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How can the public
be confident that

the Fed’s innovative
efforts in the payment
system enhance
efficiency? The
simplest and most
fransparent measure
would be to eliminate
artificial barriers

to competition like

the six-hour monopoly:

Implementing ECP

What does all this mean for the implementation of ECP? Because it is uncertain whether
ECP will actually contribute to economic efficiency, the Fed should do everything possible
to ensure that ECP flourishes only if genuinely warranted. If ECP truly is to enhance eco-
nomic efficiency, it ought to be possible to offer it in a competitive market at prices that
cover costs and attract users voluntarily. Any implicit cross-subsidy could distort outcomes
by driving some prices below costs, so that users find ECP attractive even if social costs
exceeded benefits. Similarly, a legal privilege that dampens competitive pressures could arti-
ficially tilt users through nonprice incentives toward an ECP service offered by the Fed.

Because the paying bank has the right to insist on presentment of the paper check, a key
issue for ECP is inducing the paying bank to accept electronic presentment. Stavins’ (1997)
estimates indicate that while paying banks realize significant cost savings from ECP, check
writers incur increased costs and lose the benefits of receiving canceled checks. Although her
estimates suggest a small net gain to paying banks and their customers, there will undoubt-
edly be some instances in which ECP would raise the net cost to paying banks and their cus-
tomers. If the total benefits of ECP exceed the total cost for payors and payees combined,
then it ought to be possible for paying banks and their customers to be compensated by
other participants. Such compensation could take the form of fees for checks presented
electronically, or alternatively, charges to paying banks that wish to receive paper checks.

Net revenues from ECP services should cover the full incremental cost of ECP if it is to be
implemented without subsidization. In the absence of barriers to competition, the Fed could
not systematically violate this bound. Theoretically, the six-hour monopoly gives the Fed
the capability to subsidize ECP; paying banks could be induced to adopt ECP before it is
efficient to do so. Eliminating barriers to competition like the six-hour monopoly would
help ensure that ECP will succeed if and only if it is truly beneficial to society.

One frequent suggestion by ECP advocates is that the Federal Reserve alter its check pre-
sentment regulations so that paying banks are required to accept presentment in electronic
form as well as paper. Paying banks could no longer insist on presentment of the paper check.



This change is consistent with a competitive market approach as long as paying banks who
prefer to receive paper presentment are able to compensate collecting banks. If the paying
bank’s willingness to pay to receive paper exceeds the cost to collecting banks of presenting
paper, then the paying bank ought to be able to stay with paper. Otherwise, the paying bank
will receive presentment electronically.”

Simply mandating participation by paying banks would short-circuit the competitive disci-
pline imposed by the need to enlist voluntary cooperation. Then an ECP plan that margin-
ally lowers the costs of collecting banks as a whole might succeed, even though it imposes
greater additional costs on paying banks and their customers. Such a scheme would not be in
society’s interests, and yet it might be adopted if acceptance by paying banks of electronic
presentment were mandated with no opt-out provision.

What About Access?

We have interpreted access in terms of the costs of check collection to small and remote
banks. Fed participation in the check collection system is intended, in part, to make the cost
to these banks lower than it otherwise would be. This interpretation is consistent with two
alternative hypotheses. First, the Fed’s priced services could be free of cross-subsidies, and
therefore efficient, even though its allocation of common costs might favor small and
remote banks. Second, the Fed’s pricing could involve cross-subsidies. In order to maintain
prices below incremental costs, the Fed would
need to rely on market privileges such as the six-
hour monopoly.

If the six-hour monopoly is essential to achieving
the Fed’s access goals, then its continued presence
could distort the implementation of ECP or other
innovations in check clearing. If current pricing
involves cross-subsidies, then the revenue from
customers paying more than their stand-alone
costs could be used to push ECP prices below
incremental cost. If the Fed’s current pricing does
not involve cross-subsidization, then the six-hour
monopoly is not essential to the status quo price
structure. In this last case it should be possible for
the Fed to implement ECP efficiently without
sacrificing universal access.

Which of these two hypotheses is correct? As we noted above, available data cannot dis-
criminate between the two, and the Fed’s floor cost methodology may not guarantee the
absence of subsidies. Moreover, it will always be difficult to objectively verify the absence of
cross-subsidies. As long as cross-subsidies are possible, there will be those who question the
Fed’s actions, particularly with regard to new product offerings. How can the public be
confident that the Fed’s innovative efforts in the payment system enhance efficiency? The
simplest and most transparent measure would be to eliminate artificial barriers to competi-
tion like the six-hour monopoly.
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Conclusion

We have drawn lessons for Federal Reserve payment system
policy from the history of other communications industries.
Government intervention in these industries has been dri-
ven largely by the desire to allocate common costs in order
to enhance access for some users. We have argued that
Federal Reserve Banks’ provision of check collection ser-
vices fits the same pattern.

Providing access conflicts with technological progress when
access is supported by subsidized prices and barriers to com-
petition. In the telecommunications industry rapid innova-
tion was stimulated by deregulation that required a retreat
from universal access. The U.S. Postal Service provides a
contrasting example in which protected markets were main-
tained, but at an apparent cost in foregone efficiency-
enhancing innovation. The lesson for the Federal Reserve
seems clear: a pursuit of access that makes use of cross-sub-
sidization interferes with the efficient implementation of
payment system innovations. Subsidies erode market disci-
pline and distort choices among competing technologies.

Let us emphasize that it is not at all clear that the Fed cur-
rently subsidizes any segment of the check collection market.
Federal Reserve policy explicitly seeks to prevent subsidiza-
tion and promote payment system efficiency. With its
efforts to promote ECP, the Fed seeks to establish itself as a
leader in payment system innovation. The Fed is well suited
to understand, evaluate, and help implement new technolo-
gies in this area. For the Fed to be an effective leader, how-
ever, the public must be confident that its choices are in the
public interest. Eliminating any remaining competitive
advantages would deny the Fed the capacity to subsidize, and
thus would enhance the credibility of the Federal Reserve’s
commitment to payment system efficiency.

The authors wish to thank Ed Green, Tom Humphrey, Ned Prescott, Marsha
Shuler; Jobn Walter; Marvin Goodfriend, Walter Varvel, and Al Broaddus for
belpful comments and discussions. The authors remain solely responsible for the
contents of this article.



Endnotes

1. Federal Reserve System (1998).

2. Bank for International Settlements (1996).
3, Federal Reserve System (1998).

4, It is important to distinguish between
incremental and marginal costs. Marginal
cost is the added cost of the last unit of a good
produced. Incremental cost is all of the addi-
tional costs that avise from extending a par-
ticular set of services to a particular set of
users. This may include costs that are fixed
with regard to the quantity of services pro-
vided, such as the costs of connecting a group
of users to an existing network.

5. For alternative discussions of network
effects as a source of market failure, see
Economides (1996) and Weinberg (1997).

6. For further resources on the history of
the U.S. telecommunications industry, see
Brock (1986) or Bornholz and Evans (1983).

7. Sidak and Spulber (1996) give a detailed
account on the restrictions facing private

ca
8.  Sidak and Spulber (1996).

9. The Reserve Banks voluntarily refrain
from presenting between noon and 2:00 p.m.
in most markets. The six-hour monopoly is
not the only legal presentment privilege
enjoyed by the Reserve Banks. For example,
private-sector banks do not have as much
flexibility as Reserve Banks in choosing where
to present checks to paying banks. In addi-
tion, the paying bank controls the intraday
timing of payment to a private-sector pre-
senting bank, while the Reserve Banks have
the right to debit the paying bank’s account
within a specified time period. Because the
other legal privileges appear to be of minor
significance relative to the six-hour present-
ment monopoly, we will focus on the latter,
although what we have to say will apply
equally well to these other privileges. See
Board of Governors (1998) and General
Accounting Office (1989) for more details.

10. The amendment provided that any bank
could make “reasonable charges, to be deter-
mined by the Federal Reserve Board, but in
no case to exceed 10 cents per $100,” but that
“no such charges shall be made against the
Federal Reserve Banks.” An opinion of the
US. Attorney General established that this
latter provision applied only to banks that
voluntarily joined the Fed’s clearing system.
Note that a state-chartered bank did not have
to become a member of the Federal Reserve
System in order to participate in the Fed’s
check collection plan.

11. The first Reserve Bank check clearing
arrangement, the so-called “voluntary plan”
adopted in 1915, required that member banks
joining the plan accept checks at par from the
Reserve Banks. The “compulsory plan”
adopted in May 1916 also included the same
requirement, but had the Reserve Banks cov-
ering the expense of shipping notes or lawful
money from the bank to the Reserve Bank in
payment. Such expenses were obviously not
the only paying bank costs attributable to

check collection. Note that because non-
members had to agree voluntarily to join the
Fed clearing plan, the amendment gave the
Reserve Banks no real advantage over private
banks, since both needed to offer induce-
ments to obtain par presentment rights. The
amendment’s effect was to codify the Reserve
Bank’s right to present to member banks at
par, by mail, without prior permission. For
discussions of the Feds entry into check
clearing see the classic account of Warren
Spahr (1926), or more recently Ed Stevens
(1996, 1998) and Alton Gilbert (1998).

12. Note that the effect of the size of the Fed
check collection system on the value of join-
ing did not necessarily reflect a network effect.
Federal Reserve policy deliberately tied the
service of collecting a bank's outgoing checks
to that bank’s willingness to pay par on its
incoming checks. There was no technological
link between the number of banks sending
checks to the Fed and the number of banks to
which the Fed could send checks.

13. See Jessup (1967) and Stevens (1998).

14. The Federal Reserve’s cost recovery
requirement includes a “private sector adjust-
ment factor” that consists of the taxes, fees,
and return on capital applicable to a compa-
rable private-sector provider.

15. The rights of private collecting banks
were governed by provisions of the Uniform
Commercial Code. For a description, see
General Accounting Office (1989), p. 28.

16. In arrangements called “controlled dis-
bursement,” banks notify their corporate cus-
tomers early in the day of the value of the
corporation’s checks presented that day,
allowing the customers to fund their accounts
by selling money market securities. Later
presentment makes such arrangements more
difficult because money markets become pro-
gressively less liquid in the afternoon. These
costly efforts effectively skirt the prohibition
on interest on corporate demand deposits,
and are wasteful from society’s point of view.
Note that corporate objections to extending
private presentment time to 2:00 p.m. are not
directly relevant to the question of whether
private and Reserve Bank presentment times
should be equalized; presumably they would
also object if asked whether the Reserve
Banks should be able to present at 2:00 p.m.
The objections might suggest that, without
interest on corporate checking accounts,
equalization should take place at a time earli-
er in the day rather than later. See Board of
Governors (1991), p. 4747, for discussion of
public comments on the 1988 proposal.

17. The Board of Governors has recently
requested public comment on the effect of
the January 1994 same-day settlement rule. In
addition, the Board is considering reducing
or eliminating legal disparities between
Reserve Banks and private-sector collecting
banks in the check collection process, includ-
ing the six-hour monopoly (Board of
Governors 1998).

18. Critics that have charged the Fed with
unfairly subsidizing check collection have
focused on whether the Fed’s cost accounting
methodology understates the overall cost of

Fed check collection. This question is sepa-
rate from the question we discuss: cross-sub-
sidization within Fed check processing. The
Board of Governors requires that the Reserve
Banks annually recover the full cost of check
collection services from check collection fees.

19. Our reasonable hypothesis is that the
Reserve Banks recover the full costs of check
collection in the aggregate,

20. The Monetary Control Act states that
prices for Federal Reserve services “shall give
due regard to competitive factors and the
provision of an adequate level of such services
nationwide.”

2L, Board of Governors (1990), p. 295,

22. For instance, Reserve Banks’ prices
depend on the amount of sorting done by
depositing banks prior to depositing checks
with the Fed. Small, remote banks are more
likely to make unsorted deposits than are
large, city banks. The Fed could pursue its
interest in access by setting lower price-cost
margins for unsorted than for sorted
deposits, thereby lowering the cost of check
collection for small remote banks.

23. Federal Reserve System (1998).

24, The shift of common costs away from
small and remote banks might be independent
of the six-hour monopoly. Some participants
in the Rivlin Committee Forums believe that
the Federal Reserve accepts a lower rate of
return than would be required by commercial
providers or that the Fed does not account for
the full costs of providing service.

25. We mean profitability in the sense that
the expected present discounted value of net
cash flows from the introduction of an inno-
vation are positive. The Board of Governors
imposes a tighter constraint on Reserve
Banks; net cash flows must be positive each
year in each priced service line (check collec-
tion, automated clearing house, and so on).

26. ECP was implemented quite rapidly in
Switzerland under just such a scheme. Paying
banks must pay a substantially higher fee to
receive paper checks.
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