by the Fed to provide 
information which would allow them to make a comparison?. 

Mr. LEE. No, sir, I have not, but that probably is understandable 
since I'm not a banker. I'm an association operator. 

The CHAIRMAN. Do you know of anybody in your organization 
who's been contacted~ 

Mr. LEE. I do not, but that shouldn't be ta.ken to mean that they 
have not been. 

The CHAIRMAN. How would you rate your productivity compared 
to that of the Fed for similar services~ 

Mr. LEE. Well, we run very lean, sir, very lean. 
The CHAIRMAN. That means very productively. 
Mr. LEE. I hope so. We have a very tight budget ,and we are scru­

tinized very carefully on what we spend every year. We handle 
4½ million pa,per items; that is to say, paper items every day, in a 
manual clearing. We have a computer system that we use both to run 
our CHIPS system and our ACH. Our CHIPS system has grown to 
be an enormous operation. We settle on CHIPS something like $70 
billion every day and on 1 day this year we had more than $100 
billion. So we try to keep it very, very tight and very minimal and 
that's the way we have to run. Any comments I might have about the 
Fed would be simply casual observations. . 

The CHAIRMAN. What is the discipline on you? 
Mr. LEE. We are funded by our member banks. 
The CHAIRMAN. What pressure is there on you therefore to hold 

down your costs~ It's not quite as if you were operating on the basis 
of a complete usua.l acceptance of a private enterprise system. That 
is, if you don't make your costs the member banks contribute ·a little 
more. Of course, they complain about it, but they will contribute 
more and you will always come out. 

Mr. LEE. That's correct, but on our ACH and CHIPS system whioh 
is our large electronics function, we simply take whatever it costs us 
every month and divide it per transaction among our pa,rticipants 
and every month we have to show how many cents per message our 
total cost has been and that's a very visible figure. If I move from 
12 to 13 cents I get a great deal of flack and if we don't start moving 
it down, as we have been, from 13 to 12 to 11. we also get a great deal 
of flack. So the discioline on us is constant and very strong. 

The CHAIRMAN. You see, one of the problems we have with the 
Federal Reserve is that their budget is all but invisible. We don't 
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have review of it. Unlike other Government agencies, which don't have 
the discipline the private sector has anyway, they at least have the 
discipline of the Congress complaining about increasing costs, chal­
lenging increasing costs, the GAO investigating and giving us the 
details on where they think they are inefficient and incompetent. 

The Federal Reserve doesn't have that audit, doesn't have that 
budget processing, so it doesn't have that kind of-discipline. 

Mr. ROMBERG. Well, nobody from the Federal Reserve has ap­
proached our organization for any of our economic information, to 
answer your initial question. 

The CHAIRMAN. And the second question was how do you rate 
your productivity compared to theirs? 

Mr. ROMBERG. To retrace some of Mr. Lee's words, we believe we 
run very lean. Our entire net budget for operating a nationwide 
system today is $2 million a year. We handle 5 million messages 
a year at 40 cents. Our new system will be somewhat more expensive. 
It includes a number of additional features. But by any standard 
comparison, we would welcome the opportunity to compare our 
operating costs with comparable activities, both private and public. 

The CHAmMAN. Mr. Dissmeyer. 
Mr. DrssMEYER. I have no basis to compare since NACHA as such 

is not an operating organization. We are more like a trade association. 
So we have no operations that we could compare ours with versus 
the Fed. I think the. true measure then of this productivity is the 
thing that all of us have endorsed which is explicit pricing which 
would then be a measure of productivity. 

The CIIAmMAN. Mr. Dissmeyer, National Automated Clearing 
House Association is an association of banks; is that right? 

Mr. DrsSMEYER. Well, they are associations of banks and thrifts. 
The CHAmMAN. Financial institutions? 
Mr. DrssMEYER. Financial institutions with depository powers. 
The CH.AmMAN. I think Mr. Oram indicated thrifts, the S. & L's, 

were having some problem joining certain ACH's. Is that right? 
Mr. DrsSMEYER. I think that he put that in the past tense. I think 

he indicated that two Justice Department suits against two ACH's 
where they were nQt permitting thrifts membership have been resolved. 
As of June 30, 23 or our 29 operational ACH's admitted thrifts and 
since then--

The CHAmMAN. How about the other six? 
Mr. DrsSMEYER. The other six I was going to say since then my 

information is that they are substantially, to mv knowledge, I'd say 
all but-substantiallv all are open. At the end of September when those 
results are in, I wouln suspect it will probably be all 32. 

The CHAIRMAN. Who establishes the rules and regulations for ACH's 
to make sure they operate in the public interest? 

Mr. DrssMEYER. The rules for interregional exchange of items are 
established by the N ACHA board ,and its subcommittees. If it's within 
a region, intraregional, say in New York or in our area, those rules 
are established by the local ACH Association and it stays within their 
own geographic 'service area, but obviously if yo~ move items ~nter­
regionally those rules tend to take precedence over it 1because the mtra­
rel!ionals have to be comoatible. 

The CHAIRMAN. Mr. Romlberg, I thought your testimony was very 
interesting in discussing your competition with the Fed. You do com-
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pete directly with the Fed in offering wire transfer services. It appears 
from your testimony the Fed may be driving you out of business be­
cause it doesn't price its services. Your graphs I think dramatically 
show the problem. It's puzzling as to why they a.ren't successful in driv­
ing you out of business entirely. As you say, they opemte for free. 
You charge 40 cents per message, but you're still able to survive, at 
least up to now. Do you offer services that the Fed doesn't offed Is 
there another reason why you can survive as long as you have compet­
ing with the Fed's monopoly power and no charge? 

Mr. RoMBERG. I'd say there are two factors. One, we do off er certain 
services that the Fed does not. 

The CHAIRMAN. Such as? 
Mr. RoMBERG. Particularly capability for wire transfers through 

correspondent accounts. The Fed has always transferred through re­
serve balances. We also offer a facility for administering of general 
text messages. These ,are the two prinicipal capabilities. The other 
important reason is I think perhaps a most fundamental one, which is a 
strong feeling on the part of the hanking industry to maintain a pri­
vate sector capability and we know that many banks are consciously 
putting a large fraction of their funds into the wire. 

The CHAIRMAN. Why are they anxious to operate it privately outside 
the Fed operation? 

Mr. ROMBERG. They feel there's a need for a vialble capability to be 
•able to offer different products and services. With the new Bankwire, 
for instance, we expect with our settlement facility to be able to pro­
vide transaction terms which will greatly simplify the problems of 
reconciliation and the questions of reliability, questions of being able 
to influence the nature of the wire transfer product. We are industry 
owned and managed activity and we are responsive to the industry. 

The CHAIRMAN. It seems to me you're 1answering one of my previous 
questions on productivity in this response. You're doing things more 
efficiently than the Fed does them? 

Mr. ROMBERG. We believe so. We see this in the nature of our com­
munications systems which we feel make 1better use of the technology. 
We see this also in our approach to some of the computer systems, but 
we don't have specifics on which to base this conclusion. 

The CHAIRMAN. Mr. Dissmeyer, you said you favored payment of 
interest on all reserves I believe. 

Mr. DrsSMEYER. Yes, sir. 
The CHAIRMAN. That's quite natural since most of your members 

are !banks and many may be member banks. Has your organization, 
NACHA, taken a position on uniform reserves for all banks? 
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Mr. D1ssMEYER. No, sir; we have not. In fact, as NACHA, it perhaps 
is inappropriate to take a stand on interest on reserves, but we feel 
that it is so linked with pricing of services that we do feel it's appro­
priate to take a stand on payment of interest on reserves since we feel 
strongly that the services should be priced and unbundled and one 
cannot be done without the other. 

The CHAIRMAN. Mr. Lee, your association is involved in interna-
tional transfer of funds I think. 

Mr. LEE. Yes, sir. 
The CHAIRMAN. Do you compete with the Fed in that area~ 
Mr. LEE. Not really. We are unique in that area as far as I can tell. 

We are the only institution in the world so far as I know that handles 
so-called intertbank payments which derive from foreign trade, cur­
rency transactions and Eurodollar transactions. 

The CHAIRMAN. I take it then the Fed doesn't make any interna­
tional transfer or offer service to international customers without 
charge, or do they~ _ 

Mr. LEE. I really can't speak to that. Their Fed wire does not extend 
internationally but whether they have arrangements with other cen­
tral banks I do not know. 

The CHAIRMAN. Are you aware of any foreign central bank that's 
as heavily involved in the payments services business as the Fed is~ · 

Mr. LEE. No, I'm not. 
The CHAIRMAN. Gentlemen, I want to thank you very much. Let me 

just conclude by pointing out that every one of our five witnesses this 
morning has given us a very similar theme which is very welcome. Mr. 
Phillips said let the markets change through private incentives; let 
the Fed concentrate on monetary policy. Mr. Oram said let Congress 
encourage the greatest amount of competition. Mr. Lee said open up 
the role of the private sector in the payments mechanism; keep govern­
ment intervention down to what is absolutely necessary. Mr. Romberg 
said keep the role of the Fed as provider of payment services to a 
minimum; encourage multiple priviate sector involvement. Mr. Diss­
meyer said preserve freedom of choice !between the Fed and the private 
operators. Promote private competition by fully pricing services. 

I think it's a consistently clear intention. Our leadoff witness tomor­
row will be the Honorable Philip Coldwell of the Board of Governors, 
so he will have a real challenp;e. We also have ABA appearing, Mr. 
Charles F. Haywood; and Mr. Leif Olsen. 

Thank you very much. You were excellent witnesses. 
The committee will stand in recess until 10 o'clock tomorrow. 
[Whereupon, at 12 :20 p.m., the hearing was recessed, to be recon-

venf)d at 10 am Tuesday, October 11, 1977.] 
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FEDERAL RESERVE SERVICES 

TUESDAY, OCTOBER 11, 1977 

U.S. SENATE, 
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS, 

Washington, D.O. 
The committee met at 10 a.m., in room 5302, Dirksen Senate Office 

Building, Senator William Proxmire ( chairman of the committee) 
presiding. 

Present: Senators Proxmire and Lugar. 

STATEMENT OF CHAIRMAN PROXMIRE 

The CHAIRMAN. The committee will come to order. 
Today is the second of 2 days of oversight hearings on the payments 

mechanism, the Federal Reserve's role in providing payments serv­
ices, and the pricing of Federal Reserve services. 

Yesterday the committee heard testimony from five witnesses on this 
subject and they unanimously agreed that the Federal Reserve should 
price all of their payment services explicitly so that private competi­
tion can be encouraged, and that if this were done there would gradu­
ally be a more limited role for the Fed. 

Let me share those comments with you, Governor Coldwell. 
(1) Dr. Almarin Phillips said that the Federal Reserve should con­

centrate its energies on monetary policy and that the best policy is to 
let the markets change and grow through private incentives. 

(2) Mr. Oram said that the Federal Home Loan Bank Board urges 
the Congress to address the issue of pricing comprehensively so as to 
encourage the greatest amount of competition. 

(3) Mr. Lee said that the private sector should be encouraged to as­
sume a greater role in providing payments services with adequate in­
centive for innovation and improved technology and that the Fed's 
operational role in the payments mechanism should be as small as pos­
sible. 

(4) Mr. Romberg said that the role of the Federal Reserve as a pro­
vider of payments services should be kept to a minimum and that 
multiple private sector alternatives would be encouraged by explicit 
pricing of Fed services on the same basis as private sector organiza­
tions. 

( 5) Mr. Dissmeyer said that the Federal Reserve's role in furnishing 
automated clearing house services should be limited to an operational 
one, and that services should be individually offered and priced by £he 
Fed on a fully costed basis to promote private sector competition. 

I think there was obviously an overwhelming consensus on the part 
of our witnesses yesterday that we should do our best to provide the 
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kind of innovation and efficiency that private sector competition can 
provide in this area and that it's impossible unless the Fed agrees to 
unbundle and cost the services which they are now providing at no cost. 

Our first witness today will be Gov. Philip E. Coldwell, a distin­
guished member of the Board of Governors of the Federal Reserve 
System. Mr. Coldwell, we are delighted to have you here again. You 
have appeared before the committee previously and have always been 
an excellent witness. 

The committee is aware of the membership problem that confronts 
the Federal Reserve and that the centerpiece of the issue is required 
reserves that are costly to member banks because they earn no explicit 
interest. I said yesterday that I think the Fed should unbundle its 
services and price them explicitly, and that if that were done, I could 
support the payment of explicit interest on a compensatory balance­
for-payments services provided there is no reserve loss to the Treasury. 
This might also require the unbundling of required reserves by the 
Fed, but it could be worked out. 

I think that if the Federal Reserve waits until its membership prob­
lem is solved, we may never get them to price their services. We can't 
afford that time. The current framework is stifling private competition, 
while the Fed is increasing its role in the. payments area and moving 
ahead with plans for new and bigger payments equipment and sys­
tems. Yet, the Fed has not demonstrated that payment transfers are 
a public good. In fact, from the testimony yesterday, it is clear that 
the private sector is not only willing, but they are eager-you might 
say very eager-to compete with the Fed. And I think that the Fed 
should encourage and aid the development of private alternatives 
whenever it is possible. 

Mr. Coldwell, I am anxious to hear your views and the position of 
the Federal Reserve. You have a 16-page statement. We would appreci­
ate it if you could abbreviate it in any way, and the entire statement 
will be printed in full in the record. 

STATEMENT OF PHILIP E. COLDWELL, :MEMBER, BOARD OF 
GOVERNORS, THE FEDERAL RESERVE SYSTEM 

Mr. CoLDWELL. Thank you, Mr. Chairman. I will attempt to abbrevi­
ate. You have covered a fairly sizable share of my statement anyway, 
but I would like to emphasize at least the first eight pages of this 
testimony and then skip to the latter part. 

[Complete statement and additional material follows:] 
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Testimony 

of 

Philip E. Coldwell 

I am pleased to be able to discuss with this distinguished 

Committee the role that the Federal Reserve System plays in the 

nation's payments mechanism. My testimony today will describe 

the scope of Federal Reserve participation in the payments mech­

anism, and how that participation serves the public interest. In 

addition. I shall address the issues of pricing and access and their 

relationship to the deepening problem of member bank withdrawal 

from the Reserve System. 

The Federal Reserve System provides a public alternative 

to private check collection arrangements that ensures the safety, 

solvency. and certainty of the national check collection system. 

This operational role exerts a public regulatory presence that 

protects the interests of the general public in using checks. Private 

arrangements cleared all checks and drafts before the Federal 

Reserve System was established, but these arrangements were judged 

by Congress and by the designers of the Reserve System to be inefficient 

and a burden on commerce. These clearing arrangements also were 

inextricably intertwined with the pyramiding of balances at correspondent 

banks that was a primary contributing factor to recurring money panics 

like the one that occurred in 1907. The National Monetary Commission 

set up in 1910 to study solutions to the problem of money panics rec­

ommended that an association of banks be organized that would 

provide a nationwide, centralized clearing union supported by the 

Federal Government. 

The Federal Reserve Act was passed in 1913 at least partly 

to accomplish this objective. although Congress substantially altered 

this original proposal -- principally to require membership by national 
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banks and to increase governmental oversight. Later, 

the Act was amended to assign to the Federal Reserve many 

of the payments functions that were then performed by the Sub­

treasuries. As a result, one major role of the System is that 

of providing a largely voluntary, nationwide, governmentally­

controlled clearingbank of unquestionable solvency. The other 

major payments role of the System is to carry on functions of the 

Subtreasuries, such as issuing Federal Reserve notes and serving 

as Fiscal Agent of the United States. The Federal Reserve Act 

has been amended on several occasions since the System's role in 

the payments mechanism was defined, but those sections dealing 

with the payments role have hardly been altered. 

As a consequence of carrying out its charter, the Reserve 

System exerts a pervasive and beneficial influence on the nation's 

payments mechanism. This influence is exerted through four payments 

activities: cash, check processing, wire transfers of funds, and 

automated clearinghouses. I should like to describe each activity 

briefly. 

The cash operations of the Reserve Banks involve the 

distribution of the supply of currency and coin for the economy. 

Since 1920 when the functions of the Assistant Treasurers of the 

United States were transferred to the Reserve Banks, the System 

has been authorized and directed by the Treasury to distribute 

available supplies of currency and coin directly to commercial 

banks. Important public service activities of the System's cash 
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operations include counterfeit detection and maintenance of a high 

quality of money in circulation, 

Current]y, 37 Federal Reserve offices provide cash services 

to approximately 25,000 banking offices served by armored carrier 

for currency and coin pickup and delivery. During 1976, 7, 0 billion 

pieces of currency and 12. 6 billion pieces of coin were processed, 

and 2. 6 billion pieces of unfit currency were destroyed, Including 

the cost of printing Federal Reserve Notes, amounting to $45. 3 

million, System direct expenses for cash operations were 

approximately $113 million during 1976. 

Check collection operations comprise the largest single 

activity of the Reserve Banks, Although the Federal Reserve 

actually processes less than 40% of all checks written, the System 

is the major participant in check clearing, having worked in cooper­

ation with the banking industry over the years, through its 

operations and regulations, to provide a smoothly functioning 

and efficient check clearing system, Last year the public and 

private check collection systems handled an estimated 28 billion 

checks, drawn on approximately 106 million accounts, 

Each day some 50 million checks are transported in timely 

fashion by contract courier and U, S. Postal Service facilities from 

Federal Reserve processing sites to the institutions upon which they 

are drawn or the payor banks' designated processing centers, Fully 

95% of the checks processed by the System are deposited by member 

banks; the remaining 5% are received from non-member banks 

depositing at Federal Reserve Regional Check Processing Centers. 

Because some 40 percent of the checks processed by the System 
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are deposited originally in banks outside the Federal Reserve 

territory in which they are payable, the System also employs an 

extensive air charter network to move checks among Federal 

Reserve offices. During 1976 the 48 Federal Reserve offices 

which process checks handled over 12 billion items; processed 

approximately 2. 8 million adjustment cases; and returned almost 

143 million dishonored or uncollectible checks to the banks 

depositing them with the Federal Reserve. In 1976 check collection 

direct expense to the Federal Reserve totalled $131.1 million. 

The third major payments mechanism activity is the 

Federal Reserve Communications System. The need to move 

financial and administrative data rapidly between offices has 

existed since the early days of the Federal Reserve System. To 

meet that need, the System operates communications facilities 

interconnecting Federal Reserve offices, the Board of Governors, 

member banks, the Treasury Department and other government 

agencies. The speed and sophistication of these facilities have 

improved through the years as communication technology has 

advanced. Three types of messages are handled through the 

communications facilities: transfer of reserve account balances 

between member banks, transfer of U.S. Government and Federal 

agency securities, and administrative and monetary policy-related 

information. 

Reserve balances are transferred by member banks to 

purchase or sell Federal funds, to move correspondent bank 

balances from one bank to another, and to shift funds to other 

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



115 

members on behalf of customers. The communications network 

is used by the Treasury Department and government agencies to 

disburse and collect monies and to transfer Treasury and govern­

ment agency securities. In 1976, 21 million such reserve balance 

transfers took place, amounting in the aggregate to about $35. 6 

trillion. In the same year 2. 3 million securities transfers for 

$7 trillion were processed. Direct expense of transfers of reserve 

account balances between member banks totalled $5. 7 million. 

The fourth payments mechanism activity of the Federal 

Reserve System is operation of automated clearinghouses. The 

automated clearinghouse (ACH) concept was originated by the 

banking industry to utilize new technology to slow or even to re­

verse the growing volume and increased cost of processing 

paper checks. Over the past five years bankers and thrift industry 

representatives have formed associations to implement the ACH 

concept in their regions. All but two of the twenty-nine ACH 

associations have requested Federal Reserve assistance (use of 

clearing and settlement facilities) in processing payments contained 

on magnetic tapes. The two privately operated ACH facilities 

use the transportation network and reserve account settlement 

facilities of the Federal Reserve. Currently the volume of commercial 

payments processed by Federal Reserve ACH operations approxi­

mates 800,000 items per month. Federal Reserve operation 

of automated clearinghouses has been endorsed by the National 

Commission on Electronic Fund Transfers. 

The Treasury Department uses the electronic payments 

processing capabilities of the Federal Reserve, including the same 
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general procedures and computer systems used for commercial ACH 

processing, for its program of direct deposit of federal recurring 

payments. Currently the volume of payments made under the 

Government's direct deposit program is approximately 7. 3 million 

items monthly. By 1980 it is estimated that this program will 

save the Treasury approximately $25 million annually in reduced 

disbursement costs. The total direct expense to the Federal 

Reserve to provide both commercial ACH and Government direct 

deposit processing was $1. 6 million during 1976. 

System participation in the payments mechanism provides 

significant benefits to consumers and to business. For example, 

the acceptability of consumers' checks is greatly enhanced by the nation­

wide network of Federal Reserve offices and the speed with which 

those offices process checks. In addition, the System grants 

uniform availability of credit for checks drawn on similarily situated 

banks. These facets of system participation in and regulation of 

the payments mechanism reduce the impact of the geographic 

location of the banks on which the checks are drawn. Furthermore, 

obligations of all sizes can be settled by check because the System 

collects all items, large or small, at par on the same terms. By 

reducing the time required to collect funds, by passing credit on 

a uniform schedule, and by collecting at par, the System reduces 

the risk taken by merchants that accept checks. Expeditious clearing 

also improves the functioning of financial markets generally by 

ensuring that funds in the clearing process are immobilized for 

a relatively short time. 
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Finally, the presence of the System as a major factor in 

the check-clearing process permits the nation's clearing arrange­

ments to be regulated in the public interest. The Uniform Commercial 

Code permits the regulations of the Board and the operating circulars 

of the Federal Reserve Banks to govern many of the terms and 

conditions for collection of checks. By this mechanism, the 

System can readily make desirable changes in the check clearing 

process • In the past decade many of the innovations in the check 

collection mechanism, such as the Regional Check Processing 

Centers--which have reduced the time required to collect checks--have 

been sponsored or implemented by the Federal Reserve System. 

Similarly, establishment of the automated clearinghouses was 

achieved partly by Federal Reserve involvement and assistance. 

The presence of the Reserve Banks in the payments mech­

anism also benefits commercial banks, particularly smaller and 

more remote ones, because the System stands ready to collect 

checks at par for any member bank on the same terms. The Reserve 

Banks provide an alternative to the services provided by the corres­

pondent banks. The private clearing network processes 60 percent 

of the checks written in the country. But the existence of the public 

alternative which will clear all checks on equal terms has eliminated 

some of the abuses that existed prior to 1914. 

The Board holds the view that the difficulties characterizing 

the check clearing system prior to 1914 are inherent in the nature 
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of the clearing process. and that a valuable discipline is imposed 

by a centralized nationwide clearing authority- -public or quasi-

public --performing a par clearing role similar to that now 

assumed by the Reserve Banks. There does not appear to be any 

essential difference in this respect between paper and electronic 

clearing systems. Traditionally. enterprises of such a centralized 

nature either are operated by the government or are governmentally 

regulated. 

Federal Reserve participation.ensures that the entire 

nation has the benefit of a uniform, basic level of payments 

mechanism services. Banks that are remote from the financial 

centers or that have low volume are afforded very nearly the 

same payments services by the System that are available to the 

large city banks. Only a centralized nationwide clearinghouse 

can provide for such uniformity of service in check collection. 

In recent years changes in law and regulation have 

broadened the classes of institutions capable of offering third­

party payments accounts to their customers and have authorized 

new types of payments instruments. such as NOW drafts and 

credit union share drafts. Many of these institutions can offer 

electronic payments services as well. The emergence of 

thrift institutions as participants in third-party payments mech­

anisms has created a demand for broadened access to Federal 
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Reserve payments services. 

In the past the question of access was not pressing. 

If a bank wanted direct access to System services, it could simply 

become a member bank. However, this option is by law not 

available to most of the new participants in the payments mechanism. 

With the exception of mutual savings banks, thrift institutions cannot 

become members of the System. At least partly to circumvent 

this prohibition, we have recent]y seen groups of credit unions 

purchasing banks, thereby obtaining access to Federal Reserve 

services. Similarly, a group of mutual savings banks in the 

State of Washington formed a bank and applied for membership. 

A group of non-member commerciai banks in Minnesota has done 

the same thing. Thrift institutions also have sought direct access 

to Federal Reserve-operated automated clearinghouse facilities, 

and the Board has responded with its "interim" access policy of 

January 1976, granting such access. 

We previously have supplied the Committee with a description 

of the current access arrangements for the System's payments 

services. We believe these access arrangements are equitable, 

and we do not believe that any depository institution has suffered 

serious competitive disadvantage because of this access policy. 

The policy attempts to balance a number of conflicting 

considerations. First, services produced by a quasi-public 

organization should be available to all depository institutions on 

the same terms. But because most thrift institutions cannot become 
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members. access cannot be provided on cost and benefit terms 

equal to those afforded members. Institutions that are not eligible 

for membership cannot receive the full benefits or bear all of the 

costs of membership. 

Second, if the System were to charge for its services. 

and to equalize other terms of access between members and 

non-members. any inequities in costs and benefits arising solely 

from usage of payments mechanism services could be eliminated. 

However. charging for services would inequitably impose another 

cost on member banks over and above that of maintaining interest­

free reserves. Overall terms for use of the services would still 

not be the same. 

Finally. the System could charge for its services in order 

to encourage private competition. But even assuming that private 

competition could develop. it is by no means evident that the 

outcome--including the effect on the efficiency of the payments 

mechanism on the whole. on the service-level available to individual 

consumers and businesses. and on the erosion of membership in 

the System--would be in the public interest. 

Recognizing the possibility that charging for payments 

mechanism services might have beneficial effects under some 

circumstances. the Board stated in conjunction with the 

"interim" access policy. that it intl!nded to publish a pricing 

schedule for comment. 

Since that time the problem of establishing charges has 

been investigated in much greater detail. and the benefits of charging 
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have come under considerable question. One cannot know for 

certain the ramifications of charges by the Federal Reserve upon 

the present level of services provided by correspondent banks, 

the potentially differing impact on institutions of different size, 

volume, and location, or the competitive effects of the significant 

shifts in payment flows that might result from imposing charges. 

Furthermore, the administrative costs of operating a system of 

charges would lessen any possible benefits. 

Our studies show that the benefits of charging would be 

minimal if charges were not imposed upon !!,! users of the services. 

Becau_se the overwhelming majority of the System's volume is 

.deposited by member banks, any approach omitting the member 

banks from such charges would have very little impact on improving 

efficiency, would quite probably be inequitable, and would probably 

not induce private sector competition. Member banks already 

pay indirectly for the payments services they receive, 

and imposing additional charges upon them would be inequitable. 

The compensation member banks provide to the System 

for these and other services they receive takes the form of earnings 

foregone on required reserve balances held on deposit with 

the Reserve Banks. These reserves are partly analogous to the 

balances that correspondent banks require from their respondents. 

Reserve balances total well in excess of $25 billion. Our studies 

have shown that these balances are larger than necessary to 

compensate the System for the services member banks receive, 

and they also are larger than the compensating balances that 
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would be required if all these services could be and were 

provided by the correspondent banking system. Of course. the 

balances required of members serve many other functions, including 

those related to monetary policy. 

Imposition of additional charges related to System services 

would have the effect of increasing the operating costs of members 

by comparison with the costs of non-member institutions. The 

relationship between the value of services received by members 

from the System and the earnings foregone on member reserve 

balances would become further distorted, Thus, the erosion of 

System membership that has been underway in recent years 

would likely accelerate. 

The Board believes that its responsibility to the public 

interest under the Federal Reserve Act does not permit us to 

take actions which aggravate the loss of membership. For that 

reason, the Board is not inclined to change its present access 

and pricing policy unless and until the special costs of belonging to 

the nation's central banking system are recognized and offset. 

If S, 2055 is enacted, the Board has stated that it will make 

provision for equitable access to System clearing services for 

all institutions holding NOW reserves. However, the Board does 

not believe that it would be prudent to impose upon depository 

institutions another major change, such as the introduction of 

additional charges for System services. until the transition costs 

arising from the introduction of NOW accounts have been largely 

assimilated, 
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()lee the burden of membership has been eliminated 

and the transition to nationwide NOW accounts is well underway. 

the Board could consider introduction of full access and pricing 

based upon three principles. First. all depository institutions 

could be permitted direct access to payments services. Second, 

institutions could be charged for the services used, either by 

holding compensating balances at the Reserve Banks or by fees 

paid in cash. Third, any depository institution could be permitted 

to open a·clearing account at Federal Reserve Banks for use 

in settling transactions with the Reserve Banks. The balance 

required in such an account (in addition to any compensating 

balances the institution may choose to hold) would have to be 

sufficient to pay for the amount of the checks and other items 

the Reserve Bank would charge to the account each day. Other­

wise. overdrafts on the reserve account might occur. 

As to the schedule of charges to be imposed under these 

principles. many difficult policy issues as well as some complex 

accounting questions must be dealt with before the schedule can 

be determined. It may appear easy to compute prices for the 

services: theoretically one need only add up the total cost of 

providing the service, divide by the amount of service provided, 

and add whatever markup is appropriate for the situation. In 

practice, there are many unresolved questions. To what service 

should we assign a specific portion of costs incurred to carry 

out multiple functions? Should long-run or short-run costs be 

employed? Over what geographic area--local 
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or national--should prices be uniform? Other technical questions 

involve our cost accounting. The expense data ~e collect are 

adequate for auditing and expenditure control purposes; and they 

suffice for management information about the efficiency of Reserve 

Bank operations; but for purposes of charging, they may not be 

comparable with cost information collected by private industry. 

Further examples of questions to be resolved include: should 

System prices include a return on the capital employed, and if 

so, at what rate? Should capital be valued at historical or replacement 

cost? How should taxes be treated? A myriad of such issues 

have been identified and are being studied prior to consideration 

by the Board. These difficulties are technical, but the Reserve 

System could resolve them in one way or another. They are not 

the principal impediment to introduction of charges for System 

services. The main impediment is the fact that charging would 

exacerbate the membership problem. 

Congress created the Reserve System to be a largely 

voluntary association of banks, attracting membership broadly 

from the entire industry. In this way the widest variety of view­

points, interests, and needs could be brought to the attention 

of the Board in the formulation of monetary policy, discount and 

loan policy, and operating policy toward the payments mechanism. 

Continuing erosion of membership threatens to alter the very 

nature of the System, cutting off this broad interaction with the 

banking industry, and through the industry, with its customers. 

Because the burden of membership falls more heavily on smaller 

banks, the erosion of membership is most pronounced among 
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those institutions. There is a very real danger that if the erosion 

continues, the nation's central bank will become an organization 

to which only the larger banks belong. I hope we can all agree 

that such an outcome is not in the best interests of monetary policy 

formation nor of the public generally. 

There are other cogent reasons in the public interest to 

prefer the Reserve System to have as many members as possible. 

One of these reasons is the part that the member banks play in 

monetary management. Balances held at the Reserve Banks serve 

as the fulcrum for the economic stabilization actions of the 

central bank. Required reserve balances enable the Federal 

Reserve to gauge the likely effect of its monetary management 

actions on the supply of money and of bank credit. As more 

and more transactions balances are held by the public at insti­

tutions that are not subject to reserve requirements, monetary 

policy inevitably becomes less precise. and prediction of the 

effect of particular policy alternatives more uncertain. 

Furthermore, the implementation of monetary policy 

is critically dependent upon timely and accuracte data flowing to 

the System's money managers. At the present time. only member 

banks provide the needed data in the time frame to make it most 

useful. Cooperative. efforts with the FDIC are just beginning 

to provide a flow of data from a sample of non-member banks. 

As thrift institutions take on bank-like payments powers. their 

actions will have an increasing impact upon monetary management. 

99-446 0 - 78 - 9 
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With respect to balances providing such bank-like transactions ser­

vices. thrift institutions should provide the same data and be sub­

ject to the same reserve requirements as commercial banks. 

Perhaps an equally important aspect of membership is its relationship 

to the safety and soundness of the banking system. Only member 

banks have ready access to the discount window and to the Federal 

Reserve counsel and assistance that accompany use of the window. 

-Ready access to adjustment credit cannot be guaranteed by the 

correspondent banking system--especially in times of stress in 

financial markets. Access to the discount window may be a 

major benefit to member banks; but more important. it is the 

ultimate guardian of our banking system against liquidity crisis. 

Less obviously. the mere holding of deposits at Reserve Banks 

increases the soundness of the banking system. Reserve balances 

are essentially demand deposits held in riskfree-form. The 

same balances held at correspondent banks would be subject to 

some risk. however small. Therefore. the greater the portion 

of the banking system's assets that is held at Reserve Banks. 

the lower the riskiness of the banking system as a whole. 

I have dwelt at length this morning on the reasons that 

broad membership in the Federal Reserve is in the public 

interest. It is for those reasons that the Board is so 

concerned about the accelerating erosion of membership. 

Basically the cause of the loss of members is the burden of 
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earnings foregone by members on the sterile reserves that they 

hold at the Reserve Banks. 

There are a number of techniques that could be employed 

to equalize the costs of reserve requirements between member and 

nonmember depository institutions. Uniform reserve re-

quirements would be the best and most simple solution. It would 

impose the costs of sterile reserves equally on all depository 

institutions and provide significant benefits for monetary management. 

And it could do so without weakening our dual banking system or 

independent thrift institutions. However. the Congress has not 

been convinced of the ultimate need for such complete coverage. 

Another way to equalize costs is to lower reserve requirements 

to the degree necessary to offset the costs of the excess of reserves 

over the value of services received. Such action would require 

lowering of the legal limits for reserve requirements. Tlµs solution 

has the disadvantage that the "insurance" value of reserves would be 

reduced because a smaller proportion of the total assets of the 

banking system would be held in risk-free reserve balances. Yet 

another way in which benefits could be equated with costs is by 

increasing the type. quantity. and quality of services provided 

by the Reserve Banks. Providing additional services. partic.ulary 

to smaller banks. could upset traditional banking patterns; and in 

any case. the System might not be able to provide attractive ser­

vices in sufficient quantity to offset the earnings lost on the 

sterile reserves. Finally, this lost income could be offset by the 

payment of interest on reserve balances. Interest on reserves affords 
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the greatest flexibility. while interfering least with the existing 

institutional arrangements in the banking industry. Furthermore. 

it makes explicit the fact that the System is offsetting the special 

costs of membership. 

The Board believes that Title II of S. 2055 is the best presently 

available alternative for resolving the membership problem. 

and we trust that it will be enacted. If nationwide NOW accounts are 

authorized. the banks offering such accounts will face immediate 

cost increases which will reduce net earnings and force further 

consideration of the costs of a sterile reserve requirement. 

Moreover. with new competition for transaction accounts. banks 

may feel it necessary to protect against a loss of deposits. 

These forces could bring even greater pressure on membership. 

and the provisions of Title ll will be essential to prevent an 

acceleration of withdrawals. Whether or not NOW accounts are 

extended nationwide. however. the Board believes that the case 

for relief of the burden of membership is overwhelming and 

urges the adoption of Title ll of S. 2055. 

My testimony today has been lengthy and somewhat technical. 

I apologize for both of these shortcomings. But the issue of the 

Federal Reserve' s role in the payments mechanism is a complex 

and technical one. Because the System's role is justified by the 

benefits provided to the public interest. costs arising from that role 

should not be imposed mostly upon the minority of banks that 

are members of the System. I hope I have been able to convey 
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to this Committee some of the sense of urgency that the Board 

feels about the risks posed by the decline in System membership. 

Thank you for your time and attention. I shall be pleased 

to answer any questions the Committee may have. 
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SENATE CoMMITT,EE ON BANKING, HoUSING, AND DUBAN AFFAIRS, 
Washington, D.C., September 19, 1977. 

Hon. A.BTHUB F. BURNS, 
Chairman, Bowro of GQ'Vernors of the Fe<leraZ Reserve System, 
Washington, D.C. 

DEAR MB. CHAIRMAN : I was pleased to learn that Governor Philip Coldwell 
will be representing the Board at the Committee's hearings on the Federal 
Reserve's role in the payments mecha_nism. 

The hearings, as you know, will also examine the issues of pricing and access 
to Federal Reserve services. I under&tand that the System has been considering 
the issues involved in pricing and access to System applied payment services 
since changes in Regulation J to include electronic fund transfer services were 
first considered in 1972, and that several years ago a System-wide committee 
was appointed to look at the issues. 

It would be helpful for the Committee to have some background material on 
the Fed's involvement in the payments mechanism and the issues of pricing and 
access prior to the hearings. Therefore, please supply the Committee with the 
following information : 

1. A review of the Federal Reserve's current operations in the payments 
mechanism, including currency and coin services. 

2. A detailed list of Federal Reserve Supplied payments mechanism services 
(including currency and coin) indicating, for example, where transportation, 
processing, settlement, or other types of services are involved. 

8. For the past 5 years, for each service listed under 2 a,bove, the volume and 
dollar amount of services provided by the System and the total and umit costs 
( or estimated costs) to the Federal Reserve of supplying those services including 
an allowance for overhead and depreciation .. Also, for each year provide the Sys­
tem's capital expenditures that can be allocated to the payment mechanisms. 

4. A list of the various options that the Federa-1 Reserve System is considering 
or has considered as a framework for establishing a pricing schedule for services. 
This list should indicate fixed and/or variable prices where applicable, whether 
volume discounts are being considered, whether prices would be established on 
a System-wide basis or on a district by district basis, and how member required 
reserves maintained at the Reserve !banks would ibe :taken into account. 

5. A description of access arrangements, including any charges that are levied, 
that are currently in place for nonmember banks, thrift i:n,stitutions and foreign 
official and nonofficial users of Fed services. 

6. A review of the various access arrangement for nonmember and thrifts that 
the Board is considering should pricing of Fed services and open access be 
adopted as Board policy. 

7. A projection of the volume of Fed services that will be supplied in the 
future ; in 5 yaers, in 10 years, and beyond. Also, provide the assumptions behind 
these projections. 

8. The projected additional expenditures that will be required to provide the 
volume of services that has been projected in item 7 above. 

The Committee would like to receive 30 copies of the requested material by 
Wednesday, October 5, 1977. 

Sincerely, 
WILLIAM PROXMIBE, Chairman. 
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CHAIRMAN OF" THE BOARD OF" GOVERNORS 

F"EOERAL RESERVE SYSTEM 

WASHINGTON, O. C. 205!51 

The Honorable William Proxmire 
Chairman 
Committee on Banking, Housing 

and Urban Affairs 
·United States Senate 
Washington, D. C. 

Dear Mr. Chairman: 

October 4, 1977 

I am pleased to respond to your lette·r of September 19 
requesting background m:aterial on the Federal Reserve1s activities 
relating to the payments mechanism. 

The enclosure provides the information you requested for 
items one through six in your letter. Items seven and eight, con­
cerned with volume and expenditure projections for 5 years, 10 
years, and beyond, are not included in the enclosure. 

Preliminary budget estimates for 1978 have been prepared 
covering the activities in question. We anticipate a 6% increase 
in volume, a significant increase in productivity, and a decline 
in employment. Many highly tentative assumptions would have 
to be made, however, to arrive at the more extended projections 
that you requested. For example, System volumes and expenditures 
could either contract or expand, depending upon many factors such 
as legislative changes affecting the financial industry and the degree 
to which electronic funds transfer may replace traditional paper­
based means of payment. In our view, current uncertainties make 
extended projections subject to serious errors and probably more 
misleading than helpful. 

I hope the enclosures will be useful to your Committee. 
Please let me know if I can be of additional assistance. 

Sincerely yours, 

/4~--:::....J )7 ---=::,,..L<----:, 

Arthur F. Burns 
Enclosures 
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Question 1: 

"A review of the Federal Reserve's current operations in the 
payments mechanism., including currency and coin services. 11 

Enclosed is the article, "Federal Reserve Operations in Payments 
Mechanisms: A Summary," originally published in the June 1976 Bulletin, 
which provides the review requested. 

Other than minor changes in volumes which have occurred since the 
original publication, and which are generally updated in the answer to 
q~stion 3, the following changes should be noted: 

A. As of September 1, 1977, there remain only 43 nonpar banks 
in the country. All banks in the state of Texas are now 
par banks, 

B, The Federal Reserve currently maintains 48 check clearing 
operations. There are no current plans to expand the number 
of such operations. 

c. The Federal Reserve currently provides operating faciliti·es 
for 27 ACH associations. In addition, two ACH associations 
which maintain their own operating facilities are provided 
Federal Reserve accounting and transportation services. 

D, In August 1977, the Federal Reserve issued Subpart B to 
Regulation J providing rules for the transfer of reserve 
account balances over its wire network. 

E, The Direct Deposit of Federal Recurring Payments Program has 
expanded significantly, The Program is now natiorn~ide in 
scope and payments ·are being made for U. S, Air Force payroll, 
Social Security, Civil Service retirement, and Railroad 
Board retirement. Payments to recipients of Vetera:is Adminis­
tration benefits will be processed under the direct deposit 
program in the near future, 

Question 2: 

"A detailed list of Federal Reserve supplied payments mechanism 
services (including currencv and coin) indicating, for examole 1 where trans­
portation, processing, settlement, or other types of services are involved." 

A, Cash Services 

Cash services can be divided into two categories, currency 
service and coin service, although the functions performed 
by the Federal Reserve are quite similar for each category. 
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1. Currency 

Provision of new currency 
Receipt and verification of deposits 
Settlement 
Sort for fitness and counterfeit detection 
Destroy unfit currency 
Fill orders for new or fit currency 
Transportation 

2. Coin 

Receipt and verification of deposits 
Settlement 
Sort for fitness 
Fill orders for coin 
Transportation 
Coin wrapping--not performed by all offices 

B. Check Collection Services 

Receipt and preparation of cash letters 
Processing (sorting) 
Settlement 
Transportation--intra- and inter-zone as necessary 
Retum Items 
Adjustments 

c. Transfer of Reserve Account Balances (Wire Transfers) 

Receipt of instructions--by telephone, telegraph, on-line terminal 
Processing--including entering into the Federal Reserve 

Connnunications System, if necessary 
Settlement 

D. Automated Clearing House 

Receipt of magnetic tapes 
Processing 
Settlement 
Transportation 

Question 3: 

"For the past 5 years, for each service listed under 2 above, 
the volume and dollar amount of services provided by the System and the 
total and unit costs (o~ astimated costs) to the Federal Reserve of sup­
plying those services including an allowance for overhead and depreciation, 
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Also, for each year provide the System's capital expenditures that can 
be allocated to the payment mechanisms." 

The accounting system of the Federal Reserve in use in the past 
five years did not allocate overhead costs to operating functions. While 
a new accounting system has been implemented in 1977 which provides for 
allocation of overhead costs, there is not sufficient experience to date 
to be able to make estimates of overhead applicable to the old accounting 
system. Therefore, all costs shown below are exclusive of an allocation 
for overhead costs. 

Most of the primary equipment used in the payments mechanism 
service has been leased over the last five years. This has been done 
primarily because of the rapidly changing technology employed in equip• 
ment such as check reader-sorters, encoding and other data preparation 
equipment, connnunications terminals, etc. The general purpose computers 
used to support this primary equipment are both leased and purchased, 
Because of the multi-processing capabilities of these computers, it is 
difficult to identify capital costs associated only with payments mechanism 
services. Under the System's cost accounting procedure, usage charge for 
this equipment was made to each payments mechanism function, and these 
charges, together with lease charges, are reflected in the total costs in 
the attached table. 

There have been no significant capital expenditures for physical 
plant over the last five years that primarily related to the payments 
mechanism functions. Establishment of regional check processing centers 
was carried out through utilization of existing or leased facilities and 
equipment, 

The costs for services are shown in the attached table, 

Question 4: 

"A list of the various options that the Federal Reserve System 
is considering or has considered as a framework for establishing a 
pricing schedule for services. This list should indicate fixed and/or 
variable prices where applicable, whether volume discounts are being 
considered, whether prices would be established on a System-wide basis 
or on a district by district basis, and how member required reserves 
maintained at the Reserve banks would· be taken into account." 

Method 1: Static- Balances-· Under this procedure an institution 
wishing to use System services would deposit with the local Federal Reserve 
Bank balances approximately equivalent to those required of a member bank, 
Holding such a balance would entitle the institution to unlimited use of 
System services at no further charge. 

Method 2: Fees- Under this procedure, each Federal Reserve Bank 
service would be defined, and a price for a unit of service would be 
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Schedule of Federal Reserve Payments Mechanism Services and Expenses 

A. Cash Services 

1. Currency Sorting and Counting 

Category 1972 1973 1974 1975 1976 

Total Expense 8,304,304 9,226,977 9,799,536 10,025,354 10,167,164 

Volume (000) 6,448,616 6,711,245 6,737,983 6,551,093 7,015,040 

Cost/1000 1.29 1. 37 1.45 1. 53 1.45 

$ Processed (millions) 51,535 56,838 61,943 66,065 71,011 

2. Coin Sorting and Counting 

Total Expense 1,357,237 1,502,348 1,489,014 1,351,431 1,194,870 

Volume (000) 13,892,587 14,589,794 13,659,762 13,611,463 12,688,840 

Cost/1000 .098 .103 .109 • 099 .094 

$ Processed (millions) 1,755 2,463 2,005 2,120 2,109 

3. Wrapping Coin 

Total Expense 886,627 1,154,671 1,248,992 1,332,781 1,265,493 

Reimbursement 1,089,881 1,262,600 1,416,291 1,705,327 1,885,809 

Net Expense (203,254) (107,929) (167,299) (372,546) (620,316) 

Volume: No. of rolls 118,914,570 144,565,140 147,903,761150,269,682 149,693,769 

Cost/roll .007 .008 .008 .009 .008 

4. Cash Services - All Other 

Postage and Expressage 23,485,281 27,206,458 29,302,004 31,477,117 32,954,606 
(both currency & coin) 

Total Expense 35,547,730 40,951,615 45,347,846 49,005,397 52,111,635 

Reimbursement 935,198 1,18~,096 1,464,810 1,750,844 1,890,991 

Net Expenses 34,612,532 39,768,519 43,883,036 47,"254,553 50,220,644 

5. Total Currency and Coin Services (including expense of new currency 
and destruction of unfit currency) 

Postage and Expressage 25,612,398 29,392,542 _31,256,454 33,780,474 35,437,919 
Total Expense 

Reimbursement 

Net Expenses 

79,499,292 89,292,616 90,912,489 101,842,916 116,762,301 

2,025,079 2,445,696 2,881,101 3,456,171 3,776,800 

77,874,213 86,846,920 88,031,388 98,386,745 112,985,501 

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



136 

B. Check Processing 

1. Conventional Check Processing 

Category 1972 1973 1974 1975 1976. 

Postage snd Expressage 16,249,839 22,193,887 28,152,068 28,411,263 28,506,950 

total Expense 73,627,207 100,074,303 116,733, 122 121,201,746 125,320,148 

Volume (000) 8,474,188 10,051,321 10,822,031 11,411,337 12,291,386 

Cost/1000 8.69 9.96 10. 79 10.62 10.19 

$ Processed (millions) 3,317,873 3,845,234 4,104,275 4,256,924 4,645,069 

2. Return Items 

Total Expense 3,449,281 4,434,992 5,402,118 5,736,345 5,865,939 

Volume (000) 80,719 94,53S 107,513 136,526 142,458 

Cost/1000 42. 73 46. 91 S0.2S 42.02 41.18 

c. rrsnsfer of Funds 

Total Expense 3,667,620 4,252,371 5,019,833 5,338,707 5,672,606 

Volume 9,493,580 ll,633,356 14,512,912 17,486,436 20,767,969 

Cost/Transfer .39 • 37 .35 .31 .27 

$ Processed (millions) 17,916,041 23,479,746 30,361,778 31,392,865 35,617,756 

D. Automated Clearing House 

Postage and Expressage 1,636 43,951 

Total Expense 5,086 84,487 178,563 431,883 1,677,288 

Volume (000) 103 477 5,941 35,456 

Cost/1000 820.26 374.35 72.20 47.31 

NOTE: 

Settlement: Total expense as shown above for each activity includes some of 
the expenses associated with "settlement." However,the expense of preparing 
accounting advices used to effect settlement on the books of the Federal 
Reserve is not specifically segregated by activity in the cost accounts. 
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developed for each service defined. The total value.of services used 
would be billed to the institution either by charging the reserve account 
(for member banks), or by charging the reserve account of the institution's 
member bank correspondent (for nonmember banks and thrifts). 

Method 3: Volume Related Balances• This charging method combines 
the service fee approach and the balance approach. Each service would be 
defined, and a price for a unit of service would be developed for each 
service. The.institutions using System services would be required to 
hold a balance on deposit at their local Federal Reserve Bank which, when 
evaluated at some interest rate, would generate a revenue flow sufficient 
to cover the service charges incurred. 

Method 4: Balance Plus Fees- This charging method can be considered 
a hybrid of Methods 1 or 3 and Method 2. That is, the balance portion 
could either be static as in Method 1, made volume-related as in ~ethod 2, 
or possibly determined by some other criteria. 

Several of the above methods would allow for the incorporation 
of volume discounts and the possibility for such discounts has been part 
of pricing discussions. 

The issue of whether prices would be established on a System-wide 
basis or on a district-by-district basis has been part of the pricing 
deliberations. It is recognized that pricing on a district-by-district 
basis has the potential advantage of improving the efficiency of System 
operations by drawing attention to those·clearing facilities that are 
operating at higher cost than general System level. However, the district 
basis of pricing has the possible disadvantage of ind.ucing unnecessarily 
circuitous routing of items since banks will probably avoid presenting 
items for clearing to high cost districts. A final determination on the 
appropriate basis for pricing has not been made. 

Treating members and nonmembers alike when levying charges for 
System services currently would exacerbate an already serious-,nembership 
problem. Even when the membership problem is solved, so that the total 
cost of membership is in line with the value of services received, charging 
members for System services would tend to reimpose the burden and to rekindle 
the current problem of preserving voluntary System membership. Therefore, 
it is anticipated that some recognition will have to be given to member re­
quired reserves when levying charges for payments services. However, the 
precise manner of such treatment canRot be determined until the current 
membership problem is solved. Among the alternatives that could be con­
sidered are adjustment of the rate of interest paid on reserves in order 
to rebate charges collected from members, credit against charges related 
to reserves held, not imposing charges on members, and reduttion in 
reserve requirements. 

Question 5: 

"A description of access arrangements, including any charges 
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that are levied, that are currently in place for nomnember banks, thrift. 
institutions and foreign official and non-official users o·f Fed services.•• 

Domestic Users 

In payments mechanism areas, nonmembers are given access 
to three types of services: check, ACH and currency and coin. 

A. Check•• During the early 1970's, the Federal Reserve implemented 
the Regional Check Processing Center (RCPC) program to improve 
check collection services. In RCPC zones, nonmember banks--as 
agents for member banks--may forward to the Federal Reserve all 
items payable in the zone. No charges are assessed to non­
members who deposit items in this manner. 

B. ACH-- Currently, the Federal Reserve provides the clearing and 
settlement facilities for 27 ACH associations. The Federal 
Reserve' s courier system, used to deliver the payment information·• 
to participating depository institutions, is used by all 29 ACH's. 

At the present time, the Federal Reserve will receive items 
on tapes from any member bank and any member of ACH associations, 
The Federal Reserve will deliver such items to member banks and 
members of ACH associations under the following guid~lines: 

1. Items may be delivered directly to institutions offering 
demand deposit accounts in the same manner that checks are 
presented. 

2. Items may be delivered directly to institutions not offering 
demand deposit accounts provided such institution receives 
a sufficient volume of such items to warrant separate delivery 
and is located on an existing check-courier route. 

3. Items may be delivered to a data processing service bureau 
provided the service bureau receives a sufficient volume 
of such items to warrant separate delivery and is located 
on an existing check-courier route. 

4, Items may be picked up at the local Federal Reserve office 
provided that the volume is sufficient to warrant such 
action. 

5. Items may.be delivered to an endpoint that currently receives 
checks directly from the Federal Reserve office and the 
institution may arrange for delivery from that endpoint 
{that is, the pass-through method), 

6. Items may be mailed by the Federal Reserve to any financial 
organization regardless of its location. 
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No charges are currently being assessed for ACH services pro­
vided by the Federal Reserve. 

C. Currency and Coin -- On May 29, 1920, the Congress authorized 
the Secretary of the Treasury to transfer to the Federal Re­
serve Banks the duties and functions of the Assistant Treasurers 
in connection with the exchange of paper currency and coin of 
the United States (41 Stat. 654). Pursuant to this authority, 
Reserve Banks have been authorized and directed by the Treasury 
to make an equitable and impartial distribution of available 
supplies of currency and coin in all cases directly to member 
banks and nonmember commercial banks (see 31 CFR 100). 

Each Federal Reserve District assesses charges upon non­
member banks to cover transportation and handling costs for 
its currency and coin services. 

Foreign Payment Services 

Section 14e of.the Federal Reserve Act authorizes the Federal 
Reserve to provide payment services to foreign entities. Payment ser­
vices are provided to such foreign entities as foreign governments, central 
banKs and monetary authorities, and international organizations such as 
the World Bank. Two types of payments services -- transfer of funds and 
check collection -- are provided to these entities maintaining accounts 
at the Federal Reserve Bank of New York. 

A. Transfer of Funds 

Foreign entities may use their account at the Federal Re­
serve Bank of New York to transfer funds to or from (1) other 
foreign entities maintaining an account at the Bank, (2) commer­
cial banks, and (3) the United States Government and its 
agencies. 

Charges are assessed only if out-of-pocket expenses are 
incurred by the Federal Reserve Bank of New York in making the 
transfer. For example, if Telex services are used, the foreign 
entity is charged the Telex costs. 

B. Check Collection 

Most transactions between foreign organizations and the 
Federal Reserve are made by wire transfer of funds. Occasionally 
such transactions are made by check, in which case the Federal 
Reserve processes and collects the check in a fashion similar 
to that employed in collecting a domestic check. Generally, 
there are no charges assessed for providing this service. 
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Question 6: 

"A review of the various access arrangeme~ts for nomnember an 
thrifts that the Board is considering should pricing of Fed services 
and open access be adopted as Board policy." 

Under the pricing methods described in the answer to question 4, 
when the membership problem is solved, it is planned that nonmember 
institutions will be given the option of direct access to System clearing 
services, i.e., the same access available to member banks. Currently, 
nomnember institutions use System clearing services by arranging for 
members, as part of correspondent banking arrangements, to present their 
items to the System for clearing. Nonmember institutions compensate 
the members for these services as -part of the overall correspondent 
relationship between institutions. The System finds such "pass-through" 
arrangements usually to be desirable and will continue to provide for 
them in an environment in which charges for System services are levied 
and open access is made available. 
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Federal Reserve Operations 
in Payment Mechanisms: A Summary 

Since its ongm in 1913, the Federal Reserve 
System has been an active participant in the 
Nation's payments mechanisms. At present the 
System is operationally involved in check pro­
cessing, distribution of currency and coin, wire 
transfer of reserve account balances, wire 
transfer of Federal Government securities, and 
clearing payments exchanged on magnetic tape. 
The System also performs an operating function 
as the fiscal agent of the U.S. Government and 
of several Government agencies and handles 
cenain financial transactions on behalf of 
foreign central banks and governments. 

Recently, the Board of Governors was asked 
to provide a summary of the System• s opera­
tional rnle in such payments mechanisms. The 
history, present scope of operations, and legal 
authority are outlined in this article for each 
major area of the System's involvement in each 
payments mechanism. This review does not 
present an exhaustive treatment of these activi­
ties, nor does it examine other Federal Reserve 
collection activities-notably, the collection of 
so-called noncash items, such as bonds and 
coupons of corporations and municipalities. 

In addition, this summary describes two of 
the Board's regulatory actions permitting mem­
ber banks to transfer funds from savings ac­
counts to third parties. Although these types of 
transfers are not processed by the Federal Re­
serve, they are of importance in obtaining a 
better understanding of current fund transfer 
systems. 

CHECK COLLECTION 

HISTORY AND STATUTORY 

BASIS FOR PARTICIPATION 

Prior to the enactment of the Federal Reserve 
Act, checkhwere exchanged through a system 
of clearinghouses (or exchanges). Often ex-

change charges were levied by the bank that 
finally paid the check,' and since the checks 
were not paid in full, the practice was termed 
"nonpar banking." The exchange charge was 
generally ¼ of 1 per cent of the face value of 
the checks paid, and many· banks engaged in 
circuitous routing of checks to avoid such 
exchange charges. Hence, exchange charges 
resulted in a slow, cumbersome, and costly 
check collection system and were considered an 
impediment to commerce and economic growth. 
The Federal Reserve Act changed these rela­
tionships because member banks were required 
to pay for checks presented to them by Reserve 
Banks at par and the Reserve Banks were au­
thorized to exercise the functions of a clearing­
house for member banks. 

In July 1916 the Board of Governors required 
all Federal Reserve Banks to function as clear­
inghouses for member banks. Reserve Banks 
would receive checks from members that were 
drawn on a member or nonmember bank 
agreeing to pay at par for items presented by 
the Federal Reserve. After that, nonpar clearance 
was eliminated in many sections of the country 
and in the major money centers. However, it 
has continued in cenain States in the South; as 
of June 1, 1976, there were still 64 nonpar 

NoTE.-This article was prepared by the staff of the 
Board of Governors for presentation to the National 
Commission on Electronic Fund Transfers. 

1 "'Exchange charges .. should be distinguished from 
"'collection charges ... Collection charges are levied on 
the payee by the payee's bank for collecting the check. 
Exchange · charges are exacted by the bank on which 
the check is drawn (the '"drawee bank"). Exchange 
charges developed because funds, except when paid 
over the counter. were transferred by remitting a draft 
on the drawee bank's correspondent in the city in which 
the presenting bank was located. For the service ren­
dered by the drawee bank in remitting fundi,_ available 
for use in the city in which the payee's bank was 
located, a small exchange charge was made and de­
ducted from the amount of the remittance. 
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banks, operating chiefly in Louisiana, South 
Carolina, and Texas. 

The general provisions of law under which 
the Federal Reserve Banks exercise check col­
lection functions are as follows:• 

I. The first paragraph of Section 13 of the 
Federal Reserve Act (12 U.S.C. 342) that pro­
vides in part: 

Any Federal reserve bank may receive from 
any of its member banks, and from the 
United States, deposits of current funds in 
lawful money, national-bank notes, Federal 
reserve notes, or checks, and drafts, payable 
upon presentation, and also, for collection, 
maturing notes and bills; or, solely for pur­
poses of exchange or of collection, may 
receive from other Federal reserve banks 
deposits of current funds in lawful money, 
national-bank notes, or checks upon other 
Federal reserve banks, and checks and 
drafts, payable upon presentation within its 
district, and maturing notes and bills payable 
within its district; or, sole!¥ for the purposes 
of exchange or of collection, may receive 
from any nonmember bank or trust company 
deposits of current funds in lawful money, 
national-bank notes, Federal reserve notes, 
checks and drafts payable upon presentation, 
or maturing notes and bills; Provided, Such 
nonmember bank or trust company main­
tains with the Federal reserve bank of its 
district a balance sufficient to offset the items 
in transit held for its account by the Federal 
reserve bank: 

2. The thirteenth paragraph of Section 16 of 
the Act (12 U.S.C. 360) that provides: 

Every Federal reserve bank shall receive on 
deposit at par from member banks or from 
Federal reserve banks checks and drafts 
drawn upon any of its depositors, and when 
remitted by a Federal reserve bank, checks 
and drafts drawn by any depositor in any 
other Federal reserve bank or member bank 

:'J'~:iJ~s!~~ ~:,t:1i~~~;:db!f~sitor 

1 Other important sections of the Act, insofar as 
payment mechanism services, are Section 4 (12 U.S.C. 
341). which permits Reserve Banlcs to carry on the 
business of banking, Section II (12 U.S.C. 248(i)), 
which authorizes the Board to establish regulations to 
enable the Board to accomplish the functions detailed 
in the Act, and Section 19(1) (12 U.S.C. 464), which 
permits members to check against and withdraw funds 
from reserve accounts maintained at Federal Reserve 
Banks. subject to regulations of the Board of Governors. 
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3. The fourteenth paragraph of Section 16 ( 12 
U.S.C. 248(0)) that provides in part: 

The Board of Governors of the Federal Re­
serve System shall make and promulgate 
from time to time regulations governing the 
transfer of funds and charges therefor among 
Federal reserve banks and their branches, 
and may at its discretion exercise the func­
tions of a clearing house for such Federal 
reserve banks, or may designate a Federal 
reserve bank to exercise such functions, and 
may also require each such bank to exercise 
the functions of a clearing house for its 
member banks. 

In nontechnical language, these provisions 
have been interpreted to mean that a Federal 
Reserve Bank: 

I. Must receive deposits at par-that is, must 
accept deposits for the full face value-----and the 
deposits may be in the form of checks drawn 
on member or nonmember clearing banks if sent 
to it by its member banks or other Reserve 
Banks or by a member bank in another district 
if permitted by the Reserve Bank of that district; 

2. May receive from member banks checks 
payable at par upon presentation anywhere in 
the country, whether drawn upon member or 
nonmember banks; 

3. May, solely for purposes of exchange or 
collection, receive from other Reserve Banks 
checks payable at par upon presentation within 
the receiving Bank's district; and 

4. May, solely for purposes of exchange or 
collection, receive from any nonmember bank 
in its district checks payable at par upon pre­
sentation at any bank in the country, provided 
such nonmember bank maintains a clearing bal­
ance with such Reserve Bank. 3 

Pursuant to Sections 11, 13, and 16, the 
Board has promulgated Regulation J (12 CFR 
Part 210) designed to afford the public and the 

3 The right of the Reserve Bank to present checks 
to nonmember banks was acknowledged in American 
Bank and Trust Co. v. Federal Reserve Bank, 262 U.S. 
643. The Federal Reserve does not have the authority, 
however, to require nonpar banks to pay at par. See 
Farmers Bank v. Federal Re§erve Bank, 262 U.S. 649. 
Therefore, checks drawn on nonpar banks cannot enter 
the Federal Reserve clearing system but must be sent 
directly to the bank on which drawn or presented by 
a correspondent bank. 
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banks of the country a direct, expeditious, and 
economical system for the collection of checks. 
Regulation J details the rights and liabilities of 
parties using Federal Reserve collection facili­
ties and permits the Reserve Banks to adopt 
"operating circulars" that detail, in part, the 
time limits and procedu_res established by the 
Reserve Bank for collecting checks as well as 
other operating matters. Regulations and 
operating circulars have been issued by the 
Federal Reserve since 1914. The operating cir­
culars are viewed as contracts between the Fed­
eral Reserve and the banks and, as specifically 
provided in Section 4-103 of the Uniform Com­
mercial Code, the Federal Reserve operating 
circulars constitute agreements that can vary the 
effect of the provisions of the Code. 

Section 210.4 of Regulation J authorizes any 
"sender," that is, a member or nonmember 
clearing bank in the district, to send to the 
Reserve Bank of the district checks payable at 
par in any Federal Reserve district. This au­
thorization to senders in effect means that Re­
serve Banks are required to receive such items 
in accordance with the provisions of the regula­
tion. Hence, the Reserve Banks do not refuse 
a sender's items, and the permissive statutory 
authority described above has been made an 
obligation on the part of Reserve Banks. 

The Federal Reserve Act does not expressly 
authorize a Reserve Bank to receive checks 
directly from banks in other districts. Regulation 
J provides, however, that, as permitted or re­
quired by a Reserve Bank, a member bank in 
one district may send checks directly to the 
Reserve Bank of any other Federal Reserve 
district in which the checks are payable. This 
rule provides an efficient mechanism to handle 
interdistrict sendings and avoids processing (and 
the attendant delay) by an intermediate.Reserve 
Bank. . 

During the late 1950's and early 1960:s, the 
banking industry and the Federal Reserve 
moved toward automation in handling the 
mounting volume of paper checks being pro­
cessed. The initial step permitted the check to 
be machine processed by adding the MICR 
(Magnetic Ink Character Recognition) numbers 
at the bottom of the check. The use of computers 
and high-speed check handling equipment in-
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creased significantly the speed and efficiency 
with which checks were cleared. During the 
early I 970's the Federal Reserve implemented 
the Regional Check Processing Center (RCPC) 
program aimed at increasing the number of 
checks cleared on an overnight basis through 
Federal Reserve facilities. Continued growth in 
the number of checks led tg experimentation 
with use of encoding payment information on 
magnetic tape. (Developments in handling 
magnetic tapes are summarit.ed later.) 

PRESENT SCOPE OF OPERATIONS 

By way of background to the entire check pay­
ment system, several relationships and costs 
should be considered. For example, it can be 
assumed that the bank receiving a deposit in 
the form of a check will move expeditiously 
to obtain possession of the funds from the bank 
on which the check is drawn. Checks for large 
amounts are often segregated and subject to 
expedited handling, and bank messengers may 
make over-the-counter presentment to the 
drawee for immediate credit in order that the 
proceeds of the check may be immediately 
available. Other items may be sent directly to 
the bank on which they are drawn, to a clear­
ing house, to a correspondent, or to the nearest 
Federal Reserve office. A correspondent may, 
in tum, collect certain items and tum others over 
to the Federal Reserve. Even though there are 
a variety of altemaiive collection arrangements 
available, after "on us"• and local clearing 
items are removed, most of the checks cleared 
in the Nation enter directly or indirectly into 
the Federal Reserve clearing system. 

Check collection involves processing and 
transportation costs. The bank of first deposit 
must ready the check for subsequent processing 
and pay the cost of delivering it to the bank 
on which it is drawn or to a clearing agent-the 
Federal Reserve, a clearinghouse, or a corre-

4 ltems that the payee deposirs at the drawee bank 
are termed "on us .. items, and often a predominant 
ponion of the total number of checks deposited are of 
this character, especially in areas in which there are 
large branching systems or concentrations in demand 
deposits. 

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



484 Federal Reserve Bulletin □ June 1976 

spondent. Thereafter the clearing agent, if there 
is one, has the responsibility for delivery and 
presentation of items to the bank on which the 
items are drawn. The transportation costs asso­
ciated with that delivery may be substantial. 
Clearinghouses (and check processors permit­
ting "in house" banks to exchange checks) 
incur nominal delivery costs, but delivery by 
other clearing agents involves substantial con­
tractual costs for surface and air courier delivery 
under prevailing operations. Correspondents re­
coup costs they bear by fees charged or by 
earnings on collected funds in correspondent 
balances. 

A final but vital aspect of check clearing is 
the actual movement of funds. The check serves 
as documentation for crediting and debiting in­
dividual accounts in banks. The matrix of total 
credits and debits arising from individual items 
processed at particular times provides the basis 
for net settlement among all pairs of banks. 
Generally, settlement takes the form of charges 
and credits to reserve accounts maintained by 
member banks at the Federal Reserve, at present 
amounting to about $35 billion. However, set­
tlements are also made through correspondent 
balances. 

As to the specific Federal Reserve operations, 
the Federal Reserve presently maintains 46 
check-clearing operations with two more to be­
come operational during 1976. The Federal Re­
serve clears checks and check-like instruments• 
that have been deposited with member banks6 

and forwarded to the Federal Reserve for col­
lection. The Federal Reserve ultimately presents 
these items for payment either directly to the 
financial institution upon which the items are 
drawn-member or nonmember---0r to a pro­
cessing center designated by that institution. 

The Federal Reserve credits the depositing 
bank with funds in accordance with the Reserve 
Bank's "availability schedule.'.' This schedule 

'Among the check-like documents handled by the 
System are the "NOW account" drafts for thrift and 
commercial bank institutions, the .. share-drafts" for 
credit unions, and the payable-through draft used by 
corporations. 

8 In RCPC zones nonmember banks-as agents for 
member banks-may forward to the Federal Reserve 
all items payable in the zone. 
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reflects the time that the Federal Reserve nor­
mally takes to receive payment from the bank 
on which the check is drawn. Under current 
schedules, credit for checks deposited at a Fed­
eral Reserve office may be given on the day 
of deposit, the following day, or the second 
following day even if the actual time necessary 
to present the check extends beyond the day 
credit is made available to the bank depositing 
the checks. If the item is not collected until after 
the credit is passed, Federal Reserve float is 
generated. Currently, Federal Reserve float 
averages about $2.0 billion. Since the extension 
of Federal Reserve credit through float has a 
random effect on the availability of reserves, it 
hampers the measurement of the money supply. 
Thus, Federal Reserve System operations are 
geared to holding float at the lowest possible 
level. 

To accomplish the rapid delivery of checks 
among Federal Reserve offices ( about 40 per 
cent of the volume is deposited outside the zone 
in which the item is payable), the System uti­
lizes an air charter service, commercial airlines, 
and other air courier services. In-zone trans­
portation of checks from Federal Reserve offices 
to financial institutions on which checks are 
drawn is accomplished at Federal Reserve ex­
pense by contract courier services and the U.S. 
Postal Service. For all intraterritorial items, 
however, institutions that deposit items with the 
Federal Reserve pay for the courier cost of 
delivering such items to the Federal Reserve. 

The Federal Reserve introduces checks re­
ceived from the Federal Government into this 
clearing system. With this exception, the Fed­
eral Reserve's entire clearing function is deter­
mined by the volume of items delivered by 
member banks and to a limited degree by non­
members. Thus, in its clearing operations the 
Federal Reserve' s role is one of reacting to 
flows generated by commercial banks. If the 
U.S. banking system were concentrated and 
more like those of the European countries, there 
would undoubtedly be a less significant clearing 
role for the Federal Reserve because of the high 
proportion of "on us" and direct exchange 
items. 

The volume of items cleared through the 
Federal Reserve' s check collection system has 
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grown substantially as shown below (in mil­
lions): 

Year 

1920 
1930 
1940 

Volwnc 

504 
904 

1,057 

Year 

1950 
1960 
1970 
1975 

Volume 

1,955 
3.419 
7,158 

11,410 

AUTOMATED CLEARINGHOUSES 

HISTORY AND STATUTORY 

BASIS FOR PARTICIPATION 

The automated clearinghouse (ACH) concept 
was designed in response to the growing volume 
and increased cost of processing paper checks. 
In I 968 a group of commercial bankers in 
California formed tlie Special Committee on 
Paperless Entries (SCOPE) to study the feasi­
bility of exchanging payments on magnetic tape. 
This system was to augment the check system 
by providing a more convenient and less costly 
alternative lo the use of checks. As a result of 
this study, more than I 00 banks in California 
formed an ACH association, and the Federal 
Reserve Bank of San Francisco was requested 
and agreed 10 provide the clearing and settle­
ment facilities for the exchange of such pay­
ments on magnetic tape. Subsequently, other 
Reserve Banks were requested 10 utilize existing 
facilities lo process the magnetic tapes for other 
ACH associations. Currently, the Federal Re­
serve provides the clearing and settlement facil­
ities for such operations in 19 offices, and 5 
more offices are expected to begin operations 
in 1976. The statutory basis for System in­
volvement is the same as that for checks. 

PRESENT SCOPE OF OPERATIONS 

ACH operations are designed to handle repeti­
tive funds transfers of small dollar amounts, 
such as salaries and wages and mortgage and 
insurance premium payments. The Federal Re­
serve uses its existing computer and courier 
facilities to clear and deliver such items. 

Automated clearinghouse operations and the 
Federal Reserve' s role in such operations es-
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sentially parallel check-clearing operations ex­
cept that the payment information is exchanged 
on magnetic tape as opposed to paper checks. 
In an ACH operation, financial institutions 
create computer tapes of debit and credit items 
based upon customer instructions and deliver the 
tapes to their local Federal Reserve clearing and 
settlement facility, just as those institutions 
would deliver checks to the Federal Reserve's 
check-clearing and settlement facility. A Fed­
eral Reserve computer-which is also used for 
other operational purposes-reads, edits, and 
balances the information qn the tape, sorts ac­
cording to the receiving financial organization, 
and makes the debit and credit entries in mem­
ber bank reserve accounts for settlement for both 
the originating and the receiving financial orga­
nization. When the processing has been com­
pleted, the computer creates output media con­
sisting of magnetic tapes or descriptive paper 
listings. The Federal Reserve sends the output 
media to the receiving financial organization 
using the same delivery system as that used for 
delivering checks. 

The Federal Reserve is not the sole processor 
of automated payments. As noted previously, 
paper checks are cleared through private clear­
ing arrangements apart from the Federal Reserve 
facilities, and it should be expected that private 
facilities will handle certain automated pay­
ments. 

At the present time, the Federal Reserve will 
receive items on tapes from any member bank 
and any member of an ACH association. The 
Federal Reserve will deliver such items to 
member banks and members of ACH associa­
tions under the following guidelines: 

I. Items may be delivered directly to institu­
tions offering demand deposit accounts in the 
same manner that checks are presented. 

2. Items may be delivered directly to institu­
tions not offering demand deposit accounts pro­
vided such institution receives a sufficient vol­
ume of such items to warrant separate delivery 
and is located on an existing check-courier 
route. 

3. Items may be delivered lo a data process­
ing service bureau provided the service bureau 
receives a sufficient volume of such items to 
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warrant separate delivery and is located on an 
existing check-courier route. 

4. Items may be picked up at the local Fed­
eral Reserve office provided that the volume is 
sufficient to warrant such action. 

5. Items may be delivered to an endpoint that 
currently receives checks directly from the Fed­
eral Reserve office and the institutions may 
arrange for delivery from that endpoint ( that is, 
the pass-through method). 

6. Items may be mailed by the Federal Re­
serve to any financial organization regardless of 
its location. 

The volume of payments processed in this 
manner is quite small at present, compared with 
the volume of checks processed. The 19 opera­
tional Federal Reserve offices cleared and settled 
for approximately 270,000 such automated 
payments in May 1976. 

FEDERAL RESERVE 
WIRE NETWORK 

HISTORY AND STATUTORY 

BASIS FOR PARTICIPATION 

From the first days of the Federal Reserve, there 
was a need for rapid movement of both financial 
and administrative messages among Federal 
Reserve offices. Initially, communication was 
through Western Union and Postal Telegraph 
facilities. In 1918 the Federal Reserve, in rec­
ognition of the need for more rapid and secure 
communication facilities, installed a private 
Morse code system. This method of transfer 
continued until 1937 when it was converted into 
a teletype system. In 1940, in response to a 
growing volume of traffic, the Board of Gover­
nors and the Federal Reserve Bank of Chicago 
were designated as primary relay stations. The 
relay station, or "switch," concept was also 
incorporated when an automatic message system 
using advanced teletype machines was installed 
in 1953 with the Richmond Bank designated as 
the switching center. This system handled 6,000 
messages per day initially and linked Reserve 
Banks and branches, the Board of Governors, 

the U.S. Treasury, the Commodity Credit Cor­
poration, and the Reconstruction Finance Cor­
poration. 

In I 970 the first components of the present 
automated network were installed, and the sys­
tem was fully automated in late I 973. Each of 
the district offices now have installed communi­
cations switches to which Reserve Banks, 
branches, offices, the Treasury, and a number 
of member banks are interconnected nationwide 
through a central switch facility in Culpeper, 
Virginia. This system allows for virtually in­
stantaneous movement of funds among member 
banks of the System and aids banks in the 
efficient handling of reserve balances. In view 
of the need for a quick and efficient method of 
handling funds transfers of very large amounts 
in the Nation's money markets, the Board re­
gards wire operations as a necessary and vital 
tool in conducting its monetary affairs. 

During 1975, 17.4 million funds transfers, 
valued at $31.4 trillion, were handled on the 
network, as well as 1.5 million Government and 
Government agency securities transfers and 1.0 
million administrative messages. The System's 
network is designed to handle the very large 
transfers and to discourage small transfers; a 
$1.50 charge is imposed for transfers of less 
than $1,000, and large transfers are handled 
without charge to members. 

The statutory basis for the System's involve­
ment in transferring member banks' reserve 
balances is basically the same as its involvement 
in the check-clearing mechanism that has been 
discussed previously. In addition, paragraph 14 
of Section 16 of the Federal Reserve Act au­
thorizes the Board to regulate the transfers of 
funds among Reserve Banks, and Section 13 
authorizes Reserve Banks to receive deposits 
from their members. 

PRESENT SCOPE OF OPERATIONS 

Three types of messages are handled on the 
network: (I) transfers of reserve account bal­
ances (almost exclusively in large dollar 
amounts) from one member bank to another, 
(2) transfers of U.S. Government and Federal 
agency securities, and (3) administrative and 
research information. The transfer of reserve 
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balances is used by member banks of the Federal 
Reserve System to transfer (I) funds as a result 
of purchasing and selling Federal funds, (2) 
correspondent bank balances, and (3) funds to 
other members on behalf of customers. 
Transfers to other members made by member 
banks on behalf of their customers include (I) 
the purchasing and selling of commercial paper, 
bonds, and other securities, and (2) replenishing 
corporate demand deposits. For the latter, the 
Federal Reserve is involved only in crediting 
and debiting the banks involved in the transfer, 
and the System does not collect and/or store 
information related to the corporation that orig­
inates or receives the funds transferred. 

All money transfers of reserve balances are 
credit transfers-that is, a member bank in­
structs the Federal Reserve to transfer funds to 
another member bank. ff the members maintain 
balances at the same Federal Reserve Bank, 
each reserve balance is debited and credited 
accordingly. If the institutions do not maintain 
balances at the same Federal Reserve Bank, the 
first Federal Reserve Bank debits the reserve 
account of the sending bank and credits the 
account of the Federal Reserve Bank in whose 
district the receiving bank is located. The latter 
Federal Reserve Bank debits the account of the 
sending Federal Reserve Bank and credits the 
account of the receiving bank. Reserve Banks 
settle by use of the Interdistrict Settlement Fund. 
Nonmember banks, other financial institutions, 
businesses, and consumers may request a mem­
ber bank to send funds through the Reserve 
System. 

CURRENCY AND COIN 

HISTORY AND STATUTORY 

BASIS FOR PARTICIPATION 

Section 16 of the Federal Reserve Act authorizes 
the issuance and redemption of Federal Reserve 
notes. The Federal Reserve Banks have issued 
and redeemed such notes since 1914. 

On May 29, 1920, the Congress authorized 
the Secretary of the Treasury to transfer to the 
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Federal Reserve Banks the duties and functions 
of the Assistant Treasurers in connection with 
the exchange of paper currency and coin of the 
United States (41 Stat. 654). Pursuant to this 
authority, Reserve Banks have been authorized 
and directed by the Treasury to make an equita­
ble and impartial distribution of available sup­
plies of currency and coin ln all cases directly 
to member banks and to nonmember commer­
cial banks (see 31 CFR 100). 

PRESENT SCOPE OF OPERATIONS 

The volume of currency and coin distribution 
operations, in millions of pieces, has grown 
substantially as shown below: 

Year Currency Coin 

1925 1.947 2.329 
1935 2,148 2,590 
1945 3,016 4,562 
1955 4,282 7,008 
1965 5,144 5,855 
1975 6,551 13,611 

There are 37 Federal Reserve offices that 
process currency and coin. During 1975, 6.5 
billion pieces of currency and 13. 6 billion pieces 
of coin were received and counted. In addition 
2. 6 billion pieces of currency were retired from 
circulation and destroyed. Fourteen Federal Re­
serve offices provide coin wrapping services. 
Almost one-half of the cost of currency and coin 
operations is for transportation by armored truck 
of the money requirements of the more than 
18,000 banking offices serviced directly by the 
Federal Reserve. 

FISCAL AGENT 

HISTORY AND STATUTORY 

BASIS FOR PARTICIPATION 

Section 15 of the Federal Reserve Act states 
that Federal Reserve Banks, when required by 
the Secretary of the · Treasury, '' shall act as 
fiscal agents of the United States; and.lhe reve­
nues of the Government . . . may be deposited 
in such banks, and disbursements may be made 
by checks drawn against such deposits." The 
Federal Reserve has also been designated as 
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depository and fiscal agent for several interna­
tional agencies (such as the Inter-American De­
velopment Bank) in various other sections of 
the U.S. Code. 

PRESENT SCOPE OF OPERATIONS 

Federal Reserve Banks act as the Government's 
principal fiscal agents. Among the activities 
pedormed, the Banks maintain banking ac­
counts for the Treasury, handle Government 
checks, receive applications from the public for 
the purchase of securities being sold by the U.S. 
Treasury, allot the securities among bidders, 
deliver securities, collect payment from the 
buyers, register and redeem securities, make 
wire transfers of securities to other cities, make 
denominational exchanges of securities, pay in­
terest on coupons, and conduct transactions in 
the market for various Treasury accounts. Most 
of these activities are under the general supervi­
sion of the Treasury, which reimburses the 
Reserve Banks for most fiscal agency functions. 

In addition, the Reserve Banks pedorm fiscal 
agency services in connection with the financial 
activities of various Federal or Federally spon­
sored credit agencies, and reimbursement is 
provided by the Treasury ( or other Government 
agencies) for much of the expense incurred. 

The fiscal agency functions that relate to the 
payments mechanism are as follows: 

1. DIRECT DEPOSIT OF FEDERAL RE­
CURRING PAYMENTS PROGRAM. Certain 
Federal recurring payments are received on 
magnetic tape from Government disbursing 
centers, processed, and distributed to financial 
organizations. 

The same general procedures and the same 
computer systems are used to process electronic 
data representing U.S. Government payments as 
are used for commercial payments through the 
Federal Reserve's automated clearing and set­
tlement facilities discussed earlier. Currently, 
each month approximately 540,000 U.S. Air 
Force payroll payments are processed· and de­
livered to 9 ,000 financial institutions. In Febru­
ary 1976 the Federal Reserve Bank of Atlanta 
distributed the first social security payments 

under the Treasury's Direct Deposit of Federal 
Recurring Payments Program. This program 
will expand nationwide by the end of 1976 with 
all Federal Reserve offices distributing an esti­
mated 7.5 million payments monthly. 

2. TREASURY TAX ACCOUNTS. Pay­
ments of Federal taxes (income, Federal Insur­
ance Contributions Act, and so on) made by 
corporations and some individuals are received 
from commercial banks, processed, and credited 
to the account of the Treasury. About 45 million 
tax payment forms were processed in 1975. 

3. GOVERNMENT CHECKS. Government 
checks are received from banks for charge to 
the Treasurer's account. This activity, which is 
essentially a check-collection function, pro­
cessed more than 800 million Treasury check 
payments in 1975. 

4. INTEREST PAYMENT COUPONS. 
Coupons representing the payment of interest 
on U.S. Government securities are processed for 
the Treasury. Approximately 9 million coupons 
were processed in 1975. 

5. U.S. POSTAL SERVICE MONEY 
ORDERS. U.S. Postal Service money orders 
are received from banks for payment. Money 
orders are charged to the Treasurer's account 
and shipped to the U.S. Postal Money Order 
processing center in St. Louis. This activity 
processed more than 170 million items in 1975. 

6. U.S.D.A. FOOD COUPONS. Food 
coupons are received from banks for payment, 
counted, and destroyed. This activity processed 
about 2.5 billion items in 1975. 

TRANSFERS FROM 
SAVINGS ACCOUNTS 

BILL PAYER SERVICES 

In July 1975, in recognition of a need for more 
convenient banking services, the Board 
amended Regulation Q to authori:ze member 
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banks of the Federal Reserve System to permit 
depositors to withdraw funds from savings ac­
counts pursuant to nontransferable orders or 
authorizations. Prior to this change, the deposi­
tor generally7 had to make requests for with­
drawal in person, but the bank could permit 
regular transfers from savings for mortgage 
loans and related payments. The Board was 
requested to permit banks to offer a full range 
of bill payment services without regard to the 
nature of the depositor's indebtedness. In pro­
mulgating the changes, the Board relied upon 
its authority under Section 1 9 of the Federal 
Reserve Act (12 U.S.C. 461) to define terms 
used therein. 

The actual transfer from a savings account 
is not handled by the Federal Reserve since that 
transfer is an ''on us'' transfer. 

The amendment to Regulation Q authorized 
member banks to offer bill-paying services but 
did not specify the form for that service. The 
following examples may be useful: 

1 . The depositor will sign a contract with the 
bank specifying the conditions under which 
withdrawals will be permitted. Such a contract 
will be the authorization to the bank to honor 
the depositor's instructions. The bank may be 
authorized to pay a certain creditor, such as a 
utility company, every month upon receipt of 
information by the bank that funds are due and 
owing. If the creditor maintains a deposit with 

7There were exceptions for creditors, administrators 
of estates, court orders, and so on. See 12 CFR 
217 .5(cXiHvi). 
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the same bank, the transfer will be made on 
the books of the bank; otherwise, the bank 
would write a check to the creditor. 

2. The depositor may write individual with­
drawal orders to the bank requesting transfers 
to be made to parties named in the order. These 
orders may be given at irregular intervals and 
in irregular amounts. The bank would transfer 
the funds according to the order. The orders are 
nontransferable, and only the depositor may 
send instructions to the bank. 

TELEPHONIC TRANSFERS 

In April 1975 the Board authorized member 
banks to permit their customers to transfer funds 
from a savings account based upon the cus­
tomer's telephonic instructions. The Board be­
lieved that it was no longer true that unrestricted 
use of the telephone would absolutely destroy 
the distinction between savings and demand 
accounts. In its statement, the Board noted that 
the telephone was an accepted medium for 
transmitting financial data and that its action 
would permit more flexibility in communicating 
the customer's instructions to a bank. In per­
mitting such withdrawals, the Board relied upon 
its authority under 12 U.S.C. 371b to establish 
rules governing the payment of deposits. 

As with bill payer amendments, the Federal 
Reserve is not operationally involved in such 
transfers. However, it appears that growing 
numbers of banks are now offering such a serv­
ice to their customers. D 
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Mr. COLDWELL. Mr. Chairman, rather than to read all the way 
through the rest of this statement, let me summarize what the rest of 
it says. 

The CHAIRMAN. Very good. 
Mr. COLDWELL. We obviously are facing two major questions: first, 

what should be done about the erosion of membership; and second, 
should the Federal Reserve presently begin to price its particular 
operationsi We think these two are closely interrelated, because (a) 
the member banks are presently bearing a burden of reserves which are 
held with the Federal Reserve banks without payment, and ( b) if we 
price on top of that burden we foresee a further sharp erosion of 
membership in the Federal Reserve. 

We have attempted to provide you with a statement which covers the 
Board's current position with regard to the pricing question. We have 
given you reasons why we think it would be inappropriate for the 
System to charge until something is done with regard to the burden 
of member banks. We have also attempted to give you a picture of why 
pricing would be especially difficult in this particular environment. 

There are, as my statement indicates, also the issues of the type of 
pricing that should be used; whether we should cover all costs; whether 
we should cover a profit margin; how we should handle taxes; and 
capital costs, that is, whether we use original cost or reproduction 
cost; and a variety of other questions. I will not attempt to read this 
entire statement, because you said you have read it and would put it in 
the record; so I will merely summarize that we have dealt this 
morning with basically three areas: the reasons why the public pres­
ence of the Federal Reserve in an operational role is of benefit to the 
public interest; the reasons why broad membership is desirable in that 
public interest; and the problems of erosion of membership and of 
pricing within the present governmental framework. 

Mr. Chairman, I stand ready to try to answer any o:f your questions. 
The CuAmMAN. Thank you very much, Governor Coldwell. 
Governor Coldwell, I think you would share the :feeling that Chair-

man Burns has expressed often and that I think is a general conviction 
on the part of bankers in this country as well as on the part of most 
Americans that we should do everything we can to cut down on the 
size of Government and anything that can be done in the private sector 
as well as can be done in the public sector should be done in the private 
sector for many reasons and, furthermore, we should do all we can to 
encourage competition in providing any kind of services. It goes a long 
way toward increasing efficiency and competence. 

The burden o:f proof for maintaining a public system should be with 
those who would want to do it rather than those who would want to 
have serv~c~s performed in the private sector where we can open it up 
to competition. 

Now with that in mind, let me say I have a copy o:f an article from 
the November 10, 1976, "American Banker," which has a headline, 
"Coldwell Predicts Equal Fed Pricing for Electronic Facilities, With 
Reserve Offset." That was about 1 year ago. The story indicates that 
the Federal Reserve has promised a pricing schedule :for users o:f its 
check and electronic clearing and settlement facilities. 

[The article is reprinted as :follows:] 
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[From the American Banker, Nov. 10, 1976] 

COLDWELL PREDICTS EQUAL FED PRICING FOR ELECTRONIC FACILITIES, 
WITH RESERVE OFFSET 

(By Michael Quint) 

DALLAS.-The Federal Reserve Board's promised pr1cmg schedule for users 
of its check and electronic clearing and settlement facilities will set equal prices 
for all institutions, but will probably include "some means of an offset in terms 
of reserve requirement burdens among member banks," a Federal Reserve Gov­
ernor said here Tuesday. 

Philip E. Coldwell challenged private industry to build a comprehensive plan 
for wire transfers and automated clearing houses that would meet public needs 
to the same extent as tlie developing Fed sponsored system. 

Mr. Coldwell said the pricing schedule might be ready before the first of Feb­
ruary. He said the Board wants to structure prices to encourage more use of 
automated clearing houses and wire transfers and less use of checks, because the 
ACH and wire transfers are more efficient. 

The Justice Department has urged that Fed ACH and check services be equally 
priced and that all institutions have the same access. In a letter to the Board last 
May the Justice Department also warned that Fed activities in ACH and wire 
transfers could injure the growth of private sector clearing systems. 

The declining number of member banks in the Federal Reserve System is 
another consideration of the Board in developing pricing for clearing systems. 

Mr. Coldwell made these comments in a panel of regulators appearing here 
Tuesday before the national correspondent banking conference sponsored by the 
American Bankers Association. Other members of the panel were Robert E. 
Barnett, chairman of the Federal Deposit Insurance Corp. ; Robert Bloom, act­
ing Comptroller of the Currency; Lawrence E. Kreider, executive vice president 
of the Conference of State Bank Supervisors, and Donald P. Jacobs, dean of 
the Graduate School of Management at Northwestern University and former 
chairman of tlle Presidential Commission on Financial Structure and Regula­
tions, known as the Hunt Commission. William M. R. Mapel, senior vice presi­
dent at the $45.9 billion-deposit Citibank, was moderator. 

Discussing the Fed's role in ACH activities and its conflict with privately 
operated systems, Mr. Coldwell said it was still an open question as to whether 
the transfer systems should be run as a utility or with competing private systems. 

"I am perfectly willing for somebody else" to provide the system "if tlley can 
handle it and do the job for the American public," Mr. Coldwell said. 

Mr. Coldwell said he could agree to a Congressional decision that the Fed 
could provide only settlement services. "But I wonder if we have a private 
organization that is going to step forward and do this sort of thing on a nation­
wide basis, or are we going to sit and wait and deny the public's convenience and 
needs over a sustained period of time while we sit and wait for a private organi­
zation to develop it," Mr. Coldwell continued. 

After the panel session, Mr. Coldwell said the Board was not contemplating 
using pricing as a means of increasing membership in the system, though there 
was concern at the Board that the price schedule not encourage more members 
to leave the system. 

He added that the pricing was not aimed at intensifying competition between 
correspondent banks and the Fed. Mr. Coldwell observed that this competition 
has always existed and noted that many banks are also unbundling the cost of 
services and fully passing on tlle costs to customers. 

The contemplated pricing schedule would generate enough income to cover 
the direct and indirect overhead costs of providing the services but without a 
profit margin for the Fed, Mr. Coldwell said. 

Many member banks have been concerned that Fed membership could be­
come less attractive if banks paid for services twice, once tllrough required 
reserves and again through the pricing schedule. 

Mr. Jacobs observed during the panel session that the world is moving towards 
unbundling. The commercial banks are doing it, the Fed is doing it, and the 
process will be continued when the Justice Department requires the Fed to pay 
interest on member bank reserves, he continued. 

In a discussion of capital adequacy in the banking industry, Mr. Kreider said 
that the problem might be overstated currently. He said this might be true if 
one assumes that assets and liabilities of banks will not be inflated as rapidly in 
the future as in the recent past. 
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Mr. Jacobs concurred, and added that banks cannot allow themselves to grow 
in an inflationary period to the same extent as they did in the last business cycle. 

One banker in the audience disagreed with Mr. Jacobs and claimed it was 
naive for banks ot assume they can cut back on credit supplying role in the 
next inflationary period. He suggested this would strangle the economy. 

The Fed's guidelines for issuance of capital notes and capital financing for 
smaller banks are supported by two main reasons, Mr. Bloom said. Most broadly, 
the total capital in the banking system is not increased by these bank-to-bank 
loans, he said. Of more narrow concern is the fact that some of the most im­
portant creditors of failed banks have been other banks, he added. 

All of the regulators present noted that they are making more use of the income 
statement in the analysis of banks, and relatively less use of analysis of quality 
of assets. 
_ Mr. Barnett said that the FDIC is "finally sensitive to income and that there 
has been a drop in emphasis on loan portfolios, though the asset examination is 
still the most important tool." Ratios of earnings and operating costs are included 
in early warning systems of the FDIC, he continued. One of these he identified as 
JAWS or Just a Warning System. 

Mr. Bloom said that "earnings and quality of earnings are just as important 
in the post-analysis of a bank examination asset quality." 

In dealing with banks which poorly manage their costs, Mr. Coldwell said 
the Fed was lending greater emphasis on costs, especially in the area of manage­
ment fees. 

Mr. Barnett observed that the FDIC was still not good in judging costs but 
that certainly cost abnormalities are recognized in the most serious cases. Mr. 
Bloom said the Comptroller's Office was not expert in holding down banks' costs, 
but it is trying to break down the cost elements and compare one bank's data 
with its peer group. He added that computer printouts of cost and peer group data 
would be available after the first of the year. 

The technique of comparing one bank with its peer group has been extended to 
the examination process of the Federal Reserve, Mr. Coldwell noted. Previously, 
peer group analysis had been used primarily by researchers and economists, he 
said. 

The CHAIRMAN. From your statement today and Dr. Burns' on 
NOW accounts, I get the feeling the Federal Reserve is going back 
on its word. I hope I'm not right about this. Do you have specific inten­
tions to charge users for payments services and when will you do it 1 

Mr. COLDWELL. It is a very specific question, Mr. Chairman, and let 
me respond as specifically as I can, recognizing that I have to speak 
for myself and not the Board because the Board has not ruled on this 
matter. 

As far as I am concerned, we should try to price our services in 
the payments mechanism as clearly as we can and do it when we can 
see that it is in the public interest and benefits compeUtion. 

Now I have put two caveats concerned with the public interest. We 
are not pricing now because we believe that broad membership in the 
Federal Reserve is a desirable feature. Also, as indicated in my state­
ment, there are certain advantages in having the Federal Reserve in 
an operational role in the payments mechanism. This quickly leads to 
some very technical areas but let me try to enunciate. In view of ex­
tended disbursement arrangements, the use of float, and the creation of 
nonpar items, there must be a public presence in the field of the pay­
ments mechanism. This public presence can be provided by regula­
tion or by direct operations. I am not saying that an operational role is 
absolutely necessa.ry, but it certainly does help us to maintain a pub­
lic presence and to insure that public interest considerations are taken 
into account in this field. 

You have asked when are we going to price our payments services1 
My answer is that if we started today, it would probably be a year and 
a half before we could even develop a schedule, get it out for comment 
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and back, and be ready to price. We have to decide what kind of pricing 
we are going to adopt; that is, (a) whether on a per unit basis, or on a 
balance basis; (b) in the latter case, whether on a static bal9;nce or a 
moving balance basis; and ( c) the kind of access rules that will apply 
to institutions. They obviously must have a clearing account in order 
to clear and settle items with us. So it would take some time even if 
we began today to develop a pricing mechanism. Our problem with the 
"go today" approach is that if we announced to the commercial banks 
that we are going to price as promptly as possible, our membership 
would protest that it is an additional burden beyond that which it 
already has and that the System is providing the services to others who 
do not bear this burden. 

Second, as you know, Mr. Chairman, Senate bill 2055 would estab­
lish nationwide NOW accounts and provide for some payment of 
interest on reserve balances. If nationwide NOW accounts are enacted, 
we believe there is going to be a cost burden on the banks, and we 
believe it would be unwise to add a pricing burden for services on top 
of the cost burden for NOW accounts. 

I have not given you a specific date nor have I told you that we are 
going to price our payments services, which is a policy determination. I 
cannot give you those assurances today. 

The CHAIRMAN. Well, Governor Coldwell, you said, if this article 
is correct-and the American Banker of course I believe is a very 
accurate publication-you said, as I say, November 10, 1976, 

The Federal Reserve Board's promise pricing schedule for users of its check 
and electronic clearing and settlement facilities will set equal prices for all 
institutions, but will probably include some means of an ofl'set in terms of reserve 
requirement burdens among member hanks. Philip E. Coldwell challenged private 
industry to build a comprehensive plan for wire transfers and automated clear­
inghouses that would meet public needs. 

Mr. CowwELL. Right. 
The CHAIRMAN. Now you issued that as a challenge and as an asser­

tion as I say almost 1 year ago. We have the head of the Bankwire 
who came in yesterday and testified that they have done exactly this. 
They feel they have met your challenge. They provided an alternative 
but that they can't continue to operate. They are losing a lot of their 
business because you don't provide a pricing mechanism and because 
they can't compete with a Government institution which doesn't have 
to charge. 

Mr. COLDWELL. Let me see if I can .enunciate further. There is a 
charge in this but it is charged to the member banks. There is a cost 
which they are absorbing, and it is a foregone interest on their basic 
reserve requirement. 

The CHAIRMAN. Let me just interrupt on that. You say there is a 
charge. It's an implicit charge. It's a charge of the foregone interest. 
That's such a vague and indefinite kind of a charge that I think you 
would agree it's an inefficient way on which to allocate resources and 
on which to base operations; and then looking at it from the standpoint 
of the people who want to do this in the private sector, they still have 
to c?mpete with the Federal Reserve which makes an implicit charge 
for its member banks but nevertheless makes it very difficult for them 
to have to charge themselves with the specific service, or impossible. 

Mr. COLDWELL. You say that it is an indirect or indefinite charge. I 
would agree in the sense that we have not attempted to designate a por-
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tion of required reserves as compensating for each particular servJce: 
amount A for discount privileges, amount B for payments serVIces, 
and so on. But the charge to the member bank represents a very real 
and definite cost. At present roughly $25 billion is held by the members 
in non-interest-bearing reserve balances at the Reserve Banks. Apply­
ing a market rate to those balances, even one as low as 5 percent, results 
in an estimate that at least a billion dollars of gross interest earnings 
are being foregone by the member banks. That seems to me to be a 
very heavy charge on the membership of the Federal Reserve, and that 
is the charge that the member banks are paying for the privilege of 
coming to us for payments service, for discount window access, and so 
forth. It is true that the charge is not levied on a per unit basis, but 
there surely is a definite charge. 

The CHAIRMAN. How many banks are members of the Federal 
Reserve? 

Mr. CoLDWELL. We have about 1,000 State members and . all the 
national banks, for a total of about 5,500 banks. 

The CHAIRMAN. 180 you have a situation where a minority of banks 
in numbers, although holding ma:vbe two-thirds of the assets of the 
banks in the country, are members. Is that right? 

Mr. COLDWELL. Right. 
The CHAIRMAN. Doesn't that seem to be an inefficient way to operate 

this system? Wouldn't it be far better if it was unbundled and priced 
and every bank therefore would be able to have a specific price for a 
particular service? · 

Mr. CoLDWELL. Given my caveats about the public interest, yes, I 
would prefer a direct charge arrangement. 

The CHAIRMAN. When you made this statement in 1976 about a year 
ago, what did you have in mind? You said, "promised pricing schedule 
for users of its check and electronic clearing and settlement facilities." 

Mr. COLDWELL. At the time, we were-and still are-very closely 
involved in the development of a pricing mechanism for checks and 
ACH's. In the interim period we lost a very large number of member 
banks and the focus of the System had to shift to consideration of how 
much loss we were willing to allow and whether it was in the public 
interest to have continued erosion in members.hip. So in effect, we had 
to defer our pricing decision until we looked at the membership 
question. 

The CHAIRMAN. When you say members of the Federal Reserve and 
then cover all the national.banks, you're talking not only about mem­
bers of the Federal Reserve but the national banks which are really not 
under your jurisdiction, at least for examination purposes. 

Mr. COLDWELL. No ; they are not for examination purposes, but they 
do maintain reserves. 

The CHAIRMAN. And you feel that the national banks would give up 
their status? 

Mr. COLDWELL. We have seen a sizable conversion from national to 
State chartered banks just for that purpose. 

The CHAIRMAN. Large banks? . 
Mr. ComWELL. Not primarily large banks, although some of the 

more recent withdrawals have reached into the range of $400 to $500 
million in assets. 

The CHAIRMAN. Well, I have other questions that I want to follow 
up. My time is up. Senator Lugar. 
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Senator LuoAR. Thank you, Mr. Chairman. 
Governor Coldwell, in your testimony you mentioned that something 

close to 40 pereent of all checks are cleared through the Federal Re­
serve System. I had not seen that figure before and so my first question 
just simply comes from that point. Why is it necessary for the Federal 
Reserv~System to be involved that extensively in check clearing i Your 
testimony is that it's only a bit less than 40 percent. I suppose my ques­
tion, having heard the testimony of the people from clearinghouses 
and other associations we heard yesterday, is to have the notion that in 
fact a great deal more of this· check ciearing might occur through 
enterprises other than the Federal Reserve and that this might be a 
desirable thing to happen. 

In your judgment, is that a fair ·assumption or not. Given your 
druthers, would you prefer that the Federal Reserve System was less 
extensively involved in the switching operations a,nd more extensively 
involved simply in setting policy for the various types of clearing­
house situations that might occur and let private enterprise handle the 
clearing functions generally i 

Mr. CornwELL. My preference would be that the Federal Reserve not 
be operationally involved any more than is necessary for the public 
interest. That means that we nave to be sure that the private organiza­
tions can do the jobs that we are now doing, which in turn means that 
private organizations must be willing (A) to collect at par, (B) to 
make a transfer of credit immediatelv or within a short time schedule 
as we do, and (C) to provide a basic-level of payments services to all 
financial institutions and thus to everybody in this country. If we can 
be assured that the private organizations can do that within the frame­
work of our antitrust laws and the public interest as pereeived at that 
time, I am willing to have the Federal Reserve System diminish its 
operational role. · 

You have correctly observed that approximately 40 percent of all 
checks written are cleared through the Federal Reserve System. The 
primary reason for handling this relatively large proportion relates to 
providing for clearing checks between banks not linked by existing 
private sector clearing arrangements. Virtually all checks cleared be­
tween banks located in the same major cities are cleared directly be­
tween such banks. In fact, the Federal Reserve will not accept checks 
which can be exchanged directly between such banks. Where no clear­
ing arrangements exist between banks, either through correspondent or 
~learinghouse, the Federal Reserve provides the check collection serv­
ice. For example, a check deposited in Washington ·or Chicago drawn 
on ·a bank in the territory served by the Federal Reserve Bank of 
Philadelphia would normally clear through the Federal Reserve check 
collection system. Federal Reserve offices are located in 48 major trade 
areas, allowing us readily to handle checks received from most member 
banks and to collect those checks from any financial institution in the 
Nation. We know of no private endeavors simi]arly prepared to col­
lect checks from all the banks and thrift institutions in the Nation. 
There is no way to know whether the private sector could or would 
provide such a service. 

We are hearing a lot about private endeavors handling ACH and 
wire transfer operations, which is a kind of next step in the payments 
mechanism. There we have been subiect to two different views on this 
issue. The National Automated Clearing House Association 
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(NACHA) wants us in this field, and in the early sta~s of the effort 
to develop ACHs they came to us and asked us to provide these facili­
ties. We agreed to do so, largely because it was a fairly small expense; 
our equipment was already in place; and we are using our same courier 
services to deliver the tapes as we did to deliver the checks. 

We have been ·asked on occasion to permit the private organizations 
to handle Federal recurring payments, such as social security pay­
ments. The answer is that the Federal recurring payments program is 
administered by the U.S. Treasury with the Federal Reserve acting ·as 
its agent in making these payments. 

A similar new service requested by the Treasury involves truncation 
of paid Treasurer's-checks at Federal Reserve Banks. Under this pro­
gram, only microfilm •and magnetic tape images of the checks would be 
forwarded to the Treasury. Truncation promises to reduce processing 
time ·and make possible improved service to payment recipients whose 
checks are reported lost. Faster processing will also assist the Treasury 
in controlling issuance of duplicate checks in these cases where the 
check for which a duplicate is requested was not really lost. 

These are examples of the kinds of things the Treasury expects of 
the Federal Reserve. They would expect the same.of private organiza­
tions seeking to undertake these arrangements, and the private sector 
would have to gear up to meet these requirements if they •are to take 
over. The Treasury makes the determination as to the service, the 
compensation, and the provider of each such service. 

Senator LuoAR. The Treasury could make a determination if it 
say the mechanisms there that these private groups could handle it 1 
In other words, by statute, the Federal Reserve is not mandated nor 
is there any necessary connection between these recurring Federal 
payments and the Federal Reserve handling them 1 

Mr. CoLDWELL. No; except the sub-Treasury conversion in 1919-
1920. That would have to be changed, but it would be a matter for 
Congress to determine. 

Senator LUGAR. Because clearly these recurring Federal payments 
are an enormous volume. I think we heard testimony yesterday about 
how important they would be to these fledgling efforts-some of 
them not fledgling. In essence, your testimony is that ·as a Governor 
of the Federal Reserve, you are prepared to try to diminish the amount 
of clearing the System has provided, that there are linkages with 
the ACH's and with other transfer situations around the country, 
and that it's been the policy of the Federal Reserve System to 
strengthen these situations i 

Mr. COLDWELL. We are strengthening them in the public interest. 
We have a very difficult decision coming at us through the latter part 
of this year. As you probably know, we have been running a pilot 
study on handling interdistrict ACH payments. 

Senator LUGAR. Yes. 
Mr. COLDWELL. We have run this pilot studv for several months. 

It has worked out well, as we had expected. We are faced with a 
decision: whether to go ahead and mount an interdistrict ACH pro­
gram for the entire Nation, or to leave these payment arrangements 
to the private sector. We are getting conflicting advice on this matter. 
The NACHA would like to have us establish a nationwide interdistrict 
ACH program. The private groups, so far, have not been able to 
show us that they can handle this arrangement. Maybe they have 
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not studied it thoroughly enough. There is a question of whether. 
the public interest is best served by another year or two of delay 
while the private sector gets geared up for this jf they can, or should 
the system go ahead now and provide the service in the expectation 
of turning it over to the private sector if and when they are ready 
and able to provide the service i 

Senator LUGAR. I apprecia,te your answer because it does frame an 
i~sue for the private people to think about, perhaps a challenge, 
literally in the words you have just spoken whioh may be helpful 
in some of their decisionmaking and testimony . 
. M~. COLDWELL. It was exactly that challenge to which I was refer­

rmg m my speech a year ago. 
Senator LUGAR. Yes. Let me ask this question, and advise me if 

this notion is untrue, but as I read about the extent of the Federal 
Reserve's activity in clearing and then the final portions of your 
testimony sta,rting on about page 18 or 19 on the NOW account and 
title II of S. 2055, when you say that "the Board believes that title 
II is the best presently ·available alternative for resolving the mem­
bership problem and we trust that it will be enacted," it seems to me 
that again and again we get back to the membership problem, the' fact 
that there has to be members and policy if the FRB is to make the 
impact that you want and that we all want as a matter of public 
policy. 

Without debating whether title II of S. 2055 is the best alternative 
or not, there is no desire on your part, is there, to retain all of these 
clearing functions so as to retain members~ In other words, is there 
a correlation here that you would like to keep everybody in the fold 
in some fashion as opposed to dispersing too many responsibilities 
out so there's some dependence or at least some good feeling on the 
part of banks that want to stay with you on membership because you're 
handling the clearing situations i 

Mr. COLDWELL. I do not believe that rationale would be applicable 
to our check-clearing- operations, if the burden of membership were 
removed, for several reasons: ( 1) normal operational problems asso­
ciated with check operations such as adjustments, late delivery, et cet­
era, tend to ag-gravate banks; (2) certain checks, particularly those 
drawn on banks in the same city cannot be collected through the Fed­
eral Reserve; and (3) a significant number of checks are cleared out­
side the Federal Reserve today, and there are no requirements that 
would limit such external check clearings. But in the absence of action 
to remove the burden, the check-clearing services are very important 
for retaining membership. 

Senator LUGAR. In other words, it wouldn't hurt vour membership 
situation if you're snccessful in dispersing responsibility broadly and 
the number of clearings goes down from 40 to 30 or 20 to 10-that 
this is incidental to the membership problem~ 

Mr. CoLDWELL. I believe the extent of our check clearings are 
incidental to membership so long as we neither force checks out of 
our clearing svstem nor establish pricing before the membership 
burden is elim1nated. The Federal Reserve membership problem is 
not directly related to payments mechanism operations, a large num­
ber of member b1rnks do not directly clear any checks throuO'h the 
Federal Reserve. However, the banks which do clear checks directly 
perceive that service as being more tha.n adequately paid for through 
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their reserves. Any attempt to shift check-clearing proportions with­
out first eliminating the reserve burden would result in membership 
attrition. 

My first preference to eliminate the reserve burden, as implied in my 
testimony, is not payment of interest on reserve accounts; it is uniform, 
universal reserve requirements which I do not think has any member­
ship connotation to it, although I am sure that others would disagree 
with that rather vigorously. 

Senator LuoAR. Thank you. 
The CHAIRMAN. If you had those uniform reserve requirements, 

they could be considerably lower than they are now I take it. 
Mr. COLDWELL. Yes, sir. 
The CHAIRMAN. If you covered everybody-­
Mr. COLDWELL. I would be willing to see 7 percent. 
The CHAIRMAN. It might be even lower than that if they were 

universal. 
Mr. COLDWELL. It might be. 
The CHAIRMAN. The fear, and it's a justifiable and understandable 

fear, especially on the part of small banks which have a lower re­
serve requirement-as we all know, 7 percent-is that they would be 
caught in a net and eventually their reserve requirements would be 
higher and I think the fact is if there were universal requirements in 
order to have a consistent and effective monetary policy that you 
could then follow a policy of having lower reserve requirements, then 
monetary policy would be effective. 

Mr. COLDWELL. And as long as we had a slight margin of flexibility, 
I do!1't think any of us would ask for authority to increase reserve 
reqmrements to 15 or 20 percent. 

The CHAIRMAN. You appreciate how difficult a political problem 
that is and I wouldn't say we would be able to get that through at all. 

Mr. COLDWELL. We ha've not convinced Congress of the need to the 
point where it is willing to take action. 

The CHAIRMAN. At any rate, if the charges for services were made 
at the market rate, it's my conviction that there would be ample rev­
enues to pay interest on reserves and therefore you wouldn't have a 
membership problem if you could do that. It's a matter of which 
comes first, the chicken or the egg. 

Mr. CoLDWELL. Perhaps, to some extent it is a chicken and egg 
situation. However, the burden of membership would still remain. At 
the present time, member banks are paying for the services in the form 
of required reserves. If charges were imposed, they would be paying 
for the services twice. If revenues from the charges then returned to 
the members in the form of interest on required reserves, the members 
wou]d sti11 be in essentially the same position they are in today. They 
would still be paying the cost of reserves, while nonmembers do not 
have to pay that cost and, thus. there is a burden to membership. The 
banks would seek to pass the charges on to their customers, but they 
could not fu]ly do so. 

The CHAIRMAN. It would vary, but if you were able to pay interest 
on your reserves, that's what I'm saving--

Mr. COLDWELL. That may offset it. 
The CHAIRMAN. And the resistance that I have and many people in 

Con~ess have and the public would have is thev don't want to see 
the Congress paying the banks hundreds of millions of dollars they 
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don't pay now. It's a tough one to explain. On the other hand, if we 
get in charges for the services that are now provided without charge, 
that would mean that the public would not be affected. They wouldn't 
lose. In fact, they might even gain a little revenue. It would balance 
out. 

Mr. COLDWELL. It obviously depends on the balance of it. 
The CHAIRMAN. Governor, the Federal Reserve is in a monopoly 

position in providing payment services, yet there's no proof that a 
Federal Government monopoly is justified. What "steps has the Fed­
eral Reserve taken to foster private sector initiatives in the payment 
mechanism i Are any steps planned to do that i 

Mr. COLDWELL. We have taken a large variety of steps over the past 
years. I will not bore you with history, but there have been a variety 
of different projects such as the Tulsa experiment of check consolida­
tion, the Duluth experiment, and the assistance we granted both Chi­
cago and New York in forming their own private ACH arrange­
ments. We have not been resistant to the idea that the private sector 
should work in this field. What we have said is that it is in the public 
interest to have a variety of alternatives and that the alternative 
which government provides in this particular case does permit the 
public interest to be served. . 

Whether this jg done by direct operations or by a whole new series of 
regulations is a different matter. 

The CHAIRMAN. Well, yesterday Mr. ·Lee of the New York Clearing 
House Association and Mr. Romberg of the Bankwire and Mr. Diss­
meyer also of the National Automated Clearing House Association 
indicated that they felt that those private sector initiatives which 
would foster and assist them were either being taken reluctantly, 
piggyback on-the courier service is one Mr. Lee suggested he said 
that came in but it came in rather slowly and then it wasn't efficient. 
At any rate, they felt that there were not adequate actions by the 
Federal Reserve. 

Mr. COLDWELL. May I comment on that i 
The CHAIRMAN. Do you have occasion to talk with these peoplei 

Tihey impressed me as being extraordinarily able and thoughtful and 
sincere people. They feel they are running a very tight ship, ·as they 
put it, an efficient operation. Do you or other executives of the Federal 
Reserve have any occasion for discussing these matters and seeing what 
can be done to make the Federal Reserve more helpful in assisting the 
private sector operators to do more and operate more efficiently i 

Mr. Cm..nWELL. Our staff is in constant contact with the NACHA 
grouo, the Bankwire group, the ABA, and other trade associations 
which are attempting to do some of these things. 

The CHAIRMAN. Let me ¢ve you a specific example. Yesterday 
Mr. Romberg, president of the corporation that runs the Bankwire, 
said thev had been trying for 18 months to arrange access with the 
Federal Reserve for net settlement. Do you know about this i Can you 
tt>lJ the committee whv Bankwire has not gained the interface in 
order to complete with the Fed wire i 

Mr. Cm,DWELL. Discussion with Bankwire to provide settlement be­
tween Federal Reserve member banks which are also subscribers to 
Bankwire din be¢n some time auo. The initial discussions were pre­
liminary, inform$1tive exchanges. but no formal proposal was made 
until some time this year. Currently, the proposal calls for a net settle-
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ment through charges and credits to member bank reserve accounts. 
We are proceeding c_are~ully. Bankwire is_ the !irst nonmember bank 
private sector orgamzat1on to req~est nat1onw1de net s~ttlement au­
thority; others may well follow its lead. The operation proposed 
appears quite straightforward, but it will establish a precedent. Agree­
ment to provide the service involves a series 0£ policy decisions on 
matters including operations, procedures, security, and member bank 
reserve maintenance. I am sure that you would want us to be extremely 
careful about the duties and responsibilities in a legal sense between 
the Federal Reserve and a private organization like Bankwire, where 
the private organization would acquire the authority to order us to 
make a change in a private bank's reserve account. Perhaps considera­
tion 0£ these issues could have been more rapid; but as I recall, the 
last meeting was just a. week ago and final recommendations £or action 
are nearly complete. 

The CHAIRMAN. Is it necessary £or the Federal Reserve to perform 
both clearing and settlement 0£ checks and ACH items 1 I see from the 
American Banker article that I referred to that you said you could 
agree to a congressional decision that the Fed should provide only 
settlement services. Should we do that and what are the pros and 
cons1 

Mr. CowWELL. I think I could agree to that as a theoretical prop­
osition, as I responded to Senator Lugar, if the private organizations 
ca.n assure us that (a) they are going to provide a basic minimum 
of: services to all banks and all citizens of this country; (b) are going 
to collect all checks at par; and ( c) are going to provide a settlement 
arrangement whereby the credit is passed on a schedule very rapidly, 
as we do. We do not defer settlement £or more than 2 days £or checks. 
Some checks, such ·as those involved in delayed disbursing techniques, 
require relatively long periods of time to clear. To allow £or collection 
time and the potential return of dishonored checks, consumers are 
sometimes asked by their banks to wait as long as 25 days before the 
funds are made available to them. I submit that these practices, when 
they affect consumers, are not in the public interest. 

The CHAIRMAN. One of the problems here is the Federal Reserve 
seems to be moving to expand its operations and to make commitments 
on equipment that would imply that you expect to do a bigger job in 
this area where the private sector would like to move in and compete. 

For instance, I understand that the Federal Reserve includes the 
main system at Culpeper, Va. How extensive are your plans to improve 
your systems, and what would be the cost for the new capital equip­
ment 1 

Mr. CowWELL. We are in the process of studying not only our com­
munications equipment, but also our data processing equipment. They 
are interrelated, as one would suspect. 

Some changes in the Federal Reserve communication system arrange­
ment would be required in connection with the interregional ACH pro­
gram, to which I referred in response to Senator Lugar's question. As 
I mentioned there, if we undertake to support that program, we would 
have to have the capability to do so. We think the capability is in place 
right now to handle most 0£ those interdistrict ACH items. However, 
we would plan to insure our capability to support the programs by tak­
ing advantage of modern technology to enlarge our line capacity 
sharply at modest cost. 
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Other changes in the communications system may be necessary for 
purposes other than the ACH operation. We have to transfer a lar.ge 
and growing capacity of monetary policy data over those wires. Our 
administrative and management information requirements are grow­
ing and demand enlarged capacity. As far as costs are concerned, I 
cannot tell you, because we have not finished the study yet. 

The CHAIRMAN. Have you had any occasion to work with the private 
users in the design of the new systems to see that their needs will be 
met? 

Mr. COLDWELL. I cannot say that we have gone directly to private 
users in a formal way, because this is a service that operates within the 
Federal Reserve System. As a service to member banks and to reduce 
System expense, member banks having large volumes of transfers of 
funds and securities are permitted to install terminals or computers 
connected to the System's communications arrangement. The Reserve 
banks consult regularly on an informal basis with member banks about 
the terminals they attach, the service available through those termi­
nals, the security of the network, and technical improvements that can 
benefit both the members and the System. We have attempted to get 
information from the member banks and to guide them as to the best 
type of terminal and line for transmission of the information they have 
to send to the Reserve bank. 

The CHAIRMAN. Would you consider the following type of systems 
for required reserves : reserves that the Federal Reserve banks would 
be separated into two portions, check balances which also might be com­
pensating balances, and reserves, on the other hand, strictly for mone­
tary policy purposes? The latter, the monetary policy reserves, would 
be lower than the current requirements, at least initially, and uniform 
for all banks regardless of size. 

Mr. COLDWELL. And all depository institutions having third-party 
payment powers? 

The CHAIRMAN. Yes. Interest could be paid on the compensating 
balance_ portion. 

Mr. COLDWELL. That does not strike me as an unreasonable proposi­
tion, provided that all institutions bear an equal proportion of the 
monetary policy portion of the balances. Then they would all be get­
ting payment back on the same basis, so there would be no net advan­
tage to nonmembership. If there is going to be a reserve requirement 
for services, are you· expecting us to put pricing on top of that j If so, 
the burden to the member banks would be aoubled. 

The CHAIRMAN. Well, I said reserve requirements for monetary pol­
icy would be lower. 

Mr. COLDWELL. Yes, but would it be lower for everybody in terms of 
equity between member and nonmember j Would you wipe out any bur­
den for the membership in terms of monetary policy reserves? 

The CHAIRMAN. That's right. 
Mr. COLDWELL. If additional reserves were maintained as compensa­

tion for services-in addition to monetary policy reserves-those ad­
ditional reserves would have to be imposed on all institutions having 
access. Otherwise, there would be a discrete charge imposed on the 
group holding monetary policy reserves. 

The CHAIRMAN. Everybody who wanted the services provided that 
way would put up a balance. 'fhose who didn't would not. 
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Mr. CoLDWELL. In other words, you would have no reserve require­
ment for payment services j 

The CHAIRMAN. Except for monetary policy purposes. 
Mr. CoLDWELL. I am willing to accept that, Mr. Chairm~n, altho~gh 

I am not sure about my colleagues. I would have to do a httle "selling 
job," I think, but the majority of them probably would be J?erfectly 
willing to accept a monetary policy reserve on a uniform basis for all 
depository institutions. Then we could go into direct pricing for all of 
our services. I am not quite sure how to price discounts, but that would 
have to be considered. 

The CHAIRMAN. I just have a couple more questions. I appreciate 
your responsiveness. On page 9 you say : 

Access arrangement to ACH facilities are equitable, and we do not believe that 
any depository institution has suffered serious competitive disadvantage because 
of this policy. 

Now, apparently the Justice Department's Antitrust Division dis­
agrees. In April of this year an antitrust complaint was filed against 
the Rocky Mountain ACH alleging a conspiracy in constraint of trade. 
The complaint stated that the Fed provided operational support to the 
ACH and that restrictions on thrift access to the ACH disadvanta~d 
these institutions in favor of commercial banks. In response to my in­
quiry, Chairman Burns on June 3 of this year listed 11 Federal Re­
serve offices that provide services to ACH associations that do not ad­
mit thrifts. 

My question is this : In the light of the record, shouldn't the Fed 
reexamine its policy that results in discrimination in the operation of 
ACH'si 

Mr. COLDWELL. Mr. Chairman, I think you know that the ACH's 
involved in the Justice Department's criticism have now amended their 
rules to permit full access to depository institutions-thrifts as well as 
banks. 

The CHAIRMAN. Is that for all the ACH'si 
Mr. Cm.DWELL. The two which were sued-Rocky Mountain and 

California--
The CHAIRMAN. How about the others j 
Mr. COLDWELL. Now I think the majority are on total access. Let me 

check with our staff. 
The CHAIRMAN. Stand up and identify yourself·, please. 
Mr. COLDWELL. Mr. Bundy. 
Mr. BuNDY. It's our understa~ding that the majority of the ACH's 

are now moving to change their rules in light of the Justice Depart­
ment action. 

Mr. COLDWELL. They have not yet chan~ed according to him. 
The CHAIRMAN. But here you have a determination by the Justice 

Department and acquiescence by the two ACH's that were involved, 
and now we hear that a majority, not all, but a majoritv are consider­
ing the possibility of it being available to the thrifts. Why shouldn't 
that be universal i 

Mr. COLDWELL. I think It is likely to be universal. I think it is a 
matter of timing, they just have not done it. 
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The CHAIRMAN. Why shouldn't the Fed require equal access1 
Mr. COLDWELL. We have not seen fit to require equal access because 

we are dealing with an association of institutions which voluntarily 
organized themselves and put up the money to accomplish this purpose. 
We said that we would make available our clearing and access facilities 
to members of that Association and all member banks. We thought it 
was up to the ACH's to set their own membership rules, and they have 

done so. 
The CHAIRMAN. What I'm talking about is whether or not you should 

require acquiescence to the law in view of the fact the decision was 
made. 

Mr. COLDWELL. The Department of Justice clearly is enforcing the 
antitrust laws, wh:ich is their responsibility rather than the Federal 
Reserve's. 

The CHAIRMAN. Well, the Justice Department acted and they won 
the case and that made it clear. It seems clear now that the law has been 
clarified that the Fed has the responsibility to see that the ACH's 
comply with the law. Isn't that right i 

Mr. CoLDWELL. We certainly have used moral suasion without actu­
ally requiring it, Mr. Chairman. We have asked the individual ACH's 
to admit everybody. 

The CHAIRMAN. Well, it's hard for me to understand why the Fed 
shouldn't require acquiescence to the law and inform them what the law 
is and indicate that this would be expected. It's pointed out that the 
Fed isn't hands-off here. It provides services-a listing of 11 Federal 
offices that provide services to ACH '~ciations that do not admit 
thrifts. 

Mr. COLDWELL. And I think the response given by Mr. Brundy 
would indicate that those associations are all considering a move into 
full compliance. 

The CHAIRMAN. He didn't say all. He said the majority are con­
sidering. 

Mr. COLDWELL. As a practical matter, I think they are all going to 
move in that direction. 

The CHAIRMAN. I would hope so. 
Thank you very much, Governor Coldwell, for your usual fine ex­

cellent appearance and your responsiveness. We may disagree on some 
things, but I admire your ability and your candor. 

Mr. COLDWELL. Thank you, Mr. Chairman. 
The CHAIRMAN. Our next two witnesses will appear together, Dr. 

Charles Haywood, accompanied by Mr. Thomas Rideout; and we ·also 
have Mr. Leif Olsen, senior vice president and economist for Citibank 
who is appearing at the same time. Now to assist you gentlemen we 
are going to do you a favor by running the lights so you will know 
how much time you have and you can be guided ·accordingly. The green 
light will be on when you start and then the yellow light after 9 min­
utes will !be on for 1 minute, and then the stoplight goes on or the red 
light and we hope you won't run the stoplight. Dr. Haywood, go right 
ahead, sir. 
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STATEMENT OF CHARLES F. HAYWOOD, PROFESSOR, DEPARTMENT 
OF ECONOMICS, UNIVERSITY OF KENTUCKY; ACCOMPANIED BY 
THOMAS P. RIDEOUT, SENIOR VICE PRESIDENT, WACHOVIA BANK 
& TRUST CO., WINSTON-SALEM, N.C., REPRESENTING AMERICAN 
BANKERS ASSOCIATION 

Mr. HAYWOOD. Mr. Chairman, Senator Lugar, I am Charles Hay­
wood, professor of economics at the University of Kentucky, and I 
have been asked to appear here today on behalf of the American Bank­
ers Association and, as the chairman has .indicated, I'm accompanied 
by Mr. Thomas Rideout. Mr. Rideout is senior vice president of the 
Wachovia Bank & Trust Co., Winston-Salem, N.C., and a mem­
ber of the executive committee of the correspondent banking division 
of the American Bankers Association. 

We certainly welcome this opportunity to testify on the role of the 
Federal Reserve in providing payments mechanism services. 

We have filed a written statement and I'm just going to hit a few 
high points if I may, Mr. Chairman, and not try to cover the statement 
in full. 

In our statement we have tried to be responsive to several questions 
posed in the announcement of these_ hearings. And one of these ques­
tions, the first one I believe, asked whether the-provision of payment 
services by the Federal Reserve is a necessary and appropriate func­
tion of the Nation's central bank. 

We think that the provision of payment services is not a necessary 
function for the Federal Reserve in its capacity as the Nation's cen­
tral bank. 

As to the question of whether or not it is an appropriate function, 
I think our position would be that the Federal Reserve has provided 
various payments services ovel' the past 60 or some years that have in 
various ways contributed to the efficient functioning of our financial 
system. We certainly would not say that the provision of these services 
has lbeen inappropriate. We would not recommend that the Federal 
Reserve get out of the payments business to the extent that it con­
tributes to an efficient functioning of our .financial system. Certainly if 
the Federal Reserve were to withdraw from the payments services 
business it would be a very difficult ·adjustment for the system, although 
we think that in time it would adjust. So I think whether providing 
these services is or is not appropriate depends in large part upon the 
kinds of services, how they are provided, and under what circum­
stances, and what prices might be charged for them in the future. 

On the question of the pricing ·of Federal Reserve services, we see 
several difficulties. First is, of course, the difficulty of trying to esti­
mate what the cost of the services are. The Federal Reserve, as the 
Nation's monetary authority, does many things that go beyond these 
payments services. The Federal Reserve is also involved in extensive 
regulatory and supervisory activities, and how to ,allocate out the 
overhead costs that might be involved would, we think, be a very diffi­
cult task, but not an impossible one. One can always come down, in 
the last analysis, I suppose, with some arbitrary allocation, as is often 
done in cost allocation systems. 

The question of the pricing then is, if these services are to be priced, 
should they be priced in a way that approximates what the services 
would cost if provided lby the private sector 1 

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



165 

Now that also would be difficult to estimare so long as the Federal 
Reserve is in the picture. That is, if the Federal Reserve were not pro­
viding these services at zero marginal cost, then the private sector 
would be providing them under some competitive system and we 
would see what the privare sector costs would be. But as long as the 
Federal Reserve is in the picture, it's awfully difficult to say what the 
costs would be for the services to be provided by the privare sector. 

However, we think that should be a guideline in thinking about 
how the services might be priced. That 1s, any pricing scheme that 
might be developed should be one that is aimed at stimulating com­
petition, at providing opportunity for competition £or the ·develop­
ment of privare sources of services to a greater exrent than has been 
developed thus far. 

The question was also posed in the announcement of these hearings 
about access to the Federal Reserve services. 

As has been pointed out here this morning, access today is based upon 
the maintenance of a reserve balance. And that has been imposing an 
increasingly large burden on the member banks relative to their reve­
nues and other expenses. 

We think that the question of access cannot really be meaningfully 
addressed until something is done about the excessive burden of 
reserve requirements on member banks. 

So long as we have our present reserve requirement system, we think 
that direct access to the Federal Reserve services should be limited to 
member banks. 

In our statement we consider various ways in which the pricing of 
Federal Reserve services may involve costs or benefits to our financial 
system and to our economy. 

I am going to skip over those, because I think that those have formed 
a good deal of the substance of the questions that have been posed al­
ready in this hearing, and address a further aspect that was raised in 
the letter to us, and that is what is the impact of the Federal Reserve's 
current role in the payments mechanism on corresponding banking. 

I think what we see today is a rather extensive private system of 
check collection that has developed through the correspondent banks 
and is in £act competing with the Federal Reserve, despite the way 
in which the Federal Reserve prices its services on a zero marginal 
cost basis. 

In thinking about what the impact might be if we were to change 
the Federal Reserve's pricing arrangement, we could look at several 
alternatives. I£ the Fed's services were priced at zero with unlimited 
access for all financial institutions, there obviously would be no incen­
tive for the private sector to compete in the payments system mecha­
nism. I£ the Federal Reserve gave its services away free to everybody, 
that would be pretty hard to compete with. 

H the Federal Reserve priced its services on the basis of a one-time 
fixed entry fee, with prices based on marginal costs thereafter, that 
system would be similar to the present one. That is, reserve balances 
that must be maintained by member banks are in effect an entry fee: 
Once you get into the store, everything else is free. 

The Federal Reserve could have a scheme where it priced services 
on a marginal cost basis; assuming that there are economies of scale 
!n this type of <_>pera~ion. Then the prices could be very low and declin­
mg on a per umt basis. 
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So it might approximate what we have today. In that case, we would 
find that the relationship between the private and public sector would 
probably be about what it is today, with some private competition. But 
it would be difficult to match the FederalReserve, as its_prices would 
decline toward zero. 

Pricing on the basis of what it would cost the banks to provide the 
service would clearly be of the most conducive situation to the develop­
ment of private sources of funds. 

To sum up several points here, in a paper that covers a number of 
things, what we are saying is reserve requirements today are clearly too 
high. The Federal Reserve has been providing services at below cost 
in an attempt to reduce the burden of these excess reserve requirements. 
And it may be that the Federal Reserve is considering expansion of 
services, as a way of further reducing this burden and thereby hope­
fully alleviatin~ its membership problems. 

We would pomt out that the membership problem could be resolved 
to a significant extent by reduction of reserve requirements. 

Thank you. 
[The complete statement of Dr. Haywood follows:] 
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STATEMENT OF THE 

AMERICAN BANKERS ASSOCIATION 

Mr. Chairman and members of the Committee, I am Charles F. Haywood, 

Professor of Economics at the University of Kentucky. I am appearing today 

on behalf of the American Bankers Association, and am accompanied by Thomas 

Rideout, Senior Vice President, Wachovia Bank & Trust Company, N. A., Winston­

Salem, North Carolina and a member of the Executive Committee of the Correspon­

dent Banking Division of the American Bankers Association. We welcome the 

opportunity to testify before your committee on the role of the Federal Reserve 

in providing payments mechanism services. The question was fundamental in the 

minds of policy makers when the Federal Reserve was originally set up, and is of 

continuing importance today, particularly in light of the development of new 

electronic forms of payment services. 

The Provision of Payment Services by the Federal Reserve 
in its Capacity as the Nation's Central Bank 

The provision of payment services is not a necessary function for the 

Federal Reserve in its capacity as the nation's central bank. The only nec­

cessary function for the nation's central bank is the management of monetary 

policy. In today's economy, we can see no inherent reason why the provision 

of payments services must be exercised by the central bank in order to perform 

this function. 

However, at the time of the founding of the Federal Reserve, it was deemed 

appropriate for it to perform a variety of payments services and it has traditionally 

done so. Before discussing the appropriateness of this role today, it will be 

useful to review some of the services provided by the Fed, and some of the historical 

factors which prompted it to provide payments services. 

The Federal Reserve system augments the collection of checks on a nationwide 

basis through its unique branching network throughout the country. While the vast 

majority of checks are cleared by direct exchanges between banks, the Federal 
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Reserves provides a utility for interstate exchange not currently available 

in the private sector. It is useful to note, however, that many of the large 

banks have in recent years elected to bypass the Fed in favor in direct present­

ment of items even to far remote cities. 

The Automated Clearing Houses operated in several cities by the Federal 

Reserve have allowed an orderly transition toward electronic funds transfer 

and benefited the American people by allowing the Treasury to speed payments 

and reduce costs of processing Treasury payments. The Fed has been instTlll!lental 

in helping to develop this service. 

The Fed WIRE, which allows the rapid transfer of funds from city to city, 

has been greatly enhanced in recent years. It allows major transfers of funds 

to occur quickly and safely outside the check collection system. 

Through its Coin and Currency operations, the Federal Reserve provides 

the distribution networks for new cash from the Treasury into the hands of 

American people and the collection system for worn and multilated currency. 

One of the reasons the Federal Reserve was established was because the 

Congress perceived the public interest to be served by the establishment of a 

uniform national currency. In response to this concern, the Fed adopted a delib­

erate policy of attempting to eliminate non-par banking, the system whereby re­

cepients of payments by check were charged fees for the privilege of depositing 

those checks in their bank accounts. For the most part, this effort was success­

ful. Non-par banking was disliked because, at the time of the establishment of 

the Federal Reserve, our financial system had evolved to the point where checks 

were considered to be a substitute for currency. People felt that, if the value 

of a dollar used in a transaction was unrelated to the distance between transacting 

parties, the same should be true of a check. Also, there was a general belief that 
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non-par banking encouraged an inefficient payments system, as checks tended 

to take very circuitous clearing routes in the attempt to avoid exchange fees. 

Problems of bank soundness were, in some cases also associated with the high 

costs and inefficiencies of check clearing. The establishment of the Federal 

Reserve, with a system of required clearing balances for member banks, and the 

provision of free clearing services to them, did much to restore public confidence 

in the efficiency and soundness of our payments system. Thus, one of the reasons 

the Federal Reserve was established was because Congress perceived a role that 

was not being fulfilled by the private sector. 

In today's world, however, there is an active and efficient payments 

mechanism provided by the private sector. While we would certainly not recommend 

that the Fed get out of the payments business entirely, it is not clear what the 

appropriate role for the Federal Reserve in the provision of payments services is. 

A complete withdrawal of the Fed from the payments business would be a wrenching 

experience for the banking system and should be done on a gradual basis, if at all. 

Nevertheless, we must note that more and more banks are finding Federal Reserve 

services less valuable relative to the reserves they must hold, and are withdraw­

ing from the System. Surely this calls into question the appropriateness of the 

Federal Reserve in providing payments services today. Of course, one of the reasons 

Federal Reserve services are becoming less valuable to banks is the manner in which 

they are implicitly priced. Banks that are willing to bear the excessive burden 

of reserve requirements are given the services free. Other banks generally, do 

not obtain services from the Fed at all. A second factor lessening the value of 

the Federal Reserve membership has been the innovativeness of the private sector 

in providing payments services. As the income lost from investment in non-interest 

bearing reserves has become more and more costly, the private sector has become 
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more efficient in the provision payments services and its market has expanded. 

In fact, some payments services, such as the bank card, have developed entirely 

in the private sector and have become very popular and cost-effective. This 

innovativeness in the private sector would also seem to call into question the 

appropriateness of the Federal Reserve•s role in providing payments services. 

In addition, we foresee several difficulties in pricing of existing Federal 

Reserve services, and the provision of new ones. The problem of determining proper 

cost allocations is bad enough for regulators of private firms. For the Federal 

Reserve with its unique monopoly power to create money and its responsibility for 

administering monetary policy, the situation would seem nearly impossible. How 

does one allocate overhead costs among such diverse activities as the administra­

tion of the monetary policy through open market operations, the provision of 

services as fiscal agent for the Federal Government, the supervision of state­

chartered member banks, the regulation of bank holding company activities, and 

the provision of payments services which also can be provided by private banks? 

Even if all the relevant data were know, we can think of no way to do this one 

on a rational basis. Indeed, as new payments system evolves, it becomes more 

and more difficult to even know the relevant data. And the relevant data must 

be known if Federal Reserve involvement in a particular acitvity is to be justified 

on the basis that the private sector is not providing adequate service. 

It is for this reason that the American Bankers Association suggested to the 

National Commission on Electronic Funds Transfer, that in EFT areas where new 

payments services are developing rapidly, -- automated clearinghouses might be an 

example of this -- if Fed involvement is appropriate the service should be priced 

on the basis of what the private sector would charge if it provided the service. 

Even this rule is difficult to implement on a fair basis since vendors of payments 

services in the private sector will frequently be charging different prices and 
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operate under different cost conditions. This policy was proposed because of the 

belief that in some EFT areas there may be a "demonstration value" to having 

the Fed provide a particular service, with the private sector taking over the 

function after the value of the service is realized and known by all. This may 

have been the case with check clearing at the time the Fed was established. There 

seems to have been a clear need to demonstrate the value of par banking. However, 

with the increasing sophistication of correspondent banks, and the adverit 'of 

deposit insurance, many of the inefficiencies and riskiness have beeri removed·· 

from payments activities. 

The provision of payments services is the main banking area in which the 

Fed competes directly with the private banking system. Yet with 12 regional 

banks, each having several branches which serve primarily as operations centers, 

the Fed already has a nationwide system of operations centers in place. There is 

no way a single bank can be said to match this capability under the current banking 

structure. This makes accurate comparisons of the public and private clearing 

systems even more tenuous. 

Another example of the difficulties of explicitly pricing of Federal Reserve 

services was highlighted during recent consideration of S. 2055, proposed legisla­

tion dealing with NOW accounts and the burden of Federal Reserve membership. In 

discussion of this legislation, the Federal Reserve seemed to justify discrimination 

against larger banks in the payment of interest on reserves on the g,,ounds that 

these banks took greater advantage of "free" Federal Reserve services. Yet, surely 

there are volume efficiencies in the provision of many payments services. Would 

the Fed propose to give volume discounts? Explicit pricing would seem to suggest 

such a policy. 
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In sum we believe a thorough investigation of the role of the Federal 

Reserve in the provision'of payments services is certainly appropriate at 

this time. However, the proper roles for. the_public and private sectors 

cannot be determined by merely saying they should compete on an equal basis. 

Access to the Federal Reserve's Services 

If there is a proper role for the Federal Reserve in the provision of 

payments services it would, at first, seem logical that such services 

should be provided to all institutions. Unfortunately, we cannot agree 

with this approach at this time. When the Federal Reserve was originally 

set up, thrift institutions were not in the payments business, and it was 

widely anticipated that all banks would eventually join the Fed. Of course, 

a significant portio~ of the banking system did not join the Fed, and in 

recent years other institutions have been getting into the payments system. 

The provision of payments services by the Fed is largely financed by the 

income derived from the use of reserves that must be held by member banks. 

These reserve requirements operate as a discriminatory tax. If payments 

services were provided to all institutions, reserve requirements would 

become even more discriminatory. Until something is done about the excessive 

burden of reserve requirements, only member banks should have direct access 

to Federal Reserve services. 

Costs and Benefits of the Pricing of Federal Reserve Services 

Two objectives frequently mentioned for the pricing of Federal Reserve 

services are economic efficiency and the development of technologically 

efficient payments systems. 

Federal Reserve involvement in the payments systems has been justified 

by some on the grounds that there is, in some sense, a failure in the private 
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marketplace. Payments services have been perceived by some as having 

economies of scale which cannot be realized in the private marketplace and 

should not be priced on a full cost basis but only according to the marginal 

cost of producing one extra unit. Alternatively, it has been suggested 

that payments services might involve a public good which has such widespread 

benefits that they should be offered for free. 

While we are skeptical of the accuracy of these views, it is useful to 

examine the implications of these methods of pricing. We have already men­

tioned the problem of cost allocations in a diverse public institution such 

as a central bank, and the difficulties in knowing the relevant data when 

technology is changing rapidly. There is an additional problem in that 

neither of these pricing methods would generate enough revenues to cover the 

cost of producing the service. Payments system activities would have to be 

subsidized relative to other economic activities. Also, such a pricing 

method would discourage private competition. For these reasons it is our 

belief that when the relevant data are difficult to know any new venture by 

the Federal Reserve into the payments system area should only be on a basis 

that does not discourage private competition. Surely when no one knows the 

form the future payments system will take, this is the best rule. Even 

with such a rule, we believe the burden of proof should be on the Federal Re­

serve to demonstrate the failure of the private payments systems before it 

undertakes any new activities. 

Another potential objective in the pricing of Federal Reserve services 

is the development of technologically efficient payments systems. The de­

velopment of some EFT applications may be extremely risky for private 

concerns to undertake. Nevertheless, some of the applications may increase 

the efficiency of the payments systems and the Fed may want to provide such 
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services on a temporary basis, Under these circumstances, pricing of these 

services may be based more on considerations of the temporary nature of the 

Federal Reserve's participation iri the market than on considerations of 

short run economic efficiency. A high price will forestall use of these EFT services 

and delay their development. A low price will accelerate use and acceptance 

of the services, but delay development of private EFT systems. One potential 

approach in this situation is the method suggested previously: That is, 

charge what the private sector would charge if ·it was offering the service. 

How do these approaches to pricing compare with the current pricing 

methods used by the Federal Reserve? From the standpoint of an individual 

member bank -- the Federal Reserve sets a direct price of zero on services 

provided and then imposes a tax on it. The size of· the tax is based on the 

deposits of member banks and substantially exceeds the cost to the Federal 

Reserve of providing the service. This method of pricing has resulted in 

at_ least one and possibly two distortions. The first distortion is caused 

by setting the price of access to Federal Reserve services above either the 

average or ~rginal cost of producing them. This results in a a smaller than 

optimal number of banks making use of these services. This is currently 

being discussed as "the Federal Reserve's membership problem". Setting the 

direct cost of these services equal to zero for member banks may create a 

second distortion. Some member banks may use an excessive amount of the 

services from an efficiency standpoint. 

Direct pricing of Federal Reserve services alone will only eliminate 

the second distortion. Any approach to direct pricing must include a sig­

nificant reduction of the high price in terms of reserve requirements which 

banks must pay to gain access to Federal Reserve services. This could be 
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accomplished by a reduction in reserve requirements, payment of interest 

on required reserves, or allowing certain types of earnings assets to 

qualify as reserve assets. 

At one time the Federal Reserve put out for comment proposed changes in 

Regulation J which called for explicit pircing of services and credits against 

these prices for reserves held. Such a pricing scheme is anti-competitive 

in that it reinforces the incentive member banks have to use only those 

services provided by the Fed, and neglect private market alternatives. Our 

comments to this proposed regulation are attached to our statement and discuss 

this in further detail. In addition, this proposed regulation illustrates 

very well the temptation that exists to use explicit pricing as a tool to stem 

the erosion of Federal Reserve membership. If this were to happen, the broader 

questions of economic efficiency and an efficient payments systems could easily 

become hostage to the membership question. 

Impact of the Federal Reserves' Current Role in the 
Payments Mechanism on Correspondent Banking 

The current Fed policy in providing payments services is to charge a 

high admission fee, but to charge nothing per unit once access is established. 

In essence, the Fed currently is financing its payments mechanism by a tax 

on member banks in the fo:nn of required reserves. 

The situation encourages the formulation of correspondent relationships 

to spread the high cost of initial access to the services; member banks shift 

their burden of cost to non-members by charging an implicit fee for Fed 

services to which they, as members have unlimited access. While this aspect 

of current Fed pricing tends to encourage the volume of correspondent rela­

tionships, the zero unit price for use of services for member banks has 

inhibited the development of payments sytems in the private sector. Thus, 
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the current structure of access to Fed services has a sharp impact on the 

nature of private correspondent activities; member banks are encouraged to 

act as conduits through which non-members can make use of the Fed clearing 

facilities. 

To assess the impact of the Fed's current role on the development of 

correspondent services, it is necessary to have a point of reference. If 

the Fed's services were priced at zero with unlimited access for all finan­

cial institutions, there would be no incentive for the private sector to 

compete in the payments systems market. This conclusion is also valid if 

the Fed employs marginal cost pricing, with the operating losses being of­

fset by a direct or indirect tax subsidy. If the deficit is financed by 

a one time fixed entrance fee for the use of the services with the per 

unit charged based on marginal costs, the system would be similar to the 

current one. Correspondent relationships would be encouraged in order to 

share the expense of the cost of entry -- but the per item charge would 

tend to encourage participants to economize on the use of the service. 

Pricing on the basis of what it would cost banks to provide the services 

would provide a healthly competition from the private sector. However, 

individual banks may still be at a disadvantage in competing in this market 

due to the fact that the Fed has a nationwide presence which no single bank 

can match. Individual banks must form joint ventures to match this presence. 

In sum, Mr. Chariman, we are skeptical that enough information is 

known so that the Federal Reserve can adequately venture into new payments 

system areas without inhibiting healthy competition. If it does, the 

standard of pricing should not be any direct measurement of Federal Reserve 

operations, but the cost to the private banking industry of providing a 

similar service. The burden of proof should be put on the Federal Reserve 

to demonstrate the widespread public benefits or economic efficiencies 
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that justify an expanded role for the Fed in the payments systems area. We 

doubt that such benefits exist. The "issue" of access to Federal Reserve 

services exists because of the discriminatory tax placed on member banks 

in the form of excessively high reserve requirements. The Federal Reserve's 

membership problem must be dealt with first, before consideration is given 

to direct access by non-member banks and non-bank depository institutions. 
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Mr. Theodore E. Allison 
Secretary of the Board 
Board of Governors of the 
Federal Reserve System 
Washington, D. C. 20551 

Dear Ted: 
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BANKERS 
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I IZOConnecticutAvenue. N.W. 
Washington, O.C. 
20036 

lXECUTM VICE PRESIDENT 

Willis W Alexander 
202/467-421 I 

This letter is written in response to the January 15, 1976 invitation of 

the Board of Governors for comments on a revised proposal to amend Regulation J 

to deal with clearing and settlement of wire transfers, and automated payment 

operations to effect payroll deposits and· other recurring payments. At the 

same time the Board announced an interim policy on access to Federal Reserve 

facilit·ies. Finally, the Board announced its intention to established a pricing 

schedule applicable to the users of Federal Reserve check and automated clearing 

and settlement facilities. 

The Association's comments are directed at all three elements contained in 

the January 15, 1976 release: Regulation J; Interim Access Policy; and Pricing 

for usage of Federal Reserve facilities. The comments are organized as follows: 

Section I Introduction and Background 

Section II Conclusions concerning the Structure 
and Content of Regulation J; the Interim Access 
Policy, and the Pricing Concept 

Section III Specific Comments on the Revised 
Proposal to Amend Regulation J. 

Section IV - Summary 
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SECTION I - INTRODUCTION AND BACKGROUND 

On November 19, 1973 the Board of Governors initially issued for comment a 

proposed Regulation J, structured as follows: 

• Subpart A - Collection of checks and other items 

• Subpart B - Transfers of funds 

• Subpart C - Transfers of funds 

credit transfers 

debit transfer 

The Association replied in a comment dated April 10, 1974, Section II of this 

comment is pertine.nt to the Regulation itself, and is cited for background. 

Comments on Regulation J 

Subpart A 

Subpart A is a result of restructuring Regulation J 
and essentially represents the current regulation. 
In view of·the fact that this modification appears 
to be pur,ly procedural, we are in agreement with 
its intent and content. 

Subpart B 

Subpart Bis a codification of current practices in 
the forwarding of credits for member banks and their 
customers. We view this codification as desirable 
and we accept its intent, provided that direct access 
is limited to demand depository institutions. Addi­
tionally, the Federal Reserve should not seek to expand 
the scope of its services or the market for these 
services in ways which would endanger the survival of 
competing facilities. 

Many terms and procedures require clarification and 
more detailed and specific definition before the 
codification is acceptable, Our concerns include: 

• Criteria and standards for inter-district 
transfers should be formalized now, and 
be made common to all districts, and 

• Security provisions should be defined. 
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Subpart C 

Subpart C outlines the proposed framework for a 
procedure which does not now exist: the use of 
Federal Reserve facilities by member banks to collect 
funds electronically from another bank without pre­
notification on behalf of a customer. We note that 
the most recent release of March 6, reflects the 
assurances we had received earlier from Federal 

SHffl'NO, 

Reserve staff that the intended scope of Subpart C is 
limited to consumer payments through automated clearing 
houses. This service concept has the potential for 
effectively reducing paper volume over time, when applied 
to consumer payments only. However, the Regulation 
raises several concerns: 

1) In general, there is a requirement for further 
definition and clarification of terminology and 
procedures. Specific focus is required on time 
schedules and return on final paY."'ent. 

2) In view of the Federal Reserve's position of not 
accepting any liability, the use of the electronic 
debit transfer mechanism should be approached 
cautiously, 

3) Protection of the user of the service needs con-
siderable upgrading in the areas of: 

• Right to refuse the debit, 
• Consumer liability, and 
• Extended time for reversal. 

We urge that the user protection features proposed by the 
ABA Automated Clearing House Task Force report be in­
corporated in regulations for electronic debit transfers 
to consumer accounts. 

These features include the explicit requirement 
for pre-authorization, and the right of return for 
fifteen days after receipt of notification. 

We do not consider large dollar items to be an appropriate part of 
the proposed system, because they do not contribute significantly to 
volume, and a substantial percentage of large dollar transfers are 
already effected by electronic means. Additionally, the concern over 
liability grows proportionately with the size of exposure per item. 

3 
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Overall, although Subpart C may be premature, we view the intent as 
beneficial when applied to relatively routine small-dollar consumer payments, 
and consider it supportive of efforts eventually to reduce, or stabilize, 
check volumes and operating costs and to provide a climate for improved 
and innovative customer services. 

We respectfully submit that the Regulation be reissued for analysis 
and comment after it has been redefined and supported with detailed 
procedures. This step is essential prior to promulgation. 

* • * * * * * * 

Since that comment was submitted, numerous developments relevant to 

electronic transfer of funds have been taken place. A few of these developments 

which are the most pertinent to this discussion are: 

• Establishment of a National Commission on Electronic 

Funds Transfer:s; 

• Interest by the Congress in comprehensive financial 

reforms legislation; 

• Contractual agreement for upgrading of Bank Wire; 

• Growth of other potentially competitive clearing and payments 
mechanisms; 

• Organization of the National Automated Clearing 

House Association with twenty-five automated clearing house 

association members; and 

• Operational acitivity in seventeen automated clearing 

houses, fifteen of which use Federal Reserve facilities. 

During this period we have also witnessed some dramatic shifts in rules 

governing access to automated clearing house facilities. Initially the Federal 
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Reserve espoused the "pass-thru" method of access whereby all financial institu­

tions would have access to the nation's payments mechanism, as a minimum through 

the facilities of commercial banks for delivery of items. Next, the Federal 

Reserve Board proposed in June 1975 a liberalized access policy under which 

many financial institutions could have direct delivery of items. This proposed 

access position maintained that only institutions with demand depository powers 

could originate transactions. The most recent "interim" policy on access pro­

vides direct origination powers to both Federal Reserve Board member banks, 

and any member of an automated clearing house association utilizing Federal 

Reserve facilities. This is a significant change in that it provides to any 

ACH member institution the capability to solicit corporate third-party transfer 

business, a service not clearly permitted by statute. 

Additionally the subject of pricing for Federal Reserve System services 

has also surfaced. This further complication has arisen perhaps not so much 

because of any cost strain placed on the System by the wire transfer or ACH 

services it offers now, but from a combination of other factors which include: 

• Re-examination of the basic role of the System as a 

provider of operationally based services, 

• Fear by potential competitors, probably in non-ACH 

activities, of a government utility operating an elec­

tronic delivery system, and 

• Explicit comment by the Justic Department on the 

Systems' entry into private - sector competitive activity. 
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SECTION II CONCLUSIONS CONCERNING THE STRUCTURE AND CONTENT OF REGULATION 
J; THE INTERIM ACCESS POLICY; AND THE PRICING CONCEPT 

The following major conclusions are based on an analysis of the proposed 

Regulation, as well as information available in the accompanying release which 

address the interim access policy and the concept of a pricing schedule. 

More detailed comments on the conclusions related to the Regulation itself 

are contained in Section III. 

l. REGULATION J SHOULD NOT BE ISSUED IN ITS PRESENT FORM. 

• ·The proposed Regulation defers numerous policy level decisions 

to the individual Federal Reserve Banks' Operating Circulars, 

including the vital provision of who may originate or receive 

directly both wire transfer and ACH items. 

• The Regulation does not codify the apparent intended limitations 

of its scope: wire transfer credits and automated clearing house 

credits and debits. It could be interpreted to include off­

premise originated transactions, e.g., point-of-sale. 

• The proposed Regulation appears to authorize origination of wire 

transfer credits to non-members, and provides for voice telephonic 

transfer of ACH items. 

2. THE BOARD SHOULD CONSIDER ISSUING A SEPARATE REGULATION ON WIRE TRANSFERS, 
AND SHOULD DEFER ISSUANCE OF A REGULATION COVERING AUTOMATED CLEARING 
HOUSE DEBITS AND CREDITS. 

• The proposed Regulation is confusing in that it attempts to 

deal with both wire transfer credits, and automated clearing 
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house credits and debits in the same terms. The characteristics 

differ considerably in that wire transfers are specificially bank­

to-bank credits generally in large values, while ACH items are 

small-value recurring and pre-authorized items, both credit 

and debit. Several instances are detailed in Section III 

which highlights the inherent problems in the proposed Reg­

ulation in dealing with both types of transactions. 

• Services which would be affected by Regulation J, presumably~ 

transfer and ACH transactions, fall into two basic but distinct 

categories. 

- Wire transfer credits have been dealt with successfully 

for many years, and represent a proven record of banks' 

abilities to deal and negotiate with each other using a 

Federal facility. 

- ACH transactions are new to the Federal Reserve System. 

Rules concerning liability, scheduling for interchange, 

and consumer protection have been written largely by 

banks controlling automated clearing houses. 

These systems work today and there is no evidence that the participants in 

them: financial institutions, consumers, employees, and commercial entities, 

have suffered from any aspect of these services. 

There may be some logic to imposing regulation on large dollar credits 

flowing over an electronic system, proven over several decades as a workable 

instrument of the financial/commercial communities. However, the imposition 
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of new governmental rules on new services in an environment already shown to 

have responsible concern for its new customers for these services is premature. 

3. THE BOARD SHOULD SOLIDIFY ITS POSITION 011 ACCESS AND PRICING PRIOR 
TO ISSUING A REGULATION AND TAKE EXTREME CARE TO AVOID ELIMINATING 
PRIVATE SECTOR ALTERNATIVES. 

In the January 15, 1976 Release, the Board made access and pricing policies 

contingent on each other: 

"Finally the Board intends to establish a pricing schedule 
to be applicable to the users of Federal Reserve check and 
automated clearing and settlement facilities. When such a 
pricing structure is established, the Board also intends 
to review the interim policy announced today regarding access 
to these facilities" (page 3) 

As stated, this intent by the Board is far-reaching, and affects the working 

of the Regulation itself, since both access and pricing concepts can affect 

membership .of the Federal Reserve System, and of local automated clearing house 

associations. The Board should recognize that these issues are inter-related 

and impact directly the future rules of all current and potential providers 

of payment services. 

The Board should consider carefully any moves toward combined access and 

price changes in policy, and reflect on their impacts on current financial in­

dustry relationships, and the opportunities for offering competitive services 

by the private sector. 

In any pricing policy, the Federal Reserve should apply charges on an explicit 

cost basis fully reflecting the costs which would be incurred by a private sector 

effort, in order to assure a climate for viable competition. To do otherwise 

would eliminate the development of competitive systems and reduce the potential 

for efficient and innovative service offerings. Additionally, any pricing policy 
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should be published well in advance of implementation, to provide a sufficient 

time to review and investigate alternative sources of services. 

The Association is plea~ed by the Board's recognition of the value of 

member reserve balances, indicated in its January 15 statement: "In developing 

the pricing schedule, consideration would be given to the burden of required 

reserves maintained by member banks." Our Association feels that the form 

of this "consideration" should be explicit payment.of interest on reserves. 

Consideration might then be given to a policy of explicit pricing of services, 

thereby avoiding the anti-competitive implications of pricing in the form of 

credits against charges for services used. 

With regard to the access issue, th~_Association supports strongly the 

concept that origination, or deposit, of entries through the automated clearing 

house system should be limited to institutions which have been granted~ 

depository powers by statute. Membership in an automated clearing house assoc­

iation should not imply origination powers. 

4. THERE IS NO COMPELLING NEED TO ISSUE REGULATIONS AND POLICIES WHICH MAY 
ANTICIPATE COMPREHENSIVE LEGISLATIVE REFORM OF THE FINANCIAL INDUSTRY. 

At the present time, there is legislation under consideration in the Congress 

which may alter the relationships between regulators and financial institutions, 

and among financial institutions. The Board should not anticipate legislation 

by altering prematurely the powers allowed to those institutions. 
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5. ANY PROPOSED REGULATION COVERING PRE-AUTHORIZED RECURRING PAYMENTS SHOULD 
ACKNOWLEDGE THE AUTOMATED CLEARING HOUSE ASSOCIATION STRUCTURE AND THE 
NATIONAL AUTOMATED CLEARING HOUSE ASSOCIATION (NACHA), AND THEIR OPERATING 
!!!!,,§§_. 

• The proposed Regulation is lacking concerning warranties flowing 

from the originator to the recipient, and does not acknowledge the 

warranties in place for members of an automated clearing house 

association. 

• The consumer lacks protection from invalid transactions: the 

proposed regulation does not specify basic operational and legal 

precautions such as pre-notification, and right of recission. 

• The operating rules of automated clearing houses and their National 

Association take care to observe consumer protection rights and 

protections of participating financial institutions. The Board 

should acknowledge these organizations and their rules in its 

proposed Regulation. 

6. THE NATIONAL COMMISSION ON ELECTRONIC FUNDS TRANSFERS SHOULD BE ALLOWED 
SUFFICIENT TIME TO CONSIDER THE INTERIM ACCESS POLICY, AND A PRICING 
SCHEDULE FOR UTILIZING FEDERAL RESERVE FACILITIES. 

The National Commisssion on Electronic Funds Transfers met for the first time 

on February 6, 1976. At that time, the Commission was alerted to the Board's 

proposed positions on Regulation J, access to Federal Reserve facilities, and 

the development of a pricing schedule for use of the Systems• facilities. In 

effect, the Commission tabled all considerations of these subjects until March 

12, 1976 to consider: 
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• Appropriateness of the Commission to respond to the Federal 

Reserve Board announcement; 

• Capability of the Commission to respond to a complex set of 

issues in a short period of time -- March 19, 1976. 

On !larch 12, the Commission resolved not to comment on Regulation J, but com­

municated to Governor Burns the Commissions' interest in the major policy issues 

of access and pricing. The Commission cited that it was probable that these 

issues would be addressed in its interim report this fall. 

Our Association feels that the Commission has taken a wise course. The 

issues surrounding the Board's release are extre~ely complex and of far -

reaching importance. These issues relate directly to legislation under con­

sideration by Congress, and the Commission has a responsibility to examine 

deliberately the policy aspects of this situation before it decides to comment, 

or recommend. Access and pricing policies will have broad applicability well 

beyond the scope of Regulation J. 

* * * • * * * * 
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Section III -- SPECIFIC COMMENTS ON THE REVISED PROPOSAL TO AMEND REGULATION J 

Most of ABA's specific comments on the proposed regulation itself focus on 

two primary areas of concern -- the structure and organization of the regulation, 

and provisions for assignment of liabilities and warranties of the various parti­

cipants, as follows: 

1. Structure and Organization 

As stated in Section II above, encompassing both single, large dollar 

amount items (wire transfers) and multiple, batched, small dollar amount trans­

actions (ACH entries) in a single set of rules renders those rules confusing and 

their operation in both contexts confusing. Also the several references in the 

draft regul_ation to "as defined in operating circulars" appears to leave too 

much discretion on policy level matters to individual Reserve Banks. The fol­

lowing specific sections of the proposed Subparts Band Care cited in support 

of these arguments: 

• Section 210.51 (e) and (f) These definitions of the terms "origi­

nator" and "recipient" impute that all financial institutions may be eligible 

to utilize Federal Reserve wire transfer and automated clearing house facilities. 

Further, the reference in these definitions to "any institution" apparently does 

not limit eligibilty to even financial depository institutions. In addition to 

the recommendation that wire transfer and automated clearing house entries be 

covered separately in the regulation, we recommend that those institutions eli­

gible to participate in either type of activity be spelled out in the regulation 

itself, rather than being left for definition in the operating circulars of in­

dividual Federal Reserve Banks. 
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• Section 210,53 This section specifies the approved media on which 

an originator may issue or send a "credit" item. It is assumed that some of the 

specified media types apply to wire transfer transactions and not to automated 

clearing house transactions, and conversely that some of the media types apply 

only to automated clearing house entries; however, such a distinction is not made 

explicitly in this section, 

• Section 210,54 Again, it is assumed that provisions in this section 

allowing telephonic request for credit transfers apply only to wire transfer 

activity, but the section can be interpreted to apply to automated clearing house 

credit transactions as well. 

• Section 210,60 (b) The second sentence in this section allows the 

Federal Reserve to consolidate "several credit items," subject to provisions in 

its operating circular, for purposes of sending an advice of debit to the origi­

nator or the depositor whose account is used by the originator, This provision 

should apply only to batched, smaller dollar amount automated clearing house 

credit entries, and not to single, large dollar amount wire transfer transactions, 

• Section 210.71 This Section says, in part, "Each Federal Reserve 

Bank . .• shall receive, process, and act upon debit items • .• " This language 

is not sufficiently restrictive to insure that Federal Reserve activities do not 

include point of sale debit processing, nor does it preclude debit applications 

utilizing Federal Reserve wire transfer facilities. We recommend, therefore, 

this section be modified to limit the scope of Subpart C to those debit applica-

tions contemplated in an automated clearing house environment. 
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The following section-by-section comments illustrate our concerns over 

the inadequacy of liability and warranty provisions in Subparts Band C, as cur­

rently drafted: 

• Section 210.55 (a) Under this provision, an "originator" is deemed 

to warrant to the "recipient" designated in a credit item that the "originator" 

is authorized to issue and send or request such credit item. It is not clear 

whether that language refers to an authorization from the customer of the "origi­

nator," the "beneficiary," or to authorization under applicable law, charter or 

other governing instruments. We recommend that this provision be revised to 

make it clear that, with respect to ACH items, the "originator's" warranty to 

the "recipient" is both as to the existence of authorization on the part of the 

"beneficiary" designated in the item, and also to the existence of an agreement 

on the part of the "recipient" to accept such item. 

• Section 210.57 (a) This section provides in part that if an origi­

nator fails to maintain a balance sufficient to cover the amount debited to its 

account, the Federal Rese·rve Bank shall have a security interest in any or all 

assets of the "depositor" maintaining such account in the possession or held 

for the account of the Federal Reserve Bank, and that, if such "depositor" sus­

pends payment or is closed and does not have a balance sufficient to cover the 

amount so debited to its account, the Federal Reserve Bank will have a security 

interest in the assets of such "depositor" in the possession or held for the ac­

count of such Federal Reserve Bank. We question the equity of these provisions 

and recommend that the quoted references to "depositor" be changed to read "orig!-

nator." 
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• Section 210,57 (e) Section 210,64 limits the liability of a Federal 

Reserve Bank to instances in which it has failed to act in good faith or to ex­

ercise ordinary care, Section 210,63 limits the liability of a Federal Reserve 

Bank in the event it is delayed beyond applicable time limits in taking any action 

with respect to a credit item because of circumstances beyond its control. Sec­

tion 210,57 (e) would appear to relieve a Federal Reserve Bank from liability for 

delay in the particular situation covered therein, whether or not is acts in good 

faith or with ordinary care. We belleve that the standard governing liability 

of a Federal Reserve Bank contained in the form two provisions in appropriate 

as a general standard of liability, and an appropriate standard in the situation 

addressed in Section 210,57 (e). Accordingly, we recommend that the latter sec­

tion be deleted. 

• Section 210,64 (a) This section limits those to which a Federal Re­

serve Bank may be liable in connection with matters specified under Subpart B 

to "its immediate originator." Under that provision where a "credit item" is 

transmitted by a financial institution to a Federal Reserve Bank, and that 

Federal Reserve Bank fails to exercise ordinary care in handling the item, only 

that "originator" financial institution may obtain recovery against that Fed­

eral Reserve Bank for loss caused by its negligence. In a situation in which 

a "credit item" is transmitted to one Federal Reserve Bank by an originating 
I 

financial institution, and transmitted by that Bank to another Federal Reserve 

Bank, with which the "recipient" maintains its account, the "immediate origi­

nator" is presumably the first Federal Reserve Bank. That section would appear 
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to permit only the first Federal Reserve Bank to recover from the second Fed­

eral Reserve Bank for loss caused by the other Bank's negligence. 

Such rules may be adequate in the check collection environment to pro­

tect all those who might suffer loss through the negligence of a Federal Reserve 

Bank in handling checks. The situation with respect to automated clearing house 

transactions is significantly different. 

We submit that a Federal Reserve Bank which undertakes to handle credit 

items should be responsible for its failure to exercise ordinary care (or its 

bad faith) to any person who is injured thereby. Accordingly, we recommend that 

Section 210.64 (a) be revised to delete the clause limiting the liability of a 

Federal Reserve Bank to persons other tha_n its "immediate originator." 

sistency should be clarified prior to final issuance of the regulation. 

• Section 210.73 (a) The comments and recommendations made on section 

210.55 (a) above with respect to credit items are also applicable to the warranty 

of an originator to a recipient as the originator's authority to issue and send 

debit items. 

3. Other Comments 

• Section 210.54 This section apparently limits those institutions 

eligible to initiate telephonic credit transfers to "an originator that is a de­

positor." Section 210.57 states, however, that "any originator, other than a 

Federal Reserve Bank, may . issue and send credit items ... or request 

(the) Federal Reserve Bank by telephone to issue credit items ••• " This incon­

sistency should be clarified prior to final issuance of the regulation. 

99•446 0 - 78 - 13 
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This section prescribes that a Federal Reserve 

Bank "may, upon its own initiative or at the request of another Federal Reserve 

Bank" request a recipient to return funds previously transferred in the case of 

an erroneous or otherwise irregular transfer of funds. This provision is ap­

propriate only it if applies to cases in which the Federal Reserve Bank discovers 

its own error in not complying with the instructions of an originator. When a 

Federal Reserve Bank does accurately carry out the instructions of an originator, 

it is not appropriate for the Federal Reserve Bank, "upon its own initiative," 

to request a reversal. We recommend, therefore that the introductory p~rase of 

Section 210.61 (b) be revised to read "In the case of an erroneous or otherwise 

irregular transfer of funds resulting from a Federal Reserve Bank error ••• " 

This comment also applies to Section 210.79 (b) for debit items. 

• Section 210.80 (a) The requirement for a recipient _to return debit 

items "in the same medium in which they were received by the recipient" is con­

trary to existing rules and practices of automated clearing houses. It is an­

ticipated that, as a practical matter, items received by recipient on magnetic 

tape will be returned by many recipients in paper form for some time to come. 

We recommend, therefore, that the final four lines of this section be revised to 

read "a form and medium acceptable to such Federal Reserve Bank." 

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



195 

Section IV -- SUMMARY 

AMERICAN 
BANKERS 
ASSOCIATION 

CONl1NUING OUR LETTER Of 

March 19, 1976 

SHUTNO. 18 

The net conclusions of the Association"s analysis of the Federal Reserve 

Board's Release dated January 15, 1976 are that: 

1, The Release and the proposed Regulation require clarification in several 

areas. Further definition is required concerning originators, depositors, re­

cipients, rights of the participants, liabilities, and who may access the system(s). 

2, The Board has delegated far-reaching authority to Federal Reserve Banks" 

Operating Circulars on matters which are more properly mandated by Regulation, 

which would assure a national standard to accommodate inter-regional exchange, 

3. Timing is inappropriate for' promulgating Regulation J and and Access/ 

Pricing policy because: 

• The Congress is currently considering comprehensive financial powers 

legislation which could affect institutions which are now, or potenti­

ally, involved in transactions covered by Federal Reserve Board Regu­

lation and policy. 

• The National Commission on EFT has had limited time to consider all 

asp~cts of the January 15, 1976 release. The Commission has deemed 

it inappropriate to comment on the Regulation but adequate time 

should be provided to the Commission for its deliberation prior 

to further action by the Board on the access and pricing issues. 

4, The Board and its staff should continue to conduct open dialogue with 

representatives of the banking industry, associations, and other members of the 

financial industries before putting in place a regulation which may be premature. 
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This is particularly important in the case of our customers, whose interests must 

be carefully guarded in a new electronic environment. These interests have been 

given special care in the development of operating rules for the automated clear­

ing house movement. The Association asks that the rights our customers, primarily 

the consumer, be respected through recognition of the rules of automated clearing 

house associations and the National Automated Clearing House Association. 

Executive Vice President 
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The CHAIRMAN. Thank you very much. Mr. Olsen. 

STATEMENT OF LEIF H. OLSEN, SENIOR VICE PRESIDENT AND 
ECONOMIST, CITIBANK 

Mr. OLSEN. Mr. Chairman and Senator Lugar: Ml name is Leif H. 
Olsen. I am senior vice president and economist o Citibank, and I 
am pleased to have this opportun~ty to share witp. Y?U some of our 
views on the Federal Reserve services to the bankmg mdustry. 

I have submitted a prepared statement to the committee and I will 
also summarize my remarks as briefly as possible. 

I endeavored in my prepared remarks to respond to the four issues, 
Mr. Chairman, that you raised in your letter of invitation to speak 
before this committee. 

It is my view that it is not necessary for the F'.ederal Reserve to 
conduct a check clearing or a funds transfer function in order to 
fulfill its primary responsibility, conducting monetary policy. 

The Federal Reserve now conducts a check clearing function for 
the privaite sector. But, as you have heard here, the private sector insti­
tutions perform a similar function in competition with the Federal 
Reserve. What is key to the Federal Reserve responsibilities under the 
present arrangements is the net settlement of payments among member 
banks on the books of the Federal Reserve System. That we believe 
to be the appropriate role of the Federal Reserve System in the clearing 
and payments mechanism. 

The mtroduction of the Federal Reserve System into check collec­
tion and clearing grew out of conditions which preceded the estab­
lishment of our central bank. The Federal Reserve Act included pro­
visions for Federal Reserve check collection and clearing in an effort 
to end the non par collection of checks by a great many American banks. 

There has been some testimony on this already submitted, but I 
wanted to offer a few other points that may be a little different from 
the testimony that has been given. 

The nonpar collection by a great many banks continued through the 
1930's. In other words, for a long period of time after the Federal 
Reserve had entered the check clearing system, and many banks 
throughout the post~World War II period continued also, though the 
largest reduction occurred between the time the Federal Reserve 
entered the system until the late 1930's. 

It is interesting the most successful system for par collection of 
checks was achieved by private initiative through the Boston Clearing 
House around the turn of the century. As a result, almost all checks 
of New England banks became collectible at par before the Federal 
Reserve ever entered the system. Some historical accounts point out 
that a plan was started in 1905 to organize country clearing houses 
along the lines of the Boston Clearing House, but the headway was 
stopped by the passage of the Federal Reserve Act, which eliminated 
t.he need for a country clearing house. 

In my opinion it is not at all clear in the historic account of the 
controversy surrounding the nonpar rollection of checks that the Fed­
eral Reserve system hastened the resolution of this problem. It may 
well have impeded private initiatives to solve the difficulties. 

Apart from what I feel is the weak historic argument, how-can such 
a conclusion be reached as long as the Federal Reserve fails to price 
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its existing check collection and other services at a bona fide market 
price, thereby excluding the subsidization, as long as the Federal 
Reserve is the regulator of the private market in which it is competing. 

And it is this last point that is particularly onerous. The Federal 
Reserve currently sits in a position of conflict of interest because it 
has the authority to delay private market developments in payments 
mechanism services so as to favor its own competitive position. If a 
similar situation existed in the private market, it would clearly be 
subject to antitrust charges. 

Now on the access to Federal Reserve services, I believe membership 
status should be required for access to Federal Reserve services under 
the ;present arrangements, but if the Federal Reserve were to price 
explicitly for its services, then of course access should be open to all 
who are willing and able to pay those fees for the services. 

What are the benefits and costs to the economy from explicit pricing 
of Federal Reserve services i Governmental bodies and study commis­
sions, including the Justice Department, the National Commission on 
Electronic Fund Transfers and the Board of Governors of the Federal 
Reserve System, have supported the position that payments related 
services offered by the Federal Reserve should be priced. To reflect 
such support, and to promote an efficient payments mechanism, the 
proposed financial institution reforms in Congress should include a 
requirement that the Federal Reserve price its existing services 
equitably within a 2-year ~riod. 

In recommending that 1t price its current services, I don't intend to 
suggest that further extension of the Federal Reserve into electronic 
funds transfers is acceptable as long as it prices those services. 
. In the absence of explicit pricing, Federal Reserve services cannot be 
allocated on an efficient or equitable basis. Indeed, a study conducted 
by the Federal Reserve Bank of St. Louis suggests that small banks, 
those with total assets of about $50 million, make relatively little use 
of Federal Reserve Bank services, using the services of correspondents 
instead. Large banks are relatively heavy users of Federal Reserve 
Bank services. 

Furthermore, the value of these services to large banks, which is 
an implicit return on the reserves that they keep with the Federal 
Reserve, are substantially higher than the implicit returns that 
accrue to smaller member banks. Yet the implicit return to large banks 
may be less than the market rate of return on their required reserves. 

In some districts larger nonmember banks, and even thrift institu­
tions, have access to those services provided by the Federal Reserve 
System which are of importance in acquiring correspondent business. 
In fact, since 1972 member banks with deposits greater than $100 mil­
lion have begun to leave the system and such withdrawals have acceler­
ated in 1977 as 13 banks with deposits of over $100 million have de­
fected in the first 5 months. 

The absence of explicit pricing for check clearing is believed by 
some to stimulate heavier use of paper checks than might be the case 
if the true cost was reflected in the marketplace. 

Furthermore, to the extent that the Federal Reserve may be under­
pricing the paper check clearing system, it may inadvertentiy be delay­
ing the development of electronic funds transfers. This results in the 
inefficient allocation of resources by discouraging the acceptance of in-
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novations in the marketplace. This is a point which has been made by 
the Federal Reserve Bank of Philadelphia. 

Consequently the absence of explicit pricing by the Federal Re­
serve interferes with the transition from a paper check system to elec­
tronic funds transfers. The Philadelphia Federal Reserve Bank also 
made the additional valid point that entrepreneurs will be reluctant 
about developing new banking products when they may end up com­
peting with an institution such as the Fed that is not subject to the 
normal profit and· loss discipline of the marketplace. 

One of the reasons why the Fed should substantially minimize its 
role in the payments systems in the presence of private market develop­
ment of such systems is the difficulty it faces in appropriately pricing 
such services. The Federal Reserve should price its services on a mar­
ginal cost basis, taking into consideration the costs which a private 
firm must incur for capital and taxes. · 

In addition to that the Federal Reserve must allow for the cost which 
a private firm incurs in meeting the regulatory demaHds of the Federal 
Reserve itself. 

Should the Fed, even after those tests, price on the basis of the 
highest marginal cost producer of comparable services in the private 
marketplace, or should it price as though it were the m0st efficient pro­
ducer of such services 1 

The next issue is the impact of the Federal Reserve's current role in 
the payments mechanism.on correspondent banking, on the efficiency of 
the payments mechanism, and on private marketplace incentives to 
provide payments services. · 

Some of what I have already said responds to this fourth issue. I 
would only restate that the Federal Reserve's current role has the effect 
of encouraging many small banks to seek correspondent !banking serv­
ices. This may or may not change even with explicit pricing. There is, 
of course, a capability resident in the Federal Reserve System to de­
velop electronic funds transfer systems. This has been demonstrated 
by the Federal Reserve dominance over automated clearinghouse asso­
ciations. Of the 32 automated clearinghouse associations already in 
operation or testing, only two, the New York Automated Clearing 
House Association and the Midwest Automated Clearing House Asso­
ciation, are operated independently of the Federal Reserve Syst,em. 

We believe, incidentally, that one of the reasons for the Federal 
Reserve's dominant position as an operator of automated clearing­
house facilities for various banking associations today is the fact that 
such operating agreements were made prior to any announcement by 
the Federal Reserve that it intended to charge for use of its clearing 
and settlement facilities. And the Fed itself defines the access rules in 
such a framework which effectively supersedes and renders unneces­
sary the :privately administered ACH syste~. Previously in an envi­
ronment m which the various Federal Reserve banks were willing to 
handle ACH items on a noncost basis, there was little or no incentive 
for most financi1al institutions and their clearinghouse associations to 
develop and Qperate private sector clearing arrangements with the con­
comitant cost that would be involved. 

To summarize the conclusion of my remarks, in moving to explicit 
fees for its services, the Federal Reserve would be expected to pay 
interest on required reserves. This would mean an increase in the Fed-
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eral Reserve's costs, and thus would reduce the amount that would 
otherwise be remitted to the U.S. Treasury. 

Nonearning required reserves _represent a form of taxation which 
peculiarly penalizes member lbanks of the Federal Reserve to the ex­
tent that they do not receive services of ·a comparable value. 

As you know, this membership burden has caused many banks to 
withdraw from the system. In terms of efficiently and equitably allo­
cating the services of the Federal Reserve system, and eliminating the 
arbitrary distribution of membership oosts, the Federal Reserve should 
price its services and pay a market interest·rate on required reserves. 

The benefits to the public using iba.nking services and the removal of 
a disincentive to Federal Reserve membership is the tmdeoff to the net 
cost increase of the Federal Reserve. Competitive private sector sys­
tems lbest insure the offering of innovative, high quality and efficient 
payments services at the lowest cost to both the public and the 
Government. 

Thank you. 
[The complete statement of Mr. Olsen follows:] 
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of 

Leif H. Olsen 
Senior Vice President and Economist 

Citibank 

Before the Senate Banking, I-lousing 
and Urban Affairs Committee 

Tuesday, October 11, 1977 

Mr. Chairman, my name i.; Leif H. Olsen. I am Senior Vice 

Presice~t and Econo~ist of Citibank. I am pleased to have this 

opportul!ity to share with you sorr:e of our views on Federal Reserve 

servi~es to the banking industry. In my prepared remarks I have 

endeavored to respond concisely to the four basic issues you raised 

in your invitation to appear before this committee. 

1) Is the provision of payments mechanism services a 
necessary and a~propriate function for the Federal 
Reserve in its capacity as the nation's central bank? 

The essential function of a central bank is to conduct monetary 

policy and serve as fiscal agent for the Treasury Department. In 

pursuing these responsibilities it is not essential for the Federal 

Reserve to run the mechanism which enables private citizens and 

businesses to make payments for goods and services. 
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The Federal Reserve now conducts a check-clearing function 

for the private sector. However, private sector institutions perform 

a similar function in competition with the Federal Reserve. What is 

key to the Federal Reserve responsibilities under the present 

arrangements is the net settlement of payments among member banks on 

the books of the Federal Reserve System. We believe that this is the 

appropriate role for the Federal Reserve System in the clearing and 

rayments mechanism. 

The introduction of the Federal Reserve System into check 

collection and clearing grew out of conditions which preceeded the 

establisn.ment of our central bank. The Federal Reserve Act included 

provisicns for Federal Reserve check collection and cleai·ing in an 

effort to end the nor.-par collection of checks by a great many 

America:: banks, 

However, non-par collection of checks continued on a pervasive 

basis through the 1930s and by many banks throughout the post-World 

l'/ar II period. The most successful system for par collection of 

checks was achieved by private initiative through the Boston 

Clearing House around the turn of the century. As a result, almost all 

checks of New England banks became collectible at par. Some 

historical accounts, in fact, point out that a plan was started in 

1905 to organize country clearing houses, but the headway was stopped 

by the passage of the Federal Reserve Act \fhich eliminated the need 

for country clearing houses\ It is not at all clear in the historic 

account of the controversy surrounding non-par collection of checks 

1. Melvin C. Miller, The Par Check Collection and Absorption of 
Exchanae Controversies, !he Bankers Publishing Company, 
Cambr1 ge, Mass., 1949. 
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that the Federal Reserve System hastened the resolution of this 

problem. In fact, it may well have impeded private initiatives to 

solve the difficulties. In any event, it is a considerable stretch 

of reason to conclude that the original Congressional authority to 

enable the Federal Reserve to enter the check clearing and collection 

function in order to establish par collection of checks can be used 

as a b~sis for approving the Federal Reserve's entry into electronic 

funds transfers. 

Simply because the Federal Reserve now conducts a check­

collection function is not sufficient reason to argue that it must 

also provide an electronic funds transfer system in competition with 

the private sector or,indeed, should provide the sole system to the 

exclusicn of any priYate services. 

Apart from the weak hlstoric argument, how can such a conclusion 

be reached as long as the Federal Reserve fails to price its existing 

check collection and other services at a bona fide market price there­

by excluding subsidization, and as long as the Federal Reserve is 

the regulator of the private market in which it is competing. This 

last point is particularly onerous. The Federal Reserve currently 

sits in a position of conflict of interest because it has the authority 

to delay private market developments in payments mechanism services 

so as to favor its own competitive position. If a similar situation 

existed in the private market it would clearly be subject to anti­

trust charges. 
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2) Whether and on what basis all depository institutions 
should have access to Federal Reserve services. 

Under present institutional arrangements, including its 

present policy of not charging me1r_ber banks for use of its payments 

r.:echanism, access to Federal Reserye services should require 

r.iembership status. Members, of course, must maintain reserves 

,:i ti: t:ce Fed. Those reserves, which tcday yield no income to member 

banks, are considered to provide ir.nlicit payment of services. 

The Federal Reserve should, however, explicitly price its 

services on a fee basis without differentiating between member and 

nonner.:ber banks. Then, access should be based on the willingness 

and ability of depositcry institutions to pay for those services. 

It foll•:Fs, of course, that such explicit p1 icing would be 

accor.:pa:!ied by either a reduction in, or the elimination of 

required reserves, or the payment of a raarket rate of interest 

on those reserves. 

3) What are the potential benefits and costs that the economy 
would obtain from explicit pricing of Federal Reserve 
services? 

Governmental bodies and study commissions including the 

Justice Department, the National Cor.:mission on Electronic Fund 

Transfers and the Board of Governors of the Federal Reserve System, 

have supported the position that payl".ents-related services offered 

by the Federal Reserve should be priced. To reflect such support, 

and to promote an efficient payments r..echanism, the proposed financial 

institution reforms in Congress should include a requirement that 

the Federal Reserve price its existing services equitably within a 

two-year period. In recommending that it price its current services, 
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I do not intend to suggest that further extension of the Federal Reserve 

into electronic funds transfers is acceptable as long as it prices 

those services. 

In the absence of explicit pricing, Federal Reserve services 

cannot be allocated on an efficient or equitable basis. Indeed, a 

study conducted by the Federal Reserve Bank of St. Louis 2 suggests 

that sr.all banks -- those with total assets of about $50 million -­

~ake relatively little use of Federal Reserve Bank services using 

the services of correspondents, instead. Large banks are relatively 

heavy users of Federal Reserve Bank services. Furthermore, the value 

of these services to large banks, which is an implicit return on the 

resen·es that they keep with the Federal Reserve, are substantially 

highe::- tl:an the implicit returns t:1.at accrue to smaller member banks. 

Yet the ~~:plicit return to large banks n:ay be less than the market 

rate of return on their required ::-eserves. 

In some districts larger nonwerr.ber banks -- and even thrift 

institutions -- have access to those services provided by the Federal 

Reserve System which are of importance in acquiring correspondent 

business. In fact, since 1972, member banks with deposits greater 

than $100 million have begun to leave the System _and such with­

drawals have accelerated in 1977 as 13 banks with deposits of over 

$100 million have defected in the first five months. 

The absence of explicit pricing for check clearing is 

believed by some to stimulate heavier use of paper checks than might be 

2. "Utilization of Federal Reserve Bank Services by ~'.ember Banks: 
Implications for the Costs and Benefits of Members," Federal 
Reserve Bank of St. Louis REVIEW, August 1977, pps. 2-15. 
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the case if the true cost was reflecte.d in the marketplace. 

Furthermore, to the extent that the Federal Reserve may be under­

pricing the paper check clearing system it may inadvertently be 

delaying the development of electronic funds transfers. This 

results in the inefficient. allocation of resources by discouraging 

the acceptance of innovations in the marketplace. This is a point 

which !:as been made by the Federal Reserve Bank of Philadelphia 3• 

Conse~~ently, the absence of explicit pricing by the Federal Reserve 

inter£eres with the transition from a paper check system to electronic 

funds transfers. 

The Philadelphia Federal Reserve Bank also made the additional 

valid point that "entrepreneurs 1dll be reluctant about developing 

new banking products when they n:ay end up competing with an institution 

such as the Fed that is not subject to the normal profit-and-loss 

discipline of the marketplace." 

Indeed, one of the reasons why the Federal Reserve should 

substantially minimize its role in the payments systems in the presence 

of private market development of such systeir.s is the difficulty it 

faces in appropriately pricing such services. The Federal Reserve 

should price its services on a ir.arginal cost basis taking into 

consideration the costs which a private firm must incur for capital 

and taxes. But in addition to that, the Federal Reserve must allow 

3. "Should the Fed Sell Its Services", by W. Lee Hoskins, Federal 
Reserve Bank of Philadelphia BUSINESS REVIEW, January 1975, 
pps. 11-15. 
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for the cost which a private firm incurs in meeting the regulatory 

demands of the Federal Reserve itself. Should the Federal Reserve 

price on the basis of the highest marginal cost producer of 

comparable services in the private market, or should it price as 

though it were the most efficient producer of such services? 

The standards that should be imposed on the pricing of 

Federal Reserve services are as follows: 

a) The Federal Reserve should price its services based 

upon fully allocated current costs and known volumes of usage, Any 

prices based on projections of costs will merely result in another 

subsidy of the payr.:ents system. 

b) Costs should reflect actual operating costs plus a 

provisic.:: for taxes anc'. capital i::ivestment. The Federal Reserve 

shou::.d. not subsidize the payments mechanism due t.o its pre £erred 

status as a tax-exer.,pt institution that does not compete in the market 

for capital funds. 

c) All prices should be explicit, because implicit charges 

and credits merely hide any subsidy. Interest should be paid on 

reserves at market rates of interest, and charges made to users of 

the service at the market price. 

d) The pricing schedule and its underlying rationale should 

be proposed for comment within 18 months and pronulgated within two 

years. Periodic revisions would be necessary and would also,be 

issued for comment. 

If the pricing policy was implemented without interest 

payments on reserves, the additional costs to member banks could 
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result in additional erosion of membership .in the Federal Reserve. 

If pricing were coupled with the nayment of interest on reserves, 

however, there would be less cause for dissatisfaction with 

members~ip in the System, and erosion might be quelled. 

4) The impact of the Federal Reserve's cutrent role in the 

payments mechanism on correspondent banking, on the efficiency of 

the payments mechanism, and on private marketplace incentives to 

provide payments services. 

Some of what I have already said responds to this fourth 

issue. I would perhaps restate that the Federal Reserve's current 

role has the effect of encouraging many small banks to seek correspondent 

banking services wl: ich r.:ay not change, I might add, with explicit 

pricing by the Federal F-eserve. The threat that the Federal Reserve 

may s~bstantially broaden its activities in the electronic funds 

trans=er systems to effectively preempt the development of private 

syster.;s clearly acts as a disincentive to the marketplace. There 

is obvicusly a capability resident in the Federal Reserve System to 

develop electronic funds transfer systems. This has been demonstrated 

by the Federal Reserve's dominance over Automated Clearing House 

J.ssociations (ACHA) which currently are involved in the electronic 

funds transfer of both private sector and certain government transfer 

payments ~uch as the social security checks) to private recipients. 

Of the 32 automated clearing house associations already in 

operation or testing, only two (The New York Automated Clearing House 

Association and the Midwest Automated Clearing House Association) are 

operated independently of the Federal Reserve System. We believe that 

one of the major reasons for the Federal Reserve System's dominant 
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position as an operator of automated clearing house facilities for 

various bank associations today is the fact that such operating 

agreel!'ents were made prior to any announcement by the Federal 

Reserve that it intended to charge for use of its clearing and 

settlement facilities and, itself, define access rules in a framework 

which effectively supersedes and renders unnecessary the privately 

adGinistered ACH system. Previously, in an environment in which 

the various Federal Reserve banks were willing to handle ACH items 

on a non-cost basis, there was little or no incentive for most 

financial institutions and their clearing house associations to 

develop and operate private sector clearing arrangements with the 

concomitar.t cost that v;ould be involved. 

At the present time, government paym~nts exceed private 

sector payments over the ACE netwcrk by a ratio of 7 to 1. In fact, 

wi thoLlt t'-.e government payments over the ACH network, the ACH 

undertaking would have to be considered a failure. This illustrates 

hm, Federal Reserve intervention and sponsorship has created an ACH 

system before private usage had developed sufficient volume to 

justify such a system. The private sector is closer to the needs of 

both the consuming public and corporate clients and is better able 

to identify and develop new payments services and products with the 

speed necessary to fulfill the needs of the nwrketplace. While the 

Federal Reserve has the responsibility to accept and distribute 

government payments in acting as a fiscal agent for the Treasury 

Department, this need does not have to be met by Federal Reserve 

operation of the ACH system if private sector systel!'s were encouraged 

to develop and handle them. 
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It is natural for those involved in such activities within 

the Federal Reserve to develop an entrepreneurial instinct to broaden 

the scope of their activities. Yet a go\·ernraent-funded agency which 

is not subject to the tests of the marketplace is not likely over 

the long run to develop the most efficient system which would include 

special tailoring to meet the numerous selective requirements of 

the private market. 

In moving to explicit fees for its services, the Federal 

Reserve ,-:ould be expected to pay interest on required reserves. 

This would mean an increase in the Federal Reserve's costs and, 

thus, reduce the amount that it would otheni'ise remit to the U.S. 

Treasuccy Department. i;on-earning required reserves represent a form 

of taxation which peculiarly renalizes member banks of the Federal 

Resen·e to the extent that they do not receive services of a 

cor..para::ile value. As you know, this membership burden has caused 

many banks to withdraw from the system. In terms of efficiently 

and equitably allocating the services of the Federal Reserve 

System and eliminating the arbitrary distribution of membership 

costs, the Federal Reserve should price its services and pay a 

market interest on required reserves. The benefits to the public 

who use banking services and the removal of a disincentive to 

Federal Reserve membership is the tratlecff to the net cost increase 

of the Federal Reserve. Competitive private sector systems best 

ensure the offering of innovative, high quality and efficient 

payments services at the lowest cost to both the public and the 

government. 
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The CHAIRMAN. Thank you very much, Mr. Olsen. I want to thank 
-both of you gentlemen for so competently summarizing your 
statements. And without objection all three statements, yours and Gov­
ernor Coldwell's, will be printed in full in the record. 

Mr. Olsen, you indicated that the Fed's involvement in the payment 
services is, as you put it, a conflict of interest, which may cause delay 
in pricing and perhaps other developments, so as to favor its own 
competitive position. 

How serious is that conflict 1 Do you feel it is a potential or a real 
problem, one that should be dealt with right now 1 

Mr. OLSEN. I think it is a very serious problem. Mr. Coldwell this 
morning indicated, for example, that the Federal Reserve had assisted 
the private sector development, for example, of automated ACH's 
by providing them access to their settlement functions. 

In fact, it took a considerwble length of time, I think something like 
14 months, or even longer, and very considerable persuasive efforts on 
the part of the private sector, including publicizing the delays, before 
it was able to gain such access for the private clearinghouse. 

Now there you have an explicit illustration. Of course as I men­
tioned before, if such a condition existed in the private sector, you 
would hardly have to have any burden of proof, because even where 
the Federal Reserve may not consciously be delaying, it is very difficult 
when they are in competition and they are considering their own next 
steps, to avoid allowing that to enter into the decisions they are making 
in granting the next step for the private sector. 

Indeed, this morning in the testimony that Mr. Coldwell gave, 
when he kept insisting that where the private sector is able to demon­
strate its competence and its readiness to deliver the kind of services 
that are required by the public and by the Government, the Federal 
Reserve should step aside. But of course it is very difficult for the 
private sector to undertake such initiatives in the face of the intimida­
tion by the Federal Reserve's presence and the uncertainty as to what 
the Federal Reserve may do with regard to its strong regulatory 
position that it holds. 

How can the private sector develop any kind of initiatives freely, 
undertake the risks of capital, et cetera, when they don't know when 
the Federal Reserve will use its authority to pre-empt those very 
initiatives 1 

It is a little bit like building a 12-foot wall, and then suggesting 
the private sector should jump over that wall, but the private sector 
doesn't know whether or not the wall will be 12 feet high or 14 feet 
high when they are prepared to jump the 12-foot wall. This is a very 
difficult position. 

I think the conflict of interest is a very serious and clear one. 
The CHAIRMAN. Mr. Olsen, you are an eminent economist as well as a 

widely recognized banker. 
Have you discussed this with Governor Burns or Governor Cold­

well, or other members of the Federal Reserve, called it to their 
attention1 

Have they indicated any realization of the strength of your posi­
tion 1 It seems so strong and logical and clear to me. And these are fine 
men, men who obviously are interested in doing what is right. How 
do you account for the position of the Federal Reserve i 
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There is an obvious kind of a desire on the part of all agencies to 
keep whatever their responsibility and authority is. But I have always 
felt these people have less of that unfortunate syndrome than most 
big agencies in Washington. 

Mr. OLSEN. Well, I have not talked directly with Dr. Burns or other 
members of the Board of Governors on my position on this particular 
issue, in part because I have just entered this for the purposes of 
testifying before this committee. 

But my hope is that I will have an opportunity to discu!B it with 
them. I don't question the sincerity of the Federal Reserve. I think 
they are caught up in a very complex issue. Within the Federal Re­
serve there are wide differences of opinion. People within the Fed do 
not hold a monolithic view on this issue. 

The studies I cited that emanate from the district banks of the 
Federal Reserve system clearly indicate that they hold views some­
what different from those which were presented this morning by 
Governor Coldwell. I am sure that within the Board itself you may 
find there are differences of view, because it is a very complex issue. 

I feel in one respect that the Federal Reserve should separate its 
membership problems from the question of pricing of its services. 

The CHAIRMAN. That is the point, I think. It was clear in the Cold­
well statement that they are just overwhelmed by the membership 
problem, that that comes first, and that is what stands in the way of 
rational solution. 

Mr. OLSEN. This is true, I feel. I feel as you stated, that it stands in 
the way. I think it unnecessarily complicates the issue. 

The CHAIRMAN. Dr. Haywood, would ABA favor a system of 
reserve requirements in which reserve requirements were lowered, but 
additional clearing balances were required of banks using Fed 
servicesi 

Dr. HAYWOOD. I really can't say, sir. I think they would certainly 
favor a lowering of reserve requirements. We don't see from the point 
of view of monetary policy why it is necessary to have reserves as 
high as they are. 

Let me gie you a response to the second part of your question on 
clearing balances. 

The CHAIRMAN. Yes; clearing balances used for the purpose-as I 
pointed out before, kind of segregating this operation for monetary 
policy purposes, where you would have lower reserve requirements, 
and then clearing balances as a compensation for the services the 
Fed givesi 

Dr. HAYWOOD. A clearing balance would in effect give you a credit 
for earnings and then that would be offset against your item expenses i 

The CHAIRMAN. Right. 
Dr. HAYWOOD. Well, that is sort of a company store approach. That 

is if you get a certain credit balance and you can use it up, but you 
have to use it up at the Federal Reserve. 

I think that we would probably say explicit pricing would be better 
than such implicit pricing. 

The CHAIRMAN. The clearing balance would only be required of 
those who use the services. 

Dr. HAYWOOD. Who wanted to do it; yes. 
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The CHAIRMAN. That's right. Interest might be paid on the clearing 
balance and the reserve requirements which would be lower than the· 
current levels, and would be the same for all banks. 

Dr. HAYWOOD. I would say we would deal with a specific proposal 
along those lines. We would be happy to look at it, give further 
thought to it, and evaluate it. Offhand, I would not have a negative 
reaction, except to say I think explicit pricing would be better than 
having compensating balances for the services. 

The CHAIRMAN. Mr. Olsen, do you prefer a reduction in required 
reserves or interest payments on some reserve balances or both, if 
a pricing schedule is put into place i 

Mr. OLSEN. I have a preference for reduction of required reserves, 
in part because I think it is a cleaner way of doing it. Although I am 
not sure that the weight rests that heavily on that particular side. 
But I would prefer either a substantial reduction of reserve require­
ments or--

The CHAIBMAN. Do you think such a reduction would have a 
possibly adverse effect on monetary policy i Would it make it harder 
to administer i 

Mr. OLSEN. No; as a matter of fact, it is possible for the Federal 
Reserve to conduct its monetary policy without required reserves. I 
think the Federal Reserve might argue that it could conduct monetary 
policy, but it would feel it couldn't do so as efficiently as it could if 
reserves were required. 

And of course this is the reason why the payment of interest would 
be preferred. 

The CHAIRMAN. That is a pretty strong argument in view of the 
trouble the Federal Reserve Board is having in maintaining an 
effective monetary policy and meeting their goals. The Chairman will 
come before this committee, again in November, and try to justify 
the Fed's policies, and it is pretty hard, when the Fed sets up a par­
ticular standard, deliberately lower the goal, and then shoot above 
it. If it gets any less efficient, it will be pretty bad. 

Mr. OLSEN. Yes; I don't think the mistakes they have made, par­
ticularly in recent months, however, are due to their having incom­
plete data, for example, from nonmember banks. I don't think it 
would have made any difference as far as required reserves are 
concerned. I think they would have overshot their target in the last 
6 months on the basis on which they now conduct monetary policy 
rep-ardless of required reserves. 

The CHAIRMAN. Your answer is you would prefer reduction in 
required reserves. 

How about interest payment on some reserve balances i 
Mr. OLSEN. I would accept an interest payment on reserve balances, 

but I would feel it should be at a market rate, and I think it should 
be on total required reserves. That is, I would prefer not to see a trade­
off between the fees charged by the Federal Reserve and the interest 
paid on a portion of the reserves that would match those fees. 

The CHAIRMAN. Wouldn't the cost to the Treasury of that be very 
big, a burden on the taxpayers i 

Mr. OLSEN. It would cost the Treasury something, that is true. But 
as has been stated by the Federal Reserve in the testimony here, 
they clearly indicate that these reserves belong to the member banks, 
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and they also indicate that these reserves, without any interest earned 
on them, represent implicit payment for the services. 

So you already have on the record the fact that banks are fore­
going an income on these reserves, in order to get services. 

Now having_ established that fact, I think that I would go further 
and say that to the extent that the interest paid is not at a market 
rate, reserves continue as a tax on the banking industry. 

The CHAIBMAN. It does, except that they get the services gratis? 
Mr. OLSEN. Except to the extent they now receive services. 
The CHAIRMAN. 'If the services are priced, it is possible that would 

compensate for the interest on the balances and it would be a wash-out 
as far as revenue for the Treasury is concerned, is that right? 

Mr. OLSEN. Yes; it would, it would compensate for some part of it. 
As it now stands, the reserves have a market value which is greater 
than the value of the services which are performed. 

The CHAIRMAN. My time is up. Senator Lugar. 
Senator LUGAR. I would like to follow up on the questions that t~e 

chairman was raising, Mr. Olsen, just to try to get roughly into the 
dollars and cents we are talking about. 

For example, the idea that has been generally expressed, reduc­
tion of reserves, how much of a reduction are we talking about? What 
would your recomendation be if you were to make one? 

Mr. OLSEN. Well, in theory, the Federal Reserve can conduct 
monetary policy without any required reserves. In other words, you 
would not have required reserves. The banks would .keep reserves, to be 
sure, but the banking system would not have required reserves. 

Senator LUGAR. Would you recommend that? 
Mr. OLSEN. I would recommend that or the payment of interest on 

those reserves. 
Senator LUGAR. Let's say interest is going to be paid on reserves, 

market interest. Why would banks maintain reserves at the Federal 
Reserve as opposed to other sorts of reserves in other investments? 

In other words, talking about market interest, why would money 
be left at the FRB? 

Mr. OLSEN. If they receive a market rate of return on these, it 
is true there may be some opportunity in the marketplace where the 
rate of return might be higher than, say, the Treasury bill rate. 

But I don't think that the inducement to move those reserves from 
the Federal Reserve to obtain what might be a slightly higher rate 
would be great enough to cause. banks to substantially move their 
reserves, if they were receiving a rate of interest that was a market 
rate, and in this case I would suggest and I think others have, that 
the market rate would be something like the Treasury bill rate. 

Senator LUGAR. Now, theoretically, if we say there are no required 
reserves, but the Federal Reserve is paying this market rate, and we 
assume, therefore, some reserves are being left by member banks 
there, and we add onto that the idea of explicit charges for services 
being rendered, what is likely to be the net result for the Treasury 
at that point i · 

In other words, do we have any estimate? If $6 billion is now 
flowin~ f~om all of this to the Treasury, say this year, what sort of 
a prediction could we make for the future? 

Mr. OLSEN. I can't g-ive you an answer off the top of my head. 
Actually we did a calculation of this kind some months ago. I didn't 
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bring it with me, but I would be happy to submit an answer for the 
record. 

Senator LUGAR. I would appreciate that, because I think it really 
is material to the discussion of all of this. 

I have been trying to .unravel in a commonsense way who will be 
the winners and the losers in this. Clearly one reason why people 
have been reticent to move into the recommendations that you have 
been suggesting and others have, is that they fear there is going to be 
a substantial loss to the Treasury, meaning the general taxpayers, that 
the Federal Reserve situation is profitable for good reasons that 
we have been talking about today. 

On the other hand, can you work with me on this thought: Let's 
say, for example, that after interest is paid on these reserves, and ex­
plicit charges occur, and maybe there 1s or is not a washout, there is 
some money coming and going. But let's say the return to the Treasury 
is less than $6 billion. 

Is it a fair assumption that some of that money is going to be re­
couped by the Treasury, maybe through taxes paid by banks, for 
example, or maybe through some other efficiencies or stimulation 
that occurs to the economy i 

Can you, off the top of your head, think along those lines 1 
Mr. OLSEN. I would be happy to include that in the full response 

to your question. 
But to be sure there would be a recouping in part by the taxes 

that would be paid. If I may just add an additional point on this, 
which is a point in theory, that when the Federal Reserve speaks in 
terms of delivering services to the public, you know, we talk about 
them being at a zero cost, but it is not zero cost to the extent that the 
Federal Reserve is a Government agency, and is supported in one 
way or another by tax funds, even by a lesser amount that they 
remit to the Treasury, or whatever, they are still supported by tax 
funds. And this, I think, is a very important point in theory, because 
without a market test, the public may very well be getting services 
which, when you include the tax support cost of those services, may be 
a whale of a lot higher thari the services which will be performed by 
a private sector organization. 

Senator LUGAR. In other words, you are suggestin~ the Federal 
Reserve adopt a marketplace discipline, maybe providing these serv­
ices less efficiently than they can be provided elsewhere, and you don't 
haveatesH 

Mr. OLSEN. Less efficiency and at a higher cost to the public at 
large, when you include the subsidy costs. 

Dr. HAYWOOD. We would like to join in the response to that ques­
tion, Senator. We have some thoughts on how much reserves might oe 
reduced and the effect. 

[The following letter was received from the ABA : ] 

Hon. RICHARD G. LUGAR, 

AMERICAN BANKERS ASSOCIATION, 
Washington, D.O., November 4, 1977. 

U.S. Senate, Dirksen Senate Ojftce Building, 
Washington, D.O. 

DEAR SENATOR LUGAR: On October 11, 1977, at the oversight hearing on the 
role of the Federal Reserve in providing payments mechanism services, you poi;!ed 
a question to Dr. Charles Haywood, who was testifying on our behalf, about the 
extent to which required reserve ratios might be reduced for Federal Reserve 
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member banks without impairing the effectiveness of Federal Reserve monetary 
policy. We are pleased to have this opportunity to respond for the record. 

The American Bankers Association has long supported the view that required 
reserve ratios of Federal Reserve member banks should be reduced. In 1957 the 
Economic Policy Commission of the American Bankers Association published 
a study entitled, "Member Bank Reserve Requirements." The key conclusions of 
that study were as follows : 

1. That the chief function of reserve requirements is to serve as a fulcrum 
for the use of the discount rate and open-market operations in influencing 
the volume of bank credit and money. 

2. That the present high requirements should be substantially reduced 
over the years ahead to enable the banking system to accommodate the 
monetary and credit needs of a growing economy. 

3. That when reserve reform is undertaken,· we should move in the direc­
_tion of a geographically uniform system of reserve percentages. 

4. That vault cash should be treated as a reserve asset. 
Beginning December 1, 1959, member banks were permitted to count a por-. 

tion of their vault cash to meet reserve requirements, and since November 23, 
1960, all vault cash has been included in the legally required 'balances. At 
the end of 1976, vault cash accounted for $8.6 billion of the $35.5 billion total 
of member-bank required reserves. As banks mu.st hold a certain amount of 
vault cash regardless of the level of legal reserve ratios, inclusive of vault 
cash as a reserve asset has made the burden of reserve requirements less 
than it would otherwise have been. 

Prior to July 18, 1962, there were three categoriel! of member banks with 
differential required reserve ratios. The categories were central reserve city 
banks, reserve city banks, and country banks. The first two categories were 
merged in 1962. Since November 1972 the "Federal Reserve has not formally 
employed the reserve city and country bank terminology. Instead, differential 
reserve ratios have been imposed by size of bank and, additionally in the 
case of time deposits, by certain maturity designations. However, the size 
categories used by the Federal Reserve for demand deposit rasel'Ves are 
closely related to the old reserve city and country bank classifications of banks. 
A "geographically uniform system of reserve per.centages," as recommended by 
the Association in 1957 has yet to be established in fact, though the present 
system does not explicitly differentiate by geographical location. 

We also wish to note that when the Association's study was published in 
1957 required reserve ratios on demand deposits were 20 percent for central 
reserve city banks, 18 percent for reserve city banks, and 12 percent for 
country banks; the required reserve ratio on savings and time deposits for all 
member banks was 5 percent. Currently, required reserve ratios for demand 
deposits vary between 7 percent and 16.25 percent depending on the amount of 
demand deposits held by the bank. For savings and time accounts, they vary 
between 1 percent and 6 percent depending on the amount of time and savings 
accounts held, the type of account, ·and maturity of account. Comparison with 
1957 ratios is difficult, but in general there has been some modest decrease in 
average reserve ratios. 

This modest decrease in the level of reserve requirements, has not hindered 
the ability of the Federal Reserve to conduct an adequate monetary policy. 
Indeed, as you know, the Federal Reserve recently endorsed provisions of 
S. 2055, which called for reduction in the statutory minimum required reserve 
ratios. Evidently, the Federal Reserve feels there is room for further reduction 
in required reserve ratios without any undue hindrance to monetary policy. 

We have noted these changes since our 1957 study to demonstrate that 
dialogue with the Federal Reserve has resulted in improvements in the struc­
ture of reserve requirements. Regrettably, progress has not been sufficient to 
mitigate the burden of reserve requirements to the extent needed. It appears 
that the Federal Reserve now has a fuller appreciation of the need to reduce 
the burden of reserve requirements. Continuing dialo~e might well be pro­
ductive of further change. The door to such change could be opened by a simple 
technical amendment eliminating the statutory minimums for required reserve 
ratios. 

Under 12 USC 462, the minimum required ratios on demand deposits are 
10 percent for reserve city banks and 7 percent for country banks; the minimum 
for savings and time accounts is 3 J)E"rcent. Eliminating the statutory minimums 
would increase the discretionary authority of the Federal Reserve to make its 
own determination of the level of l'eserves consistent with the need___!Q__mitigate 
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the burden of Federal Reserve membership as well as the need to assure effi<:ient 
implementation of monetary policy. 

We mention the possibility of eliminating the statutory minimums as one 
alternative that might be considered. We do not propose it at this time as an 
official position. However, we do favor reduction of reserve requirements. Ex­
pansion of the Federal Reserve's discretionary authority in this regard would 
also be consistent with the Association's long-standing position in support of 
the independent status of the Federal Reserve. 

As to the extent to which required reserve balances might be reduced, we 
think that there is a rationale for reducing such balances by at least $10.5 
billion. At the end of 1957 the gold cel.'ltiflcate reserve of the Federal Reserve 
Banks was approximately $22.1 billion. The gold certificate reserve at the end 
of 1976 was $11.6 billion. The decline in the gold certificate reserve was asso­
ciated, of course, with an outflow of gold from the United States hi the late 
1950s and the 1960s. This loss tended to decrease member-bank reserve balances. 
However, the e!fect on reserve balances was offset by Federal Reserve purchases 
of U.S. Government securities in the open market. The Federal Reserve thus 
gained interest bearing assets in replacement of the non-income gold certificates. 
The interest-bearing assets were shifted from the private sector, mainly the 
banking system, into the Federal Reserve. 

An alternative would have been for the Federal Reserve to reduce required 
reserve ratios commensurate with the decline in the gold certificate reserve. 
Dr. Haywood, who represented the American Bankers Association at the October 
11, 1977, hearings, recommended such an approach to reduction in reserve 
requirements in the early 1960s. A gradual reduction in reserve ratios would 
have been possible during the 1960s. Required reserve balances today would be 
about $10.5 billion less than they are, and the Federal Reserve would be holding 
$10.5 billion less in U.S. Government securities. 

We estimate that the Federal Reserve's income would have been reduced by 
about $687 million in 1976 if it had held $10.5 billion less in securities. The 
Federal Reserve's net earnings in 1976 were $5,982 million, of which $5,870 
million were paid to the Treasury. A reduction of $687 million in the Federal 
Reserve's income would not be maitched dollar-for-dollar by a reduction in the 
Treasury's income. Transfer of $687 million from the Federal Reserve to the 
private sector would result in some increase in Treasury tax revenues, as much 
as $330 million, or perhaps, even more. Net loss to the Treasury would be in 
the range of $300 million to $400 million. 

In fact, there is no need for the Treasury to sustain any loss in revenue. It 
would be possible for the Federal Reserve to phase in a reduction in reserve 
requirements over a period of several years or so in such a way that growth in 
Federal Reserve net earnings would be slowed but the level of such earnings and 
payments to the Treasury .would not be reduced. The following data on Federal 
Reserve earnings paid to the Treasury indicate a growth trend that could 
accommodate a phased reduction in reserve requirements without decreasing 
payments to the Treasury. 

FederaZ payments to the Treasury 
Million8 

1957 --.---------------------------------------------------------- $542.7 
1962 ------------------------------------------------------------- 799.4 
1967 ------------------------------------------------------------- 1,907.5 
1972 ------------------------------------------------------------- 3,231.3 
1976 -----------.-------------------------------------------------- 5, 870 5 

Of course, a gradual phase in of the reduction in reserve requirements would 
mean that it would take a longer time to achieve an e!fective reduction in the 
burden of Federal Reserve membership. 

There is disagreement both within and outside of the banking industry on 
the role played by reserve requirements in the administration of monetary 
policy. Nevertheless, even if rreserve requirements are important as a supplement 
to open market operations in the administration of monetary policy, a statutorily 
specified minimum reserve requirement is irrelevant for this purpose. What is 
important is not the level or reserve requirements, but the ability of the Federal 
Reserve to change the amount of required reserves at a given point in time if 
monetary and credit conditions warrant such a change. In ,this context, elimina­
tion of the statgtorily specified minimum reserve requirements would give the 
Federal Reserve sufficient latitude to significantly reduce its membership burden 
while still retaining the flexibility needed to administer monetary policy. 
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In closing, we wish to repeat that our long-standing position has been that 
reduction of reserve requirements is desirable. The extent of such reductions 
should be left to the discretion of the Federal Reserve. Legislative action should 
focus on the mitigation of statutory restrictions on the Federal Reserve's discre­
tion, such as reduction, or perhaps elimination, of the statutory minimums for 
required reserve ratios. 

Sincerely, 
GERALD M. LowRIE. 

Senator LuGAR. I would a:ppreciate that very much. 
If we moved in that direction, in what way would the conflict of 

interest you were discussing be dissipated i 
And let me add just one further aspect to that question. You have 

made a comment that the Federal Reserve appears to have decided that 
electronic funds transfers should move along about on the same course 
as paper checks, and the ability to be involved in the collection of one 
implies a movement aloni the technology to another, which you say 
may be tenuous as a historical point. . 

But clearly how is the conflict of interest going to be relieved if we 
have no required balances, interest paid at market rates on the 
balances, explicit pricing for all of the services j Where does that :put 
us now in terms of relief of the conflict of interest, or the generation 
of private competition i 

Mr. OLSEN. Quite honestly, the conflict of interest in my judgment 
would continue to exist as long as the Federal Reserve has a presence 
in the marketplace in direct competition with private initiative, and. 
it is at the same time the regulator of their competitors. 

That conflict would, as I say, continue to exist. I feel that for this 
reason, the burden of proof that the Federal Reserve is not employing 
its position as a regulator to its own advantage should be very great 
and it should not be caught in a position of arguing that it needs to 
delay a lo~ period of time in order to allow access to its system by 
private initiative, or even that it should be permitted to argue it wi11 
take 18 months to establish a pricing schedule. 

That seems to me to be totally unreasonable. In the private market, 
a private system settin~ up couldn't possibly afford to take that 
length of time to establish a pricing schedule, if it wanted to meet 
the competition. 

Senator LuGAR. I agree with you. But reason with me now. What is 
the relief for this i Where are the .umpires with regard to this burden 
of proof i This committee, the Congress, or what i 

Mr. OLSEN. Well, it may rest with Congress to take the initiative to 
see to it the Federal Reserve is not unfairly using its position as a reg­
ulator to slow or to discourage the development of the private sector 
systems. 

Senator LUGAR. In other words, we still have the problem that you 
w.o~ld not deny, that the Federal Reserve is trying t? link together 
various systems, has a role to play. And the problem 1s one of deter­
mining whether that role is oppressive, and there should be some out­
side arbiter looking over its shoulder to make certain conscience is 
quickened and the right decisions made i 

Mr. OLSEN. I think one way in which the Federal Reserve could 
effectively satisfy that it was not using its position unfairly would be 
for it in fact to gradually withdraw from the initiatives that it has 
undertaken in the_electronic funds sector and hold itself clearly arid 
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only to the paper check collection system which was initially estab­
lished for the reasons we have stated. 

And by withdrawing because the capability does exist in the market­
place, private organizations can run the automated clearinghouse 
associations, and by withdrawing from that, now that it has estao­
lished that initiative, I think would show clearly it is not using-its 
position as a regulator to unfairly advance its own electronic funds 
development. 

To the contrary, what we see happening .urifortunately is that it is 
continuing to move further and further into the electronic funds 
sector, and in doing so, clearly will intimidate and discourage private 
initiative. 

Senator LUGAR. One final thought. How is the withdrawal to be 
effected i What are the effective steps to bring that about i Is it by 
law i Is it by hearings and oversight i 
. Mr. OLSEN. I think by hearings and oversight, if that works, and 
1f not, why then perhaps by statute. 

Senator LUGAR. Thank you. 
The CHAIRMAN. I would like both of you gentlemen to give me a 

response to this, beginning with Dr. Haywood, perhaps. 
Can you give me your arguments on how monetary policy can be 

conducted without required reserves i I think that has been answered 
in part hy Mr. Olsen. But I would like, if you don't want to do it now, 
maybe give me a little paper on it. It is fascinating. Because I think 
it is something that would contradict the conventional wisdom, it is 
something we ought to think about. We are changing these situations 
so much, and being forced to change in part by technology. 

Maybe this is a time to take a more clear-eyed look at the required 
reserves than we have in the past. 

You both favor reducing reserves, but I didn't understand you 
to say you favor abolishing required reserves. Perhaps you did. 

Dr. HAYWOOD. I would draw a distinction; it is possible to conduct 
monetary policy effectively without legally required reserves, and 
perhaps that is what we mean when we use the term "required re­
serves." But there must be in the system some cash balances, which 
are held on the basi!l of custom or for clearing purposes. 

The CHAIRMAN. Is it possible for the Federal Reserve then to know 
the relationship between those cash balances and the money stock, 
so they can conduct monetary policy, without being able to control 
the reserves i . 

Dr. HAYWOOD. I think it would be possible. I think in a banking 
svstem as large and as diverse as ours, with over 14,000 units, that 
the problem is obviously much more difficult than to do it in a bank­
ing system such as you ·have in Great Britain, where you have a few 
clearing banks and where you can phone them up every day and 
find out what they are doing. 

The CHAIRMAN. You see, what remains here is, I think, the more 
commonly understood public feeling, that you need reserves to keep 
the banks solvent, so the bank will always be able to meet its 
obligations. 

I had a professor of banking from Harvard almost 40 years ago, 
in 1939, I remember him saying the required reserve policy is like 
a cab company, that always require a cab to be at a particular stand, 
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always. If somebody came along and wanted to use that cab, no way, 
because the cab had to be at that stand all of the time, you couldn't 
move it. Obviously the cab was utterly useless, because you couldn't 
move it. 

The same way is you have required reserves and you can't reduce 
those required reserves by law, they don't serve any solvency pur­
pose, you are telling us they don't serve a monetary policy purpose. 

Dr. Haywood~ 
Dr. HAYWOOD. The legal requirement may be unnecessary. But 

given the practice of banks of keeping certain funds in cash, those 
practices are relatively stable, and if they are known to the central 
bank, then the centrai bank can use that information as a basis for 
effective implementation of monetary policy through open market 
operations. 

Mr. OLSEN. I would agree. I would agree it is not necessary to have 
required reserves in order to conduct monetary policy. The monetary 
base on which the Federal Reserve operates includes reserves and 
currency. And when we say that you don't have required reserves 
doesn't mean that the banking industry doesn't maintain reserves. 
They do maintain reserves. And there are systems in the world in which 
you don't have required reserves. 

The CHAIRMAN. Would the Fed have the information it needs with­
out the legal requirements~ 

Mr. OLSEN. I think the Federal Reserve could have the informa­
tion. I might add that the problems which the Federal Reserve has 
had in the conduct of monetary policy in recent years, the execution 
problems they have had such as we have seen in the last 4 or 5 months, 
would not be aggravated in my judgment in the absence of required 
reserves. 

Why I am saying that is because there are other problems which 
the Federal Reserve has in the manner in which it executes monetary 
policy which it should resolve long before it worries aboµt the ques­
tion of required reserves. In other words, we still have rather volatile 
swings in the growth of monetary aggregates. And the Federal 
Reserve should seek to resolve those. 

If I may, if I understood your question earlier, I would be happy 
to submit to you, if you wish, a short piece on this question in some 
greater detail, because I would add that I am not entirely confident 
that. we would find that the Federal Reserve could conduct monetary 
policy as efficiently in the a:bsence of required reserves. But I would 
like to seek that finding. 

The CHAIRMAN. I would like that very much; it would be very 
helpful. 

Professor Haywood, you seem to indicate in your statement that 
it would be very difficult for the Fed to establish a pricing schedule 
that would be equita:ble, and also would encourage efficient use of pay­
ments services. In your opinion, can the Fed do it~ 

Dr. HAYWOOD. Would you like to comment on that, John~ I think, 
as I said, it would be very difficult. I think it is conceivable that it can 
be done. Did you say is it likely it would be done by the Federal 
Reserve~ I may not be as critical as Mr. Olsen in terms of them--

The CHAiIRMAN. Do you think they should price their services, or 
do you think it is so difficult they probably wouldn't be able to do it 
equitably, and therefore we should not do it~ 
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Dr. HAYWOOD. Right now they are not going to price their services, 
because that will aggravate the membership problem. And until that 
problem is resolved, I don't see the Federal Reserve going on and 
tackling the allocational problem of figuring out what these costs 
are, and t:Jhen trying to relate that to the functions involved. 

I don't think they have t:Jhe incentive right now to tackle those 
problems. I hope I am being responsive, Mr. Chairman. 

The CHAIRMAN. What troubles me, of course, is that I am concerned 
that if we· wait until the Fed's membership problem is solved, we 
would be likely to wait a long time. They are not likely to get the kinds 
of pricing which is essential if we are going to give the private sector 
an opportunity to move in here. 

The Fed is moving rapidly, as they have to, because of the tech­
nological developments in EFT and other matters, and we are going 
to have a fait accompli. We have a situation where you will have an 
agency so big with so much "equipment, it will be very hard then to 
move into the private operations. 

Mr. RIDEOUT. Senator, it seems to me-
The CHAIRMAN. Will you identify yourself again, pleasej 
Mr. RIDEOUT. I am Thomas Rideout, senior vice president, Wachovia 

Bank & Trust Co., Winston-Salem, N.C. 
It seems to me with respect to this question of the private market, 

I would like to give you an example of the way the-,Fed operates, and 
the way the private market has responded, two different examples. 

Within certain Federal Reserve districts, and perhaps within all 
Federal Reserve districts, I don't know, certainly within our Federal 
Reserve District, the Federal Reserve will allow access by nonmem-. 
her banks to check clearing facilities within that district. 

In other words, if there are items to be presented within that 
district, the Federal Reserve will allow access to their services for 
clearing that activity. 

That particular access question has in fact ·created a disincentive 
among correspondent banks within that district, who would clear that 
activity in the district, to perform those services, because the nonmem­
ber correspondent can get the same level of service at no cost, as 
against a private market charge which would be made by the corre­
spondent bank. 

Now, the Federal Reserve has not yet chosen to make those services 
available to nonmember banks on an interdistrict basis. And because 
that has not yet occurred, the private market has very promptly 
developed their own clearing network on a nationwide basis, in which 
they can provide better availability to banks all across the country 
to clear these items from coast to coast. 

And while they have to charge an implicit price, and have it com­
pensated for in the form of balances, the availwbilities which are 
generated by that clearing system far offset the implicit cost the corre­
spondent banks charge. 

As a result, the private market is doing a very efficient job of clear­
ing those items. 

I just wanted to point out an example of where, when the private 
market is left alone, they can provide very ~ff ective clearing services, 
whereas when the Federal Reserve allows, for instances, nonmember 
access to their payment services, it does tend to create disincentives as 
far as the private market is concerned. 
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So that is just one comment I wanted to make on that particular 
issue. 

The CHAIRMAN. Does the private market clear its long-distance 
checks with remote disbursement arrangements? 

Mr. RIDEOUT. I don't really understand that phrase "remote dis­
bursement arrangements." What we do, when we talk about this clear­
ing across the country, just to give you an example, if a check came 
into our bank in Winston-Salem today, we could through a private 
clearing network, say the check was drawn on California, we could 
get next-day availability in California by direct sending to another 
bank, let's say an Atlanta bank who was in the business, or a Chicago 
bank who is in the business of clearing California items. We could get 
availability the next day on that particular item. Whereas if we 
presented it to the Federal Reserve, put it into the Charlotte Federal 
Reserve, it would take us 2 days, we wouldn't get availability from 
them for 2 days. 

That, to me, is an indication of the effectiveness of the private 
market, and what they can do if they are not discouraged. 

But I must agree with Dr. Olsen that the banks who enter into 
these kinds of direct clearing arrangements certainly have done it 
with some concern that the Federal Reserve might decide to make 
changes in the clearing timetables, which might result in their having 
to absorb some float, because they couldn't actually get those times. 
Or they might in turn make those services available to nonmembers. 

That certainly would be a very discouraging thing from the pri­
vate sector's point of view. 

So we would encourage the Fed-I think the solution to the thing 
right now is rather than be too concerned about the pricing mecha­
nism, it would be perhaps for the Fed to sort of draw a line, particularly 
with respect to ACH services, and also with respect to the paper 
services, and begin to withdraw and allow the private system to take 
over. 

Because I think the private system is at a point where they can 
handle the basic payments mechanism services, though the Federal 
Reserve could still, for member banks, be a very effective partner in 
providing settlement services among member banks. 

The CHAIRMAN. Do you think we should set a deadline, a time dead­
line? My feeling is unless we set a specific date, say January 1, 1980, 
for final action on pricing services or something like that, that we 
are going to drift along like this and the Fed will move ahead and 
usurp the field, because it is just impossible for the private sector to 
operate absent a pricing schedule on services from the Fed. 
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Mr. RIDEOUT. I think with respect to a date, sir, that setting a date 
is probably a pretty good idea. But in order to make the settmg of a 
data on effective tool, it would be necessary for the private sector to 
have signals, either directly from the Federal Reserve, or from others 
who can influence this particular issue, that in effect would say the 
role of the Federal Reserve from here on as far as payments mech­
anisms services will be thus and such, and outline specifically what 
their role is going to be. 

Then if there 1s common agreement, the private market knows what 
to expect, then I think we can go forward very nicely. 

But there needs to be that whole question of definition of the role 
of the Federal Reserve solved before we get into the microeconomic 
issues of pricing and payment of interest on reserves, and placement 
of charges for various kinds of services. 

The CHAmMAN. Mr. Olsen, how important do you think it is for us 
to do our best to provide a deadline i 

Mr. OLSEN. I think it is crucial to provide a deadline, because the 
Federal Reserve, and again for perhaps complex reasons, has already 
indicated a tendency to shift its position on the question of pricing, 
and when it will come forward with explicit pricing. 

And I think one of the reasons why this happens, which I come 
back to again, is because they have made this a very complex issue, 
which interlinks with the membership problem. So that I think it 
would be very important for Congress to specifically set forth dead­
lines for the Federal Reserve to price and also for the Federal Re­
serve to take steps to withdraw over time from its entry into the 
electronic funds transfer sector, particularly. 

The CHAmMAN. That is very helpful. 
Thank you very very much, gentlemert, you have made a fine record, 

I deeply appreciate your appearances. 
The committee will stand adjourned. 
[Thereupon, at 12 :10 p.m., the hearings were adjourned.] 
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