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Land Use 
Planning Perspectives 

By Marvin Duncan 

L and use planning elic its at least two harply 
defined and diametrically opposed imag . 

On one hand land use planning is viewed as a subtle 
attempt to di lute the rights of property holders. The 
converse view holds that planning is necessary to 
assure wise use of natural resources now and ade
quate supplies of these resources for the future. 
More common are intermediate views, often condi 
tioned by access to ownership and use of property, 
or the lack thereof. In the last 15 years land use is
sues , ranging from local feedlot pollution control 
questions to proposed national land use planning 
legislation , have created controversy and headlines. 

This article examines the hi storical background 
and the rationale for land use planning, some con
siderations in implementing planning , and con
siders briefl y the current status of legislation in the 
United States. Consequently, the primary focus of 
this article is on the public sector 's role in land use 
planning . A later article will examine resource use 
issues of special interest in the Tenth Federal Re
serve District , means of addressing those issues, 
and related legislation in Tenth District states. 

HISTORICAL PERSPECTIVE 

The traditional and legislative precedents for 
private ownership and control of property--and by 
extension, natural resources-in this country are 
principally drawn from England. A brief review of 
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the evo lution of ownership rights i useful in under
tanding how U. S . property rights emerged. 

Landholding in medieval England was at best a 
risky proposition. Land was routinely seized by the 
crown for failure to pay debts or obey royal sum
monses . Collection of feudal dues became progres
sively more oppressive until during King John 's 
reign the nobles revolted , drafting a set of demands 
(the "Articles of the Barons" in April 1215). The 
famed Magna Charta emerged from the ensuing ne
gotiations between the king and his loyal barons and 
mercenaries . Of particuiar interest to landholders 
was chapter 39: 

No freeman shall be arrested, or detained in prison , 
or deprived of hi s free hold , or in any way mo
les ted ; and we will not set forth agains t him , nor 
send against him , unless by the lawful judgment of 
his peers and by the law of the land . 1 

Almost as soon as agreed to, the Magna Charta was 
disavowed by King John , but later a shorter version 
was enrolled in England 's Statutes at Large. 

Between 12 15 and the colonial exodus to 
America , attitudes and practices regarding the right 
of government to regulate the use of, and to seize, 
private land vacillated between strict and loose con
struction. A substantial body of royal proclamations 

I/Edward Coke, The Second Part of the Institutes of The Laws of England 
(London: printed for E. and R . Brouke , Bell-Yard , New Temple Bar, 
1797), p . 45. 
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and acts of Parliament, particularly directed toward 
planning for orderly, safe, and healthful urban de
velopment, had evolved by the time of the major co
lonial movement to the new world. 2 A 1580 procla
mation by Queen Elizabeth restricted new 
residential construction within three miles of Lon
don's city limits and Parliament , in 1588 , restricted 
new construction to a density no greater than one 
building to four acres . Regulations restricting 
access to common land were enacted . A long as 
land use regulations appeared to promote the public 
benefit , rather than only the king' s benefit , the judi 
cial system supported such regulations. 

Interestingly, concurrent with the extensi ve 
regulation of land use , a counter movement of re
vived interest in individual property ri ghts was 
gain ing momentum. There was a revival f interest 
in the Magna Charta- and an accompanying pre
emin nee of individual property owners ' ri ght . 
Parliament a serted that the ancient laws-the 
Magna Charta included-were fundamental guar
antees of Englishmen's rights and liberties . Thus it 
was that coloni sts, fresh from Parliament 's victory 
of private property rights over royal decree , brought 
to America a concept of property rights that shaped 
the actions of colonial legislatures during the 
1600's. The English tradition also encompassed 
substantial control over private property for the 
public good , and in England the pendulum was soon 
to swing toward renewed attention to public prerog
atives. Americans for the past 200 years have , how
ever , considered the concept of property rights 
brought by colonists to be among our most prized 
acquisitions from England. 

Nonetheless, land use restrictions were ac
cepted early in the American colonies . 3 As early as 
1631, the Virginia House of Burgesses passed an 
act requiring each white male over 16 to grow two 
acres of corn--or forfeit an entire tobacco crop. 
New Amsterdam in 1647 passed what amounted to 
zoning and building code ordinances. However, the 
ex panse of free land and readil y available resources 

2/Fred Bosselman , David Callies , John Banta , The Taking Issue (Wash
ington : The Council on Environmental Quali ty, 1973) , pp . 60-81. 
3/!bid .. pp . 82- 104 . 
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to the west minimized consideration of any compre
hensive land or resource use planning . It was not 
until the closing of the American frontier-around 
1900-that the country gave any serious consid
eration to conservation of natural resources. 

Coincident with, and partly because of, the 
closing of the frontier , public sentiment for pre
serving unique and unspoiled parts of the American 
wilderness led to Congressional action in 1891 set
ting land as ide for national parks and forests . The 
Reclamation Act of 1901 , a legislative landmark , 
established the pattern for developing water re
sources in the western United States . However , 
urban zoni ng-as a result of early acceptance and 
the higher vis ibility of urban land use problems
dominated land use di cu ion and practice until the 
1960 ' . 

omprehens ive land use planning ncom 
pass ing re ource inventory, data coll cti on , and 
citizen participation was begun in rural America 
during the 1930's. It made only limited progress 
before public attention was turned toward winning 
World War II . Postwar emphasis on economic 
growth meant that not until the 1960's-when 
urban land use problems began to spill over into 
rural areas as suburban sprawl , city landfills, high
ways, and airports-was there a vigorous revival of 
public interest in land use issues. Robert G . Healy 
suggests people were becoming more aware of the 
fragi lity and interrelat ionship in their environ
ment , a they began to lose their acce s to and en
joyment of the out of doors, omething they had 
taken for granted. 4 

U. S. PROPERTY RIGHTS 

Property rights in the United States can best be 
likened to a bundle of individual rights-the rights 
to sell, to produce with , to bequeath , to profit from 
use , etc . However, the states did not relinquish all 
of the rights in th is bundle when selling land to pri
vate parties. The retained rights-poli ce power, 
taxation , eminent domain , and escheat- though 
probabl y interpreted more broadly today by courts, 

4/Roben G . Heal y, " Controlling the Uses of Land ," Resources, Vol. 50 
(Washington : Resources for the Future , Inc ., October I 975) , pp . 1-3 . 
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have always rested with the states. The exercise of 
these retained government rights gives viability to 
comprehensive land use planning . 

Retained Rights 

Police Power. Though exercised primarily by 
the state, police power is available to all levels of 
government. Governments can and do limit per
sonal and property rights in the interest of public 
health , safety, and welfare. Easements guaran
teeing or prohibiting certain land uses are common . 
All zoning legislation derives from the right of gov
ernment to exercise police power subject to due 
course of law. The exercise of this power recently 
ha infringed so deeply into what had been consid
ered private property rights that quest ions have been 
rai ed regarding the lim its to which this power may 
be extended , without constituting unlawful taking 
of private property. 5 Just as public attitude on land 
use evolves over time, so do court decisions. An ex
amination of property rights cases decided at 
several j udicial level s convinced the authors of The 
Taking Issue that a substantial body of court deci
sions may be shifting toward support for the present 
exercise of police power. 

Our strongest impression ... is that the fear 
of the taking issue is stronger than the taking clause 
itself. It is an American fable or myth that a man 
can use hi s land any way he pleases regardless of 
his neighbors. That myth survi ves, indeed thrives, 
even though unsupported by the pattern of court 
decis ion . 

Although the number of cases is sti ll sma11, 
there is a strong tendency on the part of the courts 
to approve land use reg ulations if the purpose of 
the regulation is statewide or regional in nature 
rather than merely local. . . . they show an ob
vious preference for regulations having broad mul 
tipurpose goals. 6 

Taxation. Governmental units have reserved 
the right to levy and collect taxes on real property. 
Though designed primarily to raise revenue , tax
ation can be used effectively to control land use. 

5(fhe Fifth Amendment to the U . S . Constitution ends with the phrase 
" nor shall private property be taken for public use without just 
compensation .' ' 
6(rhe Taking Issue, pp. 318- 19 , and p. 323. 
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Differential assessments and tax credits can delay 
use shifts, while lack of preferential tax treatment 
can force development to that use with the highest 
discounted return over the planning horizon-the 
highest and best use. 

Eminent Domain. The right of government to 
take private property for public use-in this country 
only after just compensation to the owner-is 
widely used in acquiring land for highways, dams, 
and other public purposes. 

Escheat. This refers to the reversion of prop
erty to the state when there are no longer persons le
gally entitled to hold the property. Though one of 
the bundle of property rights retained by the state, it 
has little impact on land use planning . 

The Spending Power of Government. 
Though not generally included in a listing of re
tained property rights, governmental spending pat
tern have increasingly influenced land use. Public 
works projects such as harbors, navigable water
ways, national defense installations, and land recla
mation projects have had large scale impacts on use 
patterns of both contiguous land and other land in 
the same general area . 

External Effects 

The renewed attention to the public welfare 
has, in part , resulted from a recognition of what 
economists call externalities . 7 Externalities occur 
when the benefits and costs that govern the deci
sions of a private individual are not the same as 
those experienced by society. Such decisionmak:ing 
can result in unearned benefits accruing to , or un
deserved costs born by, the participants. For exam
ple , a chemical plant may find its operation very 
profitable because it can dispose of pollutant wastes 

7 /Excellent sources for further discussion of externalities and their effects 
on resource use are Robert U. Ayres and Allen V. Kneese , ''Production, 
Consumption , and Externalities ," American Economic Review, Vol. 59 , 
No. 3, June 1969 , pp . 282-97 ; Francis M. Bator, "The Anatomy of 
Market Failure," Quarterly Journal of Economics, Vol. 72, August 
1958 , pp. 35 1-79; Michael F. Brewer, '' Agrisystems and Ecocu lture, or: 
Can Economics Internalize Agriculture ' s Environmental Ex temalitie , " 
American Journal of Agricultural Economics, Vol. 53, No. 5, December 
197 I , pp. 848-58; R. H. Coase , " The Problem of Social Cost ," Journal 
of Law and Econ.omics, Vol. 3, October 1960, pp. 1-44; and E. J. Mishan , 
" Spillover: Affliction of the Affluent Society," Technology and Growth: 
The Price We Pay, Part fl (New York: Praeger Publi shing Co . , 1970), p. 
29ff. 
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into a nearby stream . However, neighboring users 
of the stream must bear the cost of removing the pol
lutants in order to use the water , or forego the bene
fits from use of the water. Thus , the chemical manu
facture r is making production decisions , and 
chemical consumers are making consumption deci
sions, based on a cost of production that is less than 
the actual and full cost society must bear in order to 
use the product. 

Land use problems are characterized by such 
externalit ies. The dec i s ionm aki ng unit- the 
farmer, the mining company , the manufacturi ng 
plant , the real estate developer- is usually too 
small to encompass all the costs or benefits of its re
source- use decis ions. Externalities can also resu lt 
from the timing of the flow of benefit and costs to a 
firm. A coal mining firm may h itate to undertake 
spoil bank rec lamation, in part b ca use its plann ing 
hori zon may be too short to capture the benefi ts 
flowing from the reclamation . Institutional truc
tures may also cause externalities. Actions by one 
political subdivision in a river flood plain or over an 
underground aquifer may impose costs on members 
of surrounding political subdivisions. 

LAND USE PLANNING 

Goals of society change over time, as is shown 
by the recent concern for environmental protection 
and the emerging energy conservation ethic. Just a 
goals change over time , so does public perception 
of the state's authority to use those property rights it 
retained-to be exercised in the public interest. 
Constraints are placed on ( or in some instances, re
moved from) the market system of resource allo
cation to achieve carefully defined objectives. 8 The 
constraints are purposeful , not randomly imposed, 
and are intended to enhance achievement of pub
licly stated goals and to have predictable results
results that are capable of change over time. Basic 
achievements desired are the restoration of land and 
protection of resource quality , to meet the needs of 
the next user. 

8/John F. Timmons and J. M . Comiack , " Managing Natura l Resources 
Through Land Tenure Structures ,'· Journal of Soil and Water Conser
vation, Vo l. 26 , No. I , 197 1, pp. 4-10 . 
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Land use planning begins with an inventory of 
available resources and a determination of their 
levels of use. Planners then identify long-range 
goals and shorter-term objectives . Constraints are 
placed on the market mechanism that are intended 
to lead to an allocation of resources in accordance 
with stated goals and objectives . Both private and 
public benefits and costs resulting from a decision 
must be considered. In some cases administered re
source allocation may be necessary. Trade-offs be
tween maintaining the environment in pristine con
dition and judicious development of resources , 
while assuring subsequent users of adequate re
source quality , are an-ived at. Indeed , judicious de
velopment may improve the quality and produc
tiv ity of the land. Wide public parti cipation in 
identi fyi ng goals and objectiv s , as well as in deter
minin g acceptable deve lopment-env ironmen tal 
quality trade-offs, is nece sary to ach ieve work
able, effective land use plans. 

Dimensions of Planning 

Whenever public action for land use planning 
places constraints on an unimpeded market mech
anism for allocating resources , five major questions 
-the dimensions of land use planning-must be 
addressed . 9 

Scope. Planners must decide whether to plan 
separately for parts of a land use system, or to in
clude all separate issues in a comprehensive plan. 
Typically , partial planning may at first be more 
easil y accepted. The need to pl an for sewage sys
tems or transportation systems is readily apparent. 
Less apparent , but nonetheless real , is the need to 
consider how partial plannjng for one purpose may 
mandate the eventual plan for another purpose. 
Major partial land use plans need to be compatible. 
Consequently, successful land use planning will 
usually incl ude the major issues to be resolved . 

Level. m storically, land use decisions have 
been made at city and county levels within carefully 
defined authority from the state . However, some 

9/Neil E. Harl , " Land Use Legislation: Status and Implementation ," 
paper presented at annual meetin g of Mississippi Section , American So
c iety of Agronomy, Miss iss ippi State Uni vers ity , Jan uary 28 , 1975. 
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deci sions- such as sewage treatment and fl ood 
control-may have effects beyond local deci
sionmaking boundaries. Obviou ly , different types 
of decision must be made at different levels. A cre
ative balance should be attempted in which the level 
of decisionmaking includes all the co ts and bene
fits of the decis ion , while being done at the lowest 
practical level . 

Criteria. It is essential that planning decisions 
be based on well-defined criteria. The e may either 
be explicitly stated or implicit in legal constraint 
impo ed upon the market sy tern. If high level of 
economic growth are desired , resources would have 
to be allocated to u e where the returns are great
est. In contrast, a desire for preservation of sce nic 
area , mi ght require that re ou rce be allocated quite 
differ ntly. Level · of economi c growth , ustai nable 

ver tim , may req uir still diff rent re ourcc allo
cation patterns . 

Time. The time frame over which deci
sionmaking is optimized affect the re ultant plans. 
Environmentalists prefer a several -generation plan
ning horizon accompanied by very low interest rates 
in order to demonstrate positive benefit cost ratios 
for projects . Those interested in high levels of eco
nomic growth would opt for a much shorter plan
ning horizon , accepting higher interest rates, since 
they contend technological change would likely 
make long horizon plans obsolete. 

Means. A wide variety of means exists to im
plement land u e planning deci ion . Those prop
erty right retained by the state can be used singly or 
in combination to constrain market solution or 
impose legal restrictions . Police power , taxation, 
eminent domain, and government spending all find 
ready use as means of implementing planning deci
sions . Indeed , public opinion and legal practice
under continued redefinition-have in recent years 
supported increasingly vigorous exercise of pub
licly retained property rights . Increasing public at
tention is being directed toward resource use prac
tices that i1Tet1ievably alter future avai lability or use 
patterns of the resource. Governmental units, in
cluding the courts, have evidenced a greater will 
ingness to intervene in those situations. 
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Federal-State Environmental Legislation 

Environmental legislation-attempting to deal 
with unpriced benefits and costs of resource use-is 
also an effort to limit or plan uses that permanently 
alter the character of the resource . Major Federal air 
and water pollution control initiati ves began with 
the Water Pollution Control Act of 1948 , making 
loans avai lable for treatment plant construction. 
The Federal Water Quality Act of 1965 made grants 
ava ilable for waste water treatment. A long series of 
legislative actions including the National Environ
mental Policy Act and executive creation of the En
vironmental Protection Agency in 1970, the Federal 
Water Pollution Control Act Amendments of 1972, 
and Coastal Zone Management Act of 1972 have re-
ulted in un iform Fed ral standards for air pollu 

tion , e fflue nt limitation · at a h identifiabl e point 
from which pollutants are di scharged , di ·barge 
p nnit , and timetables for me ting new standards 
and limits. Thus, the Federal Government has exer
cised its control over resource use to enhance the 
quality and avai lability of water and air resources 
for present and future users. 10 

To the extent such legislation has required for
mulation of state:._or enforcement of Federal-reg
ulations , resource use planning at a state level has 
moved beyond where it might otherwise have been . 
In some instances, continued access to Federal 
fund has been contingent upon development of 
state pollu tion control plans. However, it must be 
conceded that many air and water pollution prob
lems defy resolution at a state or substate level , and 
thus a national or regional approach is required . 

Oklahoma pollution control legislation is an ex
ample of this Federal-state relationship. That state 
has enacted a number of environmental control 
acts. 11 The 1969 Oklahoma Feed Yards Act re
quires licensing of feedlots with capacities of 250 
head or more (cattle, swine, sheep, and horses). 
Operators granted licenses are required to control 

10/Agricu lture In The Environment, No. 481, Economic Re earch Ser
vice, U. S . Department of Agricul ture, July 1971. 
I I/Dean Barrett and Dan Badger, '' Environmental Regulations Affecting 
Land Use ," 0. S. V . Extension Facts, No. 808, Oklahoma State Uni 
ver ity, 1975. 
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pests and diseases, prevent runoff pollution, prop
erly dispose of animal waste, and have proper facil
ities to conduct operations in conformance with this 
act, regulations of the State Board of Agriculture, 
and accepted industry standards . The Oklahoma 
Solid Waste Management Act of 1970 outlined regu
lations for disposition of solid wastes such that the 
public health and welfare are protected, disease and 
nuisances are controlled, natural resources con
served, pollution prevented , and the beauty and 
quality of the environment enhanced . The Okla
homa Clean Air Act establishes control s on burning 
of refuse and other combustible materials . These 
state laws augment and implement the various Fed
eral environmental quality legislation. 

CURRENT LEGISLATIVE STATUS 

Comprehensive Federal land use legislation has 
not been passed by Congres , a lthough the Senate 
has twice passed legislation , in 1972 and 1973, that 
would have aided state land use planning and pro
vided for better coordination of Federal programs 
and projects significantly affecting land use. Cur
rently two land use planning bills are before the 
Congress-S. 984 , The Land Resource Planning 
Assistance Act in the Senate , and H. R. 3510, The 
Land Use and Resource Conservation Act of 1975 
in the House . Both pieces of proposed legislation 
would establish a Federal grant program to assist 
states in taking an inventory of land resources, re
taining professional staffs , developing land use 
goals and objectives, and implementing programs 
for critical areas and for uses of more than local con
cern. Both bills recognize the role of state and local 
government in the planning process. Authority is 
provided under both proposed bills to assure that 
major Federal programs and activities affecting 
land use are consistent with state land resource pro
grams. The proposed legislation may be viewed as a 
logical extension of the Coastal Management Act of 
1972 under which coastal states are developing land 
use programs for their coastal zones. 

Comprehensive Federal land use legislation has 
been slow in coming , largely because legislators are 
reluctant to inject Federal authority into what has 
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been viewed as a state issue. Consequently, the leg
islation presently under consideration in Congress 
is enabling in nature, proposing assistance to states 
involved in comprehensive land use planning . The 
testing ground for such legislation has thus been in 
state legislatures. A number of states have moved 
quietly and creatively in the past 15 years to build a 
legislative framework in which responsible plan
ning can occur. The Colorado land use legislation of 
1974 is an example. 

The Colorado General Assembly enacted the 
state ' s first comprehensive land use law, H. B. 
1041 , recognized as among the most comprehen
sive in the nation. The state designated 13 types of 
areas and activities as matters of state interest. They 
are: mineral resource areas , natural hazard areas 
(flood , geologic, forest fire ), hi ' tori c and archae
ological sites , wildlife habitats, airports, public 
utili ties, highways and interchanges, mass trans
portation fac il ities , water and sewage fac ilities, 
solid waste sites, new communities , water projects, 
and nuclear detonations . Under te rms of the 
legislation : 

First , local govemments--counties and munic
ipalities-are given money , encouragement , and 
direction to plan for/designate and regulate (these) 
certa in specified land use matters . .. . Second , 
state power to intervene is no longer limited to nar
rowly defin ed emergency si tu ations · ... the ex
ecutive branch is gi ven auth ority to force local 
governments to dea l with these matte rs. Thi rd , 
state agencies with experi ence in identifying and 
manag ing mineral , natu ra l resource, and haz
ardou s areas are brought into a coordin ated pro
gram to make their information and expert ise 
avai lable to local governments. 12 

A companion piece of legislation , H.B. 1034, 
the Local Government Land Use Control Enabling 
Act of 1974, was also passed to assure local govern
ments that they did indeed have ample authority to 
deal with modern day land use problems . Local 
governments were given authority to protect wild-

12/John R. Binningham . " 1974 Land Use Legis lati on In Co lorado ," 
Denver Law Journal , Vol. 51. No. 4 , The Univers ity of Denver College 
of Law , 1974 , pp . 467-507. 
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Table 1 
STATUS OF STATE ACTIVITY RELATED TO 

LAND USE MANAGEMENT* 

Enabling Legislation Functional Programs 

Coastal 
Procedures Zone 

Regional Regional for Coordi- Land Use- Flood Mgmt. State Land 
Agency Agency noting of Value Tax Sur- Plain Power Wet- Crit- Program Use Pro-

Munici- Coun- Advisory Review Functional Assess- face Regula- Plant lands ical Partici- gram (see 
State polities ties Only Authority Programs ment Law Mining tions Siting Mgmt. Areas potion Code) 

COLO. Yes Yes No Yes No Yes Yes Yes Yes No Yes N/A 2a-c 

KANS. Yes Yes Yes No No No Yes No No No No N/A 

MO. Yes Yes Yes No No No Yes No Yes Yes No N/A 

NEBR. Yes Yes Yes No No Yes No Yes Yes No No N/A 
N. MEX. Yes Yes Yes No Yes Yes Yes No Yes No No N/A 

OKLA. Yes No Yes No No No Yes Yes No No No N/A 
WYO. Yes Yes No Yes Yes Yes Yes No Yes No No N/A 2a-d 

N/A Not available . 
State Land Use Proaram Code: 
1. Study (executive or legislative) or state legislative consideration in progress . 
2 . State land use program legislation enacted . 

Authorization for : 
(al inventorying existing land resources, data , and information collection 
(b policy study or promulgation by agency or commission 
(c identification of land areas or uses of more than local concern 
d regulation or management of land areas and uses identified 

~e direct state implementation or state review of local government implementation 
*Comparable data for all 50 states can be found in Environmental Comment, The Urban Land Institute, Washington, D. C., 
October 1975 . 
SOURCE: U. S. Department of Interior. 

life habitats , historic and archaeological locations , 
and limit development of areas haza rdous to man . 
Further authority wa given to regul ate land use on 
the ba is of its impact on the surrounding area . 

The carrot and tick combination-substantial 
financial and technical support to local planning 
bodies and the authority of the state to take a local 
government to court to force consideration of crit
ically important issues, as defined by the legislature 
-is a potent combination in support of comprehen
sive and issue-oriented planning. For example , 
local governments wishing to control mining activ
ities may use a range of options from zoning , to de
velopi ng a master plan for mining , to use of state 
regulations that may be applicable under the Col
orado Open Mining Land Regulation Act of 1973. 

Responding to needs within their sta tes , legi s
lators and governors in 49 states have unde11aken 
stu~y or legis lative consideration of state land u e 
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programs. Legislatures. in nine additional states 
have enacted comprehensive state land use legis
lation . All the Tenth District state, have such legis
lation under consideration or enacted (Table I). 
Concern over mining, industrial development , and 
urban growt h h as prompt e d Col o rad o and 
Wyoming to pass legislation, among the mo t com
prehensive in the nation, authorizing (a) taking an 
inventory ofland resources, and data collection , (b) 
policy study or promulgation, (c) identification of 
land areas or uses with more than local concern, and 
in the case of W yoming , (d) regulation or manage
ment of land areas and uses identified. Addi
tionally , some Tenth District states have enacted a 
number of functiona l programs related to surface 
mining, powerp lan t s iting, flood plain devel
opment , land assessment, and pollution control to 
address present and emerging land use issues at 
state and substate level s . 

9 



Land Use Planning Perspectives 

SUMMARY AN D CONC LU SIONS 

Changing public attitudes toward ownership 
rights and public control over certain of those rights 
have been characterized as " the quiet revolution." 
The changes in attitude and practice have been sub
stantial. The public role in land use planning is 
greater now than at any time in U. S . history . Leg
islation affecting such change has taken place 
largely at state and local level s, close to those af
fected by such changes and the problem initiating 
them. It must be conceded , however, that Federal 
pollution control legislation has forced the hands of 
state governments to some degree . Court decisions 
have generally supported the concept of re tricting 
private ownership right to benefit the public wel
fare, a long a uch re triction are in accord with 
evolving legal concept and Ameri an traditi n-

10 

the "taking issue" has been substantially defused. 
Though land use legislation is often vigorously con
tested , wide participation by citizens usually char
acterizes its consideration, enactment, and imple
mentation. Consequently an arena of public opinion 
i provided in which differences can be minimized 
and a common purpose forged. 

State land use planning legislation is pre ently 
under study or has been enacted in 49 tates. The 
more comprehensive legislation of California and 
Hawaii-and Colorado and Wyoming , in the Tenth 
District-may well be the direction of the future for 
land use planning. A wide range of tate enabling 
legislation and specific program legislation, aimed 
at redressing particular problems- uch a strip 
mining-are already in place . A ub equent article 
will examine Tenth Di trict stat s r ·pon e to a 
number of re ource us i ues . 

Federal Reserve Bank of Kansas City 



Account Analysis in 
Correspondent Banking 

By Rohert E. Knight 

I n recen t years the incentive for banks to de
velop improved measures of customer profit

ability has mounted . As interest rates have risen and 
sophisticated cash management techniques have 
matured , corporate treasurers have trimmed non
interest bearing balances to the minimum believed 
necessary to compen ate banks for services. To a 
lesser extent the same pattern has occurred in cor
respondent banking a · multi bank holding compa
nies have expanded and a banks have sought to 
maximize earning by selling large um in the Fed
eral funds market . In addition, ri ing level s of loan 
default , questions concerning the adequacy of 
bank capital and profits, and the likely development 
of expensi ve new services, such a electronic fund 
transfers , have all created a renewed interest by 
banks in the profitability of individual services and 
accounts. 

The standard approaches for measuring bank 
customer profitability have also been criticized. 
Bankers frequently maintain that customers are able 
to use the same ba lances to compe nsate for both 
loans and activity ervice . Corporate treasurers. on 
the other hand, have argued that bank profitability 
measures are not ufficiently accurate. Tradi-
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tionall y, banks have tended to cost and price only a 
small group of standard activity services . Others 
have been offered without charge. By setting prices 
on the costed services suffic iently high to cover the 
expenses of all services, banks have been able to 
obtain a rough indication of the costs of servicing 
individual customers. T-his approach , however, re
sults in overstating the costs of customers using few 
of the noncosted services and underestimating the 
ex pen es of those making extensive use of these ser
vices. As a result, corporate treasurers have ob
jected. To avoid paying for servi ces not actually 
utilized they have requested banks to " unbundle" 
services and to develop separate prices for each. 

At most banks the primary measure of indi
vidual customer profitability is the account anal
ysis. In performing an analysis a bank determines 
the revenue represented by an account by multi
plying the average collected demand deposit bal 
ance , generally adjusted for reserve requirements , 
by an earni ngs credit or allowance . The expenses of 
servicing the account are computed by multiplying 
the number of times a given service is utilized by the 
cost (freq uently including a margin for profit) of 
providing the service. The difference between 
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income and expenses represents the estimated profit 
the bank derives from the customer relationship . 1 

During the fall months in each of the last 5 
years , the Federal Reserve Bank of Kansas City 
has conducted a nationwide survey of major cor
re pondent banks to obtain representative fi gure on 
the charge and earnings allowances used in their 
account analy es . In the most recent survey, data 
were obtained from I 07 banks for the August-Se p
tember 1975 period. This article reports the re ult 
of that survey and discus e some of the di fficulties 
in costing bank services. 

ALTERNATIVE APPROACHES TO COSTING 

Although the general methods of performing an 
ac a unt analys i , ar imil ar at different banks, the 
pr ices of s rvi e often vary significantly . In part, 
th sc differences reflect altcrnati v ways o f calcu
lati ng the co ts of erv ices, variations in the number 
of ervices costed , competiti ve factors, and differ
ences in the method of treating indirect costs, over
head , and des ired profit. The implication of ome 
of these alternative can perhaps best be explained 
with an example. 

Assume that a bank ' officers are con idering 
the price that should be charged a corporation for 
servicing a direct depo it payroll plan electroni
cally . Under the arrangement , the company 's 1,000 
employees will no longer be i ued check . In tead , 
the firm wi ll create a c mputer tape containing the 
amounts due all empl oyee , the numbers of their re-
pective bank and thei r account number at the 

bank s. The tape will then be sent to the company' 

I/A related method for measuring the adequacy of loan terms and compen
at ing balances is · 'customer profitability analys is." In esse nce , profit

ability analysis involves the preparation of considerably more detailed 
income and expense statements for major cu tomers . Rather than empha
sizing activi ty charges , however, profi tability analysis foc uses on lending 
and is of the greatest use in determining the profitabili ty of net fund users . 

The general format for a profitability analysis is often similar among 
banks. Bank income on a relationship is computed by adding the interest 
received on loans . the interest earned by the bank on the customer"s de 
posit fund s, and various fee paid the bank . Expen es include charges for 
such item a acti vi ty services, interes t value of fund s loaned , loan han 
dling expense , and the cost to the bank of fee services. The difference be
tween income and expenses-net profi t- is then normally rel ated to some 
base representing the ize of the cu tomer rela tionship to obtain an index 
number for comparing re lative customer profi tability . A complete de-
cription of profitability anal sis techniques can be found in two articles 

on cu tomer profitability appearing in the April 1975 and the September
October 1975 issues of the Monthly Review. 
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bank which will sort through it and remove any en
tries for employees who also have their accounts at 
the bank. These accounts wi ll then be automatically 
credited and the remaining entries on the tape for
warded to an automated clearinghou e for pro
ces ing and di tribution to other banks . 

T he fir t indi vidual to speak might be the 
bank ' marketing officer:' ' It's taken me a long time 
to convince thi company that their employees will 
like thi s plan and I'm anxious to see it ucceed . We 
should experience sub tantial co t savi ngs because 
we will no longer have to process each employee 's 
paycheck as it is cashed or cleared. Our computer 
ha plenty of exce s capacity . Since the tape will 
arrive seve ral days before payday, we can proces it 
during a slack period . In view of our co t av ings 
and the fact tha t thi typ of arrangem nt is likely to 
be of growing importan e in the future, I don ' t think 
we should charge the ompany anything." 

The senior vice-pre ident in harge of oper
ations then ri es: '' I agree that we may ex perience 
some co t av ings, but the e will be mall . D i -
placing 1,000 checks per month will not presently 
allow us to let any employee go or to retire any 
equipment. However, there will be direct co ts in
volved with the program which the company should 
pay . Overtime may be required if our computer 
operators have to tay late to handle the tape . A 
charge , therei r , should be made simpl for pro
cess ing the tap . Al o our fee hould include the 
computer proce sing time, the ex tra bookkeeping 
that wi ll be nece sa ry, and our transportation co t 
for de liveri ng the tape to the autom ated clear
inghouse. In my opinion, a flat fee of $8 fo r each 
tape received and a charge of l cent per entry on the 
tapes would just about cover these costs." 

" Gentlemen ," interrupts the cost accountant , 
" you are forgetting about the indirect costs . To 
handle thi s operation we will have to develop new 
computer program . We hould also inc lude allow
ance for overhead , profi t , and the co t as ociated 
with rent on the build ing, in surance , taxes , security 
guards, and pos ibly the expenses of marketing the 
program to the company and its employees . Our 
co t tudie have hown that substanti al avings 
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from direct deposit programs will be significant 
only if a substantial volume develops , but the 
number of transactions is now small. To cover the 
costs this program will entail during the first year 
we will need to charge the company a fee of about 
35 cents per entry on a tape. In the future , if other 
companies adopt direct deposit plans, we may be 
able to adjust the price downward ." 

The marketing officer shook his head sadly. 
''Most of the e indirect expenses will be incurred 
whether or not we perform thi program. In my 
opinion , if we charge those kinds of prices, no com
pany will ever want to adopt a direct deposit plan .'' 

Which officer is correct? What hould th com
pany be charged? Might the ituation be approached 
differently? All eating th cost in a multiproduct 
fi rm uch a a bank i, al ay highly arbitrary. The 
difficulty is further compo unded by the fac t th at 
banks generally must maintain staff and equipment 
to handle peak loads, but most of the time do not 
operate at capacity. The marketi ng officer who 
argued that no fee should be charged was trying to 
apply marginal co t principles. The operations head 
remembered, however, that to avoid losses average 
variable costs must always be covered in the short 
run . In effect , he was stating that only the costs di
rectly attributable to the program should be consid
ered . The general costs of being in busine sand top 
management salarie hould be ab orbed elsewhere 
in th bank . The cost accountant wa · looking at the 
long-run si tuation in whi ch total revenue must 
exceed total costs . As may be een in the hypothet
ical example , al ternative methods of analyzing a sit
uation can give rise to very large differences in esti
mated costs. 

The difficulties in costing bank services are 
manifold. At any time most bank costs appear to be 
fixed. Plant and equipment expenses are sunk , most 
employee are salaried , and overhead normally 
shows little variance with output. By comparison, 
the increase in total cost which a bank incurs from 
providing a standard service to one additional cus
tomer is normally small-supplies, postage , com
puter time, perhaps occasional overtime , etc. In the 
hort run , any revenue gain in excess of these mar-
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ginal costs adds to total profits. If the bank were to 
charge these cost , however, the charges would not 
make any contribution toward meeting the heavy 
fixed costs and could lock the bank into an unreal 
istic price structure . 

On the other hand , if the bank were to charge 
average total costs , the si tuation might be reversed. 
Most banks maintain substantial excess capacity . If 
the price were set eq ual to average total cost, the 
customer wou ld be asked to pay not only for the co t 
of providing the service but also for the cost of 
maintaining the excess capacity and any ineffi
ciencies that may be present . Studies which show 
the average cost of performing services in an effi
cient manner- tandard cost studie -can be used 
to eliminat charges for unused capacity and wa te, 
but ev n o an arbitrary element remains . Alterna
tive m thod of allocating the ex pense of general 
bank overhead and support departments (such as the 
mail room, per onnel department, computer ser
vice, and employee 'cafeteria) can result in widely 
different cost estimates. For some bank services, 
these may constitute as much as 40 to 50 per cent of 
total costs . Varying assumptions about the likely 
impact of inflation on the cost of performing ser
vices can also have a significant impact on prices. 

In a complete cost study all bank costs must be 
allocated. If fewer ervices are costed , therefore , 
the estimated average cost of each service is likely 
to be higher. Although an element of uniformity 
exi ts among correspondents in the type of trans
act ion which are commonly included in the ac
count analysis, variants in the specific activities 
considered may produce differences in estimated 
costs. Further differences, as the example has illus
trated , can arise from the alternative types of costs 
which may be estimated . Nevertheless , for account 
analysis purposes the vast majority of banks calcu
late ei ther the average total standard or historical 
costs of providing services. In determining the 
charges which will be made for these services, how
ever, a number of modifications are often made in 
the cost figures . The average cost figure may be in
creased to include a profit margin or it may be re
duced if competing banks are charging sub tantially 
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lower amounts . The prices may also be modified to 
reflect the earn ings allowance used in computing 
the investment value of an account. Banks which 
use a low earning credit are likely to have low 
charges, and vice versa. A few banks , though, have 
low charges and high earning allowances to help 
them build a larger corre pondent busines . 

EARNINGS ALLOWANCES AND CHARGES: THE 

SURVEY RESULTS 

In the survey , data were collected on the anal 
ysis charges and earnings allowances used in ana
lyzing the accounts of both corporate and re-
pondent bank customers . Although re pondent 

banks receive preferenti al rate on some servi ce , 
the average prices of serv ices to both set of cus
tomers were often quite imilar. A a resu lt , the fi g
ure pre ented in th i art icle are lim ited to tho e ap
plicable to respondent bank . 2 

In performing an account analysi , the initial 
step for most correspondents is to subtract average 
uncollected funds or float from the respondent 's av
erage ledger balance to obtain an estimate of av
erage collected funds . Uncollected funds represent 
the dollar amount of cash and noncash items which 
respondents send to correspondents for collection , 
but for which the correspondents are unable to 
obtain immediate credit. Among the banks able to 
supply fi gures, float averaged 44 . 1 per cent of gross 
ledger balances due to respondents . Large variances 
exi ted among correspondents, but on average only 
about 55 . 9 per cent of ledger balances were col
lected . Although this figure is slightly higher than 
was found 5 years ago , the difference is probably 
not significant. However, it is rather surprising that 
correspondent float did not decline during a period 
in which the Federal Reserve created numerous 
RCPC' s and correspondent banks developed many 
direct send programs to other correspondents to ac
celerate check collections. The stability , though, 
could be coincidental. In recent years the ability of 
correspondent banks to obtain relati vely accurate 

2/A complete set of tabulations by Federal Reserve distri ct fo r both por
tions of the survey is available from the author. 
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measures of the fl oat associated with cash letters has 
improved considerably . 

The second step for most correspondents is to 
calculate the available or investable funds repre
sented by a respondent' s balance. Thi s measure is 
normally obtained by subtracting an allowance for 
reserve requirements from the collected balance fig
ure . 3 Among the survey banks, all but three indi
cated that a deduction was made for requ ired re
serves . Nearly 43 per cent of the banks stated that 
the deduction was based on the high es t marginal re-
erve requirement rate fo r demand deposits to 

which the bank was subject. The average reserve re
quirement for demand depo it was used by 35.5 
per cent f the banks , while 14.0 per c nt reported 
that th deduction was ba ·ed on an ad mini strative 
deci ion and was not ti d in · ny forma l way to 
ac tual requi rem nt . Five bank did not ind icate 
how the deduction was obtained . By far the most 
common deductions for re erve requirement were 
13.0 per cent and 16.5 per cent , used by 34.6 per 
cent and 19.6 per cent of the banks, respectively. 
The deductions at nearly all of the remaining banks 
were between these two figures , but the range 
varied from 10 per cent to 20 per cent. 

The earnings or revenue from an account is de
rived by multiplying the available fund s figure by 
an earnings allowance . Alternativel y, if no de
duction is made for re. erve requirements , the col
lected bal ance fig ure is multipli ed by the earni ngs 
allowance . Of the banks surveyed , about three
fourths tied their earnings credits to specific money 
market rate , with 46. 7 per cent selecting the 3-
month Treasury bill rate. Other money market rates 
used included the Federal funds rate, short-term CD 
rates , the di scount rate , the commercial paper rate , 
and an average of several money market rates . A 
small group of banks tied their earnings allowance 
to the prime loan rate or to the actual portfolio yield 

3/Several banks in the survey reduced the earnings all owance rather than 
the collected balance figure by th e required reserve percentage . Since the 
estimated earning value of an account is simply the product of these two 
variables, the effect of the alternative ded uc tion is identical. To improve 
comparabi lity of the data , all banks making a standard deduction for 
re erve req uirements in the account analysis were assumed to have made 
the deduction from collec ted balances. 
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on loans and investments. Administratively set 
earnings credits freq uently reflect money market 
rates, the rate the bank is willing to pay for time de
posits in unlimited amounts, or the rate the bank can 
earn on the funds. 

The fact that several banks tied their earnings 
allowance to a specific money market rate does not 
necessarily mean that the actual earnings allowance 
at any time is the same at these banks. Some prefer 
to use the market rate in the current month or quar
ter , some lag the rates, and some use moving aver
ages of the rates. Banks lagging the rates frequently 
want customers to know the earnings value that 
fund s will have in the current period. Moving aver
ages , on th other hand, may be in tituted to dis
courage custom rs from r duci ng balance ignifi 
cantly during peri d · of ·harply ri ing intere t rate . 
At the time of the urvey, the earnings allowances 
used by corre pondent ranged from annual rates of 
3.5 per cent to 8.32 per cent , with the average and 
median being 6 .09 per cent and 6.1 per cent , re
spectively . These rates ar lightly below the Au
gust-September Federal funds rate and the yield on 
3-month Treasury bill , but this tendency un
doubtedly is attributable to the fact that market rates 
in those months were rising. 

Although most correspondent banks determine 
the revenue from accounts in a imilar fashion, 
much greater diver ity is evident in the methods 
of calcul ating the expenses of performing cor
respondent services. The majori ty of banks charge 
for only a small group of basic transactions uch as 
check clearing, wire tran fers, and ledger entries; 
but a handful of banks have identi fied and charge 
for as many as 100 separate banking service . 
Omission of some services from the formal account 
analysis does not mean that correspondents do not 
mentally consider these services when evaluating 
the profi tabili ty of an account , but rather that no 
formal pricing procedures have been developed. Of 
necessity, the survey re ults repo11ed in this article 
are limited to those activi tie for which charges are 
commonly assessed . 

Comparisons of the basic prices of cor
respondent ervices can be misleading. Even 
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though a correspondent may have a higher charge 
per item, if the correspondent is more generous with 
its earnings allowance and makes a smaller de
duction for reserves , the collected balance required 
for that service may be smaller than at another bank 
which has lower charges. Similarly , some banks 
charge prices which are greater than costs to obtain 
a profit , while others charge estimated costs but 
give an earnings allowance less than actual earn
ings. To correct for these differences , all item 
charges have been converted to annual balance re
quirements for each transaction. If accounts are an
alyzed by correspondents on a monthly basis, the 
requ ired monthly balances, ignoring complications 
of compoundi ng, woul d be 12 times the se 
amount . 4 

Th coll c t d balance requirement for elected 
corre pondent ervic are hown in Table l . 5 The 
only serv ice for which all correspondents calculate 
charges is check clearing . Among survey banks, 
approximately one-fifth levy identical fees for 
amount encoded and nonencoded checks. Cor-

4/Account maintenance fees are an exception to this generalization . Bal
ance requirements fo r maintenance are not affec ted by the time period 
covered in the analysis. Table I shows the annual balance requirements 
for the maintenance of an account fo r I year. If the account analysis were 
performed monthly , the same dqllar balance would compensate for the 
maintenance for I month . 
S(rhe collected balance requirements in Table I refer to the balances a 
customer mu t hold for a given service , not what rem ains after a deduction 
fo r reserve requ irements has been made . Specifica ll y . if Pis the price of a 
transaction or service , i is the impui:ed earnings allowance at an annual rate 
and expre sed as a decimal , and r i th e frac ti on of collected ba lances de
ducted to meet reserve requirements, the annual collected balance (8 ) re
quired for a given service can be derived from the following form ula: 

B = P/[ i( l. 00-r)] . 

A few comments on the tabu lations in the table are in order. Banks not 
shown as charging in the account analysis may in some instances require 
customers to pay direct fees for services. Previous surveys, however, have 
generally suggested that such practices are relatively uncommon fo r stan
dard activity services involving no out-of-pocket expenses to the bank . If 
expenses are incurred , these costs are normally passed on directly . 

In reducing the account analysis charges t0 the common denominator 
of required collected balances , a number of difficulties arose. Most banks , 
fo r example , list explicit account maintenance fees in the analysis, but a 
number have only indirect maintenance fees. Such maintenance fees 
could arise if a bank has a charge for a monthly statement or has varying 
charges for the number of items deposited . A bank , for instance, might 
charge 2 .25 cents for the first 1,000 items deposited and 2 cents for all ad
di tional items . In effec t, customers deposi ting over 1,000 checks are 
charged a maintenance fee of $2. 50 and a rate per check of 2 cents . In tabu 
lating th e results, any charge for a regular monthly statement ha auto
matically been con idered to be an account maintenance fee , but a imilar 
adjustment cannot be made for banks which have marginal charges for the 
number of items deposited. In a few instances, the number of items re
quired to secure the minimum charge is so high that comparati vely few 
customers would be able to qualify . Although it makes little difference in 
the averages whether the minimum or maxi mum per item charges are 
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respondents which differentiate the two generally 
charge I to 2 cents additional for items received 
which have not previously been encoded. Con
sequently , the average and median balance require
ments for nonencoded items exceed those for en
co ded i t e rn s by about 40 and 50 per cent , 
respectively . In contrast to differentiating for en
coding, three of the survey banks levied different 
charges for transit items drawn on local or nonlocal 
banks, while one had prices which varied with the 
time of day the items were recei ved . Another bank 
had variable prices depending on whether the items 
were cleared through the Federal Re erve or cor
respondents. In the e ca es the banks were entered 
in the tabulations by averaging the pos ible charges . 

Most corre pondents also include ledger entrie 
in the account analys is . About 60 per cent differ
entiate between credits and debit , with the charge 
for normal credits generally exceeding the charge 
for normal debits by 1.5 to 4 ti mes. The collected 
balance requirements in the table refer only to 
standard transactions . A small group of banks also 
have special charges for credits associated with 
cash letters , intrabank transfers , and wire transfers . 
By contrast , several banks have charges for debits 
to correspondent accounts but make no charge for 
credits. 

Nearly all correspondents have established 
charges for outgoing wire transfers, but only slight
ly over half have charges for incoming transfers. 
Most banks charging for both types of transfers have 

used , the average of the two has been used wherever reasonable . In other 
cases, tb e charge most likely to dominate has been used . 

A more basic shortcoming of several entries in the table is that they do 
not full y show the di versity that exists in the p~ic ing structure of ind ividual 
banks. Most banks, for example, have a standard charge fo r ali domestic 
collection items but some charge a given percentage of the amount of the 
collection and others differentiate between cash and noncash collections, 
between documentary and clean collections , between city and cou nt ry 
collections, etc. Where alternati ve types of collections are designated , the 
prices often vary significantly . Similarly , some banks have charges fo r 
items deposited whi ch vary with the location of the drawee bank and with 
the time of day the depos it is rece ived . At some banks the charge is de
pendent on the method.of c learin g the checks. The charge fo r wi re trans
fers at some bank s depends on whether the transfe r i proces ed by the 
Federal Re erve and the method of handling the advi ce . In all of these 
types of cases the number of banks with varying charges is re lati vely lim
ited , implyi ng that separate tabulations of the fig ure would not have been 
pan icul arly meaningful. Unle s otherwi e noted in the text , such situ
ations have been trea ted by entering a pri ce based on a simple average of 
the poss ible charges. This approach make the figures roughly com
parable to those reported by other banks . 
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the same price for each , although a fifth have lower 
charges for funds received. In addition to a flat 
charge per transfer , occasionally fees also vary 
with alternative methods of handling the advice of 
the transfer and the method of performing the trans
fer. If more than one price was listed , the charge 
for transfers performed by the Federal Reserve was 
used in the tabulations. The prices for alternative 
methods were generally two to five time these 
amounts . 

Correspondents al so use a variety of methods to 
charge for currency and coin transactions. Many 
bank have separate fees fo r currency and coin both 
received and provided . The most common methods 
of charging for currency are an hourl y preparation 
or verifi cation charge , or a fee proporti onal to the 
doll ar amount of th currency. The charg fo r o in 
fumi hed are mo t typical ly ba ed on a pri ce per 
roll , wh ile the fee for coin depo ited are most com
monly related to the doll ar amount of coin or the 
length of time required to verify a shipment. Several 
additional methods are also listed in the table . Re
gardless, the indicated charges do not include an al
lowance for pos tage or insurance . Some cor
respondents pass these charges along to respondents 
directly , while others include the cost as an expense 
in the account analysis. 

As might be expected , a significantly larger 
fraction of correspondents charge for furni shing 
currency and coin than charge for receipts. How
ever, a sizable proportion- 30 per cent for currency 
furni shed and 17 per cent for coin furni shed-indi
cated that they did not charge or charged only irreg
ul arl y for uch orders . Many of these cor
respondents are located in money market cities and 
have rarely been asked to furnish currency or coin. 
Respondent banks in these regions frequently 
obtain currency and coin directly from armored car 
carriers. 

About half of the survey banks also have spe
cial charges for bond coupon collections . Most cor
respondents base the charge on the number of en
ve lop es proce s ed , but several a s ess fees 
proportional to the dollar value of envelopes or dif
ferentiate between alternative types of securities . If 
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Table 1 
ACCOUNT ANALYSIS CHARGES FOR SELECTED CORRESPONDENT BANKING SERVICES 

August-September 197 5 
(107 banks) 

Annual Collected Balance Required Per 
Per Cent 

Charge Per Transaction of Banks 
(Amounts in Dollars) 

Transaction in the Account Analysis Charging in Per Cent 
Transaction (Amounts in Dollars) Nonresponse Account 

Range Mode Average Range Median Analysis 

1. Annual Account 
Maintenance 7.80-720.00 36.00 1,090.00 138.72-21, 176.52 583.80 84.11 -

2. Ledger Entries 
Credits .03- .868 .1 0 3.18 .66-17.04 1.94 77.57 0 .93 
Debits .02-.30 .06 1.74 .36-5.75 1.57 93.46 -

3. Items Deposited 
Not Encoded .01-.0658 .03 .56 . 18-1.12 .55 97.20 2.80 
Encoded .005-.05 .015 .40 .10-.93 .36 98.13 1.87 

4. Returned Items .10-5.00 .50 11.52 1. 92-93 .54 8.« 76.64 { 0.93 } 
(Alternative Methods) 1.87 

5. Wire Transfers 
I Outgoing .50-5.25 2.00 44.47 9.58-104.50 39. 15 93.46 

{ 1.87} (Alternative Method) 0.93 
Incoming .50-3 .00 2. 00 I 38.55 9.78-67.88 38.38 51.40 

{ 1.87} (Alternative Methods) 2.80 

6 . Securities Drafts .03- 10.25 3.00 I 63.04 .58-1 91.41 57.97 39.25 
{ 2.80} (Alternative Methods) 9.35 

7. Payable Through Drafts .03-2.50 .05 I 3.96 .56-53.31 1.23 54 .21 
{ 2.80} (Alternative Methods) 4.67 

8. Currency Furnished 
Per $1,000 .02-1 .00 .20 7.08 .42-2 1.80 5.04 30.84 

i,a,J 
Per Package .03-.40 .10 3.1 2 .57-8.16 2.39 13.08 
Per Hour 5.00-15.00 5.00 147.49 75.46-278. 94 140.26 8.41 
Per Order 1.00-10.00 1.50 69.76 19.25-195.05 47.90 6.54 
Per l 00 Notes .008-.20 .20 2 .37 .1 2-3.85 2.44 5.61 

(Alternative Methods) 3.74 

9. Currency Deposited 
Per $1,000 .02-1.50 

.20& ·~ 
9.51 .42-27.33 7.54 19.63 l0 ~l Per Hour 5.00-16.10 5.00 & 10. 154.41 75.46-278.94 140.26 15.89 

Per 100 Notes .12-.40 3.93 2.20-6.27 3.31 2.80 
Per Strap .03-.40 3.1 2 .57-7.24 1.56 2.80 

(Alternative Methods) 3.74 

10. Rolled Coin Furnished 
Per Roll .01 -. 181 .02 .52 . 18-2.84 .44 66.36 

i,a,J Per Hour 5 .00-15.00 5.00 152.51 90.57-278.94 106.63 4.67 
Per $1 ,000 .60-2.50 2.50 37.86 10.93-54.57 48 .09 2.80 
Per Bag .50-1. 33 - 17.30 10.65-23.46 17.79 2.80 

(Alternative Methods) 4.67 

11. Coin Deposited 
Per $1,000 .10-9.03 .20 & .40 22.66 l. 93-173. 70 11.04 14.95 l 187 l Per Hour 4.50-16.10 10.00 169.18 80.07-278.94 180.34 13.08 
Per Roll .01-.05 .03 .48 .21-.98 .43 7.48 

. Per Bag .25-1.25 .50 14.29 4.8 1-29.94 9.73 5.61 
(Alternative Methods) 2.80 

12. Domestic Collection Items 

I Per Item .08-12 .67 1.50 45.82 1.43-228.26 37.25 62 .62 l 2 80 ! Dollar Amount .1%-.05% . 1% - - - 6.54 
(Alternative Methods) 6.54 

13. Bond Coupon Collections 

I Per Envelope .075-5 .00 .50 19.20 1.46-92.69 14.03 42.99 

J 6.54 ! Per $1,000 .20-1.00 1.00 13.62 3. 10-20 .70 15.70 7.48 
(Alternative Methods) 4.67 

MEMO 
I (Average: 6 .09%) 14. Earnings Allowance 3.5%- 8.32% 6% 



Account Analysis in 

banks have not established a special rate for cou
pons , the fee is normally the same as for a deposited 
item. Collected balance requirements for securities 
drafts and domestic collection items are also shown 
in the table . As mentioned previously , most banks 
have a flat charge for processing collection items , 
but some differentiate between clean and documen
tary collections and for the location of the payee 
bank . If more than one charge was listed, the 
minimum charge for nondocumentary collection 
items was used in the tabulations . However, si nce 
some banks may have reported only the charge for 
documentary collections, the tabulations may be bi
a ed. A related problem is that ome re pondent 
ev idently hand le payable through drafts a col
lection rather than ca h item . A a re ult , a mall 
group of re pond nt Ii ·ted ery low harge for 
col lection item . In vi w of these con iderations, 
the representativeness of the collection item aver
ages and range of charge is uncertain . 

The major omission in the table is the schedule 
of fees relating to security safekeeping . About half 
of the correspondents in the survey include such 
charges in their account analysis and an additional 
group made direct charges for these services. How
ever, the wide variety of charges makes it impos
sible to present meaningful summary figures. Safe
keeping fees may be based on the dollar amount 
held , the number of is ue or receipts held , µerhaps 
differentiated by the type of ecurity , the number of 
coupons clipped, the number of in-out transactions, 
maintenance fees, transfers, etc . The omis ion of 
safekeeping charges should not be interpreted as 
suggesting that these fees are unimportant. For 
some respondents they represent a major expense in 
the account analysis. 

As with any set of averages, the figures in the 
table are subject to a degree of distortion. Differ
ences in the proportion of banks charging for spe
cific services could bias the averages. Some banks, 
for example , have high account maintenance fees to 
hold down the charge for normal services. Others 
do not levy charges for returned items but include 
the processing cost in the average charge for items 
deposited. Simple averages of the account mainte-
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nance fees or the items deposited charges would 
make no allowance for the fact that prices at some 
banks are higher because these banks do not charge 
or have minimal charges for other services. An 
upward bias in the average charges for these ser
vices might be introduced , but in view of the rela
tively large number of banks included in the sample 
this distortion is not likely to be great. Also the 
highest collected balance requirements often occ ur 
at major banks with the most sophisticated and 
lengthy list of charges for services. A more serious 
difficulty arises from the fact that the di tributions 
of collected balance requirements tend to be badly 
skewed in the direction of higher charges . Many 
banks charge lightly below average fee , but a few 
bank charge considerabl y above the average. Con-
equently the median balance requirem nt in 

almost all ca e are below the av rage. For analy is 
purposes the medians are undoubtedly a better mea
sure of typical balance requirement . 

The group of services in the table are those for 
which analysis fees have commonly been estab
lished. Many correspondents also charge for other 
miscellaneous transactions, but these vary from 
bank to bank. Examples of services for which com
paratively few banks charge are computer reject 
items, credit investigations , FDIC insurance, spe
cial statements , audit confirmations, automated 
clearinghou e tran actions , customer referral , 
negative collected balances, ecurity purchases or 
sales, etc. In this sense the list of services and 
charges is incomplete. Services for which fees are 
normally paid by respondents, on the other hand , 
have also been omitted . These services include data 
processing charges, exchange costs for clearing non 
par items, purchases or safekeeping of securities for 
bank customers, and portfolio analysis studies. 

The net profit or loss on a respondent's account 
is derived by subtracting the total analysis expenses 
from the earnings value of an account. The meaning 
of this figure , however, varies greatly among cor
respondents. Many correspondents build a profit 
margin into the account analysis by imputing an 
earnings allowance below the actual return on 
demand deposit funds , by adding a profit margin to 
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the estimated costs of performing services, by 
making a deduction for required reserves which 
may exceed average requirements, or by being able 
to collect checks more rapidly than they grant fund 
availability. Practices differ among banks and are 
tempered by competition. 

Among the survey banks, approximately 50 per 
cent indicated that they had attempted to make an al
lowance for profit. The before-tax margin ranged 
from 15 per cent to 61 per cent , with 25 per cent 
being the most common amount. Other banks, how
ever , often ex pressed uncertainty over their actual 
costs, argued that the original profit objectives had 
been lost to inflation through rising costs, or felt that 
the price structures at competing banks had pushed 
prices to or below the break-even level. Regardless, 
banks often noted that the continu ing U. S. in
flation was having a very significan t impact on the 
costs of providing services. As a result, many of 
these banks expected to recast and reprice services 
more frequently in the future . 

To the extent correspondents have previously 
made allowance for profits in their analysis com
putations, the profit or loss figure derived from the 
analysis statement does not represent profit in the 
normal sense of the term. Many correspondents feel 
that this figure considerably overstates profits be
cause many important correspondent services , such 
as loan participations and Federal funds trans
actions, are not included in the analysis. In any 
event , the practices of correspondents tend to be 
quite uniform in their behavior toward the net profit 
figure . If a bank's account regularly indicates a 
profit, the correspondent will generally do nothing. 
If the account analysis statement consistently shows 
a loss, the analysis statement may be sent to the re
spondent and a request made for the respondent to 
increase compensating balances . If the respondent 
does not comply , the account may ultimately be ser
vice charged the amount of the loss. 

CONCLUDING REMARKS 

The most consistent finding of the annual ac
count analysis surveys has been the very wide range 
of prices that exist among correspondents for even 

Monthly Review • Morch 1976 

Correspondent Banking 

the most basic services. In the past , a portion of this 
variance could be attributed to the reluctance of 
some correspondents to modify account analysis 
charges during a period of price controls and to the 
subsequent time required to cost services thor
oughly. Within the last 2 years, however, nearly all 
correspondents have modified their analysis prices . 
On average , the prices of high volume services such 
as items deposited, ledger entry debits, and payable 
through drafts rose between 14 and 26 per cent , 
while the charges for other services such as wire 
transfers , currency furnished, account mainte
nance , ledger entry credits, etc., increased between 
30 and 40 per cent. 

Nevertheless, the 1975 survey again fou nd 
wide d ifferences among correspondents in the 
charges for services. For example, among cor
respondents the max imum collected balance re
quirement exceeded the minimum by a margin of 9 
times for encoded items deposited , 6 times for non
encoded items deposited, 48 times for returned 
items deposited , and over 150 times for account 
maintenance . It would be a mistake to anticipate 
that all banks would ever have identical charges 
since bank costs and the actual services rendered 
often differ significantly among banks. Never
theless, differences of such magnitudes tend to sug
gest that the methods of establishing charges are 
often somewhat arbitrary. Moreover, as long as 
such differences continue to exist, customers are 
likely to be somewhat skeptical about the figures. 

A frequent complaint is that competing banks 
often do not know their costs and tend to establish 
unrealistically low charges. To cast some light on 
the validity of these accusations, the 1975 survey 
obtained the estimated costs of performing certain 
services from a small group of correspondents 
which had recently recosted services . Using a cost
price comparison, the survey found 44 per cent of 
the banks had losses on ledger entry credits, 36 per 
cent on debits , 3 1 per cent on encoded items depos
ited , 26 per cent on nonencoded items, 57 per cent 
on wire transfers, etc . 

While these percentages must be viewed cir
cumspectly since the sample of banks providing 
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cost figures was mall , they do suggest that a sig
nificant proportion of correspondents are providing 
at least some services at prices below estimated 
costs. Banks experiencing losses on services often 
had lower prices than those which found the service 
profitable; but more interestingly , loss banks almost 
always had higher estimates _of costs than other 
banks. Whether these cost differences are attrib
utable to alternative methods of computing costs, 
or reflect actual differences in efficiencies or vari
ations in the nature of services performed cannot be 
readily a certained. In any event, for a variety of 
reasons the figures do not necessarily imply that 
banks appearing to experience losse on some ser
vices would necessa1ily find the provision of tho e 
e rvi ces to b unprofitab le. ome may have deliber

ately established loss I aders . Others cou ld rccov r 
potential losse by granting low earning all ow
ances, establi hing deductions for reserve which 
exceed average requirements, by making funds 
available for items deposited sometime after they 
have actually been collected, or by establishing 
high prices for other services. 

Numerous factors are responsible for the wide 
variations in the prices of corres.pondent services 
and the practice of some banks to charge prices 
below estimated costs. These include varying de
grees of bank competition , marketing objectives, 
alternative approaches to costing services, a well 
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as actual differences in costs. Whether these ten
dencies will be perpetuated cannot be known , but 
pressures for greater precision in the measurement 
of costs are likely to rise . Recent statements by the 
U.S. Department of Justice have suggested that all 
depository institutions must be granted nondiscrim
inatory access to automated clearinghouses oper
ated by the Federal Reserve and that prices covering 
full operating costs must be established for ACH 
services. If such policies were implemented , the 
Federal Reserve in all likelihood would ultimately be 
forced to adopt a similar approach for all regular op
erating services. While the potential ramifications 
of these poss ibilities are enormous, clearly one ef
fect would be to thrust the Federal Reserve into 
greater competition with correspondent banks in the 
provi sion of services. omp tition would still focus 
on the quality and range of ervice available , but 
the pric of services would become much more sig
nificant. Perhaps fees would tend to replace bal 
ances as the standard means of compensating cor
respondents for services, a possibility that has been 
much discussed in the past but which has not oc
curred. Regardless, only if correspondent banks 
have an accurate measure of the direct costs of pro
viding standard operating services will they be able 
to make intelligent deci sions regarding the profit
abi I ity of respo ndent bank relationships and 
service . 
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