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FOREWORD

This iz the third edition of what has come to be known as the "Red
Book" on payment systems. The previous editions have been translated in whole
or in part into French, German and Japanese, which can be taken as a fair
indication of the extent of interest in the subject matter. The Group of
Experts on Payment Systems of the central banks of the Group of Ten countries®
first attempted to identify the growing areas of mutual interest in develop-
ments in the field of payment systems in 1978. These initial efforts not only
served to highlight the increasing similarities in the different national
environments by showing that payment systems were developing along common
lines, but also convinced the central banks of the need to publish their
findings. The central banks' principal reason for undertaking studies in this
field is, of course, the fact that money, in the broadest sense of the term,
is one of their main objects of concern and an area of prime responsibility.

Much has happened in the field of payment systems since the 1985
edition appeared, and, when one looks at what is being done today to promote
electronic funds transfers (EFT), a certain perspective is called for to
enable the reader to appreciate the magnitude and speed of changes in this
area. It is hoped, in particular, that the third edition of the "Red Book"
will enable the reader to monitor and compare the ever-increasing number of
interrelationships arising from the use of electronic systems for the transfer
of the ownership of money in the eleven countries.

In 1978, when the initial work was being done for the first edition,
EFT POS was a subject for academic and sometimes esoteric debate. Today EFT
POS is an economic reality, with regional and nationwide systems in place. It
is predicted that by the mid-1990s there will be over 200,000 EFT POS
terminals in the United Kingdom alone.

Moreover, in 1978, S.W.I.F.T. electronically linked about 500 banks
in sixteen countries and was considered successful because it had achieved an
annual traffic volume of almost 25 million messages. Today S.W.I.F.T. handles
almost the same number of messages each month. Domestic electronic networks
for interbank payments are witnessing a similar growth in traffic.

The Group of Ten countries are those which participate in the General
Arrangements to Borrow within the IMF, namely, Belgium, Canada, France,
Germany, Italy, Japan, the Netherlands, Sweden, Switzerland, the United
Kingdom and the United States.



Like its predecessors, this edition presents the findings essenti-
ally in the form of a descriptive manual for consultation and comparison. It
is based on 1987 data and is divided into two distinct parts.

After an introductory chapter which highlights the major develop-
ments since the last study was completed and identifies the forces behind
these changes, the first part provides detailed descriptions of the payment
systems of the eleven countries. While in this edition a more rigorous
attempt has been made to follow a common framework so as to facilitate
comparisons, there are inevitably differences of emphasis reflecting the
relative importance of different aspects of the various national payment
systems.

The second part of the book presents a series of comparative and
country tables as a statistical addendum. The reader is warned that, although
considerable improvements have been made in the quality of the statistical
data, they are not in all cases complete or uniform and there may be a margin
of error where estimates have had to be made., It is hoped, however, that the
margin of error is small enough to allow an accurate picture to be given of
trends in the various countries taken individually or as a group. Given the
rapid pace of change, the Group of Experts on Payment Systems plans to update
the statistical addendum periodically.

In view of the wide readership expected for this edition and the
fact that only a limited number of copies of the last edition are available,
every effort has been made to ensure that this edition should serve as a
reference work complete in itself and independent of its predecessors.,

In addition to preparing the "Red Book" for publication, the central
banks of the Group of Ten countries have addressed the question of security
and reliability in electronic systems for payments and have published three
manuals on the subject since 1975. These studies, known as the "Yellow
Books", have been translated into French, German, Italian, Japanese and
Spanish, with the objective of promoting greater awareness of the need for
safe and reliable electronic payment mechanisms. It is, after all, one of the
overriding interests of all central banks to ensure a smoothly functioning,
reliable and efficient payment system in each of their countries. It is with
this in mind that the reader is encouraged to compare the progress being made
in the various countries towards achieving this goal.



INTRODUCTION

The main aim of this edition of the book on payment systems in
eleven developed countries is to facilitate comparisons between what on the
surface might strike the reader as gquite different payment systems. One is
still tempted to group the eleven countries into two camps in this respect,
the '"giro", or credit transfer, and the "cheque", or debit transfer countries,
even if this is no longer so evidently the case as at the time of the first
edition in 1980.

A common theme running through the various country reports is the
recognition that co-operation between banks is essential for setting up
sophisticated electronic networks. While there had already been a marked
increase in interbank co-operation at various levels, particularly in the area
of payment system standards, the large investments required to introduce and
operate electronic funds transfer (EFT) systems, whether intended for use
between banks at an international level or by bank customers at the point of
sale (EFT POS), have helped to focus the banks' attention on the need to
co-operate in establishing the basic infrastructure required for such systems
and to share the costs involved, often with a view to ultimately competing
more effectively for custom.

This recognition of the need for increased co-operation in the deve-
lopment of infrastructures has led a growing number of countries, both within
and outside the Group of Ten, to follow the Canadian example and establish
permanent public co-ordinating bodies for this purpose or to create ad hoc
inter-industry groups as forums for discussion. In some countries the bene-
fits are already being felt by both corporate and personal customers. One
central bank, the Bank of Italy, published a "White Paper on the Payment Sys-
tem in Italy" in 1987 with a view to formulating an integrated plan of action
in this regard in collaboration with the banking sector, and another, the
Nederlandsche Bank, formally issued a memorandum describing the basic
principles to be followed in the development of the payment system.

It was natural that various banks in a number of countries should
have wished to create their own large, and in some cases nationwide, automated
teller machine (ATM) and cash dispenser networks, but experience showed the
wisdom of giving customers access to a wider range of networks and of sharing
what had originally been proprietary systems. Indeed, the advent of network-
sharing is a major theme in most of the eleven chapters. The statistical data
underline the phenomenon that network-sharing has itself promoted wider and
more frequent use of these card-based systems by the participating banks'
customers. If one of the goals of the expanded and interconnected networks
was to support new payment practices through the convenient siting of large
numbers of machines, then this goal has been achieved in a number of
countries. This is the case, for instance, in France, where most of the banks



have joined together to issue a single bank card that can be used in 11,500
cash dispensers and is accepted at 415,000 points of sale.

With all the emphasis on electronic payment systems throughout the
chapters that follow, the reader will not be surprised that the relative
importance of cash in the money supply (M3) of the eleven countries under
review has decreased in almost all of the countries. Despite this trend, cash
appears to play an important role in payment systems both at the retail level
and in the so-called '"grey" or wunderground economy. The convenience,
universal acceptability and anonymity of cash will secure the bank-note's role
in payment systems for some time to come.

As first noted in the 1985 edition, there is growing attention to
the relative costs of the various payment instruments, particularly in view of
the continued use of paper-based and hence labour-intensive instruments. This
has resulted in both more widespread specific pricing of particular payment
services and the promotion of direct depositing of wage and pension payments,
as well as the automation of the traditional clearing house mechanisms, and
the growing use of cheque truncation in a number of countries. However, costs
alone are not the primary force working towards change.

As mentioned previously, parallel to the growth in the wuse of
electronic systems for domestic payments there has been a dramatic expansion
in the use of sophisticated switching systems for internationally related
payment networks. The increasing use of these systems continues to give rise
to a noticeable growth in the netting of positions within groups of users.
This is particularly true in the so-called "offshore" netting centres, such as
the Tokyo-based US dollar clearing system and the Private ECU (European
Currency Unit) Clearing and Settlement System. While it could be said that
the "offshore" netting schemes are an electronic extension of domestic netting
schemes made possible by telematic technology,* they do raise questions
regarding the finality of payments given the time-zone differences and about
new aspects of the central banks' role as lenders of last resort.

While it is the conventional wisdom that electronic banking brings
with it both factor economies and economies of scale not available in a
paper-based system, it is not for this reason alone that banks have forged
ahead with the development of complex electronic systems. There is a growing
awareness of the ability of third parties, such as value-added network
suppliers, to meet the payment demands of a public that finds itself increas-
ingly at ease in the use of terminals, ATMs and cash dispensers. The advent
of home-banking schemes sponsored by postal authorities in some countries has
placed further emphasis on the pioneering efforts of certain banks and has
highlighted the need for banks to cater for a section of the market that is
both affluent and familiar with the advantages of electronic communication
over the traditicnal paper-based means.

® Renato De Mattia, former Central Manager of the Bank of Ttaly and former
adviser to the Bank for International Settlements, was one of the first
persons to state that the traditional constraints of time, distance and
volume on the transfer of large amounts of money are not valid when
applied to the use of electronic means for the transfer of funds.
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Another force bringing about change is the growing dependence on
credit and debit cards by an ever more mobile population for personal transac-
tions. This "popularisation'" of international payment tramsactions has led to
greater co-operation in establishing means of detecting and preventing the
fraudulent use of plastic credit or debit cards on an international basis.
Further steps must be taken in this respect.

The new systems have also brought with them a new phenomenon, the
consequences of which remain to be seen. This is the possibility of transmit-
ting payment messages at electronic speeds in times of crisis. The increased
interdependence of the securities markets and the various payment systems,
coupled with the globalisation of the securities markets, raises the issue of
the growing danger of systemic risk in payment systems. This is the risk that
one or more participants in a payment system will be unable to meet their
obligations when due and thus cause other participants to be subsequently
unable to meet theirs. Of the various kinds of risk to which banks may become
exposed through the accelerated use of the new technology, it is this systemic
risk that is the greatest cause for concern. The central banks of the Group
of Ten countries are aware of this danger and are currently examining the
question with a view to minimising its potential impact on the sound func-
tioning of the payment systems in their respective countries via work on
finality, netting and reducing the probability of purely technical problems.
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LIST OF TERMS AND ABBREVIATIONS

Automated teller machine (ATM)

Cash

Electro-mechanical device allowing the authorised user not only to
withdraw cash from his account but also to access a varying range of
other services such as balance inquiry, transfer of funds and
acceptance of deposits.

dispenser

Chip

Electro-mechanical device allowing the authorised user to withdraw
bank-notes and in some cases also coins.

or IC card

Card into which have been inserted one or more integrated circuits.
(180 definition)

Credit card

Card indicating that the holder has been granted a line of credit. It
enables him to make purchases and/or draw cash up to a pre-arranged
ceiling; the credit granted can be settled in full by the end of a
specific period, or can be settled in part, with the balance taken as
extended credit. The holder is not always charged an annual fee, but
interest is charged on the amount of any extended credit.

Debit card

Home

Card enabling the holder to draw cash from a retail outlet, an ATM or
a cash dispenser and also, in some cases, to have his purchases
directly charged to funds on his account at a deposit-taking
institution.

banking

Services which a customer of a financial institution can access using
a telephone, television set or a terminal as a telecommunication 1link
te the institution's computer centre.

Off-l1line

Pertaining to equipment or a procedure which is operating under local
rather than remote central control.

On-line

Pertaining to equipment or a procedure which is operating under remote
central control.

Point-of~sale terminal for electronic funds transfer (EFT POS)

A terminal at a retail location which is designed to capture, and in
some cases also transmit, payment information by electronic means.



Telematics
Combined use of data-processing and data-transmission techniques.

Travel and entertainment (charge) card

Card indicating that the holder has been granted a line of credit. It
enables him to make purchases without any expenditure limit, but does
not offer extended credit, the full amount of the debt incurred being
settled at the end of a specified period. The holder is usually
charged an annual fee.

Truncation
A procedure in which the physical movement of paper items is
curtailed, being replaced by the transmission of all or part of their

content in electronic form.

Videotex (Viewdata)

A two-way interactive computer system capable of displaying centrally
stored pages of text and graphics on adapted television screens using
simplified commands.

ACH
Automated Clearing House.

MICR
Magnetic Ink Character Recognition.

OCR
Optical Character Recognition.

PIN

Personal Identification Number. The code or password the cardholder
possesses for verification of identity. (IS0 definition)

S.W.I.F.T. (Society for Worldwide Interbank Financial Telecommunication)

An international financial transaction processing network through
which more than 2,300 institutions in 56 countries exchanged on aver-
age more than 900,000 messages per day in 1987. Created and owned by
banks, the network is also available now to the following categories
of non-bank institutions: securities brokers and dealers, clearing and
depositary institutions and recognised exchanges for securities.
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BELGIUM

I. INTRODUGTION

The main features of payment systems in Belgium can be summarised in
the following points:

- the relative importance of the share of cash in the money supply
(M1), although it has been clearly declining for many years;

- the large proportion of the population holding bank accounts and the
large number of bank offices;

- among cashless payment instruments, the predominance of the credit
transfer and its derivatives over the cheque;

- the increasingly vrapid deployment of electronic technology,
reflected both in the appearance and spread of new payment systems
and instruments available to customers of financial institutions
(ATMs, POS terminals, etc.) and in the rationalisation of the
processing of traditional payment media within the banking system
(truncation, automated clearing, etc.);

- the fact that payment services are, to a very large extent, free, in
spite of recent moves towards charging;

- a balance between competition and co-operation, with co-operation in
the form of sharing joint technical infrastructure and drawing up
interbank standards;

- the growing involvement of non-banks, such as issuers of credit and
travel and entertainment cards, large retail chains and issuers of
luncheon vouchers.

Briefly, the "traditional" payment instruments and systems are
facing growing competition from new instruments and systems relying on
electronic technology and/or offered by non-bank institutions.

II. INSTITUTTONAL FRAMEWORK

As the issuing authority, the central bank - the National Bank of
Belgium ~ issues notes on its own behalf and coin on behalf of the Treasury.

1 Within the framework of the Belgium-Luxembourg Economic Union (BLEU),
Belgian coin and notes are legal tender in the Grand Duchy of Luxembourg,
but the reverse is not the case.
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While it carries out the production of notes, the minting of coin is the
prerogative of the Royal Mint of Belgium, responsible to the Ministry of
Finance.

In the payment system field, the only other areas of explicit
central bank intervention are those of the interbank clearing mechanisms, both
traditional (the clearing houses, located at the branches and agencies of the
central bank and chaired by it) and automated {the CEC), and - partly
connected - of standardisation within the financial system. Neither the
central bank nor any other authority exercises real powers of specific
supervision in respect of payment systems.

The banking system comprises three broad categories of financial
intermediaries:

- the commercial banks (86 at end-1987);
- the savings banks (32 at end~1987);
- the public credit institutions ( 5 at end-1987).

To these three broad categories must be added the Postal Cheque
Office, which constitutes the financial department of the Postal
Administration.

Although each of these types of financial institution was originally
fairly specialised in terms of markets and products, these distinctions have
become progressively blurred since the mid-1970s. Only the Postal Cheque
Office, owing to strict legal constraints, continues to be restricted in the
range of services offered.

There are three main interbank institutions operating in the payment
system field:

- the non-profit-making association of CEC (Clearing Centre for the
Belgian Financial System), founded in 1974 by the banking sector as
a whole, the object of which is the automated exchange of payment
transactions for clearing and which is chaired by the National Bank
of Belgium, which also takes care of the management of day-to-day

operations;

- the Mister Cash consortium (thirty-two members at end-1987), without
separate legal status, which since end-1978 has operated a shared
network of ATMs and POS terminals;

- the Bancontact co-operative society (twenty-nine members at end-
1987), which since mid-1979 has managed a shared network of ATMs and
POS terminals.

Non-bank institutions are also represented on the payment media
market:

- companies issuing credit and travel and entertainment cards
(numbering 4, only one of which, in fact, has no connection with the
banking sector);

- commercial companies issuing in-house cards, these being essentially
either petrol companies or large retailers;
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- companies issuing luncheon vouchers.

Monetary policy is decided by the National Bank of Belgium in
consultation with the Minister of Finance.

Prudential supervision of the financial institutions -~ with the
exception of four of the five public credit institutions”™ and the Postal
Cheque Office, which are supervised by wvarious ministries - is the

responsibility of the Banking Commission, a body independent of the central
bank.

ITI. PAYMENT SYSTEMS

1. PAYMENT SYSTEMS AVAILABLE TO CUSTOMERS
(a) Cash

Cash comprises notes in denominations of B.fr. 100, 500, §,000 and
5,000 and coin in denominations of B.fr. 0.50, 1, 5, 20, 50 and 5007. There
has been a shift between notes and coin in recent years, in the form of a
substitution of coins for notes of B.fr. 20 and 50°. Among the notes, the
B.fr. 5,000 denomination represents an ever-larger share of the total stock of
notes in circulation (69.3% by value at end-1987), despite the growing success
of ATMs. These, in fact, only deliver notes of B.fr. 1,000, which accounted
for 25.1%7 of notes in circulation (by wvalue) at 31st December 1987. BRank-
notes constitute 97.27% of total cash in circulation and coins 2.8%.

It is impossible to estimate the value or number of payments made
using cash. The only indication available - although very inconclusive - lies
in the share of cash in M1, which has recorded a marked decline over a number
of years. It amounted to 34.77 at end-1987, compared with 42.4% at end-1978.
The average cash holding per inhabitant stood at close te B.fr. 42,000 at
end~1987", after deducting the share of cash in circulation held by the
financial intermediaries (6.5%). The total stock of cash in circulation at
31lst December 1987 amounted to B.fr. 440.3 bhillion".

In spite of the vrise of payment media in competition with the
bank-note, developments over the last two years show that its use has begun to

2 There are plans to make these, too, subject to supervision by the Banking
Commission.

3 This coin cannot be said to be "in circulation'" as it is hoarded by the
public.

4 This note, issued on behalf of the Treasury, will be finally replaced as
from spring 1989 by the coin of the same value.

5 There is some bias in this figure as a result of the circulation of
Belgian cash in Luxembourg and vice versa.

6 Though not legal tender in Belgium, Luxembourg coin and - to a very

limited extent - notes alsc circulate within the country; however, except
in border regions, they vrepresent a tiny proportion of the total
circulation.
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gain ground again, also in real terms (for the first time this decade}. This
movement seems, however, to have slowed down again recently,

(b) Deposit money
General

Deposit money comprises sight deposits held by non-financial
economic agents with financial intermediaries legally entitled to receive such
deposits (banks, savings banks, public credit institutions and the Postal
Cheque Office).

A few figures illustrate the importance that deposit money has
acquired:

- the share of deposit money in M1l amounted to 65.3% at end-1987,
compared with 57.6%Z at end-1978;

- the number of sight accounts in Belgian francs open at 31lst December
1987 stood at 9.49 million, representing a theoretical average of 96
sight accounts per 100 inhabitants (compared with 58 in 1978);

- the stock of deposit money amounted to B.fr. 775.9 billion at
end-1987, representing an average of about B.fr. 78,500 per

inhabitant.

These data illustrate, at leas theoretically, the high banking
propensity and the preference for liquidity’ of the Belgian population.

Payment instruments

Various payment instruments are associated with sight accounts:

- the credit transfer and its variants, such as the standing order and
variable standing order;

- the cheque and its corollary, the cheque guarantee card;

- the direct debit;

- the debit card.

The most commonly used payment medium is the credit transfer, which
is an order to transfer a given amount from the sight account of the initiator
of the payment to the account of the payee. The order is given by the
customer making the payment to his bank either in paper form - handed in at
his bank branch or sent by post - or in automated form (diskette, magnetic
tape, telecommunications). An estimated 304.9 million credit transfers were
made in 1987.

The standing order or variable standing order is a form of credit
transfer created in order to rationalise the system for recurring payments
(payment of rent, salaries, etc.). Instead of setting a credit transfer in
motion each time the payment falls due, the customer instructs his bank to

7 Combined cash and deposit money holdings stood at about B.Fr. 120,000 per
inhabitant at end-1987.
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make a regular, automatic transfer of a given sum, at specified intervals, to
a named account (standing order). In the case of a variable standing order
some of the data are variable and the customer must communicate them before
each payment falls due to his financial institution by means of a list
(paper-based or automated). 1In 1987 an estimated total of 34.7 million
payments were made in the form of standing or variable standing orders.

One development of significance worthy of note is certainly the
growing "dematerialisation" of payment orders transmitted by customers. In
point of fact, more and more firms are communicating their payment orders via
magnetic media or via telecommunications, which obviates the need to capture
the data within the financial system. For 1987 it is estimated that 87.3
million payment orders - or 21.9% of total credit transfers and payments made
in the form of standing and variable standing orders - were submitted in
paperless form.

There is also a hybrid payment instrument offered chiefly by the
Postal Cheque Office, viz. the inpayment transfer. This enables a payment to
be made to a holder of a (bank or postal) sight account on the basis of a cash
inpayment at a post office. This instrument is primarily intended for payers
who do not have a sight account. In 1987 94.3 million inpayment transfers
were made for a total value of B.fr. 6,097 billion, giving an average of
B.fr. 64,623 per transaction.

After the credit transfer, the cheque is the most used cashless
payment instrument. The eurocheque is the commonest type of cheque in
Belgium: about 50% of the cheques issued in 1987 in Belgium were eurocheques.
In order to promote the use of the cheque, financial institutions increased
its acceptability to creditors by supplying creditworthy customers with cheque
guarantee cards. This card serves as a guarantee that any cheque drawn will
be honoured up to an amount of B.fr. 7,000, whether or not the drawer's sight
account is covered with sufficient funds. To make the guarantee effective,
the number of the cheque guarantee card must be indicated on the back of the
cheque. It is the duty of the payee to check the validity of the card and
whether the information on the card corresponds with what is written on the
cheque. The cheque guarantee card carries an automatic (interest—bearing)
overdraft facility of B.fr. 25,000 (B.fr. 30,000 or 50,000 with some
institutions). The only restriction is that it is prohibited to have a
permanent debit balance for more than three consecutive months. 205.2 million
cheques, including 11.3 million postal cheques, were issued in 1987. On
31st December 1987 there were 4.47 million cheque guarantee cards in circu-
lation (3.01 million of them eurocheque cards), equivalent to a theoretical
average of fourty-seven cards per 100 sight accounts. It may be of interest
to add that, unlike other cashless payment instruments, the cheque can be used
for several successive payments, by means of endorsement. This practice is,
however, still relatively limited.

A special category of cheque is the postal draft. As its name
implies, this is an instrument issued by the Postal Cheque Office. It makes
it possible to send by post a payment order which the recipient can cash at a
post office or at a financial institution of which he is a customer. This
payment medium enables a payment to be made to a payee who has no sight
account or whose sight account number is not known by whoever initiates the
transaction. The draft is drawn on a postal current account, possibly with a
financial dinstitution other than the Postal Cheque Office acting as
intermediary. The Government and its various services make extended use of
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the postal draft system. In 1987 38.6 million postal drafts were issued for a
value of B.fr. 563.1 billion, equivalent, on average, to B.fr. 14,591 per
draft.

The direct debit is a mechanism created in 1980 whose purpose, like
that of the standing order and variable standing order, is to simplify the
execution of payments which are in certain respects tregular. However, it
differs from both these instruments in two ways:

- it is based on a formal four-cornered procedure involving a supplier
of goods or services, his customer and their respective banks. The
customer must give authorisation for the supplier automatically to
draw on his sight account, through the intermediary of the two
financial institutions concerned, an amount equivalent to the bills
for which he is liable in respect of the services he has received;

- the payment is initiated by the supplier, who notifies his bank,
generally in automated form, of the amount to be collected from
those of his customers who have accepted the direct debiting of
bills.

in 1987 49.18 illion payments were executed under direct debit
agreements, including 0.56° million refunds.

Debit cards issued by financial institutions to their customers with
sight accounts will be dealt with in the following section, which is devoted

exclusively to this topic.

Pricing and value dates

Gross interest of 0.5% per annum is paid by the deposit-taking
institutions on credit balances on the sight accounts of "ordinary' customers.
Te compensate for this virtual absence of remuneration, payment services
offered to holders of sight accounts are as a rule free of charge. This
principle of no charge, which is still valid, applies both to the issue of
cheques and to the execution of payment orders. There are two exceptions:

- the cheque guarantee card is issued for a fee, set at B.fr. 300 for
1988;
- foreign transactions are subject to a commission.

In addition, the postal charges for the mailing of statements of
account are also, as a general rule, borne by the customers.

As regards value dates, the practice in respect of "ordinary"
customers is as follows:

- value the previous working day when an account is debited;
- value the following working day when an account is credited (in the
case of cheques for collection, credit under reserve).

8 Estimate,
9 A refund in connection with a direct debit could, for example, be made by
an electricity company for an overpayment.
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There are no regulations governing these practices or setting
maximum time-limits for crediting counterparties.

{(c) Bank cards

Apart from cheque guarantee cards, which are not, strictly speaking
and as their name indeed indicates, a payment medium, the financial
institutions issue debit cards which can be used at ATMs and, usually, at POS
terminals.

Two recent developments are under way in this field:

- the gradual amalgamation of the debit card and cheque guarantee
card, with the magnetic stripes which characterise the debit card
being affixed to the cheque guarantee card so as to create a single
multifunctional card;

- the increasing promotion of the logo of the issuing financial
institution, whereas, in the early years of their development, debit
cards primarily bore the trademark of the interbank network to which
they provided access (Bancontact or Mister Cash).

With the exception of the debit cards issued by the Postal Cheque
Office {Postomat), which can only be used in the ATMs installed by this
institution and solely for withdrawals, bank debit cards can be used both
ATMs and POS terminals. All the debit cards have magnetic stripes and
require a personal identification code (PIN) to be keyed in on the keyboard of
the terminal before the services can be accessed. If a wrong code is keyed in
three times the card is invalidated; this can be reversed by the issuing
financial institution.

The trader who is paid by means of a debit card is guaranteed
payment, with no limit on the amount.

On 3ist December 1987 there were some 4 million debit cards in
circulation, 3.9 million of them with access to both ATMs and POS terminals.
This represents a ratio of fourty-two cards per 100 sight accounts, or fourty
cards per 100 inhabitants. These figures have to be put into perspective,
given the rates of utilisation of these cards; it seems in fact that up to 407
of them are never used.

In the last few years the use of debit cards has started to become
internationalised. Hitherto this trend has only been in evidence at the ATM
level, with the following tangible results to date:

~ there is a reciprocal agreement between the Postal Cheque Office and
its counterpart organisations in the Grand Duchy of Luxembourg and
France;

10 The networks do not plan to use micro-processor cards in the short term
for the following main reasons:
- high cost of the micro-processor card;
- existing on-line networks;
- still to break even on the heavy investments made.



Belgium - 18 -

- holders of Bancontact and Mister Cash cards have access, within the
framework of the eurocheque community, to ATMs in an increasing
number of European countries (currently ten), but reciprocity will
only materialise in the course of 1989.

The volume and the value of transactions concluded by means of debit
cards have seen a tremendous increase since their introduction, in parallel
with that in the number of cards in circulation and terminals installed.

In 1987 the following results were recorded for transactions
concluded in Belgium by holders of Belgian cards:

- 47.3 million withdrawals - for a total of B.fr. 165.6 billion - at
ATMs, or, on average, fourteen withdrawals per card and B.fr. 3,500
per withdrawal;

- 0.45 million deposits - for a total value of B.fr. 4.9 billion - at
ATMs, or, on average, 0.14 deposit per card and B.fr. 10,890 per
deposit;

- approximately 3Z million electronic payments at POS terminals for a
total value of some B.fr. 34 billion, or, on average, 9.6 trans-
actions per card and B.fr. 1,063 per payment,

As terminals have been installed in sectors other than that of
petrol distribution, the share of the latter in total transactions concluded
electronically declined to only 80% in 1987. The share of transactions
concluded in the large retailer sector thus rose to 117 in 1987.

As far as "international" transactions are concerned, they are still
fairly marginal since:

- authorised holders of foreign cards (i.e. those from Luzembourg and
France - see above) made slightly more than 21,000 withdrawals at
Belgian ATMs in 1987 for a total of approximately B.fr. 88 million,
or an average of B.fr. 4,190 per transaction;

- holders of Belgian cards executed approximately 75,500 withdrawals
at ATMs abroad in 1987 for a total value equivalent to B.fr. 427
million, or an average of B.fr. 5,650 per operation.

The cost to the consumer of using debit cards - at ATMs and POS
terminals - consists in theory only of an annual fee, set at B.fr. 165 for
1988. Tt should be noted, however, that the large retailer sector decided in
November 1987 to make consumers pay the fee of B.fr. 2 per transaction which
the interbank networks wanted to impose on it and which traders belonging to
the other sectors have themselves already been paying.

(d) Non-bank cards

There are two distinct types of non-bank card:
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- credit cards and travel and entertainment cards issued by American
Express, Diners Club, Eurocard (a consortﬁ&@ of Belgian banks,
affiliated to MasterCard) and Crédit Européen = (VISA);

- in-house cards issued by petrol companies (Esso, Shell, Texaco,
etc.) 3?9 large retailers (principally GB-Inno-BM, Colruyt and Trois
Suisses™ 7).

Credit cards and travel and entertainment cards are, by definition,
widely accepted, both in Belgium and abroad. They can be used at a large
number of businesses. These cards, however, were long the prerogative of an
elite minority of Belgians and foreign visitors. But, as a result of vigorous
promotion efforts by the companies concerned, the number of cards in
circulation has shown a conﬁﬁderable increase: from some 70,000 at end-1978 to
around 466,000 at end-1987. Some months ago these cards were joined by the
AirPlus card, launched by a group of European airlines and represented in
Belgium by SABENA {(the Belgian airline). This card iz intended for use in
other sectors, not just that of air transport proper.

Traders enjoy the advantage of guaranteed payment, for an unlimited
amount, subject to compliance with the procedures prescribed by the issuers of
the cards and payment of a - variable - fee per transaction.

In 1987 credit cards and travel and entertainment cards account
for a transactions volume which may be illustrated by the following figures:

- 7.4 million transactions were effected in Belgium for a total of
B.fr. 32.7 billion, 3.1 million of which were payments by foreign
cards (for B.fr. 12.2 billion);

- around 3 million transactions were effected abroad by Belgian card
holders for a total value of B.fr. 16.3 billion.

In 1987 the average value of a transaction was as follows:13

- transactions in Belgium using Belgian cards: B.fr. 4,768
- transactions in Belgium using foreign cards: B.fr. 3,958
~ transactions abroad using Belgian cards: B.fr. 5,498.

Naturally, these average values vary considerably according to the
type of sector where the purchases are made. However, the above figures
suggest that, on average, each Belgian card was used 17.2 times in 1987 (in
Belgium and abroad).

11 This institution has recently been taken over by a large Belgian bank,
and its VIS5A franchise will be shared with other Belgian financial
institutions as from 1989. The Belgian subsidiary of a large US bank has
just started to issue its own VISA cards to its customers, independently
of this schemne.

12 strictly speaking, Trois Suisses does not belong to the large retailer
sector.

13 The data relating to credit cards and travel and entertainment cards
partially include the Grand Duchy of Luxembourg owing to the
impossibility of eliminating a proportion of the Luxembourg figures.
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With the exception of customers of American Express - which, in
1886, installed two ATMs in Brussels to dispense notes and travellers'
cheques - holders of credit cards and travel and entertainment cards have no
access to ATMs - whether owned by banks or card issuers - in Belgium, whereas
Belgian card holders are largely able to take advantage of this facility
abroad.

A growing number of issuers have recently begun automating their
payment procedures. At a (still relatively limited) number of points of sale
not only does authorisation take place electronically on-line, but details of
the transaction are immediately recorded by the issuing company's computer
system and a slip evidencing the transaction is automatically printed out on
the spot.

In-house cards can, by their nature, only be used at points of sale
controlled by their issuers. A distinction can be made between in-house cards
which use the issuers' own infrastructure and those which are, in fact,
managed at the strictly operational level by another, commercial, card issuer
(interbank network or credit card issuer). The latter category comprises
cards issued by petrol companies.

Some of these in-house cards, moreover, are linked with POS
terminals, whereas others can only be used '"manually".

The most striking example of an in-house card is certainly that
issued by the largest Belgian retail group, GB-Inno-BM, which has launched
itself vigorously onto the payment cards market (and, at one and the same
time, onto the consumer credit market), with its "Shopping" card {(new name).
This card can be used either as a debit card {through the direct debiting
technique) or as a credit card, the choice being made by the card holder at
the moment of each purchase. Only some of the POS terminals installed by
GB-Inno-BM can be accessed by the cards issued by the interbank networks and
then only on payment by the consumers of the B.fr. 2 fee per transaction which
GB-Inno-BM would normally have to pay to these networks.

The main features of the in-house card market in 1987 may be
summarised as follows:

= 577,000 cards in circulation at 3lst December 1987;

- 8.7 million transactions for a value of B.fr. 14.7 billion, making
an average of B.fr. 1,690 per payment;

- payments at POS terminals alone represented 94.3% of the total
volume and 92.2%7 of the overall turnover effected by means of
in-house cards.

(e) Other instruments
Other instruments are also used in Belgium, the main ones being:

- the luncheon voucher;
- the traveller's cheque; and
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-~ the commercial bill.14

In addition, barter, clearing operations outside the financial
system and foreign bank-notes also constitute means of settling debts. It is,
however, impossible to quantify the significance of these, although this
should not be underestimated,

The only instrument for which data are available is the luncheon
voucher, which theoretically may only be used for the payment of a restaurant
bill or for the purchase of food products. These vouchers are issued by two
French-owned companies (Le Chéque-Repas CR and Ticket Restaurant) to any other
firm wishing to distribute them to its employees as part .of their compensation
package. For reasons of an essentially fiscal nature, use of the luncheon
voucher has increased very considerably in the course of the last few years,
as is illustrated by the following statistics:

- number of vouchers issued in 1987: 48.3 million (1978: 6.1 million);

- total value of vouchers issued in 1987: B.fr. 9.4 billion (1978:
B.fr. 0.55 billion);

- number of firms issuing luncheon vouchers to their staff in 1087:
around 8,660 (roughly 500 in 1978).

(f) Interbank networks available to consumers
There are two interbank networks aimed at consumers:

- Mister Cash, which has been operational since the end of 1978; and
- Bancontact, which commenced operations in mid-1979.

These two networks manage ATM and POS terminals on-line, access
being by means of magnetic stripe cards and secret PIN codes.

The transactions possible at ATMs are withdrawals, inpayments,
consultation of balances (sight accounts, savings accounts), ordering of
documents (cheques, credit transfer forms) and transfers from sight accounts
to savings accounts.

Each transaction triggers various immediate checks:

- blacklist (stolen cards, etc.);

- balance on current account, on the basis of the balance at the
previous day's close, taking into account the total of the day's

operations effected by means of the card and the amount of the
credit line;

14 Tt is not totally incontestable that the commercial bill and its variants
possess the characteristics of a payment instrument. In any case, final
settlement of the transaction underlying the bill will have to be in the
form of another payment medium (cash or deposit money). The commercial
bill can, however, be passed to a third party by means of endorsement.

15 The tax advantages accruing to the employer and the employee under the
luncheon voucher system have, however, been progressively reduced
recently,
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- margin available vis-a-vis the authorised limit - per day or per
week - set, for security reasons, on the cumulative value of
electronic transactions.

Since mid-November 1987 all terminals installed in Belgium can be
accessed by all cards (Mister Cash or Bancontact) regardless of which of the
networks manages the terminal. The computer centres of the two networks are
interconnected in order to ensure that all transactions can be processed
instantaneously and completely.

At 31st December 1987 732 ATMs'® and 13,518 P0S terminalsl’ had been
installed by the two interbank networks. Of a total of 800 ATMs, only
thirty-one had been installed at non-bapk sites. The estimated percentage
distribution of the 13,868 POS terminals between the main commercial sectors
at end-1987 was as follows:

- filling stations: 17.59%
- large retail outlets: 6.31%

-~ small retail outlets: 60.84%

- hotels: 1.15%
- restaurants/bars: 9.47%
- other: 4.647

While the POS terminals installed at filling stations and large
retail outlets are, like ATMs, heavyweight terminals linked via leased lines
to the networks' computer centres, those installed at small retail outlets and
in the other sectors are of the '"teledataphone" type, which involves use of
the switched telephone network. Although they represent more than three-
quarters of the terminals in service, machines located at sites other than
filling stations and large retail outlets only account for some 8% of
operations, which is attributable to a number of factors (recent installation,
greater competition from other payment instruments, opening hours, etc.)

The rate of use of all these terminals varies, as can be seen from
the figures below, calculated for the whole of 1987.

16 Together with the 68 ATMs of the in-house Postomat network of the Postal
Cheque Office, the total number of machines is 800.

17 Plus 350 terminals installed at large retail outlets on sites already
equipped by GB-Imnmo-BM,

18 Bancontact, Mister Cash and Postomat.

19 Including the 350 terminals installed in the large retailer sector to
which reference is made in footnote 17.
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Average number of transactions
per terminal, per month

ATMSZO POS terminals
- withdrawals 5,194 - totalzl’22 262
- withdrawals + deposits 5,244 - of which, at filling station521 1,072

The apparent relatively sparse coverage of AIM network523 -
approximately one ATM for every 12,350 inhabitants at end-1987 - is
attributable to the following factors which are peculiar to Belgium:

-~ the creation of two interbank networks in 1978-79, which has from
the outset restricted competition,

- the compatibility of the two networks since June 1987;

- the heavy concentration of the population in the urban zones.

By way of comparison, likewise at end-1987 the coverage of bank
branch offices worked out at an estimated ratio of one branch for every 808
inhabitants.

By contrast, the number of POS terminals is very considerable, which
testifies to the great importance already attached to electronic payments in
Belgium. Two statistics support this assertion: there is - estimates as at
end-1987 - one terminal for every 712 inhabitants and more than one point of
sale in ten is already equipped (for filling stations alone the proportion is
even 4.5 in ten).

The compatibility between the two interbank networks brought about
gradually in the course of 1987 should stimulate the expansion of the
interbank networks and the volume of transactions. Clearly, it is difficult
to determine the magnitude of any such impact at this stage. Nevertheless, it
appears that the increase in the number of withdrawals at ATMs accelerated
rapidly in the second half of 1987, i.e. precisely after the entry into force
of the agreement on ATM compatibility, the rise between the first half of 1986
and the first half of 1987 having been 9.5%, while that between the second
half of 1986 and and the second half of 1987 amounted to 40.2%. In the case
of POS terminals, where the number installed and the volume of operations had
already been increasing very considerably before 1987, the figures do not, at
first glance, suggest that the compatibility agreement had any pronounced
effect. The rates of increase recorded in 1987 do not differ as markedly from
those observed in the preceding years, though a slight acceleration is
perceptible. However, data for the first nine months of 1988 show a marked
decline in the rate of growth of both ATM and POS transactions (23.1% and
34.4% respectively).

20 Bancontact, Mister Cash and Postomat.

21 Including transactions effected by means of in-house cards issued by
petrol companies which have entered into agreements with Bancontact or
Mister Cash.

22  Including the terminals to which reference is made in footnotes 16 and 18
on previous page.

23 Bancontact, Mister Cash and Postomat.
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The interbank networks can be accessed not only by bank debit cards
but also by a range of in-house cards issued by petrol companies which can be
used exclusively at filling stations selling each company's particular brand.
These companies make use of the whole infrastructure of the interbank
networks, but offer additional services aimed at attracting corporate
customers with fleets of vehicles.

Alongside these two interbank networks, other networks exist,
operated by firms competing with the banking sector, from the large retailer
sector or from the credit card and travel and entertainment card sector. The
total number of POS terminals installed or used (teledataphones) by these
other networks amounted to an estimated 1,920 at end-1987. In addition, there
are two ATMs owned by American Express.

2. EXCHANGE CIRCUILTS WITHIN THE BANEING SYSTEM
(a) In-house networks

All the major banks - including the central bank - have automated
the activities of their branch and agency networks, and the links between
these and the head offices. As a result, a whole range of data pass through
their respective telecommunication networks, including messages relating to
payment operations for the account of customers.

(b) Networks between banks and their customers

With a wview to reducing the costs of processing operations
originating from their corporate customers, on the one hand, and improving the
services they offer these clients, on the other, the Ilargest financial
institutions have mainly set up procedures for exchanging information between
themselves and their corporate customers by means of telecommunications.

The information exchanged is of various kinds: general economic and
financial information (exchange rates, data concerning firms, ete. ),
statements of account, payment orders, cash management, and tools to assist
decision-making.

Although Belgian banks do not, at present, offer real banking
services to their private customers on the videotex network, some of them
are installing multi-purpose ATMs within their branches solely for their
customers' use. These multi~purpose machines are not integrated into the
interbank ATM networks. They can generally also be accessed outside the
branches' normal opening hours. However, access to these "automatic banks" -
premises and machine ~ is by means of the same debit card as that used for the
interbank network terminals. In addition, in September 1984 one major public
credit institution set up a network of several hundred terminals which deliver
statements of account to its customers. These machines, located in the
outside walls of its branches, can be accessed by means of debit cards.

24 There are, in fact, only very few banking videotex applications
specifically aimed at certain sections of the corporate customer sector.
More generally, videotex is still in an early stage of development in
Belgium, One large bank has recently started introducing banking
services by telephone (so far for balance inguiries only).
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All the recent developments point to the reappearance of some
competition among banks based on proprietary technical infrastructures and
systems, whereas the trend since the late 1960s had been towards the devising
of common infrastructures and standards (automated clearing, EFT).

{c) Interbank networks and circuits

Payment operations involving two parties who are both customers of
the same financial institution are settled within that institution, without
any need for recourse to the interbank exchange and clearing mechanisms. It
is estimated that around A40% of all payment operations are carried out by
simple internal transfers in the books of the financial institutions. As for
transactions which cannot be settled within a single institution, a number of
different systems - varying considerably in significance - exist at the
interbank level, as is shown in the table below. The interbank exchange and
clearing mechanisms are fundamentally multilateral in nature.

Share of numbe Share of funds
of items cleared cleared
(1987) {1987)
"Traditional" paper clearing 5.16% 94.,90%
CEC 93.00% 4,927
Bilateral exchanges 1.84% 0.18%

At 31st December 1987 there were twenty-one "traditional" clearing
houses in Belgium, located in Brussels and in twenty provincial towns, where
they occupy premises placed at their disposal by the RNational Bank of Belgium,
which is a member and, in fact, acts as chairman of the clearing. Items are
exchanged between clearing houses by post or, in the case of cheques and bills
of exchange, by special same-day-delivery courier. The main characteristic of
"traditional® clearing is that only paper-based media are exchanged. Items
passing through, therefore, are those which have not been processed by the CEC
because they are ineligible (e.g. cheques for amounts in excess of
BR.fr. 250,000, bills of exchange, securities and coupons, etc.) or because the
persons/bodies remitting them are not full members of the CEC, or for some
other, more or less fortuitous reason (urgency, for instance). With the
expansion of the CEC, the relative importance of this channel, in terms of the
number of items exchanged, has been very significantly reduced. However, in
terms of the value of the funds cleared, the "traditional" clearing houses
still account for the great bulk of exchanges.

The aim of the CEC, set up in 1974, is the automated exchange of
items to be cleared. Prior to its foundation, a good deal of essential
standardisation work was carried out within the financial sector wunder the
auspices of the central bank. The CEC processes cheques (for amounts of up to

25 Excluding securities and coupons exchanged, the number of which is
unknown.
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B.fr. 256,00026), credit transfers (including standing orders and variable
standing orders), payment operations related to direct debits, and
transactions at the ATMs and POS terminals of the two interbank networks
(Mister Cash and Bancontact). The main characteristics of the CEC are as
follows:

- "truncation", with no physical exchange between banks of the payment
instruments to be cleared, which are retained by the institution
which received them from their customers in the first place;

-~ the existence of three different generic EDP applications:
"cheques", "credit transfers" and "direct debits";

- the use of several, types of medium (magnetic tapes, diskettes,
telecommunications) for transmitting data on items to be cleared
to the CEC and receiving data on items cleared from it; the
availability since early 1987 of a telecommunication network which
allows on-line access to the CEC and which will carry about one-
third of the data by the end of 1988;

- voluntary participation, except in the case of the '"eredit
transfers' application, whose output cannot be refused;

- centralisation in Brussels, which obliges the provincial financial
institutions to send their data to the capital (by telecommunica-
tions, post or special courier);

- management of the CEC by the central bank, which recovers all the
relative costs from the members on the basis of volumes exchanged;

- equal sharing of the costs of capturing payment operations between
payer and payee members;

- continuous operation, i.e. the system receives, processes and
delivers data twenty-one hours a day, five days a week.

At st December 1987, out of a potential total of 133 finaﬁgial
institutions,” seventy-five participated both "actively" and "passgively""" in
the "credit transfers" application, sixty-eight in the "cheques" application
and fourty-nine in the "direct debits" application.

26  Or the equivalent of B.fr. 30,000 in the case of eurccheques made out in
a foreign currency. For security reasons cheques for large amounts (in
excess of B.fr. 250,000 or 30,000 respectively) are still exchanged
manually at "traditional" clearing houses.

27 It is possible to obtain paper-based data as output, but this latitude
does not extend to input data for processing by the CEC, which has to be
in an automated form.

28 This number includes, in addition to the institutions referred to in
Section II, banks affiliated to public credit institutions together with
a number of special institutions (including the central bank ).

29 To participate both "actively" and "passively" means that the financial
institution concerned both submits data to and receives data from the
CEC.
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Bilateral exchanges, in principle, concern only flows of tax
payments and social security contributions intended for the public authorities
and passing through the Postal Cheque 0Office.

The fact that such exchanges - on magnetic tape ~ continue to exist
is the consequence of a value-date problem, extremely crucial in that it
involves payments of large sums which have to be effected by a given date and
which those concerned only execute at the last moment.

In 1987, taking all systems together, a total of 494.2 wmillion
items were cleared, for a wvalue of B.fr. 134,750 billion. The automated
clearing house (CEC) handled respectively 93% and 5% of these totals. The
provincial clearing houses accounted for 2.1% of the total volume and 5.9% of
the total value.

The final individual balances are determined and settled daily at
"traditional" clearing houses, either in Brussels or in the provinces
depending on where the head office of the financial institution is located.
Bach participant’'s final balance is calculated manually at the end of the day
by sdding togesther:

- its balances in respect of each of the CEC applications (positions
at 1.30 ¢.m. at the latest};

- its (provisional) balance at the 'traditional" clearing house
corresponding to its "home'" clearing house;

- its Dbalances (as transmitted by telecommunications) at other
"traditional clearing houses where it is also represented.

The final (creditor or debtor) balances are settled by open outcry
in the call-money market held after the final clearing session {at around
4 p.m.) in Brussels, or by varying recourse to central bank credit. Clearing
is not finally over until the close of the session of the call-money market.
Any borrowing, whether on the call-money market or from the central bank, has
to be covered by depositing securities with the central bank. Moreover, a
financial institution may not be a net debtor on the call-money market on a
quarterly av-rage.

It should be noted that the net claims and liabilities - calculated
on a multilateral basis - arising from operations between stock exchange
members are settled directly in the books of the central bank, where each
participant has a current account which must not show a debtor balance at the
end of the day.

Finally, Belgian banks use the international S.W.I1.F.T. network for
some national traffic, wviz. transfers of funds received through S.W.I.F.T.
from correspondents abroad in cases where the final beneficiaries hold
accounts with other Belgian banks. In 1987 1.5 million messages were
exchanged between Belgian banks in this way via S.W.I.F.T.

30 Excluding securities and coupons exchanged, the number of which is
unknown.
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IV. GENERAL REMARKS

Five - in some ways related - major issues are, in varying degrees,
in the foreground of current thinking:

the pricing by the financial institutions of payment services used
by customers;

- the sharing of electronic payment costs between the financial,
commercial and consumer sectors;

- the accessing by credit cards and travel and entertainment cards of
the terminals run by the interbank networks;

- the regulation of electronic payment systems;

the extension of the CEC to other types of operation.
1. THE, PRICING OF PAYMENT SERVICES

In an increasingly competitive environment, and faced with a number
of paper-based transactions which shows no sign of decreasing in spite of the
marked expansion of the Bancontact and Mister Cash networks, the financial
system would like to be able to introduce certain charges for the payment
services it offers its customers.

The objective would be twofold: to reduce the net costs of
processing "traditional" payment media and to encourage consumers to make
still greater use of electronic payment systems, in which considerable sums
have been invested.

After an unsuccessful attempt in 1988 at establishing a pricing
scheme for cheques, which provoked accusations of cartelisation, the banking
sector is apparently now considering other ways of pricing payment services.

2.  SHARING THE COSTS OF ELECTRONIC PAYMENT

The debate is principally between the banking sector and the large
retailers, the other commercial sectors having so far accepted the conditions
proposed by the interbank networks.

The large retailers are, in fact, refusing to pay the banks a fee of
B.fr. 2 per transaction, arguing that it is the banks who gain most from
electronic payment, on the one hand, and, on the other, that they charge
nothing at present for processing "traditional payment media. In the absence
of an agreement, in November 1987 the large retailer sector therefore decided,
unilaterally, to pass on the B.fr. 2 fee direct to the customer. However, any
real expansion of electronic payments in the large retailer sector will depend
on the conclusion of a genuine compromise between it and the financial
institutions. Any such agreement might have an impact on the relationships
between the interbank networks and the other commercial sectors.
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3. ACCESS VIA CREDIT CARDS AND TRAVEL AND ENTERTAINMENT CARDS TO INTERBANK
TERMINALS

With the exception of American Express, which has recently installed
two ATMs (distributing bank-notes and travellers' cheques) in Brussels, the
issuers of credit cards and travel and entertainment cards have no such
terminals. Furthermore, no credit card or travel and entertainment card has
access to the ATMs belonging to the interbank networks.

Primarily with the aim of offering an additional service to their
foreign customers visiting Belgium, the issuing companies would like to be
able to obtain access for their cards to these interbank ATMs. That solution
seems to them preferable to the - comparatively very costly - alternative of
setting up their own networks. It implies, however, finding some common
ground with the banking sector - precisely the sector with which, to varying
degrees, issuers of credit cards and travel and entertainment cards are in
competition. Such agreements could be brought into force in the course of
1989.

The situation is different as regards POS terminals, since, firstly,
they are located in places where issuers of credit cards and travel and
entertainment cards are, by definition, traditionally present and, secondly,
they represent a markedly lower investment cost. Moreover, a growing number
of credit card issuers have recently started using electronic payment
terminals (teledataphones) at a - still relatively limited - number of points
of sale.

4.  REGULATION OF ELECTRONIC PAYMENT SYSTEMS

There is currently no specific legal provision governing electronic
payment systems. Relations between financial institutions, consumers and
retailers are, therefore, governed by private contracts drawn up by the
financial sector. These are thus, to a large extent, so-called "membership"”
contracts. In more general terms, the problem of proof, under systems not
involving manual signature, is not covered by positive legisliation.

It appears that this legal wvacuum, a cause of regret to various
parties, is to be filled only at the Buropean level. The Commission of the
Eurcpean Communities has been studying these issues for a number of vyears.

5. EXTENSION OF THE CEC

With the aim of reducing paper-based interbank exchanges to the
minimum, the sphere currently covered by the CEC (cheques, credit transfers,
transactions at electronic terminals, direct debits) could be extended. A new
application (unpaid direct debits) was successfully introduced in September
1988. Other applications are already envisaged, such as urgent and large-
amount credit transfer orders, unpaid cheques, etc.

A number of initiatives might also be taken to increase the rate of
participation in existing applications. Such efforts would be targeted
primarily at the smaller financial institutions.

Furthermore, although only seven financial institutions - including
the two largest banks - currently (mid-October 1988) have full recourse to the
CEC's telecommunication network for their exchanges with it, it is foreseeable
that a growing number of members will gradually abandon the system of magnetic
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media (which will thus be gradually relegated to the status of back-up). In
future, this network might also be used for other types of application
unconnected with clearing but involving the exchange of data between the
central bank and the financial system (central office for consumer credit,
accounting data, etc.).

The ultimate aim, the attainment of which can only be envisaged in

the long term because of a multitude of technical, legal and security-related
difficulties, is the total automation of clearing.

V. CONCLUSIONS

Although until the early 1970s payment systems in Belgium were
characterised by their traditional nature, they have undergone major changes
during the past fifteen years. These changes, which are, moreover, still
going on, have led, in particular, to Belgium being in the avant-garde in a
number of fields, both in regard to electronic payment systems and to
automated interbank clearing mechanisms.

These fundamental changes are of several types:

- the growing trend towards cashless payment systems;

- the spread of electronic payment instruments (magnetic cards,
automated media);

- the automation of interbank clearing mechanisms;

- the marked involvement of non-banks in payment systems (issuers of
credit cards and travel and entertainment cards, major retailers,
issuers of luncheon vouchers);

- the increasing internationalisation of payment systems.

The scale of these movements and the length of time they have been
under way differ from case to case.

The major forces behind these phenomena - forces which may have been
interacting to a varying extent - include the following:

- the socio-economic development of the population;

- the spectacular growth in the costs of running the payment system
for the banking sector;

~ technological progress (data processing, telecommunications);

- the compromise between co-operation and competition within the
financial system;

- the internationalisation of economies:

- the growth and diversification strategies pursued by firms (banks
and non-banks).
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As for the future, while it seems certain that payment systems are
going to go much further still in the direction of automation and
internationalisation, other trends - although probable ~ do not yet seem to be
established:

« the further "disintermediation" of banks in payment systems;
- the systematic pricing of payment services.

On the other hand, the hypothesis that all paper-based payment media
(including cash) will disappear completely does not seem to be realistic, for
a number of reasons.

In any case, today's new breed of payment systems raises new

problems to which solutions need to be found in order to safeguard the
integrity, the security, the reliability and the equity of payment systems.
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CANADA

I. INTRODUCTION

As in other countries, the payment system in Canada is in the
process of evolving from almost exclusive reliance upon cash and paper trans-
actions towards a significant use of electronic media. Although Canada is
still at an earlier stage in this process than some other countries, the share
of electronic transactions in the total is now growing rapidly, and there has
been mounting activity in the planning and testing of new electronic payment
mechanisms. Nevertheless, since the paper-based payment system is highly
automated and efficient and minimises clearing float, its cost disadvantage
vis-a-vis paperless technologies is not as extreme as in some countries. So
the role of paper in the payment system, while declining in relative terms, is
likely to remain significant for the foreseeable future. The application of
electronic technology at the point of sale is still at an early stage, and
there has been little displacement of cash by electronic media; as yet,
indeed, there is some evidence of an opposite trend.

A number of key developments in the recent past are currently
shaping the evolution of the Canadian system.

The first was the emergence of the generalised sharing of automated
teller machine (ATM) networks. Regional shared networks had been operating
since the late 1970s, linking the ATMs of local co-operative credit institu~
tions. Most of the rapid increase in the total number of ATMs installed in
Canada during the late 1970s and early 1980s, however, was still attributable
to the expansion of the proprietary ATM networks of the larger banks and trust
companies. However, it subsequently became appavent to these larger institu-
tions that, even with their nationwide branch systems, there would be sharply
diminished returns from further expansion of their proprietary networks, whils
customer convenience and institutional presence could both be enhanced through
the nationwide sharing of networks. Accordingly, Interac Association was
established in November 1984 to create a national shared ATM network by
linking various proprietary systems. The interchange of transactions began in
April 1986. Membership in the Canadian Payments Association (CPA) is a condi-
tion for participation, and the technical standards for network sharing have
been established by the CPA. Interac is, however, a distinct entity having no
structural link with the CPA. An indication of the technical success of ATM
sharing in Canada and of the rapid acceptance of shared ATMs by the public is
that the number of cash withdrawals through network interchanges, beginning at
4 million in 1986, rose to 34 million in 1987 and an annual rate of 52 million
in the early months of 1988,

Ancother strong motive for ATM sharing has been provided by the
spread of ATMs to locations away from the branches of deposit-taking institu-
tions, for example at airports, department stores and shopping malls.
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A very important development aimed at enhancing the integrity of the
payment system as a whole has been an initiative taken by the CPA to
strengthen the prudential basis for the acceptability of different types of
payment instruments for inter-institutional clearing. In addition to cheques
drawn on banks and other CPA members, a variety of other types of pavment
order have, over the years, been introduced into the clearings. The principal
examples of these are the orders drawn by the Federal Government on itself,
and cleared through the central bank, for transfer payments. There are also,
however, some orders drawn upon financial institutions that are not eligible
for CPA membership and upon non-financial corporations.

In May 1987 the CPA established the basic criteria for acceptable
items. These must be drawn on member institutions or on institutions that are
eligible for membership. For the payment system in Canada to deliver the high
level of service that the user expects, including immediate credit for
deposits, and to do so at reasonable cost, the participating institutions must
be able to have a high degree of trust in each other. They can do so only if
items delivered into the clearings will be settled for with a very high degree
of certainty in the ensuing settlement process. By the definition of
acceptability now established, the participants in the national clearing and
settlement system and the public at large can take comfort from the fact that
the requirement for prudential supervision that applies as a statutory
criterion for CPA membership stands behind the payments passing through the
system.

At the same time, the CPA made it clear that it fully dintends to
continue operating the national clearing and settlement system for the public
benefit, by properly identifying and defining as acceptable for clearing a
number of other types of payment, such as government warrants, grain elevator
receipts and postal money orders. Such items will continue to be processed
through the national clearing and settlement system, and so will new ones as
they are developed, provided that they meet the same criteria; but some pay-
ment services hitherto offered by entities that are not eligible for CPA
membership are 1likely to have to be modified to bring them within the new
definition of acceptability. While this is probably a somewhat more restric-
tive delimitation of access to the clearing system than applies in some other
countries, it is fully in line with the express intention of the Federal
Government that the deregulation of the financial services industry in Canada
should be based on a sound prudential structure.

A third significant development relates to the planning process
itself. Recognising that the non-technical issues relating to the payment
system in general and to electronic payment mechanisms in particular are im-
portant, and that non-member organisations that use the system have a valid
interest in its development, the CPA has taken steps in recent years to
establish means by which those issues can be identified, addressed and
resolved, especially in the area of electronic funds transfer at the point of
sale (EFT POS). The Senior Flanning Committee of the Association's Board of
Directors is the most important of these means. It acts as the principal
channel through which the various sectors of the Canadian economy not repre-
sented within the CPA can, through invited delegates, express their views in
the payment system planning process. In addition to its other activities, the
Committee has carried out extensive and effective liaison with a wide range of
interest-group organisations. The Association has also developed a
discussion-draft process as a systematic means of disseminating proposed pro-
cedures and standards to interested parties for comment.
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In the particular field of EFT P0OS, a number of pilot projects are
in place. Until recently, these have been essentially bilateral in character,
usually involving one deposit-taking institution or group (such as a credit
union central) and one retail organisation. Projects are now in operation
which involve, or will shortly involve, a number of institutions and organisa-
tions on one side or both, thus requiring the inter-institutional clearing of
EFT POS transactions.

The CPA has been laying the groundwork for the exchange and
settlement of such payments where access to deposit accounts at member insti-
tutions is required. In early 1986 it published its analysis of the necessary
parameters for the evolution of the Canadian payment system in the direction
of generalised EFT P0OS. Central to this analysis is the proposition that, if
the deposit-taking institutions are to fulfil the obligations imposed upon
them by law, custom and practice, namely to safeguard the funds entrusted to
them and to make payments out of them only when properly authorised to do so
by account holders, they must be in a position to verify the authenticity of
every debit card transaction, just as they can with every cheque.

Having prepared a discussion draft on "The Fundamental Elements of
EFT POS", the CPA has now convened a number of Operational Planning Teams
including organisations representing the full range of interested parties -
consumers, tretallers, corporate treasurers, communications common carriers,
equipment manufacturers and other suppliers - to discuss such topics as
inquiry and complaint handling, technical standards, interface requirements
and privacy and security. The next phase of the work will Le the development
of the guidelines, procedures and minimum common standards needed to facili-
tate the generalised expansion of EFT POS in Canada.

Improvements to existing payment mechanisms have also played an
important role in the development of the Canadian payment system in recent
vears. Among the more noteworthy are: the modernisation of the procedures
for preauthorised payments; the implementation on a large scale of systems for
the electronic authorisation of credit card transactions and draft capture;
and the introduction of retroactive settlement. The last, which dinvolves
value-dating participants' net clearing gains and losses on the books of the
central bank as of the date on which the underlying payment items are
exchanged, has greatly simplified the banking arrangements between CPA members
and their larger customers. Significant resources were being devoted to the
calculation, pricing and management of settlement float, without any resulting
increase in economic efficiency. Retroactive settlement, which came into
effect on 16th July 1986, has largely eliminated this misuse of resources.
Moreover, it has placed the paper and electronic streams within the payment
system on the same effectively same-day settlement basis.

Finally, work is in progress within the CPA to develop an electronic
system for large-value transactions. It may well be able to rely to a
significant extent wupon the existing automated infrastructure developed for
the paper-based system, such as the CPA's Automated Clearing Settlement
System, and it is likely to involve timely and irrevocable settlement.
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1I. THE INSTITUTIONAL FRAMEWORK

The financial system in Canada comprises a number of different types
of institution - deposit-taking institutions, insurance companies, investment
dealers, sales finance companies, and so forth. Those that typically accept
deposits transferable by order to a third party are the most important insti-
tutions in the context of the Canadian payment system.

Although continuing change, partly achieved by sunset laws, is
characteristic of the Canadian financial system, 1987 marked the beginning of
a major reshaping. In December 1986 the Federal Government had set out the
general principles for its revision of statutes governing the powers and
ownership of federally incorporated financial institutions. In the course of
1987 it began to give concrete form to those principles.

In June 1987 the Government consolidated the various federal
agencies responsible for supervising federally incorporated financial institu-
tions under the authority of one official, to be known as the Superintendent
of Financial Institutions. It also established a committee composed of the
Superintendent of Financial Institutions, the Governor of the Bank of Canada,
the Chairman of the Canada Deposit Insurance Corporation and the Deputy
Minister of Finance. This committee will ensure the exchange of information
and consultation among the members on matters that have implications for
solvency, last-resort lending and potential disbursements under the deposit
insurance scheme.

In December 1987 the Government published draft legislation appli-
cable to trust and mortgage loan companies, intended also to be the model for
the revision of the legislation governing chartered banks, insurance
companies, and co-operative credit associations.

1.  DEPOSIT-TAKING INSTITUTIONS

This group includes chartered banks, co-operative credit institu-
tions, trust and mortgage loan companies, and governmental savings institu-
tions.

(a) Chartered banks

As at 3lst December 1987 there were seventy-two chartered banks.
The six largest Canadian-owned banks operate both on a nationwide basis and
internationally and serve the business, household and government sectors. The
other banks typically concentrate on serving the financial needs of a
particular region of the country or of a particular sector of the economy.
Most of these others are wholly owned by foreign banks.

All chartered banks are incorporated and operate under the provi-
sions of the Bank Act. This federal Act regulates certain internal aspects of
the banks' operations, such as the auditing of accounts, corporate powers and
the issuing of stock, and certain aspects of the banks' relationships with the
public, the Federal Government and the Bank of Canada. The Bank Act has been
revised at approximately ten-year intervals since 1871; the most recent revi-
sion was enacted by Parliament late in 1980 and came into effect on lst
December of that year.
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Chartered banks accept variocus types of deposit from the public,
including accounts payable on demand, personal savings deposits (both
chequable and non-chequable) non-personal notice deposits and fixed-term
deposits. In addition to holding a portfolio of securities, banks make loans
under a variety of conditions for agricultural, commercial, consumer and
industrial purposes. Banks also deal in foreign exchange, provide safe-
keeping facilities and perform various other services. As at 30th April 1988,
there were 7,135 chartered bank branches in Canada and 234 branches in more
than forty foreign countries.

(b) Co-operative credit institutions

The co-operative movement plays a significant role in the Canadian
economy. Its contributions are most notable in agriculture, housing, and
household finance. Indeed, among the most important institutions within the

Canadian co-operative movement are local credit unions and caisses populaires.

Local credit unions and caisses populaires

Local credit unions and caisses populaires are deposit-taking insti-
tutions that provide savings, loan and other financial services to their
member-owners, including deposit facilities, chequing services, loans and
guarantees, safe-keeping and automated teller machines. Locals were
originally established in the early 1900s to encourage saving and to provide
loans to members who could obtain credit only at prohibitive interest rates or
not at all. They range in size from small, community-based institutions to
large, multi-branch operations.

As at 3lst December 1987 there were 2,947 local credit unions and
caisses populaires in Canada, with some 8.9 million members.

Membership in a local is based upon a common bond of association,
such as residence in a community or parish, employment in an industry or
profession, or affiliation with an ethnic group. Membership is available
through the purchase of a share (usually a minimum Can.$ 5 savings share),
democratic control being retained by allocating only one vote to each member,
regardless of the number of shares held.

Credit union centrals and caisse populaire fédérations

Local credit unions and caisses populaires have established centrals
and fédérations respectively at the provincial and regional level. These
second-tier organisations provide technical and financial assistance te their
member locals, including communications, market intelligence, management and
programme development and liquidity support. The latter function involves,
inter alia, the investment of surplius funds of locals and the lending of funds
to these institutions when they cannot meet the local demand for loans.
Locals are permitted to invest and deposit their statutory liguidity reserves
and other surplus funds with their central or fédération, and many do so. To
accommodate these funds, centrals maintain a range of demand and fixed-term
deposit accounts.

Centrals and fédérations are incorporated or registered under
provincial legislation, typically a credit union Act, though the federal
Co-operative Credit Associations Act also applies in the case of credit unien
centrals; they are owned by their member locals. FEach central or fédération
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is also an independent entity, though it may have operaticnal links with
others.

As at 3lst December 1987 there were twenty-three centrals in Canada.

Third-tier organisations of centrals

With the establishment of centrals and fédérations, a need arose for
third-tier organisations that could provide them and other co~operative
organisations with co-ordinated financial and support services similar to
those offered by centrals and fédérations themselves to their member locals.

The Canadian Co-operative Credit Society Limited (CCCS) was incorpo-
rated in 1953 under the federal Co-operative Credit Associations Act, which is
now administered by the Office of the Superintendent of Financial Institu-
tions. Membership in the CCCS is open to centrals and to other co-operative
organisations that can meet the criteria established by the Office of the
Superintendent of Financial Institutions. At the present time the CCCS has
forty-seven member shareholders, of which eight are centrals representing
locals in as many provinces and the remainder are other types of co-operative
organisation. The CCCS also acts as the Group clearer for a number of its
member centrals,

La Confédération des caisses populaires et d'économie Desjardins du
Québec is incorporated under a law of that province. It provides financial
and support services, similar to those provided by the CCCS, to its eleven
member fédérations as well as to a number of other member co-~operative organi-
sations and acts, through an operating subsidiary, as Group Clearer for the
fédérations.

(c) Trust and mortgage loan companies

Trust companies perform financial intermediary as well as fiduciary
functions. As intermediaries, trust companies offer a range of deposit
instruments similar to those offered by the chartered banks. They are, at the
present time, the only corporations empowered to conduct fiduciary business.
In this capacity they act as executors, trustees and administrators under
wills or by appointment, as transfer agents for stock and bond issues, as
trustees for bond issues and in a variety of other agency and trustee func-
tions.

Mortgage loan companies may also accept deposits from the public and
may issue both short and long-term debentures. The largest among them are in
fact subsidiaries of chartered banks.

The Superintendent of Financial Institutions regulates federally
incorporated trust and mortgage loan companies and also, by arrangement with
the provinces concerned, trust and mortgage loan companies incorporated in a
number of provinces. Trust and mortgage loan companies, whether federally or
provincially incorporated, must be licensed by each province in which they
operate.

Although there are some differences between the applicable federal
and provincial Acts, the broad lines of the legislation are common. In their
business as financial intermediaries, trust and mortgage loan companies have
the power to borrow funds, subject to maximum permitted ratios of these funds
to shareholder equity. The funds may be invested, with some quantitative
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restrictions, in specified assets, which include: first mortgages secured by
real property; government securities and the bonds and stocks of corporations
that have established earnings records; loans on the security of such bonds
and stocks; and unsecured commercial and personal loans. Trust and mortgage
loan companies are not required to hold specified cash reserves, but there are
broadly defined liquid asset regquirements in most of the applicable Acts.

As at 3lst December 1987 there were about eighty trust companies and
at least thirty-five mortgage loan companies in Canada.

(d) Governmental savings institutions
There are two governmental savings institutions in Canada: the
Province of Alberta Treasury Branches and the Province of Ontario Savings

Office,.

Province of Alberta Treasury Branches

The Alberta Treasury Branches organisation is a division of the
provincial Treasury Department. However, the operations of the Treasury
Branches are kept separate from the other operations of the Department. The
provincial government can establish and operate Treasury Branches anywhere in
Alberta.

They now provide a wide range of financial services to their
customers. These services include: current and savings accounts; loans;
safe~keeping facilities; travellers' cheques; money orders and drafts; foreign
remittances and money transfers; and the sale and purchase of securities.

Province of Ontario Savings Office

Deposit-taking is the principal service offered to the public by the
Savings Office. It offers three types of account: a daily-interest chequing
account, a more traditional chequable savings account and, since April 1988,
term deposits. The Savings Office provides a limited range of other services,
including safe-keeping facilities, travellers' cheques and money orders.

The Savings Office does not lend money to the public. All funds in
excess of day-to-day requirements are deposited in the provincial Consclidated
Revenue Fund. The Treasurer of Ontario pays interest on these funds to the
Savings 0ffice to meet the interest payable on public deposits and all other
expenses. Any surplus on operations is credited to the Treasurer at the end
of the vear.

2.  BANK OF CANADA

The Bank of Canada, Canada's central bank, began operations on 1lth
March 1935 under the provisions of the federal Bank of Canada Act of 1934,
which charged the Bank with responsibility for regulating "credit and currency
in the best interests of the economic life of the nation" and which conferred
upon it specific powers for discharging this responsibility. The Act also
vested in the Bank the scole right to issue paper money for circulatiom.

The role played by the Bank in the payment system is central, but
narrow in scope. The Bank does not accept deposits from individuals or
non-financial business corporations. It does, however, effect the final
settlement of balances for the national clearing and settlement system; it
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lends to direct participants in that system that have liquidity needs; and
government receipts and disbursements are cleared through it.

The Bank's operational role in the payment system has not expanded
significantly as a result of the introduction of electronic payment mecha-
nisms. The Bank nevertheless has an obvious interest in the efficiency and
equity of the operations of the national payment system and it plays an impor-
tant role in the Canadian Payments Association. This role has been conferred
upon it by the Association's Act, which requires the Bank to appoint one of
its officers to be the Chairman of the Association's Board of Directors.

The establishment of the CPA has also led to a new and direct rela-
tionship between the Bank, in its role as the provider of the final means of
settlement between participants in the national clearing and settlement sys-
tem, and a number of large non-bank deposit-taking institutions. Non~bank
deposit-taking institutions that participate directly in the clearing and
settlement process maintain settlement accounts at the Bank through which
their daily net clearing gains and losses vis-a-vis the other participants are
settled. Each such institution is granted, on essentially the same basis as a
chartered bank, a line of credit under which an unforeseen overdraft on its
settlement account may be met by a temporary advance from the Bank of Canada.
This direct access to central bank credit, though not intended to be
frequently used, provides a useful additional source of liquidity to banks and
non-bank depesit-taking institutions alike.

The proposals of the Federal Government for restructuring the finan-
cial sector envisage the abolition of the statutory requirement on chartered
banks to hold reserves at the Bank against their deposit liabilities. This
reform will not affect the ability of the Bank to implement monetary policy,
because the Bank will still be able to determine the availability of settle-
ment balances to those deposit-taking institutions that participate directly
in the clearing and settlement process. However, the new provisions may
require some technical changes in the implementation of monetary policy. The
Bank has been discussing these matters with the major financial institutions.

The head office of the Bank of Canada is in Ottawa. The Bank has
agencies in Halifax, Saint John, Montreal, Ottawa, Toronto, Winnipeg, Regina,
Calgary and Vancouver.

3. CANADIAN PAYMENTS ASSOCIATION

The Canadian Payments Association Act came into effect on 1st
December 1980. The objectives of the Canadian Payments Association, as stipu-
lated in the Act, are '"to establish and operate a national clearing and
settlement system and to plan the evolution of the national payment system''.

The management and operation of the CPA are the responsibility of a
board of directors, the members of which are, with the exception of the
Director appointed by the Bank of Canada, elected by the CPA's four different
classes of member institution.

As at 3lst May 1988 the membership of the CPA included, in addition
to the Bank of Canada, seventy-two chartered banks, twenty-six credit union
centrals, caisse populaire fédérations and third-tier organisations,
thirty-five trust and mortgage loan companies, and eight other deposit-taking
institutions, which include the Alberta Treasury Branches and local credit
unions and caisses populaires that are not members of a central, making a
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total of 142 members. Taken together, the CPA's member institutions account
for well over 957 of the transferable deposit liabilities of all Canadian
deposit-taking institutions. (For more detailed information about the
Canadian Payments Association, see Annex 1.)

ITTI. PAYMENT SYSTEMS

1. CASH PAYMENTS

(a) Background

Coinage

The Ottawa Mint, established as a branch of the Royal Mint under the
United Kingdom Coinage Act of 1870, was opened on 2nd January 1908. On lst
December 1931, by an Act of the Canadian Parliament, it became the Royal Cana-
dian Mint and operated as a branch of the Department of Finance. The Mint was
established as a Crown corporation - i.e. a govermment-owned corporation - in
1969 by the Govermment Reorganisation Act of that year to provide greater
organisational flexibility. The Mint reports to Parliament through the
Minister of Supply and Services.

Currency

The Bank Act of 1871 laid the foundation for the co-ordinated issue
of currency by chartered banks, and this system continued in effect until
1934.  In 1934, with the creation of the Bank of Canada, the sole responsi-
bility for the issue of paper currency was transferred to the new institution,
although the withdrawal of chartered bank currency was spread over a fifteen-
year period. The Bank assumed the liability for the chartered bank note issue
on 31lst December 1949, and the chartered banks paid over to the Bank of Canada
the final balances outstanding in their note circulation accounts as at that
date.

(b) Distribution and handling
Coin

Deposit~taking financial institutions generally provide the public
with all the Canadian coin it requires. Branches which find that their
holdings of coin are insufficient replenish their supplies directly from the
Mint, which maintains stocks of new coin in depots in major cities across the
country.

The Government will neither buy back nor take back coin that is
still fit for circulation. However, the Mint will assist in the exchange of
coin between surplus and deficit Direct Clearers, since this is more efficient
than having the deficit Direct Clearers order more coin. Although coin is not
a liability of the Bank of Canada, the Bank will, on behalf of the Government,
redeem coin that is no longer fit for circulation.

A new one-deollar coin was introduced into general circulation on
30th June 1987.
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Bank of Canada notes

Direct Clearers are also the main distributors of Bank of Canada
notes. Notes that are surplus to the public's needs are deposited with
deposit-taking institutions, which may redeposit them with the Direct
Clearers. Unlike coin, surplus notes, even if fit for reissuing, may be
returned by the Direct Clearers to the Bank of Canada, either in exchange for
other denominations or for immediate ¢redit to their accounts.

The Bank of Canada also redeems unissuable notes, i.e. notes that
are too soiled or worn or otherwise unfit for further circulation. Financial
institutions, in handling notes, are expected to sort out the unissuable notes
and ship them directly to the nearest Bank of Canada agency.

Notes still fit for circulation that are turned in to the Bank of
Canada are held and reissued as the need arises. The Bank also arranges for
the supply of new notes, buying them from two privately owned printing
companies and issuing them in response to orders received from the central
branches of the Direct Clearers.

The one-dollar Bank of Canada note will no longer be issued after
30th June 1989.

{c) Usage

Although there is a wide variety of payment media available to Cana-
dians, notes and coin continue to be the most frequently used means of
effecting everyday transactions. Unfortunately, there are no data or other
information on either the number or the value of cash payments; however, it is
not unreasonable to suppose that the use of notes and coin in Canada is
similar to that in many other countries.

2.  CHEQUES
(a) Background

The legal framework for cheques in Canada is provided by the federal
Bills of Exchange Act, the common law, the CPA Rules Manual (devolving from
the CPA Act and the CPA By-laws) and the agreements between deposit-taking

institutions and their customers.

The Bills of Exchange Act

The federal Bills of Exchange Act is the principal statute governing
cheques. It was passed by Parliament in 1890, is derived from the British
Bills of Exchange Act of 1882, and has remained substantially unchanged since
its enactment,

The common law

The common law represents the judicially developed part of the legal
framework and is specifically incorporated by reference in the Bills of
Exchange Act. Some of the fundamental principles that govern the use of bills
of exchange and cheques are derived from cases decided by the courts, inclu-
ding those in the United Kingdom, dating back hundreds of years.
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The CPA Rules Manual

In the context provided by the CPA Act and the CPA By-laws, partic-
ularly the clearing by-law, the CPA Rules Manual sets out the procedures and
standards that govern the daily operations of the deposit-taking institutions
in the national clearing and settlement system. The rules, too, are thus part
of the legal framework governing the use of cheques and other payment media.

The rules facilitate the exchange of cheques and other payment items
between deposit-taking institutions by defining the procedures to be followed
and the rights and obligations of the parties involved. They touch upon many
aspects that affect the treatment of cheques and other payment items and
include provisions that:

- determine which items may be entered into the national clearing and
settlement system;

- set out the basis on which, and the time limits within which, items
may be returned by branches or by data centres;

- govern the participation of Indirect Clearers, i.e. deposit-taking
institutions that do not participate directly in the clearing and
settlement process; and

- apply in the event that a data centre ceases operating because of
the breakdown or failure of a deposit-taking institution's internal

computer communications network or a component part thereof.

The agreements between a deposit-taking institution and a customer

Most depesit-taking institutions require a customer, on opening an
account, to sign a standardised agreement. The exact nature of the agreement
will vary depending upon the nature of the account. TFor example, customers
agree to verify, within a specified time, the entries in the statement of
account or authorise the deposit-taking institution to levy service charges.
For most businesses that maintain current accounts, the agreement covers a
variety of subjects, including the following:

- the authority to charge accounts;

- service charges;

- lost instruments;

- agency for collection;

- waiver of certain rights;

- cheque forms;

- the authority to return an item; and

- verification of the statement of account.

3. DIRECT DEBIT AND CREDIT PAYMENTS

Both direct debit arrangements (typically referred to as pre-
authorised debits) and direct credit arrangements (usually referred to as
direct deposit or direct funds transfer systems) are being increasingly used
in Canada. They are confined mainly to recurring, fixed-amount payments such
4s insurance premiums, meortgage payments, utility bills and rent in the case
of debits, and salaries, annuities and certain governmental payments in the
case of credits.
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Direct debit and credit payments may be effected by the clearing of
paper vouchers or by exchanging magnetic tapes. Paper vouchers are still
frequently used for debits, while magnetic tapes are generally used for direct
credit payments.

Preauthorised debits began in Canada with the introduction of the
original Pre-Authorised Payments (PAP)} Plan by chartered banks during the
1950s. The Plan was designed to collect contractual and recurring payments
for a company from its clients. The Plan was to be used exclusively for
fixed-amount and fixed-~period payments such as insurance premiums and mortgage
instalments.

With the establishment of the Canadian Payments Association in 1980,
it became necessary to adapt the PAP mechanism, which was founded upon  an
interbank indemnity agreement, to the statute-founded environment of the CPA
and, at the same time, to address certain anomalies. The PAP mechanism was
beginning to be used for the interchange of transactions of types that would
not normally have been expected to fall under the procedures, such as the
debiting to consumer accounts of transactions through ATMs and POS terminals
and corporate cash management transactions. The CPA's Board of Directors
issued a policy statement in March 1985, clarifying the scope of the PAP Pian,
and subsequently approved new procedures for preauthorised debit payments,
The key modifications included:

- bringing the Plan under the umbrella of the CPA, enabling all CPA
member institutions to enter preauthorised debits into the national
clearing and settlement system;

= limiting the amount of individual debits (with a separate facility
for higher-value payments);

- requiring authorisation from the customer to cover debits for a
specified amount, with reasonable latitude for normal adjustments;
and

© protecting the customer and the system as a whole through standard-
ised documentation and conditions governing the dispute of an item
by a payer.

The Direct Funds Transfer System (DFTS) is the computerised pre-
authorised credit transfer system. Until 1983 the system was operated in
accordance with operating rules that were agreed on between the banks and the
Federal Government on the basis of more general procedures and standards for
the exchange of financial data on magnetic tape. Since 1983, however, the
system has continued to operate using the equivalent rules of the CPA and has
been open to participation by all Direct Clearers.

Each Direct Clearer that participates in the preauthorised debit and
direct deposit systems registers with the CPA those of its data centres at
which it is prepared to receive computer-readable files. There are six tape
exchange points in Canada, each located in a major centre and serving the
surrounding area. Virtually every branch of every deposit-taking institution
in Canada may receive files addressed to it through one of the tape exchange
points. Each such branch has been allocated a distinguishing number in the
CPA's Financial Institutions File, the computer data base of all branches and
offices of deposit-taking institutions in Canada. The value transferred by
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the direct deposit system is customarily collected through the exchange of an
offsetting debit voucher in the ordinary clearing.

4, CREDIT CARDS

It has been estimated that, at the end of 1987, there were approxi-
mately 25 miilion credit cards, including bank credit cards, proprietary
retail cards and travel and entertaimment cards, in circulation in Canada and
some forty different issuers. VISA and MasterCard, with 17.6 million cards in
circulation, had a dominant presence in the market and were also the most
widely accepted cards; most merchants that accept them accept both issuers'
cards. Although they are now issued by nine non-bank deposit-taking institu-
tions in Canada as well as by seven chartered banks, they are customarily
referred to as "bank credit cards". They are administered by private con-
tract, not under procedures and standards of the CPA.

(a) Operations

The bank credit card plans permit card holders to obtain cash
advances at the branches of all members of each plan and to charge purchases
at the outlets of all participating merchants. Card holders are billed once a
month and have the option of paying the whole amount or an instalment. It has
been estimated that over half of Canadian card holders pay their bills in fuil
each month, while the remainder make monthly payments. The plans offered by
individual institutions differ: in most cases, if the entire amount is paid
within the grace period, the length of which varies, no interest charge is
made, except for cash advances. Interest on cash advances is charged from the
moment the advance is posted to the card holder's credit card account. User
fees are now charged by most card-issuing institutions.

(b) Usage

Bank credit cards are used extensively by consumers both as a means
of payment and as a form of credit. A further indication of the widespread
use of credit cards is that more than two-thirds of all adult Canadians carry
at least one card and that fully 8% carry five or more. The growth in the
amounts charged on bank credit cards has also been substantial. The gross
dollar volume of transactions and cash advances increased from Can.$ 3.6
billion during the twelve-month period ended 31st October 1977 to Can.$ 26.9
billion during the twelve-month period ended 31st October 1987. Approximately
451 million sales drafts were processed during the latter period for an
average dollar wvalue of about Can.$ 57. These trends attest to the growing
importance of bank credit cards in personal finance.

(¢) Recent developments

In Canada, bank credit cards, and credit cards generally, can be
considered a "mature" product. Accordingly, the main thrust of marketing
efforts by deposit-taking institutions is to pain market share. This
intensely competitive enviromment helps to explain the following four impor-
tant recent developments:

- the installation of terminals at a growing number of merchant
outlets to speed up the authorisation process and to reduce credit
card fraud, by eliminating merchant floor limits and providing more
timely information on lost or stolen cards;
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~ the move to electronic draft capture to contain the direct operating
costs of card-issuing deposit-taking institutions by increasing
processing efficiency;

- the introduction of premium cards to meet the needs of the
"up-scale" and business markets; and

- affinity group marketing.
5.  CASH DISPENSERS AND AUTOMATED TELLER MACHINES
(a) Background

As at 3lst January 1988 there were some 5,400 cash dispensers and
ATMs installed in Canada, compared with approximately 250 at the end of 1977.

Most large and several medium-sized deposit-taking institutions have
proprietary cash dispenser/ATM networks. As at the end of 1987, in addition
to the shared ATM networks operated by credit union centrals and fédérations
of caisses populaires, there were thirteen other such networks operating in
Canada. (Shared ATM networks and the factors that led to their emergence in
Canada are discussed in Section I of the present report.)

{(b) Operations

The ATMs in current use permit a customer who has an access card and
a personal identification number to withdraw notes either from an account ot
as a cash advance against a credit card line of credit. The custometr can also
make deposits, verify the status of an account, effect a number of types of
transfer between accounts, and pay bills. Cash dispensers are simpler devices
used only to withdraw notes and, in some instances, to make balance ingquiries.

Although most ATMs have been installed either in the banking halls
or lobbies or in the outside walls at branches of deposit-taking institutions,
the installation of ATMs at off-site locations, e.g. at airports and shopping
malls, has become increasingly common. Cash dispensers have been installed
almost exclusively at off-site locations.

(e) Usage

Customer acceptance of both cash dispensers and ATMs has developed
quite rapidly in Canada since the early 1980s. Not only are more customers of
deposit-taking institutions using the machines, but customers are also using
them more frequently and for a wider range of transactions.

It has been estimated that between 600 and 650 million transactions
were effected at cash dispensers and ATMs in 1987, compared with 150 million
during 1983. Moreover, between 30 and 35% of the customers of deposit~taking
institutions currently use the machines and of these fully one-third use the
machines regularly.

That ATMs are also being used to effect a wider range of transac-
tions is shown by changes in the so-called "transactions mix". For example,
it has been estimated that during the early 1980s cash withdrawals accounted
for between 80 and 85% of all ATM transactions; that proportion had dropped to
little more than 607 by 1987.
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{(d) Recent developments

Although the emphasis of the cash dispenser and ATM programmes of
deposit-taking institutions will remain on providing customers with convenient
access to cash and other commonly used services, more sophisticated services
are being studied. These new services include: passbook updating; statement
printing; the purchase of securities; and making loan applications.

6. ELECTRONIC FUNDS TRANSFER AT THE POINT OF SALE

After many years of discussion and planning, electronic funds trans-
fer at the point of sale (EFT POS) became a reality in Canada in mid-1985 with
the inauguration of the first of several pilot projects.

Six EFT POS pilot projects were begun in Canada between mid-1985 and
late 1988. Of these, the first one became fully operational in the autumn of
1987 and another in January 1988, twec have concluded, and the two most
recently inaugurated projects will continue as pilots for the time being.
Each project so far has been bilateral, in the sense of involving one
deposit-taking institution, the customers of that institution and one or more
merchants,

Over time, the pilot projects have become increasingly ambitious.
The earliest projects usually involved only one or two merchants and a small
number of terminals in a single city or town; the most recent project is
intended to involve approx1mate1y 300 different merchan+s and some 500
terminals in one of Canada's larger cities.

Several further bilateral pilot projects are in the planning stage,
and the expansion of existing projects to include more deposit-taking institu-
tions and merchants 1is being discussed. In that regard, the shared ATM
network organisation, Interac, has announced a year-long, three-location
project involving a number of deposit-taking institutions for either late 1989
or early 1990.

The objective of the work of the CPA in this area is to define a
basis for EFT POS in Canada that preserves the soundness, equity and integrity
of the national payment system, that maximises the system's efficiency,
accuracy and reliability, that recognises the interests of consumers and other
users, and that provides for effective competition in the market-place.

For practical reasons, the CPA has initially limited the scope of
its work to an environment in which debit cards, issued under the control of
CPA members and using magnetic-stripe technology and personal identification
numbers, are used to dinitiate on-line authorisation and real-time data
capture. In this context, the Association has developed its analysis of the
fundamental elements that must guide the evolution of EFT POS in Canada,
addressing such issues as access and identification methods, message formats,
security, and the interface between EFT POS networks and the national clearing
and settlement system.

The second phase of the CPA's work has been one of consultation with
organisations representing the full range of interested parties: consumers,
retailers, corporate treasurers, communications common carriers, equipment
manufacturers and other suppliers. This work was carried out between January
and June 1988. Three Operational Planning Teams were established to serve as
the forums in which all potential participants could express their views. The
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CPA's analysis of the fundamental elements of EFT POS provided the basis for
discussion within the OPTs, and each team addressed a particular topic or
group of topies: inquiry and complaint handling; card holder and acceptor
interface requirements; and security, auditability and control,

The detailed reports by the OPTs will provide valuable input for the
third phase of the work, which will be devoted to the development of the
guidelines, procedures and minimum common standards needed to achieve the
underlying objective of the CPA's work.

7. HOME BANKING

Two home-banking pilot projects in Canada have recently been conclu-
ded. Each project involved between 100 and 200 Canadian households and the
core set of home-banking services. Three of the principal conclusions that
have been drawn from both projects are: firstly, that security is a major
concern for customers; secondly, that home banking is unlikely to emerge in
Canada on a large scale before the early 1990s; and thirdly, that at least
until that time affluent customers and small businesses are the most promising
potential users of home-banking services. Two further pilot projects have
been announced for late 1988 and early 1989. These projects will, however,
involve a larger population of terminals than the two earlier ones. Based on
the experience of other countries, a large population of terminals would
appear to be one of the prerequisites for the success of home banking.

8. CASH MANAGEMENT SYSTEMS

Reporting services (e.g. account balances, deposit details) were the
banks' original initiatives in electronic cash management. Recently, however,
they have concentrated more of their development efforts on creating or
improving electronic interfaces for transaction-initiation services, such as
payroll services and recurring debits and credits and cheque reconciliation.
These services have evolved from paper to magnetic-tape input and now permit
direct input from a company's own computer. Similar developments have taken
place for cheque-reconciliation services, with some banks offering features
such as initiating stop-payments from the customer's office and, for high-
volume customers, on-line "look-up" facilities for all cheques passing through
their accounts. Banks also offer a service corporate customers can use to
initiate large-value, non-recurring, third-party payments from a terminal.
The specific features that are offered by each bank vary, but typically
include the ability to generate both recurring and non-recurring payments in
multiple currencies and to store the payments for up to a month.

With the changes now taking place within the Canadian financial
environment, it 1is possible to expect new electronic banking services.
Already, some banks are offering customers the capability for issuing short-
term debt instruments or applying for letters of credit electronically. Other
banks have focused on building electronic interfaces for securities processing
systems.

Two other trends are currently influencing the development of
electronic banking services. The first is a push by some corporate customers
of chartered banks to have their banks' reporting systems supply more detailed
information, thus facilitating a direct link with the companies' own internal
accounting systems. The second trend is electronic data interchange (EDI),
which is gaining momentum in Canada. As more companies trade with each other
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electronically, not only will they make more payments by electronic means, but
they will also expect deposit-taking institutions to provide more electronic
interfaces with them.

9, CLEARING AND SETTLEMENT SYSTEMS
(a) The national clearing and settlement system

Canada's national clearing and settlement system is, in the opinion
of many observers, one of the most effective and efficient paper-based systems
in the world. One indicator of the system's reliability is the wuniversal
practice among Canadian deposit-taking institutions of giving most customers
immediate credit for cheques and other payment items deposited with them.

Background

Direct Clearers represent themselves directly in the clearing and
setilement process and act as clearing agents for other deposit-taking
institutions. To be eligible to be a Direct Clearer, a CPA member institution
must account for one-half of 1% of the total wvolume of cheques and other
payment items exchanged in the Canadian clearing system. Taken together, the
eligible institutions, including the Bank of Canada, account for nearly 977 of
this total, which in 1987 amounted to nearly 1.9 billion individual items.

As at 3lst December 1987 there were fifteen Direct Clearers: the
Bank of Canada, nine chartered banks and five non-bank deposit-taking institu-
tions, including the two that act as Group Clearers on behalf of centrals and
federations.

The shares of the total clearings accounted for by the different
classes of institution were: banks, 76.6%; centrals and fédérations, 11.87%;
trust and mortgage loan companies, 5.5%; Bank of Canada, 4.77; and other
financial institutions, 1.4%; (figures for non-member institutions, probably
amounting to less than 17, are included in those of their clearing agents,
which are mainly banks).

Operations

(i) The paper-based clearing system

The paper-based clearing system performs two functions: firstly, it
transmits negotiable instruments from the institution where they are deposited
to the institution on which they are drawn, in some cases over great
distances; secondly, by calculating the net amounts due to and from each
institution, it facilitates the settlement of these transactions at the Bank
of Canada. The clearing by-law of the Association and the rules that have
been approved by the CPA's Board of Directors govern how the various deposit-
taking institutions that offer transferable deposits co-operate to achieve
these objectives.

(ii) The Automated Clearing Settlement System

On 19th November 1984, for the first time in almost a hundred years,
clerks did not meet at clearing houses across the country to strike the
"due-to" and "due-from" balances for each Direct Clearer. Instead, the CPA's
Automated Clearing Settlement System (ACSS) began to perform the tasks of
logging each Direct Clearer's deliveries of payment items to and receipts from
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other Direct Clearers, determining and where necessary reconciling the
"due-to" and "due~from" balances, and communicating these balances to the BRank
of Canada by means of an on-line, interactive computer communication network.
Each Direct Clearer has access to the network via micro-computers which are
used as intelligent terminals to prepare and to transmit messages to other
Direct Clearers describing its shipments of ilems to them. Other micro-
computers located in the cash-management areas of each Direct Clearer institu-
tion display its net clearing gains or losses and, thus, timely and accurate
information about the day's movements in its account at the Bank of Canada.

(iii) The clearing and settlement process

The clearing process begins when a payment item acceptable for
clearing is deposited at a branch of a deposit-taking institution. Starting
around midday, the items are bundied and totalled, collected by courier and
delivered to the institution's nearest processing centre if the institution is
itself a Direct Clearer or to its agent's if it is not. There the items are
checked, amount-encoded with magnetic ink (if not already so encoded at the
branch), and sorted into "on-usg" items, including those drawn on Inditect
Clearers for which the Direct Clearer is the agent, and items drawn on other
Direct Clearers, including items drawn on Indirect Clearers for which those
Dirvect Clearers are agents. At this stage, as many items as possible are
microfilmed for tracing and security purposes. Items drawn on other Direct
Clearers are bundled together with control listings, picked up by courier and
delivered to the processing centres of the other Direct Clearers. This
exchange of items begins at around 6 p.m. each day, rises to a peak late in
the evening and, depending upon the distances to be covered by the courier
runs, slows down again around midnight. The ACSS records the net clearing
gains and losses resulting from the exchange of items after each delivery of
items is logged on the ACSS terminal of the delivering Direct Clearer. Direct
Clearers that are receiving items verify the contents of the deliveries and
may contest them.

A cut-off time for the exchange of payment items is established for
each Regional Settlement Point; the time may vary from RSP to RSP and by type
of item, but is generally around midnight, local time. After the cut-off
time, items exchanged between Direct Clearers are not, with certain
exceptions, included in the figures for settlement at the Bank of Canada until
the following clearing cycle.

Payment items received by a processing centre that are drawn on
branches of the same Direct Clearer in areas served by other centres are,
wherever possible, also moved by air courier that evening. However, most
Direct Clearers have implemented automated systems enabling information on
"on-us' items deposited in one region to be stripped from them and transmitted
via high-speed communication lines to processing centres in the regions
serving the branches on which the items are drawn; this allows the physical
items to follow later without affecting the float time. After midnight, the
processing centre will fine-sort '"on-us" items drawn on branches within its
own region, post these itams to the customers' accounts and preduce updated
branch reports.

The settlement process begins at approximately 8.30 a.m. (Ottawa
time) on the following day, when certain regular and mutually agreed
transactions affecting Dirvect Clearers are carried out via the ACSS. These
include especially the drawdown or redeposit of balances of the Federal
Government by the Bank of Canada from or to each Direct Clearer. These
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transactions are carried out by the Bank in its role as the Government's
fiscal agent and are at the same time a key element in the day-to-day
implementation of monetary policy. At 9.30 a.m. the preliminary net clearing
gain or loss of each Direct Clearer is available to the institution from the
ACSS. Between 9.30 a.m. and 11.00 a.m. bilateral reopenings of the clearings
may take place, via the ACSS, to handle corrections, provided that both Direct
Clearers concerned agree. Shortly after 11.00 a.m. the final net gains and
losses are available from the ACSS. At 1.30 p.m. (Ottawa time) the Bank of
Canada obtains each Direct Clearer's '"national standing", i.e. net gain or
loss, from the ACSS in the form of a printed statement and adjusts the
balances of the Direct Clearers on its own books, as of the previous day's
date, thus effecting the ultimate transfer of funds between Direct Clearers.
At approximately 4.00 p.m. (Ottawa time), following any final adjustments and
any necessary central bank advances, the Bank establishes the closing balances
of each Direct Clearer as at the end of the previous day. Final settlement,
therefore, takes place retroactively.

Usage

In the course of a typical weekday evening some 9 million payment
items, including on-us items, are processed by the data centres of Direct

Clearers. In 1987 approximately 2.4 billion items were posted to over 40
million demand deposit and chequable savings accounts at deposit-taking insti-
tutions across the country. Of these items, about 1.9 billion had been

exchanged and settled for between Direct Clearers, the remainder being “on-us"
items. There are two specialised markets that contribute significantly to the
magnitude of the flow of payment items through the national clearing and
settlement system: the foreign exchange market and the money market. The
number of payment items issued as a result of large transactions in these
markets and for large corporate transactions is relatively small. On a
typical day less than 17 of the items exchanged between Direct Clearers have
an individual value in excess of Can.$ 50,000. Those items that do, however,
are large, with an average value of Can.$ 1.9 million, and these items account
for about 92% of the total value of the items cleared on a typical day.

The national clearing and settlement system also handles a range of
payment items that are not drawn on accounts maintained at deposit-taking
institutions. These items include: Federal Government pavments, which are
cleared and settled through the Bank of Canada and which account for about 107
by wvolume of all the items handled by the system; postal and other money
orders; grain elevator receipts and travellers' cheques. TFinally, about 20%
of the items deposited at the branches of deposit-taking institutions are
drawn on their own customers' accounts and can, therefore, be processed
internally without being entered into the national clearing and settlement
system.

Recent developments

{i) Retroactive settlement

On 16th July 1986 the national clearing and settlement system
became, effectively, a “same-day" system. From that date on, the entries in
the books of the Bank of Canada that reflect the previous day's net clearing
gain or loss by each Direct Clearer have been dated retroactively, i.e. value
has been transferred between the Direct Clearers to be effective on the same
business day that the underlying transactions took place rather than, as in
the past, on the following day. The important consideration for both the CPA
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and its member institutions was not to speed up the processing of large-value
payment items, which the national clearing and settlement system already
handled very efficiently; rather, it was to eliminate the float associated
with them - and, indeed, all paper items - as a result of the one~day delay in
effecting settlement. Corporate customers might well, like individual
customers, obtain immediate credit for items deposited, but they alsc had te
pay charges to compensate the institution for crediting the funds to the
customer's account before receiving value itself the next day. The resources
that were being expended both by deposit-taking institutions and by their
corporate customers to calculate and to negotiate these charges and the
efforts by the customers to minimise them by manipulating their payment flows
- all essentially unproductive activities in social terms - were already large
and clearly increasing.

The major objective of eliminating settlement float was achieved by
completing the clearing and settlement cycle in the normal manner, with
adequate time for corrections and adjustments, and then giving settlement
value retrocactively. This brings the settlement dating for paper payment
items into line with that for electronic items: magnetic tapes are exchanged
between the Direct Clearers days ahead of due date and settlement vouchers
representing their value had previously been cleared one day prior to due date
for settlement on due date. These vouchers are now being cleared on the due
date since they are being settled retroactively the next day.

With the effective elimination of any difference in the timing of
settlement between varjous payment mechanisms, the Canadian payment system is
well positioned for the orderly and rational development of both traditional
and newer mechanisms. In addition, the customer is able to choose between
alternatives on the basis of cost and convenience and in a manner undistorted
by float considerations.

(ii) A large-value system

0f approximately 7.3 million payment items that are exchanged
through the national clearing and settlement system on a typical day, only
25,000, or 0.3%, are large-value items, i.e. items that have an individual
value in excess of Can.$ 50,000. Although small in number, they have a value
of some Can.$ 47 billion, or about 92% of the total daily value of all ditems
cleared.

All these large-value payments are paper items; they are mnot
electronic as in several other countries, although in some cases the payment

instructions are sent and received electronically.

The CPA 1is now beginning work to replace the paper payment items
that are used for large-value transfers with electronic items.

(b) The Canadian Depository for Securities (CDS)

Background

CDS was federally incorporated in 1970. It is a private company
owned by some of the principal institutions 4in the Canadian financial
community.  Representatives of Canada's major banks, trust companies and

investment dealers each hold one-third of the CDS equity shares.



- 55 - Canada

The Depository's business is to provide reliable and efficient
services for the clearing and settlement of securities transactions.
Currently, the principal wuse of these services involves equity (share)
transactions. CDS receives and processes information on these transactions
and sends reports to participants on their delivery and payment obligations,
as calculated by CDS, and each participant makes a net pavment to, or receives
a net payment from, CDS in each settlement cycle. Participants can make
book-entry deliveries without the physical movement of certificates.
Deliveries between participants can also be made on a certificated basis,
using CD5 as a clearing house for physically receiving and delivering
envelopes containing security certificates.

Participants wishing to make book-entry deliveries deposit their
securities certificates with CDS. The securities are then registered in the
name of a CDS nominee, and CDS credits the amount deposited to an account
maintained for the participant. Participants with a credit securities balance
can deliver or pledge them to another participant by giving the appropriate
instructions to CDS. This contributes significantly to the efficiency of
participants' operations. It reduces their need for a physical stock of
security certificates and therefore cuts the costs of safe-keeping and
record-keeping, as well as the messenger and banking costs of certificated
deliveries.

The value of securities held on 31st December 1987 was Can.$ 87.7
billion. There were 9.2 million equity trades reported to CDS in 1987,
representing all the trading on the Montreal and Toronto stock exchanges,
together with a growing number of non-exchange trades.

The cost advantages and simplified record-keeping services offered
by CDS are of prime importance to participants. This was especially evident
during the unprecedented market activity in October 1987. CDS systems were
able to cope efficiently with the high transaction volumes, clearing a record
number of trades that exceeded by 40% the typical daily volume for 1987.
There is, consequently, considerable interest in expanding services to include
all other types of securities,

For example, to facilitate the inclusion of debt securities in the
CDS clearing and settlement systems, a number of new activities are under way.
The existing system to clear equities works on a five-day clearing and settle-
ment convention. Money market transaction processing, which is not currently
handled by CDS, involves same-day settlement. A new money market system is
under development which will provide a centralised facility for clearing and
settling these transactions. The service will be an on-line, real-time
computer system which will link the CDS participants who are the buyers,
sellers, agents, lenders, borrowers and issuers within the system. Securities
will enter the system by being issued directly into the service or by
certificate deposit. Custodial services will also be provided by CDS in
support of the immobilisation of these instruments.

The types of security to be included in the new money market system
are: Treasury bills, bankers' acceptances, bearer deposit notes, commercial
paper, provincial and municipal notes, term deposits and guaranteed investment
certificates.

An initiative to immobilise Government of Canada marketable debt in
the depository, in order to facilitate clearing and settlement, was initiated
in 1986, and CDS plans to immobilise Government of Canada bonds during 1989.
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It is estimated that the value of eligible outstanding bond issues will be
more than Can.$ 50 billion.

As the first step in the process of immobilising Government of
Canada marketable securities in the debt clearing system of CDS, a new CDS
service, the New Issue Distribution Service for Government of Canada Bonds,
has recently been developed. This service facilitates the primary
distribution of new Government of Canada marketable bond issues by permitting
trading transactions that occur before delivery of a new issue to be settled
among participants.

Furthermore, these new developments, and the rapidly changing market
and regulatory environment in Canada and abroad, have necessitated a re-exami-
nation of CDS security, internal controls and organisational structure. One
major step in the minimising of risk has been the transfer of all operational
data processing from a service bureau environment to CDS's own dedicated data
centre. The new money market service will be run at the new CDS Data Centre
as well,

IV. GENERAL REMARKS AND CONCLUSION

As in most countries with highly developed financial markets, the
link between the payment system and the securities and foreign exchange
markets is important because of the significant proportion of the total value
of payment traffic that is accounted for by transactions in those markets.
Securities market payments in Canada in particular are currently effected
mainly by the use of certified cheques. In the context of the work described
earlier on a proposed electronic transfer system for large-value payments, and
of work by the Canadian Depository for Securities to terminate the physical
movement both of securities and of the related payments, new and more
efficient mechanisms are in the process of development to link the financial
markets to the clearing and settlement system.
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Annex 1

CANADIAN PAYMENTS ASSOCTATION

The approach to developing the payment system of the future embodied
in the CPA was the first of its kind in the world, though comparable
organisations have now been set up in other countries. The essence of this
approach lies in the fact that responsibility for planning the evolution of
the system has been entrusted to a private association of interested financial
institutions -~ some of them private, some co-operative and some governmental -
with a legislated public purpose.

The Association's first objective

The first objective of the Association was to bring non-bank
deposit-taking institutions into partnership with the chartered banks in the
management of the clearing and settlement system.

The Association's Act provides that it may "... arrange the exchange
of payment items at such places in Canada as the Association considers
appropriate. ..." and that the CPA's Board of Directors may '"... make by-laws
respecting clearing arrangements and related  matters ... respecting
settlements and related matters, ... (and) subject to the by-laws ... such
rules respecting clearing arrangements and the settlement of payment items as
it considers necessary." By-laws become effective only when approved by the
Federal Cabinet.

On 1lst Yebruary 1983, following approval of the Association's
clearing by-law by the Federal Cabinet, the CPA assumed responsibility for the
operation of the system.

The contents of the c¢learing by-law cover: the organisational
structure of the clearing system; the general procedures for exchanging
payment items and settling the claims thereby created; and the definition of
the rights and obligations of member institutions and the provisions for
default, either on the part of a Direct Clearer or on the part of a
deposit-taking institution that uses a Direct Clearer as clearing agent.

Important as the clearing by-law and rules are, unquestioned mutual
trust and confidence among Direct Clearers and among CPA member institutions
in general are vital to the smooth functioning of the national clearing and
settlement system. TFirst and foremost among the means of developing and
maintaining trust is the section of the Association's Act respecting financial
stability, which stipulates that every member institution be subject to
prudential regulation and supervision. Secondly, both bank and non-bank
Direct Clearers now have operational relationships with the Bank of Canada and
direct access to central bank credit. Thirdly, there is a formal link between
the day-to-day operations of the national clearing and settlement system and
the prudential context within which that system operates, in that Direct
Clearers are required by the clearing by-law to report to the relevant
regulatory authority all instances in which an Indirect Clearer needs to make
sizable and repeated borrowings for the purposes of settlement.

The success of the operational partnership that has developed
between the Direct Clearers is reflected in three accomplishments in
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particular: the automation of the clearings in 1984; the introduction of
retroactive settlement in 1986; and the implementation of an automated system
for the bulk exchange of US dollar items among Canadian deposit-taking
institutions in 1987, Each of these initiatives resulted in improvements to
the national clearing and settlement system as a whole, with benefits aceruing
to clearing and corporate clients as well as to the Direct Clearers
themselves. Each initiative required the Direct Clearers to modify internal
procedures. In the instance of the Automated Clearing Settlement System
significant investments were required to bring into being the first
interactive computer communication system linking Canadian deposit-taking
institutions.

The National Clearings Committee of the CPA (NCC) maintains an
ongoing review of the inter-member procedures, standards and practices
contained in the CPA Rules Manual for the exchange of paper-based and
electronic data within the national clearing and settlement system and
recommends changes to the rules to the Board. The NCC also co-ordinates
efforts to resolve operational problems and to increase the efficiency of the
national clearing and settlement system. Every Direct Clearer is entitled to
representation on the NCC.

The Association's second objective

In the coming years the CPA will be continuing the work it has begun
on:

- promoting and extending the use of direct funds transfer for
recurring credit payments and electronic preauthorised credits in
general;

- modernising and automating the long-~established system for the
preauthorised debiting of recurring payments;

- developing procedures for the automated transfer of large-value
payments;

- developing more cost-effective ways for processing household bill
payments; and

- developing the framework for electronic funds transfer at the point
of sale,

None of these initiatives concerns the Direct Clearers alone or,
indeed, CPA members alone. The needs and preferences of a wide variety of
other financial institutions and non-financial corporations are involved, as
are those of consumers. The necessary processes of censultation,
reconciliation and allocation of responsibility are in progress under CPA
auspices.

The Senior Planning Committee, a standing committee of the CPA's
Board of Directors, has the general responsibility for advising the Board on
all matters relating to the planning of the evolution of the national payment
system. Its terms of reference include:

- identifying specific systems development projects;
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- acting as the principal channel through which the various sectors of
the Canadian economy not represented within the CPA - e.g consumers,
retailers, communications common carriers and equipment manufactu-
rers - may express their views in the planning process;

~ identifying subjects requiring research by the CPA; and

- developing policy concerning the national payment system for
approval by the Board.

The Board decided early in 1988 that, in addition to regular liaison
with a wide range of individual non-member institutions and organisations on
particular issues or subjects, the Senior Planning Committee should hold two
plenary meetings every year. The purposes of these plenary meetings are,
firstly, to provide the representatives of non-member institutions and
organisations with an opportunity to express their groups' views in the
planning process and, secondly, to provide the Senior Planning Committee with
an opportunity to discuss with the representatives, in a complete and compre-
hensive way, the issues currently facing the Committee. The first plenary
meeting was held in April 1988.

The work of the Senior Planning Committee is complemented by that of
ad hoc committees on matters such as EFT POS and a large-value transfer
system.

Member institutions, through their participation in Asscciation work
and meetings, have been able to gain a fuller appreciation of the nature and
scope of each other's business activities, practices and philosophies. The
CPA is not, however, a guarantor of its member institutions and does not have
a mandate concerning the liquidity or solvency of its members or other
prudential matters.
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Annex 2
Table 1
Total assets of Canadian deposit-taking institutions, 1983-87
{in mittions of Canadian dallars, at end of period)!
1983 1984 1985 1986 1987
Chartered banks? 368,628 405,560 443,761 467,972 486,384
Local credit unions and caisses
populaires 37111 40,625 44,045 48,780 55,060
Trust and mortgage loan
companies3 61,588 67.377 74,114 84,805 94,456
Quebec savings banks? 5,255 5,064 6,239 3,896
Governmental savings institu-
tions? 3,422 4,232 4,521 5,520 6,153

Ul B W

31st December, except in the instance of governmental savings institutions, where end of
period is 31st March of the following year.

Table 2

Including assets of wholly and majority-owned subsidiaries.
Excluding chartered-bank mortgage loan subsidiaries.
The Montreal City and District Savings Bank became a chartered bank in September 1987.
Province of Alberta Treasury Branches only.

Domestic branches of Canadian deposit-taking institutions, 1983-87
(at 315t December)

1983 1984 1985 1986 1987
Chartered banks 7,091 7,057 7,016 6,971 7,148
Local credit unions and caisses
populaires 4,186 4,059 4,173 4,156 4,129
Trust and mortgage loan
companies 1,135 1,189 1,279 1,513 1,523
Quebec savings banks? 117 122 131 129
Governmental savings institutions 151 151 155 157 156
Total 12,680 12,578 12,754 12,926 12,956
Population per branch 1,963 1,995 1,982 1,973 1,991

1

The Montreal City and District Savings Bank became a chartered bank in September 1987.
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Table 3

Currency outside banks, 1983-871
(in millions of Canadian dollars, average of Wednesdays during December)

1983 1984 1985 1986 1987
Notes 11,212 12,117 13,073 14,079 15,170
Coin 1,189 1,247 1,273 1,305 1,374
Total 12,401 13,364 14,345 15,384 16,544
Currency per capita {dollars) 498 532 567 603 641

1 Owing to the rounding of figures, components may not always add to the total shown.
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(in miifions of Canadian dollars, at end of period)?2
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Table 4

Canada

1983 1984 1985 1986 1987

Chartered banks:3

Demand deposits {less private

sector float) 17,768 16,826 18,513 19,454 | 21,136

Chequable savings deposits 12,269 20,037 34,702 43,623 | 45,007
Local credit unions and caisses
populaires:

Demand and chequable savings

deposits 4,751 5,030 5,684 6,644 7,414
Trust and mortgage loan
companies:

Demand and cheguable savings

deposits 3,663 5,218 7,765 8,479 8,848
Quebec savings banks:4

Demand and chequable savings

deposits 324 330 472 724
Governmental savings institutions:

Demand and chequable savings

deposits 1,175 1,277 1,346 1,707 8445
Total 39,950 48,718 58,482 80,631 83,249
Transferable deposits per capita
(dollars)

1,604 1,941 2,707 3,162 3,227
Transferable deposits and currency
per capita {dollars)
2,102 2,473 3,274 3,765 3,868

1 Owing to the rounding of figures, components may not always add to the total shown.
2 31st December, except in the instance of governmental savings institutions, where end of
period is 31st March of the following year.

Average-of-Wednesday data.

oW

The Montreal City and District Savings Bank became a chartered bank in September 1987.
Province of Alberta Treasury Branches only.
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Table 5

Selected data on bank credit cards, 1977-87
(at 31st October or for 12-month period ending 31st October)

1977 1378 1979 1980 1981 1982 1983 1984 1985 1986 1987

Number of
cardsin

circulation
(milions) g.18 8.99 3.85 10.76 11.98 11.58 12.13 $3.05 13.97 15.50 17.62

Dollar sales
{billions) 361 4.90 B.64 8.82 10.59 13.83 14.84 16.92 19.35 23.01 26.37

Gross
dollar
volume!
{billions) 4.06 5.44 7.32 9.44 11.51% 13.38 14.85 17.10 2042 23.57 26.90

Sales drafts
processed
{millions) 118,821 150.76] 185.83} 218.42| 24964 27490} 29755| 325.16{ 372911 417.21] 4%0.65

Average
sale
(dollars) 30.46 3250 35.72 39.47 42 .43 50.53 4988 52.05 51.90 55.15 56.79

Merchant
accounts? 2711304 290,692 322,115 347.845| 371,8311 382,206 419,610 442,928] 527042} 571,771} 642,429

Scurce: The Canadian Bankers' Association

1 Equals the total of doliar sales and cash advances.
2 Merchants accepting VISA or MasterCard or both. Duplication may occur since merchants
accepting both cards have been reported by each plan.
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Table 6

{at 31stJanuary)

Canada

By classes of CPA members institution

1984 1985 1986 19871 19881
Chartered banks 1,670 2,399 2,775 3,222 3,8742
Local credit unions and caisses
populaires 251 437 545 759 864
Trust and mortgage loan
companies 39 170 238 344 467
Other deposit-taking institutions3 66 70 89 64
Total 1,960 3,072 3,628 4,512 5,269

By province or territory

1984 1985 1986 1987 1988
British Columbia 334 444 574 721 738
Alberta 294 428 462 532 593
Saskatchewan 98 120 147 178 212
Manitoba 66 86 125 162 207
Ontario 874 1,357 1,564 1,876 2,160
Quebec 249 539 614 867 1,123
New Brunswick 11 30 37 51 80
Nova Scotia 25 44 72 83 102
Prince Edward Island - 5 7 7 T
Newfoundland 9 19 25 33 AQ
Yukon and North West Territories - 1 2 3
Total 1,960 3,072 3,628 4,512 5,269
Population per machine 12,702 B,167 6,966 5.652 4,896

Source: Canadian Payments Association

1 Figures for 1987 and 1988 include ATMs located in branch lobbies that are available for use

only during normat branch hours.

2  Estimate.

3 The Montreal City and District Savings bank became a chartered bank in September 1987,
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Table 7

(Canadian dollars)

Annual flows of payment items through the national clearing and settlement system, 1983-87

Avg/Trans (3)

TOTAL
Volume
Value {$000)
Avg/Trans (3}

1,206,100,470
5,129,536,969
4,253

1,568,790,068
7,146,463 535
4,555

1,660,520,942
8,404,605,609
5,061

88

1,756,813,779
10,719,022,107
6,101

1983 1984 1985 1986 1987
SMIALL CHEQUES
Volume +,174,305,298 | 1,524,083,442 | 1,602,374,0531 1,678,415,247 1 1.71 4,869,978
Value ($000) 536,235,044 627,476,005 747,839,188 814,590,225 912,364,627
AvgiTrans ($) 457 458 467 485 532
LARGE CHEQUES
{over $50,000)
Volume 3,171,677 4,166,570 4,991,617 6,076,890 6,274,692
Value (3000} 4,562,527,661 | 6,407,108,620 | 7.609,418,149{ 9,850,555,122 11,894,427 478
AvgiTrans ($) 1,438,522 1.537,742 1,524,449 1,620,986 1,89%5619
RETURNS?
Volume 1,617,543 1,455,352 1,388,567 1,338,842 1,291,871
Value ($G00) 1,076,251 1,040,675 805,270 1,108,223 980,609
Avg/Trans {$) 665 715 580 825 759
UNQUALIFIED?
Volume 12,385,522 13,909,539 11,740,872 11,216,430 10,286,768
Value (3000} 16,870,859 15,918,531 11,145,181 10,791,763 9,628,219
Avg/Trans () 1,362 1,144 949 962 936
MAGNETIC TAPE DEBITS
Volume 24,334,011 35,869,440
Value ($000}) 13,496,168 9,809,270
Avg/Trans ($) 55% 273
MAGNETIC TAPE CREDITS
Volume 14,620,430 25,176,165 40,025,833 31,255,586 44,317 957
Vaiue ($000) 12,827,154 24,919,704 35,397,824 28,116,256 41,255,563
Avg/Trans {$) 877 9990 884 300 931
SHARED ATM NETWORKS
Volume 4,176,773 34,096,429
Value ($000) 368,350 2,098,477

62

1,847,007,235
12,870,564,243
6,968

Source: Canadian Payment s Association

1 Payment items that have been returned principally because of insufficient funds in
the payor's account or because of stop-payment orders.
2 Paymentitems that do not meet the standards and specifications for MICR-
encoded documents of the Canadian Payments Association.
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FRANCE

I. INTRODUCTION

The main features of the French payment system are as follows:

the institutional level:

in

a uniform legal framework (the Banking Law of 24th January 1984),
which regards the issue and administration ¢f payment instruments as
banking operations,

a high degree of concentration,
substantial state involvement,

the faet that a high percentage of the population hoelds bank
accounts,

the important position of the Postal Administration's financial sec-
tor, which belongs to what may be termed the "French banking commu-
nity" in the broad sense,

the relationships of competition and co-operation between the vari-
ous networks that make up this "community" (including that of the
Postal Administration).

the field of payment media:

as

the important role of cash, especially for low-value, routine pay-
ments (according to the latest estimates, in 1987 15.6 billion
direct payments to retail businesses and market services alone - as
opposed to payments over distances - were settled in bank-notes and
coin, representing almost 707 of the total of such payments),

by contrast, the supremacy of deposit money over cash when payments
are expressed in value terms; at the end of 1987 sight deposits in
francs made up 84.7% of Ml (or Fr.fr. 1,244 billion).

regards deposit money media:

- the variety of instruments used, dominated by the cheque (65.4% of

the total number of settlements in deposit money),

- the very rapid expansion in transactions by bank card and the sig-

nificant proportion of book-entry payments for which they now
account (7.97 of the number of transactions); the replacement of the
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cheque, the traditional paper-based instrument, by a new automated
instrument is tending to gather pace,
- the growing share of other automated instruments, such as credit
transfers and direct debits (respectively 15.4 and 9.4% of the total

number of instruments),

with regard to_interbank exchange circuits:

- a situation reflecting the state of affairs regarding deposit money
instruments, namely the co-existence of exchanges of paper-based
media in the clearing houses and automated circuits {computer clear-
ing centres, regional cheque record exchange cTntres, bank card pro-
cessing centres and the SAGITTAIRE system ), with paper-based
exchanges outnumbering automated exchanges (respectively 62.8 and
37.2% by number).

as regards concrete modernisation measures:

- application of the new EFT technologies to establish:

- the Interbank Teleclearing System (Systéme Interbancaire de
Télécompensation, SIT), a national telecommunications-based
system, a pilot scheme for which came into operation in mid~May
1988,

- a single national electronic payment system based on the use of
the Carte Bancaire, which was the result of the agreements
signed in July 1984 on the use of a single card in various in-
stitutions' networks,

- cards containing micro-processors for security reasons (2
million such cards are expected to be in circulation by the end
of 1988).

II. INSTITUTIONAL FRAMEWORK

The description of the banking system is followed by an ocutline of
the main institutions involved in the development of pavment media,

1. THE BANKING SYSTEM

Banking activities and the terms on which they may be carried out
are defined by legislation (the Banking Law of 24th January 1984). The Law
stipulates that only credit institutions may customarily engage in banking
business, which includes the issue and administration of payment. instruments
as well as the taking of deposits from the public and the granting of loans.

1 The automated system for the integral handling of transactions by
telecommunication means and the settlement of "foreign" operations.
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A number of institutions not subject to the Banking Law (primarily
state networks) may also carry out banking operations and hence offer payment
services.

(a) Credit institutions

These fall into the following main categories:

(i) Banks in the sense of commercial banks

These institutions, which may engage in a highly varied range of
activities, have a universal role, in that they may carry out all types of
banking operation; in particular, they may accept deposits of all kinds and
perform associated operations, such as foreign exchange transactions and the
marketing of transferable securities and financial products.

Among the 222 banks under French majority control,2 three institu-
tions stand out on account of their size: Banque Nationale de Paris (BNP),
Crédit Lyonnais and Société Générale, which alone operate more than half of
all the permanent branches of the banks as a whole and accept more than 50% of
the funds gathered by this category of institution; at the end of 1987 nine-
teen banks were in public ownership, including BNP and Crédit Lyonnais.

Foreign banks have a signifjcant presence in France, since 155 in-
stitutions are under foreign control, more than 40% of all the banks estab-
lished in France.

(ii) A group of networks comprising the mutual banks, the co-operatives,
the ordinary savings banks (as opposed to the National Savings Bank) and the
municipal credit banks, which are also authorised to take deposits for any
term but whose business is restricted in certain respects by the specific
legislation or regulations governing them.

These networks are grouped together at national level under central
bodies performing mainly promotional and organisational functions and adminis-
trative, technical and financial supervision.

(iii) Finance companies, which may not accept funds from the public for
terms of less than two years unless an exception has been granted and whose
activities are further limited by their statutes. They comprise in particular
the institutions known previously as financial establishments (é&tablissements
financiers), whose business includes lending and securities transactions.

2 Banks established in metrcopolitan France and Monaco; 216 have their head
office in France and are governed by French law, six have their head
office in the Principality of Monaco and are governed by Monegasque law.
The seventeen banks established in the Overseas Departments and
Territories are not covered by the statistics contained in this study.

3 Nineteen of the thirty-eight banks that had previously belonged to the
public sector were privatised under a law promulgated on 6th August 1986.
They included Société Générale, which had been nationalised in 1945,

4 Five of these are established in Monaco and governed by Monegasque law.
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(iv) Specialised financial institutions to which the state has entrusted
permanent tasks in the public interest; they may not carry out banking opera-
tions other than those relating to these tasks except in an ancillary
capacity.

{(v) Organisation and supervision of the banking industry

The credit institutions are represented collectively vis-a-vis the
public authorities at two levels:

- at the first level, the institutions not belonging to a network with
a special legal status are required to be members of a professional
body performing functions in the general interest, e.g. the French
Bankers' Association in the case of banks or the Professional Asso-
ciation of Financial Establishments in that of certain finance com-
panies. In the case of networks, this function ig entrusted to
their central bodies;

- at the second level, the central bodies and professional associa-
tions are affiliated to the French Association of Credit Institu-
tions representing the banking industry as a whole.

Credit institutions come under the supervision of the Banking Com-
mission; all credit institutions come under the jurisdiction of the National

Credit Council and two special committees:

The National Credit Council

The Council, which has as its chairman the Minister of the Economy,
Finance and the Budget and as its vice-chairman the Governor of the Bank of
France, discusses and deliberates on the direction of monetary and credit
policy and examines the conditions in which the banking and financial system
operates. It is a forum for wide-ranging consultation among representatives
from all sections of economic and financial life. In the field of payment
instruments, its deliberations have concerned the new electronic paygent media
and especially the legal and international aspects of payment cards.

The special committees

There are two such committees, whose regular members are chosen from
the National Credit Council.

- The main function of the Banking Regulations Committee is to lay
down general rules applicable to credit institutions (credit
policy), security standards to be observed, the interest rates and
terms for financial operations and rules governing the establishment
of networks.

- The Committee of Credit Institutions is responsible primarily for
all decisions, authorisations and exceptions of an individual
nature.

5 The Council's work has led to the production of two reports, entitled
respectively 'Legal aspects of the new payment media" (July 1986) and
"European and international aspects of payment cards" (March 1988).
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Though autonomous, these two committees maintain close links with
the National Credit Council.

The Banking Commission

The Banking Commission, which is chaired by the Governor of the Bank
of France and was previously called the Banking Control Commission, is respon-
sible for monitoring the credit institutions' compliance with banking regula-
tions, scrutinising their operating conditions and verifying the adequacy of
their financial structure and their compliance with the rules of sound banking
practice. The Bank of France organises and carries out on-the-spot inspec-
tions on behalf of the Commission.

(b) The state networks

A npumber of networks operated by the Treasury and the financial
departments of the Postal Administration perform banking operations broadly
comparable with those carried out by credit institutions:

The financial departments of the Postal Administration, which make
up the largest of the networks, perform an important role within the French
financial system; their 8.2 million sight accounts (most of which are opened
with the Postal Cheque Centres) and 19.8 million time accounts (administered
by the National Savings Bank) represented 18.7% of the total number of
accounts and 157 of total account balances at the end of 1987.

The Treasury's branch offices also accept deposits from individuals,
helding 641,000 sight accounts,

The state networks and the Deposit and Consignment Office, which,
among its numerous activities, uses funds collected by the savings banks to
finance local authorities, are not directly subject to the Banking Law of
January 1984. However, they form part of the French banking community, within
which they compete and co-operate.

2. THE MAIN BODIES INVOLVED IN THE DEVELOPMENT OF PAYMENT MEDIA

The problems raised by the evolution of the payment system have led
to a process of wide-ranging and almost continuous consultation in which the
Bank of France takes an active part. It plays a particularly important role
via the Working Party on Payment Media, which lays down broad guidelines. The
banking industry also co-operates on a more technical level in a number of
other bodies.

(a) The Bank of France’

The actions taken by the central bank with regard to payment media
are based primarily on legal requirements:

- under its statutes (the Law of 3rd January 1973 and the Decree of
30th January 1973) it is vested with the general task of overseeing
the currency, credit and the banking system,

6 The responsibilities of the Bank of France with regard to bank-notes and
coin are described in Section IIT.1.(a) dealing with this issue.
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- under the Banking Law of 24th January 1984 only credit institutions
subject to regulation and supervision in which the central bank
plays an essential role may administer payment media and make them
available to customers.

Its role is strengthened by the important position the Bank occupies
in its capacity as a provider of collective services, such as the provincial
clearing houses, the computer clearing centres and the regional cheque record
exchange centres (CREIC, SAGITTAIRE, Joint Collection Service), and as a
participant in payment exchanges.

It has few private and business customers, but it is one of the
largest payment collection institutions by virtue of being the sole banker to
the Treasury and the fact that its customers include public bodies such as
French Railways and the banks, which tend to entrust it with the collection of
items payable at centres in which they themselves are not represented.

Although the Bank of France has always paid the utmost attention to
the smooth operation of the payment system, the acceleration in the pace of
technological change and especially the prospects it has opened up with regard
to payment media led the Bank to initiate and develop a more decisive plan of
action from the end of the 1970s onwards.

(b) The Working Party on Payment Media

The forecasting studies undertaken by the Bank of France at the end
of the 1970s for its own internal purposes coincided with the public
authorities' concern about the consequences of the increasing computerisation
of society; in 1979 they therefore charged the Bank with setting up a Working
Party to promote the rational and coherent development of payment media.

The group, which includes representatives of all interested parties
(banking institutions, mutual and co-operative networks, public sector finan-
cial agencies and the public authorities), was instructed:

- to determine the policy that should be preferred with regard to pay-
ment instruments;

- to define the general rules the banks should apply to interbank
exchanges of deposit money;

- to act as a forum for investigating problems relating to inter-
network exchange conditions;

- to organise pilot schemes for new electronic payment systems and
monitor their results.

The Working Party on Payment Media has worked actively since its
inception and has set up several sub-working parties. Its discussions have
led to a consensus that has allowed important decisions to be taken on matters
such as the construction of the Interbank Teleclearing System and the creation
of a National System for Card Payments, the development of which will permit
the gradual implementation of the chip card.
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(c) Other bodies

The other bodies play a key role by providing a forum for consulta-
tion on technical issues and standardisation among banking and quasi-banking
institutions. The main ones are:

- the French Committee for the Organisation and Standardisation of
Banking Practice, chaired by the Bank of France; through its numer-
ous working groups this Committee is responsible for studying issues
of mutual interest concerning the simplification of bank work, and
rationalising and codifying the methods or documents used by banking
institutions. The aforementioned working groups include the Clear-
ing Computer Commission, which deals with all the aspects of ex-
changes executed via the clearing computer;

- several Economic Interest Groupings whose task it is, inter alia, to
manage the major exchange systems; particular mention may be made of
the Economic Interest Grouping of S.W.I.F.T. users in France, the
Interbank Teleclearing System Group, or the Cartes Bancaires Group,
which is more specifically responsible for promoting a National Sys-
tem for Payments by Card.

ITE. PAYMENT SYSTEMS

i. PAYMENT MEDIA AVAILABLE TO CUSTOMERS
(a) Cash payments

At the end of 1987 the amount of currency in circulation in the
metropolitan territory (France and Monaco) stood at Fr.fr. 223.8 billion, with
bank-notes accounting for Fr.fr. 210.2 billion and coin for Fr.fr. 13.6
billion. Both are legal tender, although the acceptance of coin is compulsory
only within certain limits. Responsibility for the minting of coin is vested
by law in the Treasury, while the Bank of France has the sole right - issue
bank-notes. The Bank puts bank-notes and coin into circulation via its 234
branches and ensures that the needs of the public are met as regards both
quantity and quality.

At the end of 1987 the currency in circulation was made up of five
denominations of note (20, 50, 100, 200 and 500 francs) and nine denominations
of coin (5, 10, 20 and 50 centimes and 1, 2, 5, 10 and 100 francs).’ In view
of the sole right of issue it possesses, the Bank of France itself undertakes
the design and printing of bank-notes, the replacement of worn or damaged
notes and the detection of forgeries.

Bank-notes and coin have tended to stabilise at around 15.2% of the
monetary aggregate Ml (15.227 in 1986 and 15.25% in 1987), while the propor-

7 The silver 100-franc coins are not used for payments but hoarded by
households.
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tion of M3 for which they account is continuing to decline very slowly (6.48%
in 1986 and 6.20% in 1987), but will probably reach an equilibrium level in
the near future.

Cash is still the payment medium most used by individuals, mainly on
account of its great convenience for local, routine transactions of low value.
The number of cash transactions effected each year is not known exactly;
according to the latest estimates around 15.6 billion were made with retail
businesses and market services alone (excluding tolls and administrative pay-
ments). Cash therefore accounts for a large majority of payments in terms of
numbers (more than 80%), whereas in value terms it only represented slightly
less than 27 in 1987.

The prevalence of this method of payment varies according to the
type of shop; as an indication, it is estimated that 42% of the volume of
transactions is carried out in retail food shops, 6% in stores and supermar -
kets and 11% in hotels and restaurants.

In order to improve the quality of bank-notes in circulation and
prevent the issue of forgeries, the Bank of France has begun to update the
various denominations, a process that should be completed during the 1990s.

There are two main ways in which customers can make withdrawals of
cash:

- by using a card at one of the 11,500 cash dispensers or ATMs. In
1987 432 million operations involving a total of Fr.fr. 197 billion
were carried out; the average value per transaction came to
Fr.fr. 456. Cards bearing the logo of the Cartes Bancaires Group
(see (c) below), indicating that they can be used at machines other
than those of the customer's bank, accounted for 370 mililion of
these transactions, with a value of Fr.fr. 167 billion. All the
cash dispensers installed outside banks can be accesse% with any of
the 16.4 million cards issued under the Group's scheme®~ (statistics
as at end-1987). TFor security reasons, withdrawals are limited to a
weekly maximum of Fr.fr. 1,800 and there are plans to connect all
payment machines on-line (at present one in two operates in this
way). Other cards issued by banks to permit exclusive access to
their services enable customers to withdraw cash from the bank's own
cash dispensers and ATMs. The number of transactions effected using
cards of this kind is estimated at 62 million.

- by writing a cheque to the order of the drawer; around 523 million
cheques of this kind were %ssued in 1987, with an average value of
approximately Fr.fr. 1,548,

The volume of cash in circulation seems unlikely to change
significantly in the near future; barring unforeseen circumstances, it can be

8 16.4 million payment cards and 8 million cards that can be used solely
for cash withdrawals at the cash dispensers or ATMs of the issuing
network.

9 These figures also include cash withdrawals over the counter using bank

cards ("emergency' withdrawals).
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predicted that the use of bank-notes is likely to be encouraged by the growing
use of cards in an extensive network of cash dispensers and ATMs; on the other
hand, the foreseeable development of prepaid or stored-unit cards will
slightly reduce the use of coin for payments such as car parking fees, motor-
way tolls and telephone charges; the average value of transactions effected
using cards is decreasing, and this type of payment may begin to compete with
notes and coin.

(b) Payments in deposit money (excluding cards)

In many cases deposit money media are preferred to notes and coin in
view of their convenience for the user, especially if large sums are involved,
if payments are to be made over distances or if the customer wishes to have
evidence of the transaction. Moreover, payments made in the intermediate
stages of production and marketing are executed almost entirely in deposit
noney.

The customers of banks and guasi-banking institutions can choose
from a wide range of instruments, among which the cheque predominates despite
the rising importance of automated forms of payment instruments at the expense
of the traditional paper-based forms.

The statistics on which the remarks regarding book-entry payment
instruments are based take .account not only of transactions passing through
offici exchange circuits’ but also of those that do not follow this
route, whether issued by banks or quasi-banking institutions, such as postal
cheques, Data on the latter type of transaction have been obtained from a
sample survey; the figures given should therefore be considered approximate.

(i} Cheques

The cheque is the most widely ,used payment instrument in France;
around 4.4 billion were issued in 10987, accounting for 65.47 of the total
number of book-entry payments. This situation is nevertheless the result of a
slowdown in the growth of cheque transactions between 1982 and 1986, followed
in 1987 by a decline in absolute value terms for the first time in the history
of this instrument. Small though it is, the decrease signals the change that
is beginning to emerge in French payment habits. The success traditionally
enjoygd by this instrument, which still meets with widespread favour among
bank customers, is due essentially to its ease of use, versatility and the
fact that it is free of charge.

10 Clearing House of Bankers of Paris, provincial clearing houses, computer
clearing centres, regional cheque record exchange centres, the Bank of
France and the processing centre operated by the Cartes Bancaires Group.

11 Instruments exchanged directly between networks or within the same group
or instruments relating to customers and beneficiaries of the same
institution.

12 To arrive at the total number of cheques issued, account should also be
taken of the 523 million cash withdrawals over the counter, most of which
are made using cheques written to the order of the account holder.

13 The adjectives "bank™ and "banking" wiil be used throughout the remainder
of the chapter on France to describe the banking industry as a whole,
comprising both banks in the strict sense and quasi-banking institutions.
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Cheques are thus used both by individuals and by businesses and
authorities. Although it is impossible to say exactly how many cheques are
written by each category, it is estimated that around 900 million were issued
by businesses and authorities and 3.5 billion by individuals in 1987. Indi-
viduals with bank accounts write about 120 cheques per vyear, of which more
than half (around 54%) are for amounts of less than Fr.fr. 250.

Cheques are used for two main purposes, apart from cash withdrawals:
direct hand-to-hand payments and payments over distances, which are estimated
to have given rise to 2.9 and 1.5 billion transactions respectively.

The efforts made by the banking industry have enabled the cost of
cheques to be reduced significantly:

~ processing and routing procedures have been modernised by using mag-
netic character reading techniques and reader/sorter machines;

- the major networks have adopted internal cheque truncation, with
only the cheque details being transmitted in computerised form; in
the field of interbank exchanges, by contrast, this procedure for
the circulation of "cheque records" continues to be of only marginal
importance (see section 2 below on exchange circuits);

- the administrative organisation of interbank exchange circuits has
been simplified {see section 2 below on exchange circuits).

When exchanged via official interbank channels, cheques may be:

- presented physically at the clearing house; interbank settlement
then occurs on day D + 1 for cheques presented at the main clearing
house to which the drawn branch belongs (joint procedure established
in October 1980), and on D + 3 for cheques not presented in the
clearing house with territorial jurisdiction {optional exchange pro-
cedure for "outside-area" cheques instituted in February 1984);

- "dematerialised", the data record of the cheque being exchanged in
the regional cheque record exchange centres and the interbank
settlement date being set by agreement between members of fthe
centre.

Cheques can also be presented directly to the drawn institution or
via an intermediary (a third bank or the Bank of France), which collects them
via the clearing.

In principle, cheques are free of charge for the drawer and the
beneficiary, although specific fees are charged in certain circumstances, such
as the use of a cheque to obtain emergency funds. An attempt by the banks in
1987 to bill account holders for the use of cheques could not be put into
effect to any significant degree, in particular because of opposition from
consumer associations.

Despite the substantial increase in the number of payment incidents
in recent years (notifications of unpaid cheques, which banks are required by
law to make to the Central Cheque Register at the Bank of France, increased by
almost 23% 4in 1987), rubber cheques rejected and notified to the Central
Cheque Register accounted for 0.11% of the total number of cheques exchanged.
Moreover, a determination to combat the theft of cheques - 220,000 cheque
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books are stolen each year, containing 1.3 million cheques worth Fr.fr. 1.5
billion - gave rise to the plan to establish a National Register of Stolen
Cheques, which would be administered by the Bank of France.

The banking industry's efforts to promote the use of alternatives to
the cheque has already led to changes in consumers' payment habits. It isg
reasonable to assume that the use of cards will increasingly take the place of
cheques for local payments, given the speed at which it is developing, and
that the current large disparity between these two payment methods in volume
terms (4,400 million cheques a year, 530 million card payments) will tend to
narrow,

For payments over distances, direct debits and interbank payment
orders (titres interbancaires de paiement) will play a larger role, although
it is not possible to predict the rate at which their use will grow or the
scale of the substitution effect.

(i1} Commercial bills

Approximately 130 million commercial bills are officially exchanged
between banks each year; the use of this instrument as a medium for payments
between firms and its popularity among them is due, in particular, tc the role
played in France by suppliers' credit.

Commercial bills are issued in the form of bill of exchange
statements {(46.2% in 1987), for larger enterprises, or in conventional form
(53.8% in 1987), particulariy for small and medium-sized enterprises.

The system of bill of exchange statements {lettres de change-
relevés - LCRs) and truncated promissory notes (billets & ordre-relevés -
BORs) was designed to rationalise and automate the management of commercial
bills. In addition to the usual features of the conventional bill of exchange
or promissory note, these instruments include the debtor's banking identity;
they are exchanged between banks not in paper-based form but on data media via
the clearing computer. The debtor receives, in advance of each maturity, a
list of the bills which he is required to pay. He issues his instructions by
completing the statement and returning it to the bank at which payment is to
be effected.

Furthermore, since 3rd November 1987 conventional commercial bills
bearing the debtor's banking identity can, if the jointly liable parties have
no objection, be dematerialised. The instruments are then collected in the
same manner as LORs. As a result of this reform the number of bills exchanged
on data media rose from 46.2% in 1987 to 74% in 1988.

Commercial bills are settled between banks two days after exchange
in the clearing house and five days after exchange via the computer clearing
centre; the period for presentation via the clearing computer will be reduced
when the Interbank Teleclearing System comes into operation (see section 2
below on exchange circuits).

In principle, operations are free for the drawee of a bill of ex-
change or the maker of a promissory note unless the paying bank provides addi-
tional services. Commission is charged to the collector, however; this is set
at a level that will favour the automated forms.
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{ii1) Credit transfers

Credit transfers are second only to cheques in terms of the number
of transactions to which they give rise, which totalled 1.2 billion in 1987;
they accounted for 16.8% E exchanges. These figures relate to both bank and
postal credit transfers. This instrument is wused mainly by businesses,
public bodies and public authorities.

When credit transfers are used on a one-off basis - e.g. by busi-
nesses to pay their suppliers, by the Treasury's branch offices or when they
are of a financial nature - paper-based media are the most frequently used.
However, credit transfers of a recurring nature are largely automated; this
applies particularly to the payment of salaries and pensions, for which busi-
nesses frequently submit their instructions on a magnetic medium obtained as a
by~product of their accounting.

The trend towards the ever greater automation of credit transfers
that has prevailed for several years is continuing. At present almost 90% of
transactions are automated.

Whether exchanged in paper or automated form, credit transfers are
settled on the day on which they are presented, with the exception, however,
of fixed-date credit transfers, which may be presented two or three days prior
to interbank settlement.

Ordinary credit transfers, whether bank or postal, are free of
charge for the beneficiary and the ordering customer, although the latter may
have to bear any ancillary costs, such as the cost of transmission by telex or
telegram. A commission payable to the destination bank is levied on fixed-
date credit transfers when they pass through the clearing computer.

In order to encourage the use of automated credit transfers, the
banking industry is taking steps to improve the gervice for both issuers and
beneficiaries. At the begimming of 1987 it created the fixed-date credit
transfer, which is designed to guarantee execution within a maximum period
from the date of exchange in the computer clearing centre; this makes it
possible to reduce the uncertainty currently surrounding other credit trans-
fers as regards the time of execution.

As from 3rd January 1989 the guarantee of availability of funds for
the account of beneficiaries on the first working day after interbank settle-
ment will be extended to cover all automated credit transfers; i.e. the bene-
ficiary's bank will make the information available to its customer and take
the corresponding operation into account.

The automation of credit transfers is also tending to involve tele-
communications, thereby giving birth to new forms of "teletransfer", which can

14 Credit transfers account for a large proportion of all deposit money
instruments in value terms (63.4%), but this figure 4s hardly
representative since it has not always been possible to separate
commercial transactions clearly from cash management operations, which
are substantial in value terms.
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be initiated by a business or from terminals accessible to the general public,
such as ATMs or videotex; the use of transfers of this kind is likely to
expand significantly.

(iv) Direct debits and interbank payment orders

Created in 1967, the direct debit still occupies a relatively modest
position, accounting for no more than 8.27 of the total number of transactions
in deposit money. Direct debits are used by organisations with recurring
claims to collect (electricity, gas, telephone and water bills) and for the
payment of monthly income tax, for instance.

In spite of the advantages of this instrument for the banks (the
processing cost is low because the instrument is fully automated), for the
businesses issuing it (ease of accounting) and even for individuals (consi-
derable simplification of the actual act of payment), its use has not spread
as rapidly as had been expected at the outset. It is for this reason that
various measures were taken in October 1985 to stimulate the use of this
instrument, such as the creation of "accelerated" direct debits that are
settled more quickly than ordinary ones and the banking system's adoption of a
post-debit regularisation procedure, which in certain circumstances allows
account holders whe contest the validity of the payment to have the account
entry reversed.

Before sending the direct debit to his bank for collection, the
issuer sends the debtor an invoice notifying him of the amount of the debit
and the date on which it will be executed so that he can ensure that suffi-
cient funds are in the account or object, as appropriate.

Direct debits are channelled via the computer clearing centres if
they are the subject of "official" interbank exchanges, but they may also be
exchanged between banks direct. Settlement occurs two or four days after ex-
change at the computer clearing centre, depending whether they are "accelera-
ted" or ordinary items. The collection of most ordinary direct debits gives
rise to the payment of commission by the issuing creditor to the presenting
bank, which passes part on to the paying bank. '"Accelerated" direct debits
.are subject to a specific commission at a higher rate than that levied on
ordinary items. :

The interbank payment order (titre interbancaire de paiement - TIP),
which was created in February 1988 to replace universal payment orders,
differs from the direct debit insofar as the debtor iz expected, as in the
case of cheques, to consent to the funding of each operation. To do so, he
must sign the TIP form sent to him by his creditor, which is then processed
automatically at an authorised centre.

The OCR records of the data appearing on the interbank payment
orders are subsequently presented to the clearing computer. The records are
channelled to the debtors' banks to enable them to debit their customers'
accounts automatically without having to check the payment orders, which are
kept by the authorised centres,

This new instrument is practical from the point of view of the
debtor, who maintains complete control over the operation, simple and effi-
cient from that of the creditor as it enables collections to be rationalised
and optimised, and productive for the banks as it is suited to complete auto-
mation. A modern payment medium, the interbank payment order combines the
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advantages of the direct debit and cheque without having any of their draw-
backs; it is expected gradually to replace certain payments over distances
made using cheques and likely to become totally paperless with the development
of telepayment techniques.

(c) Transactions by card

(i) Main types of card in use

Three main types of card are used in France:

- bank cards, issued by credit institutions individually or under the
auspices of an interbank organisation (the Cartes Bancaires Group)
to holders of accounts with the issuing bank. At the end of 1987 a
total of 16.4 mi%lion interbank cards, called Cartes Bancaires, were
in circulation;

- international credit cards issued by bodies which do not manage
deposits but theoretically have the status of banks (within the
meaning of the Banking Law of 1984 mentioned above), which
authorises them, ipso facto, to issue payment media;

- in-house cards (18 million in 1988) issued by retailers or providers
of services in order to offer credit facilities to their customers,
who arrange for repayment through the debiting of their bank
accounts, to which the card issuer does not have direct access.
They also have a commercial function and serve to gain customer
loyalty.

In France, if in-house cards are not intended for exclusive use with
the organisation issuing them, they are subject to the Banking Law, i.e. their
issuers must have the status of credit institutions - or use the services of a
credit institution - as they alone are authorised to issue payment media,

The remarks that follow will relate only to bank cards, which are
used for the bulk of payments by card and the large majority of withdrawals

from cash dispensers.

(ii) National System for Payments by Card

Banks affiliated to the two major bank card networks (Carte Bleue
and Crédit Agricole Group, Crédit Mutuel) signed an agreement in July 1984 to
develop a National System for Payments by Card.

The work of designing the system has been carried out by an economic
interest grouping (the Cartes Bancaires Group established in December 1984)
and is still under way.

15 The number of bank cards pgiving customers exclusive access to the
services of a particular institution is estimated at approximately 8
million.
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Card characteristics

Most of the cards distributed are of the conventional type with mag-
netic stripes; the remainder (around 1.1 million at the end of the first half
of 1988) also contain a micro-processor (chip cards).

Mixed cards are already in use in some regions (all of Brittany and
parts of Provence Cdte d'Azur) and will become more widespread. By the end of
1988 there should be Z million in circulation, the magnetic stripe card being
replaced by the mixed card at the time of annual renewal in the priority
areas.

Payments at retail outlets (statistics as at end-1987)

In 1987 a total of 530 million payments were made by bank card, 7.97%
of the number of transactions in deposit money. There are 16.4 million cards
in circulation and they can be used to pay for purchases at 420,000 Frengg
retail outlets affiliated to the system. Around 7.5 million of these cards
are affiliated to VISA or MasterCard, thereby also enabling their use abroad.

Businesses affiliated to the system are guaranteed payment on
certain conditions {(verification that the card has not been stopped and prior
authorisation from an authorisation centre in the case of payments above a set
threshold).

Collections are currently the responsibility of interbank processing
centres. ’

Card holders' accounts are debited either immediately after each
transactionlyr "off-line", in which case they are summarised at the end of
each month,.

Card holders pay the issuing institution an annual subscription,
which varies according to the functions the card can perform (simple cash
withdrawals, national payments, international payments). Retailers, for their
part, are charged a commission in proportion to the value of the transaction.
It is negotiated freely between the bank and the customer.

An interbank scale of charges has been introduced that is indepen-
dent of the above commission. It consists of a commission paid by the
retailer's bank to the card holder's bank that provides the payment
guarantee. This so-called "interchange" commission is shortly to be graduated
in such a way that in principle it takes account of the level of equipment
security.

16 120,000 of the 7.5 million international cards are "top of the range"
cards.

17 French bank cards were designed from the outset as debit cards, not
credit cards. This characteristic is tending to become blurred, in that
banks are increasingly offering customers credit lines on accounts
debited by means of bank card transactions.
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Electronic payments

In the main, these consist of payments effectad by means of a Carte
Bancaire (with a stripe or micro-processor) issued by a bank belonging to the
Cartes Bancaires Group. The corresponding network comprises 70,000 electronic
payment terminals which gave rise to 292 million transactions in 1987. Tt
should be noted that, under the terms of individual agreements concluded
between the Cartes Bancaires Group and issuers of in-house cards, a number of

these terminals allow payments to be made by both Cartes Bancaires and inhouse
cards.

Finally, there are also some terminals specifically designed only to
accept in-house cards issued in particular by large retailers.

Future developments

Motivated primarily by a desire to reduce card fraud, the main work
being undertaken by the banks within the Cartes Bancaires Group is currently
directed towards introducing the chip card nationwide (between 5 and 6 million
cards should have been issued by the end of 1989 and nationwide coverage com-
pleted by the end of 1990); designing a network for routing authorisation
requests and responses; graduating the guarantee level in proportion to the
fraud; the use of techniques enabling the confidential code to be checked
(chip cards or magnetic-stripe cards checked with the aid of hybrid circuits).

{d) Intrabank networks accessible to customers
They relate primarily to:

- services offered by ATMs; requests for cheque books, teletransfers
between two accounts of the same customer at the same bank, account
engquiries, etc. are generally available only to customers of the
particular bank (or network or group);

- cash withdrawals by means of cards that are not of an interbank
kind;

- telematic services (see the following section).
{(e) New payment methods
The main innovations concern:

- calls from public payphones. Almost a quarter of the public tel?§
phone boxes are operated exclusively by means of memory cards,
cards issued by the Postal Administration (prepaid cards or subs-
criber cards, where call charges are added to the subscriber's tele-
phone bill) or Cartes Bancaires;

18 A large proportion of these cards are technologically specific to the
payphone equipment. The eventual aim is to permit the use of "bank
memory cards' in public payphones; this is already possible in some parts
of the country.
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- telematic services to individuals and enterprises. The 3.4 million
Minitel wvideotex terminals currently installed (as at end-1987)
enable their users to access the home-banking services offered by
most of the large banks. There were 300,000 individual and profes-
sional subscribers to "banking and financial' services at the begin-
ning of 1987. Services aimed at the mass public mainly allow users
to consult account balances and review recent movements, to consoli-
date different accounts and obtain financial and stock exchange
information. Services for businesses cover a wider field, including
treasury management aids (remote loading of banking transactions
onto the bank treasurer's data-processing equipment, execution of
interbank movements between predetermined accounts of the same com-
pany).

Whether intended for individuals or businesses, these services are
charged according to the length of connection time and are also subject to a
monthly subscription charge.

Some retailers or creditors have combined videotex and the payment
card to foster the development of "“teletransactions".

The use of the Minitel terminal in combination with the magnetic-
stripe bank card to effect a debit is accepted by some organisations such as
mail order companies, but it is not satisfactory from the point of view of
security. The chip card, on the other hand, is likely to open up an entire
range of new operations, provided it is read in a card reader connected to the
Minitel terminal. This question is currently the subject of a number of
studies, in particular as regards the introduction of "telepayment" based on a
secure telematic system using a micro-processor card.

2. EXCHANGE CIRCUITS WITHIN THE BANKING SYSTEM
(a) Intrabank or group networks

Most of the large and medium-sized banking institutions have tele-
communication networks, which, in the case of groups or federations, often
consist of two levels: one local and intrabank, the other national linking
the various member institutions. The networks generally handle the computer-
ised records of cheques drawn on the branches of the bank or group as most of
the large banks have adopted internal cheque truncation procedures. The net-
works also carry accounting data on payments to the bank or group as a result
of interbank exchanges and automated instruments internal to the bank or
group.

By way of indication, the proportion of instruments involving two
accounts (that of the payer and that of the payee) in the books of the same
bank is far from negligible, being estimated to account for 177 of cheques and
direct debits and 317 of credit transfers in terms of the number of instru-
ments issued.

By contrast, automated exchanges hetween banks in the same group
concern a relatively small number of payments, around 2.5% of automated credit
transfers and less than 47 of direct debits.
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(b) Interbank circuits and networks

The general organisation of funds transfers is based on two types of
exchange: those using official circuits and those not.

The first type use the clearing houses, the computer clearing
centres, the regional cheque record exchange centres, the processing centres
of the Cartes Bancaires Group, the SAGITTAIRE system and the Interbank Tele-
clearing System; these handle the bulk of the instruments exchanged among the
banks (75.1% in terms of the number of operations). On the other hand, a
smaller, but by no means negligible, proportion of operations (24.9%) is not
channelled over the official circuits. 43.3% of the total number of credit
transfers exchanged, 38.87 of commercial bills, 287 of direct debits and 21%
of cheques are involved in these non-official exchanges.

A diagram of exchange circuits is appended to this chapter, which
deals only with "official" exchanges.

These are of three types:

- traditional paper-based exchanges via the clearing houses,

- conventional automated exchanges on magnetic media; these involve
the computer clearing centres and the regional cheque record ex-

change centres,

- exchanges based on the use of telecommunications via the SAGITTAIRE
system and the Interbank Teleclearing System.

(1) Clearing houses

Following a number of reforms to simplify administrative procedures,
official exchanges of paper-based instruments - mainly cheques, credit trans-
fers and commercial bills - take place via the 104 principal clearing houses:

- Clearing House of the Bankers of Paris (Paris and adjacent dépar-
tements),

- 102 provincial clearing houses in the capitals of départements and
certain other important towns where a branch of the Bank of France
is located,

-~ Monaco.

A total of 3.5 billion items with an aggregate value of
Fr.fr. 39,654 billion were presented in 1987.

Any institution on which cheques are drawn br at which commercial
bills are domiciled is, in accordance with regulatory provisions, bound to
participate in the clearing houses, if necessary through the intermediary of a
representative. In practice this means the banks and savings banks, the
Treasury, the Postal Cheque Centres and the Bank of France.

The clearing house sessions are held each bank working day, between
11 a.m. and 12 noon for the provincial clearing houses, and between 9.15 a.m.
and 4 p.m. for the Clearing House of the Bankers of Paris.
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Some transactions {credit transfers) are settled the same day,
others (cheques and commercial bills) are only settled at the end of an agreed
period.

At each clearing house the members' debit or credit balances,
calculated at the end of each session, are entered each day in the accounts
administered locally by the Bank of France. The sums accruing from credit
balances do not become the property of the members until the end of the day
and then only if the debtor members can cover their debtor position the same
day.

In practice, all payment instruments must be presented to a specific
clearing house, depending on the catchment area. However, in the case of
cheques, which constitute 97.47 of the instruments exchanged, a specific
procedure has been in operation since 1984,

By virtue of this agreed procedure, known as the "agreement on the
exchange of outside-area cheques', the bank presenting the outside-area cheque
can exchange it at the clearing house of its choice, irrespective of the place
of payment; this procedure enables cheques to be presented closest to their
point of encashment; it leaves the drawee bank to decide on the best way to
route them to the paying bank, for instance by truncation of the cheque forms
between its own services.

Naturally, the period allowed for settlement has been designed to
offset this shifting of the administrative burden to the drawee bank
(settlement within three days instead of one). '

Where a bank is a signatory to the agreement on the exchange of
outside-area cheques but is not represented at any of the 104 clearing houses,
it can ask the Bank of France to receive cheques on its behalf and to forward
them to it. This service is performed by the Joint Collection Service, which
acts as a simple intermediary between the presenting bank and the drawee bank
and does not guarantee the finality of the payment.

The major credit dinstitutions participate in the exchange of
outside-area cheques; in 1987 613 million cheques were exchanged in this way,

equal to 187 of all cheques cleared.

(ii) Computer clearing centres

The computer clearing centres, which have a nationwide coverage, are
operating in nine cities: Paris, Lyons, Strasbourg, Rennes, Nantes, Lille,
Marseilles, Bordeaux and Toulouse. The first entered service in January 1969
and the last in May 1985. Apart from cheque records, all types of instruments
for which interbank exchanges have been automated are eligible (credit trans-
fers, direct debits, interbank payment orders, automated commercial bills,
bank card transactions). The first two together account for 80% of the number
of transactions exchanged.

In 1987 the centres handled almost 1.3 billion items with a total
value of Fr.fr. 3,596 billion, equivalent to 22.6% of all official interbank
exchanges in terms of number and 8.3%Z in terms of value.

In recent years the clearing computers have been interconnected by
telecommunication links for the transmission of certain specific operations
(out-of-town transactions whose settlement has thus been accelerated);
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nevertheless, the overall design of the system is that of a central interbank
organisation receiving magnetic media from presenters, sorting data according
to destination bank and forwarding them to the latter on magnetic media.

In March 1988 the 990 participants fell into two categories: direct
members (fifty institutions), which present and receive operations directly,
and sub-participants (940 institutions), which present and receive operations
via a direct member. A number of institutions (432) are not affiliated owing
to their low level of operations and do not participate in exchanges; the Bank
of France handles operations on their behalf.

The Bank of France operates the computer clearing centres.
In Paris two daily sessions are held:

- the first session, called the "anticipated session", is held between
8.30 and 10 p.m. on the day preceding settlement day;

- the session on settlement day itself, called the "supplementary
session", takes place from 11 a.m. to 1.30 p.m. on the day in
question.

The "anticipated session" enables non-urgent bulk transactions to be
cleared, whereas the "supplementary session" is designed to deal with small
quantities of urgent transactions (credit transfers in particular).

In the provinces a single session is held at 7.30 a.m.

The balance resulting from operations is settled via members'
accounts at the Bank of France, either the same day, in the case of so-called
"sight' operations, or at the scheduled settlement date, in that of so-called
“"term" operations (which are presented several days in advance of their
settlement date). The operations presented or received by sub-participants
are not itemised for accounting purposes; they are included in the settlements
recorded on behalf of the members representing them, it being up to the latter
to pass on the amounts accruing from such operations to their subparticipants.

{(iii) Regional cheque record exchange centres

Situated in nine cities, of which eight have a computer clearing
centre, the regional cheque record exchange centres enable members to ex-
change cheque data on magnetic media, the cheque forms being retained by the
presenting bank. Apart from the Bank of France, only banks with a regional or
local structure are members of these centres, which handled only 2.6% of the
number of cheque payments exchanged by the banks via official circuits in
1987,

The Bank of France operates the regional centres.

19 The ninth cheque record exchange centre is to be installed in Lyons by
the end of 1988,
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(iv) SAGITTAIRE

Relying entirely on the use of telecommunications, SAGITTAIRE is a
national interbank settlement system designed to complete, in francs,
operations connected with international transfers. 1In the final stage the
Bank of France undertakes the daily clearing of transactions, on completion of
which it credits or debits the accounts opened in its books on behalf of the
institutions concerned,

As with the other clearing systems, the transactions, which are
irrevocable from the moment they are received by the Bank, are deemed final
only at the end of the accounting day and may be cancelled in the event of
default by a participant. Having come into operation on 16th October 1984,
the system is managed by the Bank of France and had 58 members in December
1988. The service is open five days a week, from 8 a.m. to 5.30 p.m.

In 1988 1,381,041 SAGITTAIRE messages were received, involving a
total of Fr.fr. 12,800 billion.

Payments effected via SAGITTAIRE take the form of messages confor-
ming to S.W.1.F.T. standards; they also meet specific requirements aimed at
permitting the complete automation of processing by the system manager and
facilitating automated processing by recipient member banks.

Payments are booked at wvarious times. Data are received from
members in real time, with the accounting entry itself being made on the value
date; this appears on debit orders and credit advices and may be day D, D + 1
or D + 2.

757% of messages relate- to bank transfers and the remainder to cus-
tomer transactions. Although fourty-one banks are linked up to receive
payment messages and thirty-four to issue them, four institutions alone
account for 657 of payments issued and 507 of those received.

(v) Interbank Teleclearing System

In 1983 the Working Party on Payment Media approved a proposal from
the Bank of France to establish a national automated clearing system based on
telematic exchanges. Until then, automated exchanges had been based mainly on
the exchange of magnetic media; by reason of its centralised nature the
arrangement precluded direct links between members.

The main objectives of the project were:
- to cut routing and processing times for interbank operations;
- to permit and facilitate "continuous" exchanges;

- to reduce the cost of exchanges.

The work on designing the system is being carried out:ﬂfthin the
Interbank Teleclearing System Group, which was set up in June 1983,

20 The Bank of France is an ex officio member of the decision-making bodies
as well as being a member of the Group.
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The Interbank Teleclearing System (Systéme Interbancaire de Téle-
compensation - SIT) is a general purpose exchange system designed to carry
most bulk automated operations, i.e. those that can be channelled via the com-
puter clearing centres, which it will eventually replace, and cheque records.
It was originally intended that the system should carry 3.6 billion transac-
tions per year once it was fully operational, but this figure is likely to be
raised to take account of the inclu%ﬁpn of cheque records, which are expected
te increase substantially in number.

Its overall architecture and mode of operation are based mainly on:

- direct and continuous exchanges of single messages each covering a
whole series of transactions between members,

- automatic transmission of a payment message to the accounting centre
by the issuer after the authentication of each exchange; the
accounting centre is responsible for recording the messages
exchanged and caleculates, each SIT working day, the balance on each
member's account, which it transmits to the Bank of France for entry
in its books,

- access to the system via terminals that support members' issuing
and/or receiving software,

- the use of joint centres: the accounting centre managed by the Bank
of France (described above), the back-up centre and the management
centre (the role of the last being to supervise the working of the
system),

- the use of the TRANSPAC network for communications between terminals
and with the joint centres,

- the obligation on each member to accept traffic addressed to it,

- operation twenty-two hours a day {(from 8 a.m. one day to 6 a.m. the
next), six days a week (from 8 a.m. on Monday until 6 a.m. on
Sunday).

Participation in SIT is open only to credit institutions within the
meaning of the Law of 24th January 1984 on the activity and supervision of
credit institutions, plus the Bank of France, the central banks of the
overseas departments and territories, the Treasury in respect of its banking
activities, the financial services of the Postal Administration and the
Deposit and Consignment Office, all of which are the paying agents for payment
media passing through the exchange system.

Implementation will be in three phases, of which only the first has
so far been commenced:

- the pre-network pilot scheme, which began operations on 16th May
1988; using a small number of terminals, it aims to test the working
of the system unladen, in other words without operation accounting;

21 See Section IV for general remarks concerning the National Cheque Record
Exchange System.
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- the network pilot scheme, which should begin at end-1989; its
purpose is to carry out trials in real time, including accounting
but with a low throughput (up to about 5% of potential traffic);

= full implementation, which should be under way by early 1990 and
enable the SIT to carry 907 of its potential traffic by 1991.

{vi) Securities clearing and settlement systems

The need to assure domestic and foreign investors that their
transactions are executed securely has led the Paris market to equip itself
with systems guaranteeing simultaneous settlement and delivery after
verification that the contracting institutions have sufficient cover on
securities and cash accounts respectively:

The SATURNE system (automated system for the standardised processing
of settlements of negotiable claims), launched in September 1988 by the Bank
of France, chiefly handles operations in Treasury bills (with some 400
participants and a volume of Fr.fr. 435 billion).

Current accounts in Treasury bills and cash accounts are opened in
the books of the Bank of France, which verifies adequacy of cover in the
course of clearing (there are at least four clearing sessions a day), thereby
enhancing the liquidity of the market (daily transaction volume of Fr.fr. 10
to 60 billion).

With SATURNE it is possible to register and monitor the execution of
bilaterally agreed securities lending operations.

In due course this system, which already extends to bills issued by
the specialised financial institutions (Crédit National, for example) and
- since the beginning of 1989 - to finance companies, could handle operations
in certificates of deposit and commercial paper, should the authorities
decide, and the issuers agree, to dematerialise these instruments.

The RELIT project (securities settlement and delivery) will
guarantee the secure execution of stock exchange transactions by bringing into
operation a unique clearing system designed to carry out settlement and
delivery of securities five days from the date of the trade, and which will
replace the current bilateral arrangements.

This system, which is scheduled to come into operation in 1990, will
be based on automated market procedures which will make it possible, in
particular, to match trades between parties and to effect clearing of
completed transactions before the balances are entered in the books of SICOVAM
(securities accounts) and of the Bank of France (cash accounts).

Settlement of RELIT operations will be irrevocable in order to
guarantee simultaneity with the delivery of securities. On the other hand,
institutions may, if necessary, be required to deposit collateral with the
central bank, whose role as the focal point for cash settlements serves to
limit systemic risk.

In a second phase, transactions denominated in foreign currencies
will be executed via the same system.
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IV. GENERAL REMARKS

Two major issues of current concern to the banking industry are
being examined by the Working Party on Payment Media; they relate to:

- generalisation of the procedure for the exchange of cheque records,
and

- the risks arising from the development of electronic funds transfer
systems.

1.  GENERALISATION OF THE PROCEDURE FOR THE EXCHANGE OF CHEQUE RECORDS AND
THE PRICING OF PAYMENT INSTRUMENTS

The creation of an interbank system for the exchange of chegue
records was one of the first issues to be examined by the Working Party on
Payment Media. Until recently a number of institutions had opposed the adop-
tion of such a procedure and the scheme was eventually implemented only as
part of local initiatives by regional banks; it therefore handles only a small
fraction of interbank exchanges of cheques. However, in view of recent
developments, and especially the creation of the SIT, the issue has been
broached again and there now seems to be a consensus in favour of exchanging
cheque records nationwide. The future system, which will be called the
National Cheque Record Exchange System (Systéme National d'Echanges
d'Images-Chéques -~ SNEIC) will use the SIT.

In some places, a residual volume of bilateral exchanges will
probably continue to be justified. They will be organised within the regional
exchange centres, which by definition will be few in number and are likely to
remain of marginal importance.

Although the technical feasibility of the system poses no serious
difficulty, its economic and financial aspects raise a number of problems:

- the dematerialisation of collections will necessarily be accompanied
by a shortening of execution and settlement times, but this will
affect institutions differently, according to whether they partici-~
pate mainly as presenters or as payers; it is therefore to be feared
that the balance of interbank exchanges will be upset;

- the terms applied to customers will inevitably tend to reflect the
future characteristics of interbank collections. The accounts of
drawers (mainly individuals) will certainly be debited earlier, but
the period before crediting to beneficiaries will also be reduced;
the impact of this change, which will primarily affect interest-
bearing accounts and those subject to very tight cash management,
will be considerable;

= it is to be feared that the status of the cheque may become perpetu-
ated or consolidated due to the aforementioned improvements, which,
together with exemption from charges, may give this instrument an
optimal quality/price ratio to the detriment of entirely automaced
payment media which the banks are seeking to promote (direct debits,
interbank payment orders, credit cards, ete.)
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Tn short, the establishment of the SNEIC cannot be divorced from the
broader question of the charges for banking services, since it jeopardises the
float stemming from cheque collection operations, an important element in bank
liquidity and hence in banks' income.

This fundamental issue, which has been raised several times in the
past but never resolved, will be the focal point of the political decisions to
be made in the light of this document.

2. RELIABILITY OF ELECTRONIC FUNDS TRANSFER SYSTEMS

The development of funds transfer systems based on computers and
telecommunications is likely to produce a number of substantial advantages,
but it also raises problems on account of the risks inherent in such systems.

The implementation of "continuous" systems will thus make it
possible to lengthen the time-scale for exchanges, close accounts later than
in conventional systems and increase the number of direct participants, but on
the other hand there is a danger that the changes will delay realisation that
a bank has a liquidity problem, given the differences in the size and quality
of banks. Moreover, with a larger number of operations and more rapid ex-
changes, the principle of revocability that prevails in conventional exchanges
becomes difficult to apply in a "continuous' system, where it appears to be
out of the guestion to interrupt the flow of data and recalculate accounting
days a posteriori.

The modernisation of operations also calls for a review of the rules
on the date of crediting funds.

The Bank of France and the banking industry are examining these
issues and giving thought to the measures to be taken so that this new techno-
logical advance can be exploited safely and reliably for the parties involved.

V. CONCLUSIOR

The current trend displays a number of significant traits:

- the banks' determination to reduce the cost of managing payment
media, which still represents a substantial part of their overall
costs despite their efforts to raise productivity over many years.
This is reflected in their sustained campaign to encourage the use
of the most economic payment instruments and circuits;

the development of alternatives to the cheque, paperless as far as
possible; these may be electronic payments by card for local trans-
actions or formulae such as credit transfers, direct debits and
telematic home-banking operations for payments over distances;

the rationalisation and modernisation of exchange circuits with the
establishment of systems based exclusively on computers and telecom-
munications to handle the bulk of interbank exchanges; hence the SIT
(Interbank Teleclearing System) should carry not only all operations
currently channelled via the computer clearing centres but also most
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cheques, which would have to be converted into electronic cheque
records in the context of the SNEIC {National Cheque Record Exchange
System);

the security of payment systems, a fundamental objective present in
all projects. This constant concern applies both at the level of
payment Iinstruments and at that of interbank exchange systems. In
the first case, the most significant example relates to the National
System for Payments by Card, entailing the creation of a network to
route authorisation requests from retailers and the associated
replies and above all the use of a micro-processor in the card. 1In
the second case, it is the computerisation of networks that poses
the problem of security in a new form, both technical (network pene-
tration risks, breakdowns) and financial.

competition and co-operation between banks continue to overlap con-
siderably; competition extends far beyond the technical sphere, as
illustrated by the establishment of the National System for Payments
by Card.

Competition is emerging in new forms; under the combined effect of

deregulation and technological progress, which is tending to take away the
local character of operations if effected by telecommunications means, many
non-banking enterprises are in a strong position in relation to banks and will
tend to play a heightened role in the future development of payment systems.
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GERMANY

I. INTRODUCTION

In the VFederal Republic of Germany - as in other western
industrialised countries - enterprises and households hold most of their
liquid assets in the form of sight deposits with ‘¢redit institutions, i.e. in
the form of deposit money, rather than as cash. At the end of 1987 domestic
non-banks' holdings of deposit money were more than twice the amount of bank-
notes and coin in circulation in the non-bank sector (DM 266 billion compared
with DM 124 billion). Almost all large transactions are effected on a
cashless basis by means of deposit money (approximately 6.3 billion cashless
payments with a total value of DM 17,848 billion in 1987), whereas cash
continues to predominate in small transactions effected by households (an
estimated 40 billion cash payments with a total wvalue of approximately
DM 1,000 billion). The instrument which traditionally dominates cashless
payments is the credit transfer, which accounts for about 55%Z of the total
number of transactions, followed by the direct debit (36%), whereas the
cheque, with a share of approximately 9%, is relatively unimportant. Other
payment media, including credit cards and debit cards, play a comparatively
minor role.

The number of cashless payments has increased steadily in recent
years (by almost half since 1977; see Annex). However, the amount of casgh in
circulation and hence the number and value of cash transactions have also
increased steadily over the same period. As the annual growth rates of cash-
legs payments have slowed in the last few years to slightly over 27, their
impact on cash transactions has beccme negligible., This will only change if,
in addition to the smaill number of current POS applications, electronic check-
outs accepting multiple payment cards (e.g. the eurocheque card) in future
replace cash transactions to a greater degree. However, with ever-higher fees
for cashless payments and the increasing installation of ATMs, the use of cash
for small transactions has tended to become more attractive in the last few
years. 1In view of the fees envisaged by the banking industry for a future
bank POS system, traders have for years openly declared their lack of interest
in replacing cash. The low number of cheque transactions relative to other
countries is not by itself a sufficient incentive for retailers to introduce
POS systems.

The high cost of processing payment transactions is prompting the
banking industry to automate to a constantly increasing extent. In the case
of cashless payments this is reflected in the growing proportion of trans-
actions that are processed electronically rather than using paper media.
Almost two-thirds of all payments initiated by non-banks are now exchanged
electronically between banks, either on data media (magnetic tape, diskette or
cassette) or by means of data telecommunication and, upon receipt, are
automatically booked through to the customer's account and printed out in the
customer's statement of account. The majority of these payments are already
submitted in electronic form for cellection or for transfer by the initiators
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themselves, particularly when regular payments are involved (e.g. standing
orders, salary transfers, payments to utilities by means of direct debits).
The banks are also making it possible for their corporate customers to submit
single payments to them in a paperless form, e.g. on diskette. Private
customers can use either a videotex machine (home banking) or, and this is
more common, a multi-purpose bank teller machine for the paperless initiation
of credit transfers. For other payments which continue to be submitted by
customers in paper form, there are agreed procedures in the banking industry
for integrating them into electronic interbank payments (e.g. the so-called
Electronic Payment Transfer (EPT) procedure for transfers; cheque truncation).
The paperless procedure enables payments to be processed far more cheaply and
rapidly than does the paper-based alternative, which involves the processing
of vouchers by machine-reading the code lines (OCR-A characters). Wherever
the speed of a payment is a factor, as is the case with account management:. and
transfers in general, the banks are using data telecommunication rather than
physical media both within their respective networks and also increasingly in
dealings with their customers.

II. INSTITUTIONAL FRAMEWORK

1. INSTITUTIONS BANDLING PAYMENTS

In Germany the responsibility for providing the economy and the
population with cash and for handling cashless payments lies with the credit
institutions, the Post 0ffice and the central bank.

Under the Banking Law, the execution of cashless payments and their
settlement (giro business) is a banking activity. This requires a licence
from the Federal Banking Supervisory Office except in cases where special laws
(i.e. the Bundesbank Law, the Post Office Law) authorise individual institu-
tions to execute payment transactions. The problem of the handling of cash-
less transactions by non-banks hence does not arise at all. At the end of
1987 a total of approximately 58 million giro accounts were held with banks
and postal giro offices, via which some 6.3 billion cashless transactions were
executed in 1987. 927 of giro accounts were held with banks, the remaining 87
being postal accounts.

Most of the 4,543 credit institutions (with just  under
40,000 branches - excluding post offices and sub-post offices) are actively
involved in handling payments. They belong, with few exceptions, to one of
the following three banking categories, which form separate giro networks
based on internally agreed Thandling and clearing procedures (see
Section IIT.2.{(bL));

- commercial banks, the three largest of which (the "Grossbanken",
i.e. Deutsche Bank, Dresdner Bank and Commerzbank) have each set up
an extensive giro network linking their branches;

~ savings banks (the overwhelming majority of them public-law
institutions), whose operations are restricted to a particular
locality or region. Together with their twelve central
institutions, the 586 savings banks form a wuniform giro
organisation, within which most transactions between savings banks
are processed;
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- co-operative banks, whose operations are also restricted to a
particular locality or region. Like the savings banks, the 3,476
co-operative banks, together with their six central institutions,
form a uwniform giro organisation.

The postal giro offices form a further giro network for handling the
cashless transactions of their account holders. Since the credit institutions
also hold postal giro accounts, the postal giro offices to a certain extent
constitute interfaces for payments to and from the bank networks. However,
the most important link for transactions between the bank and post office giro
networks is the Bundesbank's giro network (see Sections II.2.(b) and
I11.2.(c)).

2. THE ROLE OF THE CENTRAL BANK IN PAYMENT TRANSACTIONS
(a) The role of the central bank in cash payments

Under the Deutsche Bundesbank Law, the Bundesbank (the central bank)
is required to regulate the volume of money in circulation, and accordingly to
provide the economy with bank-notes and coin in the denominations required.
For this purpose the note-issuing prerogative was conferred on the Bundesbank,
under which it is responsible for producing, supplying and regularly renewing
bank-notes, replacing damaged notes, calling in notes, and checking the
circulation of payment media for counterfeit money. The Bundesbhank does not,
however, operate its own note-printing works. The production of coinsg
(minting prerogative) is, on the other hand, the responsibility of the Federal
Government (Ministry of Finance); the Bundesbank acquires the coin needed for
circulation from the Federal Government at its nominal value.

In 1987 the Bundesbank dispensed DM 277 billion to the credit insti-
tutions and the Post Office via its branch network to provide the economy with
cash and took back from them DM 264 billion. With currency in circulation
totalling approximately DM 136 billion at the end of 1987, this means that
money returns to the central bank roughly twice a year.

The bank-notes which return to the central bank are checked;
counterfeit, damaged and dirty bank-notes are rejected and - with the
exception of counterfeit notes - destroyed. Likewise, counterfeit coins and
coins called in or no longer fit for circulation are withdrawn. Machines are
increasingly being wused by the central bank to check the completeness,
genuineness and fitness for circulation of notes and to sort them accordingly.
For this purpose bank-notes have been designed to be machine-compatible.

(b) The role of the central bank in cashless payments

The central bank {is required by law to ensure that banking
arrangements are made to handle domestic payments. The central bank fulfils
its statutory responsibility by providing the banks and the Post Office with a
giro network, in the form of its clearing facilities, which has a neutral
impact on competition (see Section III.2.(b) for details). The central bank's
giro network, which is composed of just under 200 branch offices and eleven
computer centres, constitutes the link between the giro centres of the banking
industry and the Post Office. The central bank also exerts a certain
influence on the banks' terms for handling payments by means of its business
conditions, its handling procedures, its debit and credit conditions and its
scale of charges. Through its participation in payments the Bundesbank aims,
moreover, to encourage moves towards shorter processing times and to promote
the further transition to rational, paperless handling procedures. It
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therefore seeks to ensure that its payment facilities remain attractive from a
technical and organisational point of view and that they take account of
recent developments.

The CGerman credit institutions make extensive use of the central
bank giro system, in particular for inter-network payments. In 1987 a total
of 2,238 million credit transfers, cheques and direct debits were transmitted
via the Bundesbank's payment facilities, representing more than one-third of
the payment orders received by the banks from customers. It is left to the
credit institutions to decide whether and to what extent they route payments
via the Bundesbank instead of within their own networks, and whether they wuse
the central bank's local clearing or its intercity system. For its part, the
central bank can regulate the extent of its participation via its fees and
conditions, although traditionally it charges only for special services. For
the smaller private commercial banks the central bank's giro network is
virtually the only means available for executing certain payments to other
credit institutions on behalf of their customers without having to depend on
their competitors. As a rule, the total amounts or balances of bank
customers' payments exchanged directly between credit institutions and the
claims and liabilities arising from interbank payments are also settled
(immediately and finally) in the books of the central bank, with which all the
banks and the Post Office must hold part of their liquid reserves (minimum
reserves),

In addition to the clearing and settlement function it performs for
the banking industry, the central bank acts as the fiscal agent of the Federal
Government and - to a limited extent - of the Linder, and handles their
payments. In 1987 approximately 108 million credit transfers (in particular
salaries, pensions and social security payments) were executed and 48 million
cheques and direct debits were collected on behalf of the Federal Government.

3.  NATIONAL PAYMENT SYSTEM BODIES

Subject to the provisions of Germany's anti-trust legislation, the
banking industry has for the past thirty years used the Management Working
Party of the Central Credit Committee (ZKA)} as a forum for co-ordinating
organisational and technical procedures to ensure a cost-effective, rapid and
secure payment system, More recently the Post Office also joined the
Committee. As a result of this co-ordinating activity, the handling of inter-
bank payments, as well as of payments involving bank customers, has been
standardised in a whole series of agreements. Without itself being a member
of the Central Credit Committee, the Bundesbank plays an advisory, and at
times also a guiding, role in its discussions. For instance, it chairs the
Management Working Party's two sub-committees on "Automation" and "Security
procedures for data transmission". In addition, the Bundesbank has acceded to
most of the agreements in order to ensure, in the interests of a rational
payment. system, that procedures are standardised and that vouchers and data
records can be transmitted without difficulty from one network to another.

At the beginning of 1982 a national body called the Payment System
Information Group (IZV) was set up on the initiative of the Bundesbank. The
function of this body, which consists of high-ranking representatives from the
central associations of the banking industry and the Post Office under the
chairmanship of the Bundesbank, is to discuss fundamental and current issues
concerning the development of cash and cashless payments and communications
technology, and to exchange information on plans and intentions. Any sugges-
tions made by the Payment System Information Group are then followed up by the
Management Working Party.
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In addition to the payment system bodies already mentioned, a
private sector institution called the Payment Systems Company (GZS) was set up
by the banking industry in 1982; this company concerns itself primarily with
the Eurocard and eurocheque card systems and their further development (e.g.
for POS payments at electronic check-outs in the retail trade; see
Section III.1.{(c)).

4.  LEGAL FOUNDATION FOR THE EXECUTION OF PAYMENTS

The Banking Law specifies that the execution of cashless payments
requires an appropriate licence from the Federal Banking Supervisory Office.
The central bank and the Post Office derive the authority to carry out payment
transactions from the Bundesbank Law, and the Postal Administration and the
Post Office Laws respectively.

There are no specific Jlaws governing the organisational and
technical aspects of handling payments; these aspects are covered in general
by the provisions of the Civil Code, in particular those concerning the law of
agency. In addition, the provisions of the Cheques Law that relate to cheque
collection must be complied with. In order to manage the high volume of
payments efficiently, the agencies handling payments have formulated certain
rules, within the framework laid down by law, on the execution of payments.
In particular:

- the relationship between the banks and the Post Office is regulated
by agreements between the central associations of the banking
industry, the TFederal Ministry of Post and Telecommunications and
the central bank (see Section ITI);

- the relationship with bank customers is regulated by the general
business conditions of the banks and the central bank, the user
conditions of the Post Office, special regulations and notices, and
standardised forms.

Any contractual or recommended uniform payment system arrangement
must be reported to the Federal Cartels Office via the Federal Banking
Supervisory Office and accompanied by an explanatory statement. These
agencies have in each case to make sure that the contractual or recommended
arrangements are not likely to result in undesirable developments from the
banking supervisory point of wview or in the excessive restriction of
competition, and in particular that they will not place other participants in
the payment system (especially bank customers) at an unfair disadvantage. If
contractual agreements and recommendations are not reported, they remain
inadmissible or without effect.

ITI. PAYMENT SYSTEM

i. PAYMENT MEDIA AVAILABLE TO BANK CUSTOMERS
(a) Cash payments

In Germany households make most of their payments for their daily
needs in cash. The number of cash payments is estimated at 40 billion and
their wvalue at just wunder DM 1,000 billion, corresponding to 867 of all
payment transactions in terms of number, but only 57 in terms of value.
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Currency in circulation consists of bank-notes in seven denomina-
tions (DM 5, 10, 20, 50, 100, 500 and 1,000) and federal coin in eight denomi-
nations (1, 2, 5, 10 and 50 Pfennig and DM 1, 2 and 5). There are, in
addition, a small number of DM 10 coins, but since these are principally
collectors' items they only rarely turn up in payment transactions. Bank-
notes and coins are legal tender, although coins have to be accepted by the
public only up to a certain amount. At the end of 1987 total currency in
circulation -~ including cash on hand at banks - amounted to DM 136 billiocn,
with bank-notes accounting for DM 126 billion (92%7) and federal coin for
DM 10 billion (8%). Cash on hand at banks amounted to DM 12 billion.

Cash payments are increasingly being automated in Germany. Vending
machines for the sale of goods (e.g. cigarettes, provisions for journeys)
outside shop opening hours and services (e.g. tickets for travellers, parking
facilities) have been in operation for many years. Quite early on, the
banking associations and the Post Office reached agreement on a uniform system
of cash dispensers for the whole of the Tederal Republic with a wview to
improving the service offered to customers and reducing the cost of cash with-
drawals. By the end of 1987 the banks had installed a total of approximately
5,000 cash dispensers nationwide, which can be used to obtain cash by any of
their own or their competitors' customers who are in possession of a magnetic-
stripe eurocheque card and a personal identification number (PIN). The number
of these predominantly multi-purpose cash dispensers is still rising steadily.
To minimise losses in case dispensers are misused, eurocheque card holders may
draw no more than DM 400 per day from dispensers installed at banks other than
their own. All withdrawals are verified on-line against a register of
cancelled cards and a register of transactions at the authentication centres
of the central associations of the banking industry and the Post Office in
order to prevent fraudulent withdrawals or other unacceptable transactions.
These authentication centres are due to be interconnected by telecommunication
means before the end of 1988. As an alternative, it will also be possible for
authorisation to be granted by the bank with which card holders have their
account ("on the customer's account") instead of centrally. Withdrawals from
cash dispensers are cleared under the normal direct debit procedure via the
magnetic tape clearing (see Section III.1.(b)). The procedure is also
gradually being extended to withdrawals made by German eurocheque card holders
in other European countries and vice versa. In future, the technical infra-
structure is due to be expanded to include the authorisation of transactions
using eurocheque cards at electronic check-outs (POS procedure) (see
Section III.1.(c)).

(b) Cashless payments

In Germany cashless payments are effected by means of credit
transfers (557 of the total number of transactions in 1987), cheques (9%) and
direct debits (36%). Other payment media, such as money orders and receipts,
and also payments with credit and debit cards are relatively unimportant
(accounting for less than 1% of transactions).

The credit transfer traditionally predominates in Germany, although
the percentage of total payments for which it accounts is lower than it once
was (in the savings bank sector it fell from 727 of customers! cashless
payments in 1966 to 677 in 1972 and 53% in 1987). In the past few years the
credit transfer has reasserted itself; since 1983 it has accounted for an
average of 557 of the total number of transactions effected by the banking
industry as a whole. The earlier decline was attributable less to the banks,
which essentially prefer the credit transfer as a means of maintaining
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liquidity, than to the economy's need to use other more appropriate payment
methods, such as direct debits, for specific purposes.

A credit transfer is an order given by a customer to his bank to
arrange for the sum of money indicated therein to be debited from his giro
account and credited to the payee's bank account. Customers can also issue
standing orders to their banks for regular payments to specific payees (e.g.
rent to the landlord). The bank then undertakes to execute the credit
transfer on the date specified. Very frequently the payee sends the payer not
only a request for payment (e.g. a premium invoice in the case of an insurance
company and one of its policy holders) but also pre-printed, pre-coded credit
transfer forms indicating the payee bank's details, to which the payer simply
has to add details of his account number and bank and his signature. Tf the
payer does not have a giro account, he can pay in the requisite amount in cash
at a bank or post office for transfer to the payee. An important factor for
the recipient of a credit transfer is that - barring a few exceptions - the
funds transferred are definitively and unconditionally available to him as
soon as his account has been credited, and also that the transfer can no
longer be reversed. With a cheque, on the other hand, this is only the case
once the collection process initiated by the recipient of the cheque has been
concluded, i.e. once a cheque has finally been debited from the account of the
person who issued it.

Payers with FEDP equipment may use only electronic data media
{magnetic tape, or also diskettes or cassettes for smaller quantities) to
submit regular bulk payments {(e.g. wages, salaries, state social insurance
payments) to the banks for execution via the paperless exchange of data media
(magnetic tape clearing). The proportion of paperless credit transfers has
continued to increase appreciably in the past few years. In 1987 approxi-
mately 1.7 billion credit transfers, or just under half of the total, were
made in a paperless form. The remaining 1.8 billion transfers, in particular
single transfer orders from corporate customers without appropriate EDP
equipment and from banks' private customers, were issued in paper form and
were then largely processed in that form by means of the optical reading of
their OCR-A code-lines. lowever, the banks have for years been trying to
incorporate these orders into the electronic payment system at the earliest
possible point by inputting the necessary details manually via a VDU or auto-
matically via optical character readers. To this end the banking associations
and the Post Office, with the participation of the central bank, reached an
agreement as long ago as 1984 on the conversion of paper-based credit
transfers into data records and their transmission within the electronic
payment system (EPT procedure; see also Section IV). Certain reservations
regarding this conversion still exist within the banking industry, because for
individual credit institutions the effort required to record the data will not
necessarily be offset by the benefits of electronic data processing. Tor this
reason, it is not yet compulsory for institutions to convert paper-based
credit transfers into data records; however, the number of transfers converted
has increased considerably in the past few years. The savings banks, for
instance, are already transforming all credit transfers for DM 500 and above
transmitted within their own network, and some branches of the three major
banks are even converting inter-network payments. TFuture developments will
depend, in particular, on the availability of reasonably priced optical
character readers and on whether there is a further move to credit transfer
forms which, by their structure, facilitate the optical reading of hand-
written numbers and letters.

In parallel with their efforts to convert paper media, the banks are
trying to persuade corporate customers to submit not just their instructions
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for bulk payments but also those for other credit transfers on diskette or by
telecommunication means so as to avoid paper from the outset. For this
purpose they are making an increasing number of electronic banking products
available to their customers (for example, the recording of credit transfer
data on diskette as an integral part of the customer's accounting system; cash
management via videotex; the direct transmission of credit transfer orders
from customers' PCs to the banks! computers}. The products offered by the
different credit institutions have been partly standardised through agreements
between the banking associations. In addition, the banks have set their
charges in such a way as to encourage private customers to make greater use of
self-service facilities such as multi-purpose ATMs and videotex equipment. to
issue instructions for credit transfers (see Section I1T.i.(e) on home
banking).

Incoming electronic credit transfers can be auvtomatically booked
through to a customer's account and the important data printed out in his
statement of account. Paper-based credit transfers, on the other hand, are
delivered to the payee.

The cheque has never been as popular in Germany as in most other
western countries; in 1987 it accounted for only 9% of the total number of
cashless transactions (14% in value terms). This phenomenon is attributable
partly to the preference given to credit transfers early on, in particular by
the savings bank organisation and the Post Office, and partly to the fact that
the central bank did not introduce a multilateral collection and clearing
system for cheques until 1950. Since that date, the number of payments made
by cheque has increased, but the proportion of cashless payments for which the
cheque accounts has declined steadily (in the savings bank sector, for
instance, this percentage fell from 21% in 1966 to 9% in 1987). Two contrary
trends have been apparent here: as automation progressed, corporate customers
switched on a large scale from cheques to credit transfers and on an even
larger scale to direct debits, because these two types of payment orders could
be generated directly from automated data bases onto magnetic tapes and
submitted in this form to the banks for execution. Moreover, the accrual of
interest in the interval before the debiting of cheques was in part offset by
the rise in the cost of mailing them. On the other hand, individuals! use of
cheques to pay for consumer goods and services increased once the banks
started to guarantee the payment of eurocheques for up to DM 400 backed by a
cheque card. At the end of 1987 there were over 20 million eurocheque cards
in circulation.

When payments first began to be automated, the banks considered the
cheque more machine-compatible than the credit transfer because only its
amount had to be additionally encoded for OCR processing, whereas the credit
transfer also required the encoding of the payee's bank account details unless
forms provided by the payee were used. Today, however, the fact that the
cheque in principle has to be collected and presented in paper form represents
a significant disadvantage. The cheque is consequently more expensive to
process than an electronic payment involving the dispatch of data media as
well as slower than the transmission of electronic data records by tele-
communication means. In 1985 the banking industry, the Post Office and the
central bank therefore decided to dispense with the physical presentation of
cheques for up to DM 1,000. Under the truncation procedure on which they
agreed, cheques are retained by the first bank concerned, wherever this is
possible, and then, using the data contained in the code~lines, are collected
together with direct debits via the paperless exchange of data media (magnetic
tape clearing). The original cheques are usually recorded on microfilm and
destroyed after two months. As a result, more than half of all cheques are
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now truncated, with the banks and the Post Office carrying just over two-
thirds of the conversions and the Bundesbank's computer centres the remainder.
The central bank regulates the degree of its involvement by means of a
conversion fee or preferential terms for cheques already converted by the
banks. Like direct debits, truncated cheques can be automatically charged to
the issuer's account and the details printed out in his statement of account.
It should be noted that it was already customary not to return cashed cheques
to their issuers.

Under the German Cheques Law, cheques may not be certified in such a
way that the drawee bank is obliged to pay. The purpose of this prohibition
is to prevent cheques acguiring a function similar to that of bank-notes. An
exception is made for the central bank, which, when cover is available, may
confirm the payment of cheques drawn on it.

The direct debit, which was introduced by the banking associations
in 1963, has greatly simplified the collection of regular payments (e.g.
subscriptions, insurance premiums, rent, public utility bills and taxes).
Nowadays more than one-third of all cashless payments effected in Germany take
the form of direct debits, and their importance relative to other payment
media is continuing to increase.

The direct debit is made out by the creditor (payee) and presented
to his bank for the collection of the equivalent amount from the debtor's
(payer's) bank. In contrast to the credit transfer, the payment operation is
initiated by the payee, who is thus himself responsible for ensuring that his
claim on the payer is settled on time. However, this presupposes that the
payer either authorises the payee to collect the amount {(authorisation of
collection) or authorises his bank - by agreement with the payee - to pay
direct debits from that payee by drawing on his account {authorisation of
debit).

Customers with EDP equipment are in principle obliged to use
magnetic tape to submit direct debits to banks and postal giro offices for
collection. As with credit transfers, small quantities of direct debits are
also accepted on diskette or cassette. In 1987 approximately 2.2 billion
direct debits were processed using the magnetic tape procedure, i.e. almost
907 of the total. The banks accept the remaining paper-~based direct debits
for collection together with cheques, and use OCR voucher-reading to process
them. In parallel with the procedure for credit transfers, the banks have now
reached an agreement {the Electronic Direct Debits (EDD) Agreement) whereby
paper-based direct debits will be converted into data records, for example by
means of data entry via a VDU or OCR system, at the first bank involved and
will be collected electronically, together with the direct debits already
submitted by customers on a paperless basis, via the magnetic tape clearing
procedure.

In principle the banks, the Post Office and the central bank would
like all cashless payments to take the form of the three standardised payment
media: credit transfer, cheque or direct debit. However, the banks and Post
Office have also developed payment instruments of their own for specific
purposes, of which only the crossed money order and the receipt are of some
significance.

The Post Office's crossed money order is a paper instrument akin to
a cheque. It is intended for the use of firms and public authorities (as
payers) which have large numbers of payments to make to customers who do not
have a giro account or whose bank is not known (e.g. disbursement of lottery
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winnings). Instead of sending his payment instructions directly to the payee,
as occurs in the case of a cheque, the payer submits the relevant data to his
postal giro office on magnetic tape. The Post Office debits the total value
of the money orders and handling charges from the payer's account, prints the
money orders and adds an authentication stamp (the equivalent of a payment
guarantee) before sending them to the respective payees. Payees can either
cash their order at any post office or present it to their bank for collection
in the same way as a cheque.

Receipts can be used in the banking industry to collect amounts that
have been paid out in cash. TFor instance, if one bank pays cash to a person
on presentation of a savings book issued by a second bank, the value of the
payment can be reclaimed from that second bank on presentation of the voucher
receipted by the customer. However, since it is not legally possible for
receipts to be collected in the central bank clearing network, they have in
recent years increasingly been supplanted by direct debits.

(¢) Payments by card (credit and debit cards)

Payments by card in the retail trade {(types of payment cards)

Credit cards do not yet play a major role in Germany, but their use
has increased significantly in the last two years. Currently (as of the
middle of 1988) over 2 million credit cards issued by the main credit card
organisations (Amexco, Diners, VISA, the Payment System Company's Eurocard in
association with MasterCard/Access) are in circulation; they are accepted by a
large number of German enterprises (e.g. 85,000 in the case of Eurocard),
including retailers, hotels, restaurants and airlines. In 1987 sales to
domestic credit card holders amounted to about DM 11 billion, or approximately
2% of turnover in the retail trade. As a rule, credit card transactions do
not generate any immediate payments via the banking system. The credit card
transactions reported by retailers are aggregated by the credit card companies
and the total amounts due are credited to retailers by means of credit
transfers, while card holders receive a consolidated monthly statement, which
they settle by means of a direct debit, cheque or credit transfer. Only VISA
cards, which are at present issued by only three credit institutions (bank
credit cards), also offer genuine consumer credit facilities. In the case of
VISA cards, the amounts due are cleared centrally by one of the issuing banks.

In view of the level of commission charged - in some cases as high
as JZ - and the considerable effort associated with the authorisation and
processing of payments, retailers were previously reluctant to accept credit
cards, and their use was to a large extent restricted to shops selling luxury
goods or catering to a high proportion of foreign clients. Only recently have
retailers come o see the credit card as a competitive device, and have either
negotiated more favourable group contracts with the credit card companies
(e.g. petrol station chains), or have instead issued their own retailer credit
cards (e.g. the Hertie Golden Customer Card). These cards are designed to
promote customer loyalty and boost customer-targeted sales promotion, and at
the same time to put pressure on the unduly high commission charged by the
traditional credit card companies. In order to extend the range of outlets
where retailer credit cards are accepted and thereby make them more attractive
to card holders, an increasing number of joint products are being issued
(using banks as clearing agencies), which can be used at several, and in some
cases even at competing, outlets (e.g. the airlines' Air-Plus card and the
"DKK" card planned by the retail trade and the hotel and catering
association).
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Debit cards are payment cards issued by the credit institutions
which enable customers to effect transactions on their account at banks®
self-service facilities -~ e.g. at cash dispensers or machines which print
statements of account - by using a personal identification number {PIN). 1In
future customers will also be able to use such cards to make cashless payments
at retailers' POS terminals. Such transactions will not be aggregated, as
occurs with credit card payments; instead, they will either be debited on-line
from the customer's bank account as soon as they have been authorised, or, on
the bagsis of data media provided by the retailer (or the data transmitted each
day by the retailer via a telecommunication network), they will be directly
debited by the retailer’s bank using the magnetic tape procedure.

The most widely distributed debit card in Cermany is the eurocheque
card. It still performs its traditional function as a cheque guarantee card,
but thanks to the addition of a magnetic stripe it can now also be used as a
debit card without a cheque. Special features have been incorporated to
protect eurocheque cards against duplication. Through various agreements and
POS trials which have been running in Berlin and Munich since 1983, the credit
institutions have laid the foundations for extending the already versatile
role the eurocheque card plays in self-service banking (see Section IIT.1.(c)
and in future using it as a means of accessing a nationwide uniform POS system
(probably as from 1989, see Section IIT.1.(c)). The system will also include
the experimental introduction of a eurocheque card incorporating a microchip
to permit off-~line authorisation. Plans to develop the eurocheque card into a
new multi-purpose card which, through co-operation with the credit card
companies, could also have been used as a credit card, foundered only recently
as a result, in particular, of anti-trust considerations.

As an alternative to the eurocheque card, the credit institutions
have also created special debit cards for use at a given bank or at banks
belonging to a given association, so that a customer who, for example, is not
sufficiently creditworthy to be issued with a eurocheque card may also have a
means of access to electronic self-service banking.

Stored value cards (prepaid cards) can store a certain purchasing
power and then be used in the place of small amounts of cash to pay anonym-
ously for services. Microchips are preferred to magnetic stripes in the
design of stored value cards because they offer greater storage capacity and
are more difficult to forge. Stored value cards are distributed on a large
scale by the Post Office in the form of phone cards. The possibility of using
stored value cards as a genuine substitute for cash in a wide range of circum-
stances (the electronic wallet) is also being discussed.

Payments by card via ATMs, self-service banking

In addition to straightforward cash dispensers, the banks are also
installing an increasing number of multi-purpose ATMs or are supplementing
cash dispensers with other customer-operated bank terminals with specific
functions (such as VDUs to initiate credit transfers or machines which print
out statements of account). These machines are designed to enable customers
to carry out as many of their routine cash and cashless payment transactions
as possible. Apart from account inquiries and the printing out of statements
of account, commonly wused self-service facilities relating to cashless
payments include ordering items ranging from printed forms to eurocheques,
presenting cheques for collection and making entries in savings books. Banks
are installing videotex machines asg well as their own self-service terminals
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to permit the on-screen initiation of credit transfers (see Section
III.1.(e)). At the branches of a few banks, payment instructions can now only
be initiated using self-service machines.

Customers can access the banks' self-service facilities by using
their own bank's card, the card issued by the association to which their bank
belongs, or their eurocheque card, in each case by keying in their PIN.
Except when obtaining cash from cash dispensers (eurocheque cash dispenser
pool, see Section III.1.(a)), customers are still largely restricted to their
own bank, although a few groups of credit institutions have already made their
self-service facilities more widely accessible by means of their association's
card {for example, using the savings banks' S card, customers can print out a
statement of their account, even at a savings bank other than their own).

Payments by card at electronic check-outs (POS procedure)

Under the POS procedure, a cashless payment is triggered as soon as
a card holder makes a purchase at an electronic check-out and - once the
transaction has been authorised via a telecommunication link either to the
card issuer or to an authentication centre - the amount in question is debited
from the customer's bank account and credited to that of the retailer (see
also Section III.1.(c)). This thus replaces payment by cash or cheque.

Untili now, the POS activities of the German credit institutions have
not gone beyond regional tests in Berlin and Munich, which have been based on
the use of the eurocheque card and the customer's secret code (PIN). The
reason for this lies in the lack of unity within the banking industry
regarding the cards to be included (whether the banks' own cards, and even the
competing credit cards, should have access), authorisation issues (whether the
registers of cancelled cards and of transactions should be centralised, or
whether authorisation should be "on the customer's account" at his credit
institution), considerations regarding the separation of authorisation from
clearing, as well as the retail trade's unwillingness to accept the charges
demanded by the credit institutions (0.7 Pfennig per transaction and 0.2% of
turnover) in addition to the cost of the necessary equipment and telephone
charges. However, as a result of the very favourable outcome of the Berlin
and Munich trials, the banks' POS system is scheduled for extension to all
parts of the Federal Republic by 1989 at the latest, initially on the basis of
the eurocheque card only. The system will retain identification by PIN code
and all transactions will be authorised on-line, although - as in the case of
transactions at cash dispensers - authorisation will be given at a regional
authentication centre of the banking industry or the Post Office, or even
decentrally "on the customer's account" at the card-issuing bank, rather than
centrally by the Payment Systems Company (GZS). Clearing of the transactions
between the participant credit institutions will also no longer be effected
centrally by the GZS, but instead will be carried out cost-effectively by the
banks concerned - separately from authorisation ~ via the normal direct debit
collection procedure (magnetic tape clearing). This system would be able to
accommodate a partially off-line authorisation procedure using smart cards.
In 1988/89 a supplementary trial based on eurocheque cards incorporating
microchips that can carry out a PIN check, store transactions and recalculate
limits as well as magnetic stripes for other purposes (so-called "hybrid"
cards) is due to be held in the Regensburg area.

As far as processing is concerned, there is now very little differ-
ence between the banks' POS system, which uses debit cards, and electronically
connected credit card terminals, which give authorisation and carry out
paperless clearing using file transfers. By early 1988 the Post Office had
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installed over 1,000 MAKATEL EFT POS terminals throughout the Federal Republic
to handle transactions using any of the four international credit cards. It
is envisaged that, in future, these terminals will alsc handle transactions
using a eurocheque card and a PIN. Meanwhile, the flexibility offered by the
inclusion of the eurocheque card in a POS system has already been attained to
a very large extent by the private supplier of one POS system, which was
originally based exclusively on credit cards. In other cases, existing
terminal networks of non-banks have been connected to a credit card company to
create a POS system. This approach has, admittedly, increased the number of
EFT POS applications overnight, but it does not display the desired
flexibility. There will be a further increase in POS applications in the
retail trade which use retailers' own credit cards, and there are already full
service packages on the market covering everything from the issue of cards
right through to the processing of payments. Finally, the Post Office issues
telephone credit cards, with the number of units used being included in the
card holder's monthly telephone bill.

(d) Bank payment networks to which customers have access

In both the paper-based and paperless payment systems, customer
payments can be transmitted smoothly into and out of the banks' networks,
since uniform standards have been adopted for printed forms and for the format
of data records in both interbank and customer transactions. Before the
printed forms submitted by customers are routed into the interbank payment
system, the banks add codes to them, group them together with others, sort
them and forward them together with new aggregated data media and instruc-
tions. Data records presented by customers are subject to a similar process.
In this case, the bank constructs new data files from the customers' data
records and creates its own header and trailer records for the data media
before routing them into the interbank payment system. It is even possible
for a customer, in consultation with his bank, to structure his magnetic tapes
or diskettes containing credit transfer or direct debit instructions in such a
way that the magnetic tape can be routed directly into the interbank system
(e.g. to the central bank) without needing to be processed by the customer's
bank.

A standard data record has also been adopted by the credit institu-
tions for their customers' S.W.I.F.T. instructions on magnetic tape. This
means that customers, whatever their bank, use a standard data record for
electronic foreign payment instructions and that the credit institutions can
route such payment instructions into the S.W.I.F.T. network without
difficulty.

(e) Transmission of customers' payment instructions to their bank by means of
telecommunication

The Post Office's videotex service {(BTX), which has been available
in the whole of the Federal Republic since 1984, has enabled the banks to
provide home-banking services. Using either their home facilities (a tele-
vision set suitably converted for use as a terminal or a videotex-compatible
PC) or one of the publicly installed videotex terminals, customers can
communicate in conversational mode with their bank's computer centre via the
telephone network and use various banking services. For competitive reasons,
the banks invested heavily in their videotex service in the early vyears.
However, their investment has not yet paid off because, in comparison with
other European countries, private customers in Germany have been slow to
accept the videotex service: by the middle of 1988 the banks had only 120,000
videotex subscribers with 135,000 videotex accounts (so-called Telekontos).
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The banks make no special charge for holding videotex accounts, unlike other
suppliers of data and computer services, which normally have such charges
credited to their accounts via videotex.

The banks' security arrangements for videotex provide that payment
orders and other transactions can only be executed if the PIN and an allocated
transaction number (TAN) are keyed in along with the account number. In order
to avoid fraud, access to an account is automatically blocked if a PIN is
wrongly keyed in three times in a row, and the supply of new TANs is also
automatically blocked the third time a TAN is incorrectly entered.. The
Payment Systems Company is currently investigating the extent to which the
security of videotex can be further improved by the introduction of smart
cards.

Banks' corporate customers - unlike their private customers - have
greeted videotex enthusiastically as an inexpensive way of transmitting data
by telecommunication. It was thus a natural progression for the banks to
develop videotex cash management systems (i.e., self-service facilities
offering, in particular, access to account data and the possibility to carrvy
out transactions) for their corporate customers. These systems use both
security software (e.g. codes, varying levels of authorisation) and security
hardware in order to guarantee the maximum possible security, particularly in
the case of payment instructions.

The credit institutions and the Post Office are currently working on
an additional joint product designed to permit the secure and protected trans-
mission of data files that contain too large a volume of payment transactions
data to be handled quickly by videotex or a cash management system. This
product, which will be installed initially on customers' PCs and subsequently
as part of any other computing system they might have, will enable data to be
transmitted by telecommunication rather than on physical media.

2. HANDLING OF PAYMENTS WITHIN THE BANKING SYSTEM

(a) Handling of payments within the giro networks of the credit institutions
and thelr associations

In Germany the savings banks' and credit co-operatives' associations
each have their own giro network with which to carry out intercity payments to
virtually any location. In addition, the large banks and the Post Office can
carry out cashless payments between large towns and cities via their internal
networks (see Section II.1). All the giro networks make the greatest possible
use of electronic data processing. A total of some eighty computer centres
(excluding the Bundesbank's) are involved in the processing of payments, as
well as in other tasks.

The computer centres process the payment vouchers forwarded to them
using optical character recognition, while payments on magnetic tape (or on
diskette or cassette) are processed in accordance with the agreements on the
exchange of paperless data media. Only credit transfers and items for
collection are processed separately for technical reasons. The standardised
layout of the code lines and the uniformity of the data records mean that
direct debits, debits from the clearing of cash dispenser withdrawals and
debits relating to truncated cheques can all be processed together and be
forwarded, likewise together, to the recipient institution, where they can be
recorded automatically and itemised in the customer's statement of account.
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The computer centres of the first bank to receive payment instrue-
tions forward them - if necessary via other computer centres - to the bank of
the recipient of the credit transfer or the issuer of the cheque/payer of the
direct debit or their accounting centre. In the exchange of paperless data
media within networks, telecommunication is increasingly being used instead of
sending magnetic tapes. The computer centres of the associations' giro net-
works are interconnected by telecommunication systems which can be used for
the same-day transmission of urgent payments (e.g. salary transfers sent in by
the payer on magnetic tape). In addition, bank computer centres and their
affiliated banks are now internally linked by telecommunication networks in
their respective areas, so that payments can be transmitted throughout in
paperless form and with no need for the participating credit institutions to
exchange data media.

Customers' paper-based credit transfers and other paper items sent
for collection are sorted by the banks according to whether their destination
is an account held at the bank itself (internal transfer), at another bank
within the same giro network (intra-network payments for other savings banks
or credit co-operatives), or at an unrelated bank (inter-network payments).
Inter-network payments are further sorted into those destined for a recipient
in the same location (local payments) and those destined for a recipient in
another town or city (intercity payments).

In the case of internal transfers the transaction is generally
executed within twenty-four hours, and does not affect the bank's liquidity.
The larger the institution and the greater its regional coverage, the higher
the proportion of transactions accounted for by internal transfers will be.

Intra-network payments, both paper-based and paperless, destined for
other credit institutions within the same giro network are forwarded and
settled within the network itself, unless a credit institution prefers to
transmit all non-internal instructions unsorted via the central bank in order,
for example, to take advantage of the comparatively favourable account-
crediting terms offered by the central bank's collection procedure.

Inter-network payments must be transmitted at some stage in the
payment process - at least by the time they reach the place in which the
recipient institution is located - into a clearing system to which that insti-
tution belongs. How they are handled depends on the routes and clearing
facilities available in each case. The following two possibilities exist for
local payments:

- direct interbank exchange of the payment instrument and settlement
of the countervalues in the accounts that the banks maintain in each
other's books, at central clearing institutions, or at the central
bank, or

- transmission of the payment instrument or data media to the central
bank, provided it has a branch in the same location or nearby, for
forwarding to the recipient's credit institution and settlement in
the giro accounts held at the central bank by the two banks
concerned (see Section IIT.2.(b)).

Intercity payments to unrelated credit institutions can be
introduced by the first institution to receive the instructions into either:

- the institution's or association's giro network, or
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- the central bank giro network (see Section III.2.(b)) for forwarding
to the bank of the payee/payer.

To take advantage of the float, the credit institutions usually keep
high-value paper-based credit transfers and all credit transfers transmitted
via the magnetic tape clearing within their own giro networks for as long as
possible and only transmit them to the recipient institution or its accounting
centre at the last possible stage (in the local clearing). By contrast, any
other credit transfers and items sent for collection (cheques, debits relating
to truncated cheques and direct debits) are transmitted at the earliest
possible stage either directly into the giro network of the recipient institu-
tion or to the central bank. The use of different routes for different
instruments explains why the central bank's involvement is far less in the
case of credit transfers than in that of the collection of payment instruments
(217 of non-bank credit transfers are routed via the central bank, compared
with 55% of non-bank collection instructions).

In the case of paper-based payment instructions, the institution
that first receives them must decide not only which route to use but also
whether, in view of the customer's instructions or internal bank standards,
they need to be handled by means of an accelerated procedure (e.g. telegram or
urgent transfer in the case of credit transfers), or whether they should be
transformed into data records and transmitted via the procedure for paperless
payment instruments (EPT procedure for credit transfers or cheque truncation -
see Section IIT.1.(h)).

(b) Central bank clearing facilities for interbank payments
The Bundesbank's clearing facilities are available on the same terms
to all banks involved in payments. The Bundesbank offers the following

clearing procedures for the processing of interbank payments:

Local clearing

Banks in the approximately 200 locations in which the Bundesbank has
a branch are able to exchange cheques, direct debits and other claims as well
as credit transfers with one another in the daily local clearing procedure.
In 1987 269 million payments (mainly credit transfers) for a total value of
some DM 65,287 billion were exchanged at the clearing offices of the central
bank. The high wvalue of payments principally reflects credit transfers
resulting from money market and foreign exchange dealing, particularly in the
major international banking centre of FPrankfurt (95% of the overall total
cleared). At the close of settlement (e.g. 2.00 p.m.) each Bundesbank branch
determines the clearing balance for each bank participating in its clearing
and debits or credits its central bank account with the clearing balance. In
order to cover debit balances, the Bundesbank's branches may take account of
the giro account balance, the proceeds of cheques and direct debits presented
for collection the day before, as well as securities eligible as collateral
for credit (they also have the authorisation of the credit institutions
automatically to cover any debit balance which might still be outstanding at
the end of the day by an advance). Until all debit balances have been
covered, the participants in clearing are merely custodians of the clearing
instruments delivered to them, and may not finally dispose of the funds
received. By the early crediting of the proceeds of credit transfers to their
customers' accounts, the participants in clearing hence expose themselves to
the risk of default by the payer bank. It is up to each participant in
clearing to see that this risk is limited.
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The central bank plans to introduce an electronic clearing system
modelled on that of other countries (e.g. CHIPS in the United States) as an
alternative to the conventional paper-based clearing in operation hitherto.
Via the computers at the eleven computer centres (regional computer centres)
operated by the central bank, which will remain the agency responsible for
electronic clearing, the banks will be provided with the facility to transmit
urgent or high-value credit transfers (e.g. incoming S.W.I.F.T. payments) to
one another in electronic form and by telecommunication means. They will thus
no longer have to print vouchers and, because of the better information, will
have earlier access to inpayments, although, even with electronic clearing,
they will not be able to dispose finally of the funds before the settlement
date and until all debit balances have been covered. Unlike the present
paper-based local clearing, electronic clearing will not be performed
independently by the central bank branches in the various locations, but
instead all the banks in a federal Land which possess the appropriate EDP
equipment will be directly connected with their regional Bundesbank computing
centre, thereby extending the circle of credit institutions among which
clearing is performed electronically (= regional clearing). However, the
banks' settlement balances will continue to be recorded de-centrally in their
giro accounts with the central bank branches.

There is a legal assumption of payment for items sent for collection
which are presented for clearing in the daily local clearing procedure.
Cheques and direct debits which are unacceptable owing to lack of cover or for
any other reason must therefore be returned within one or two days, for
otherwise they will be considered as irrevocably cashed.

In the case of paper-based local credit transfers (outside the daily
clearing procedure), the central bank branches execute credit transfer
instructions from all giro account holders to the giro account of a
beneficiary at the same branch, but only if the initiator's account contains
sufficient cover (the giro account balance plus the proceeds of instruments to
be credited on the same day plus, if necessary, an advance to cover any
overdraft). The amounts due are credited directly to the giro account of the
beneficiary credit institution, which then {by contrast with credit transfers
settled in the daily local clearing) has immediate, full and final title to
them. The giro account holders initiating the instructions are, however, at
liberty to decide whether they wish to make use of this option, or whether, to
avoid sorting, they prefer local credit transfers to be executed within the
automated intercity payment system. Under the second option, the countervalue
of the credit transfers is not credited on the same day, however.

In 1987 the central bank clearing facility was used for 65 million
local credit transfers with a total value of DM 6,306 billion.

Intercity clearing

The central bank giro network can be used to reach any bank in the
Federal Republic. The intercity payment system can handle paper-based, paper-
less {recorded on magnetic tape or diskette) and telegraphic payments. The
banks can use the Bundesbank's simplified cheque and direct debit collection
procedure to collect cheques as well as paper-based and paperless direct
debits.

In 1987 the Bundesbank's intercity payment system was used for 1.9
billion payments, of which 0.4 billion were credit transfers with a total
value of DM 6,841 billion, and 1.5 billion were cheques and direct debits with
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a total value of DM 2,685 billion (of which approximately 0.6 billion trans-
actions and DM 2,074 billion were accounted for by cheques ).

The intensive use made of the Bundesbank's giro network prompted it
to automate the handling of payments early on. Its first clearing computer
centre came on stream in 1971. The Bundesbank now has a computer centre in
each of the eleven federal Liander, where 99% of intercity payments are
processed automatically. The number of paperless payment items processed via
the magnetic tape clearing is already more than twice that of payment vouchers
processed using optical character recognition of their code lines, whereas in
1983 the proportions were more or less equal. This evolution can be
attributed, in particular, to the further increase in paperless direct debit
transactions and to the shift towards cheque truncation. In order to speed up
intercity payments routed wvia the central bank computer centres, the
Bundesbank has in the last few years set up a telecommunication network
between its eleven computer centres, via which all paperless credit transfers,
provided they do not have a specified date, and some direct debits are
transmitted. The time taken for paperless intercity payments to be effected
via the Bundesbank's network has thereby been reduced by one day to a maximum
of 24 hours.

The remaining 1% of intercity payments which are not processed by
machine at the Bundesbank's computer centres consist of high-value credit
transfers which, principally because of their urgency, are transmitted via the
shortest route (hitherto by post, telex or telephone)}, i.e. without going
through the computer centres, to the branch at which the payee has his
account. With a view to speeding up and automating these high-value payments
further, a telecommunication network has been set up between the Bundesbank's
branches (Urgent Payments Procedure), which is used to execute not only high-
value credit transfers (i.e. currently DM 100,000 or more) but also credit
transfers that were hitherto transmitted telegraphically, for which a charge
is made, and which are always credited on the same day. Payment orders from
account holders are still paper-based, so that the central bank branch which
receives them converts them into electronic data records using a VDU. Since
it is already possible to submit diskettes instead of magnetic tapes in the
exchange of paperless data media via the computer centres, it is envisaged
that diskettes will in future also be accepted for payments submitted via the
Urgent Payments Procedure and that diskettes will likewise be supplied to
payees. The next step will then be to enable giro account holders to initiate
payments or obtain data via telecommunication networks (electronic counter).
Furthermore, the Bundesbank intends that the remaining low-value paper-based
credit transfers, which are neither processed by machine at the computer
centres, nor covered by the Urgent Payments Procedure between central bank
branches, should in future be converted into data records so that they can be
exchanged in paperless form via the computer centres (= active central bank
participation in the EPT procedure - see Section TIT.1.(b)).

Just as in the case of local payments, the Bundesbank does not take
any risks as regards intercity payments but executes them only once it has
ascertained that the requisite cover exists. Once the incoming funds have
been credited to the account of the payee, he has final and unreserved title
to them.

Only 0.4% of all items sent for collection are not processed by
machine in the central bank payments network, the majority of them being
foreign cheques which do not conform to German guidelines on format and
coding. As a consequence of the ever-greater use of direct debits and the
truncation of cheques for amounts up to and including DM 1,000 (see Section
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I1T.1.{b)), the ratio of machine-processed paper-based payments to paperless
payments, expressed in terms of the number of payments collected rather than
their value, has gone from more or less 1:1 in 1980 to 4:11. In 1987 45% of
the cheques presented to the Bundesbank were already truncated; of the
remaining paper-based cheques, the Bundesbank itself converted just under 40%.
In order to take advantage of the especially favourable account-crediting
conditions which, so as to promote paperless payment transactions, have been
introduced for truncated cheques submitted separately for processing under the
exchange of paperless data media (i.e. payee's account is credited on the day
of presentation instead of the customary one day later), and in order to avoid
the Bundesbank's charge for truncating cheques, the banks have increasingly
switched to truncating cheques themselves since the procedure was introduced
in 1985.

(c) Securities clearing

Securities transactions in which no instruments change hands are
carried out by the credit institutions' jointly operated facilities known as
collective securities deposit banks or security-clearing associations. Trans-
actions between participant dealing banks are settled and delivered two days
after the conclusion of a deal under a standardised, centralised procedure
which involves the processing of EDP listings at the computer centre of the
competent security-clearing association. Outside the field of stock exchange
dealings, individual instructions concerning non-physical securities held on
deposit at security-clearing associations can be issued by the account~holding
credit institutions, just as in the payment system, by means of security
transfer cheques, the form of which varies according to the type and purpose
of the instruction. The security-clearing associations maintain clearing
accounts to determine the cash balances of the credit institutions linked with
them. The settiement of balances (funds clearing) is effected under an
agreement with the local central bank branch, whereby the competent Land
central bank, on behalf of the security-clearing associations, enters the
balances arising from funds clearings on the giro accounts held with it by the
clearing members (i.e. the credit institutions). Settlement (i.e. final
crediting of the amounts) occurs only once all debit balances from clearing
have been covered, which must take place everywhere no later than 12 noon.
Only then are the transfers made between the security deposits of the dealing
banks.

Iv. FUTURE DEVELOPMENTS IN CASHLESS PAYMENTS

The foreseeable medium and longer-term developments in cashless
payments include the following:

(a) Further decline in paper-based payments in favour of paperless payments

The present high proportion of paperless payments (already over 60%)
will continue to rise as a consequence of the following developments, the
greatest potential for rationalisation lying with credit transfers:

- greater use of the banks' self-service facilities by private
customers and of electronic banking products by corporate customers
to initiate paperless credit transfers (via diskette or
telecommunication networks);
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- increasing conversion into data records of the remaining paper-based
credit transfer instructions by the first credit institution to
which they are submitted, under the EPT procedure and with the
active participation of the central bank;

- a decline in the use of cheques, owing to the further expansion of
POS systems based on the eurocheque card, which is the most widely
distributed card, but also on credit cards;

- increasing conversion of cheques into data records as a result of a
higher ceiling for cheque truncation.

(b) Further replacement of physical data media by telecommunication in
cashless payment transactions

Two separate trends can be distinguished here:

- closer contacts between customers and their banks by means of cash
management systems, PCs with videotex and computer 1links for the
secure transmission of data files;

- more widespread use of telecommunication in the linking of the
banks' various payment networks, in which process the central bank
will play an important role as an intermediary (electronic clearing,
electronic counter).

In the course of these developments, questions relating to the ways
in which telecommunication networks can be protected against unauthorised
access (e.g. encryption, authorisation) will become increasingly important.

(c) Partial replacement of cash transactions by POS procedures and stored
value cards

(d) Harmonisation of electronic payment procedures

As part of the process of European integration and as a result of
internaticnal standardisation, the future Eurcopean internal market will
require a standardised electronic payment system going beyond S5.W.I.F.T.,
which may involve, for example, modification of the data record format for the
domestic exchange of paperless data media and of the related telecommunication
protocols. Other developments designed to integrate payment system messages
with firms' (i.e. bank customers') electronic messages (e.g. EDIFACT) will
presumably also require adjustments to the payment system.
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ITALY

I. INTRODUCTION

Various types of payment instrument are wused by households,
businesses and government.

A number of structural and institutional factors contribute to the
still very extensive use of cash. Among the former are the fragmentation of
the distribution network and the structure of the labour market, in particular
the low ratio (compared with other major countries)} of the labour force to the
total population; the latter include the methods of wage/salary payment and
the size of the central bank's branch network.

The cheque is the most widespread bank instrument; payment orders
are of less importance, above all for low-value transactions, although in
value terms they account for a high proportion of total bank payments.

Bank payment orders and giro transfers are little used for retail
operations, since the Postal Administration, owing partly to its extensive
network of offices, is able to offer a range of more convenient alternative
services to broad groups of users.

Credit cards and ATMs have become more widespread in the last few
years. More recently, systems for electronic funds transfer at the point of
sale (EFT POS systems) and home/corporate banking systems have been
introduced.

Within the dinterbank circuits the exchange of paper instruments by
mail still plays an important role and electronic procedures are little used.

The Bank of Italy provides clearing and interbank transfer and
settlement services in each of the ninety-five provincial capitals. Its
electronic data transmission network enables interbank transactions, including
intercity payments, to be transferred and settled the same day.

A further structural characteristic of the Italian payment system is
the low degree of integration between the two major circuits, that of the
banks and that of the Postal Administration. Not all of the instruments used
in either of the two circults are also acceptable in the other; the tele-
communication networks are not interconnected; and the Postal Administration,
until recently, was not a member of the clearing system, '

As regards securities transactions, two systems have been in
operation since the beginning of the 1980% for the centralised management of
government securities and other securities respectively, enabling operations
to be effected by means of simple book entries.
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The payment system in Ttaly has recently undergone important
changes, with innovative products and services becoming more and more
widespread. Moreover, telematic infrastructures shared by the whole of the
banking system have been developed.

The main factors stimulating change are technological innovation and
the need for the banks to counter the decline in their intermediation activity
and the growth in processing costs associated with increasing volumes of
paper-based instruments.

The authorities, and the central bank in particular, have actively
promoted a more efficient system. In addition to intervention in a regulatory
context action has recently been taken to revise and strengthen the powers
granted in the area of payment systems and securities transactions to
interbank bodies such as the CIPA (Interbank Convention on Problems of
Automation), the SIA (Interbank Society for Automation) and the Societs Monte
Titoli.

The work of the central bank has also taken the form of an in-depth’
analysis of the state of the payment system presented in its "White Paper on
the Payment System in Italy", published in 1987. On the basis of the courses
of action sketched out, the Bank of Italy and the CIPA have put forward an
integrated plan of projects directed at speeding up the process of
transformation in the payment system, The projects, which also involve a
change in the services directly offered by the Bank of Italy, will be
implemented mainly in 1989,

IT. TINSTITUTIONAL FRAMEWORK

1. REGULATORY FRAMEWORK

The main providers of payment system services are the Postal
Administration, the banking system and the Bank of ITtaly.

In the absence of specific regulations governing the provision of
payment services, an important supervisory and regulatory role is played by
the central bank by virtue of its powers of supervision of the credit system,
which is the chief private sector provider of payment media.

The existing regulatory framework still relates almost exclusively
to credit instruments and paper-based securities.

2, THE ROLE OF THE INDIVIDUAIL OPERATORS IN THE SYSTEM

The Bank of Ttaly participates in the system in a variety of ways:
directly offering instruments and services, regulating the activity of the
banking system, co-ordinating and promoting interbank initiatives and acting
as agent of the Treasury for incoming and outgoing payments.

1 "I1 sistema dei pagamenti in Italia: progetti di intervento" (The payment
system in Italy: plans for action), published in April 1988.
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As the issuing authority, the Bank of Italy has the exclusive right
to issue bank-notes. In particular, it has the sole right to issue notes in
denominations of Lit. 1,000 and above. The denominations of bank-notes are
fixed by law passed by Parliament, while their characteristics, the gquantity
to be issued and the date on which they are to be put into circulation are
determined by decree of the Minister for the Treasury. The Treasury may issue
directly currency in denominations of Lit. 1,000 or less in the form of coins
or, when required, in the form of state notes.

Another payment instrument issued by the Bank of Italy is the
cashier's cheque (vaglia cambiario), which is a credit instrument with
guaranteed cover used chiefly for payments on behalf of the Treasury, for
example for tax refunds.

The Bank of Italy also offers banks a funds transfer service for the
settlement of interbank tramsactions through 'centralised accounts for
advances and deposits".

The central bank operates a clearing service for both funds and
securities transactions. '

Finally, since 1980 the Bank of Italy has provided a system of
centralised management of govermment securities, which can be used by all
economic agents who habitually engage in securities transactions: banks,
special credit institutions, stockbrokers and finance companies.

The Banking Law promulgated in 1936 invests the Bank of Italy with
the power to supervise the banking system with a view to protecting savings
and regulating lending activity. Its supervisory powers also enable the
central bank to exercise a controlling and regulatory influence over banks'
activities in the field of payment services. One area of supervisory control
that is of particular importance for the provision of such services is that
concerning the establishment of new branches and ATMs. The Bank of Italy has,
in fact, been given special responsibilities in setting techmnical security
requirements for ATM networks.

The services provided by the postal system at its 13,958 offices are
postal current accounts and a cash transfer facility (money orders).

At the end of 1987 the banking system comprised 1,109 banks with
15,365 bank branches. All the categories of bank (commercial banks, savings
banks, co-operative and rural banks) operate in the area of payment services.
The main payment instruments offered to customers are the cheque, the banker's
draft and the payment order. Additional services offered are arrangements for
paying utility bills, taxes and rent and for collecting bills of exchange.

In the last few years a number of co-operative ventures have been
undertaken in the area of new types of '"point of contact" with customers: a
national ATM network has been established, and there have been local trials
with POS systems; plans have been drawn up for a national POS network.

In addition, the degree of integration within the banking system has
been increased by the ereation of infrastructures and procedures for automatic
data transmission such as the interbank network, set up in 1986, and the SETIF
(Interbank Electronic Funds Transfer Service), which has been in operation
since 1980 using magnetic data carriers as the transmission medium.
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The banking system has established a number of bodies for the
purpose of developing joint projects and managing services of common interest:

~ the CIPA (Interbank Convention on Problems of Automation), which is
an association of around 90 banks whose main object is to develop
joint projects especially in the area of payment services. Within
it the Bank of Italy is wvested with powers of guidance and
co-ordination and is responsible for issuing directives to ensure
the proper operation of the projects launched under the auspices of
the CIPA. The Management Committee and the General Meeting of the
CIPA are chaired by a representative of the Bank of Italy, which
also provides the secretariat;

- the SIA (Interbank Society for Automation), which provides services
and infrastructures of common interest to the banking system and, if
necessary, operational support for the activities of the central
bank in the payments field. The Bank of Italy holds 40% of its
capital. Another 40% is owned by the Italian Bankers' Association;

- the Societd Monte Titoli is a company providing services aimed at
rationalising the custody and administration of transferable
securities. In particular, it offers centralised management
services for all securities, with the exception of government
securities, which, as mentioned earlier, are centralised at the Bank
of Italy. Its shareholders comprise the Bank of Italy, the banks
and stockbrokers. The Bank of Italy has the right to appoint a
director to the Board. The law also allows shareholders to transfer
shares only to the Bank of Italy, which is the only shareholder
entitled to hold more than 7% of the share capital.

ITI. PAYMENT SYSTEMS

1. PAYMENT INSTRUMENTS
{a) Cash

The legal tender in circulation consists of six denominations of
bank-note {(Lit. 1,000, 2,000, 5,000, 10,000, 50,000 and 100,000) issued by the
Bank of Italy and eight denominations of coin issued by the Treasury {(Lit. 5,
10, 20, 50, 100, 200, 500 and 1,000); Lit. 1,000 coins, which are made of
silver, do not normally circulate. At the end of 1987 97.9% of the stock of
currency in circulation, which amounted to Lit. 51,125 billion, was accounted
for by bank-notes and the remainder by coins. The large denominations
(Lit. 50,000 and 100,000) represented 347 of the total number of notes in
circulation, while in 1980 they covered only 21.5% of the total.

In recent years the unit of account has come to appear inadequate
owing to the lira's considerable loss of purchasing power. In this connection
a bill currently before Parliament proposes the adoption of a new monetary
unit, called the '"new lira", with a value corresponding to the current Lit.
1,000. This would make for a simplification of statistical and accounting
data and bring the value of the lira more into line with that of the
currencies of the major industrial countries. The bill provides for eight
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denominations between one and one thousand ‘*new lire" and would thereby
establish the legal basis for extending the scale towards the top of the
current range of denominations.

Cash is the predominant form of payment for the purchase of consumer
goods by households and is also frequently used for the payment of wages and
salaries.

At the end of 1987 the ratio of the stock of currency in circulation
to GDP was equal to 5.27 and that of currency in circulation to domestic
household consumption 8.6%. The downward trend in these ratios, which in 1980
had stood at 6.37 and 10.1% respectively, is attributable both to more careful
management of cash holdings by the public and to a wider utilisation of bank
instruments. The high inflation in the first half of the 1980s and the growth
in opportunities for investment in alternative liquid assets increased the
opportunity cost of holding cash. Other factors in this process are the
increasing number of bank current accounts and the spread of direct crediting
of such accounts for the payment of wages/salaries and state pensions. The
spread of ATMs has also contributed to more careful management of cash
holdings. Finally, the growth in the banks' "points of contact" has increased
the convenience of using bank instruments.

{(b) Instruments, other than cash, issued by the Bank of Italy

The Bank of Italy issues cashier's cheques for amounts of not less
than Lit. 50,000 and not more than Lit. 500 million against cash payment of
the corresponding amount. They are cashable at any bank office, including
those of the central bank, and may be used for payments to the state and for
payments at post offices. Although individuals may request the issue of
cashier's cheques, the use of this instrument is limited din practice to
certain special non-recurring payments carried out by the central bank on
behalf of public entities (tax refunds and the payment of severance awards to
state employees). In 1987 the Bank of Italy issued a total of 4.6 million
cashier's cheques for a total amount of Lit. 21,360 billion.

(¢) Payments in deposit money {excluding cards)

Postal instruments

Postal current accounts are an efficient channel for making and
receiving payments. Payment operations associated with these accounts are
increasingly processed on an automated basis through networks of terminals
which enable postal current-account holders to effect payment and encashment
operations automatically in real time.

The Postal Administration provides three payment services in
connection with postal current accounts: current-account cheques, inpayments
to current accounts and postal giro transfers; in addition, it operates a cash
transfer service (money order service),

Postal current accounts enable holders to make and receive payments
via the network of post offices. At the end of 1987 the number of accounts
stood at 475,000, having registered no significant change over the preceding
years, The volume of inpayments to these accounts in 1987 was 492 million,
for a total wvalue of Lit. 240,414 billion. These payments are made by
presenting printed forms prepared for optical reading at post offices and are
generally recurrent and fairly small, for example utility bills. The amount
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may be paid in cash, cashier's cheques, banker's drafts or credit notes; bank

cheques, on the other hand, are not accepted. On the whole, transmission
times for funds and accounting data are short: funds deposited in another town
become available after three days. The cost to the user varies between

Lit. 700 and 900. Inpayment forms may also be used to have funds transferred
between postal current accounts. In 1987 13.3 million postal giro operations
were effected for a total of Lit. 118,755 billion. There were 10.6 million
cheque withdrawals in the same year for a total of Lit. 218,615 billion. In
addition, 17 million special cheques, for a value of Lit. 12,223 billion, were
issued for the payment of state pensions.

In the last few years there have been a number of important projects
for the automation of the postal current-account system. More than 2,000 post
offices have been equipped with machines able to enter information on paying-
in forms in machine-readable characters so as to facilitate subsequent
processing. In addition, new services have been made available to users:
postal cheques drawn by account holders with the requisite personal code can
be cashed in real time at main area post offices; account holders who receive
mass payments can receive data on payments made to their order on electronic
media; large users may have cheques issued by automated means; postal giro
transfers may be effected in real time.

In 1987 21 million money orders were issued for a total value of
Lit. 43,831 billion. Money orders are generally used to remit sums to persons
who are not holders of a postal curtrent account. They are issued against
payment of the amount in cash and are sent to the post office nearest the home
of the beneficiary, who may either collect the sum in cash or have it credited
to his postal current account. The money order service is subject to a
maximum value limit of Lit. ! million. When the order is issued the sender
pays a charge according to its value, ranging for ordinary money orders from a
minimum of Lit. 700 for amounts of less than Lit. 20,000 to a maximum of
Lit. 5,300 for an amount of Lit. ! million.

The lack of integration between the banking and postal circuits
encourages the use of cash. As a first step towards closer links between the
two circuits, a plan has been drawn up for Postal Administration membership of
the clearing system for bank items. In a first stage the Postal
Administration would submit for clearing all bank items it received in
payment; the banks, on the other hand, would only be able to present some post
office items (special-series cheques and ordinary cheques cashable in real
time). In the medium term Postal Administration membership would be extended
to cover all items.

2
Bank instruments

Current-account deposits with banks, in addition to being used for
transactions purposes, have in Italy traditionally been a form of financial
investment given that they bear rates of interest that are competitive with

2 The data relating to bank payment operations are taken from an annual
survey of a sample of 75 CIPA member banks which together account for
approximately 807 of transferable deposits held with the Italian banking
system.
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other financial assets. At the end of 1987 such deposits totalled
Lit. 302,063 billion; in the same year curtrent-account deposits accounted for
217 of private sector financial assets excluding shareholdings. The average
amount on a current account was Lit. 15.6 million. In the last few years,
however, these deposits have increasingly taken on the function of liquid
funds: in 1980, for exzample, the average amount held on current account was
Lit. 22.3 million at 1987 prices. In addition, there has been a considerable
increase in the number of current accounts, from 28.2 per hundred inhabitants
in 1984 to 34.2 in 1687,

Cheques. The cheque is the most widely used bank instrument: in
1987 customers drew 452 million cheques on their current accounts for a total
of Lit. 994,000 billion. Households issued fifteen cheques per account for an
average amount of Lit. 1.3 million, in addition to approximately four cheques
for an average amount of Lit. 0.5 million wused to withdraw cash.
Non~financial firms made greater use of this instrument, issuing fourty
cheques per account for an average value of Lit. 3.7 million. Factors of cost
and limited acceptability stand in the way of a more widespread use of the
cheque. The cost to the user, comprising stamp duty of Lit. 300 plus a bank
charge of between Lit. 500 and 800, makes the cheque an expensive instrument
to use for low-value transactions. Its limited acceptability results both
from the difficulty of cashing chegques except at the branch where the drawer's
account is held and from the length of time taken by the collecting bank to
make available to the customer the amounts of the cheques paid in to his
account. With a view to achieving wider acceptability of the instrument a
number of banks some time ago introduced cheque cards, personal cards by which
the issuing bank guarantees to honour cheques below a certain limit (Lit.
200,000). At the end of 1987 over 1.3 million cheque cards were in
circulation. Moreover, in November 1988 an interbank agreement on cheque
cards came into force; it provides for the issue in Italy of the uniform
cheque card, which will guarantee both ordinary cheques drawn on Italian banks
and circulating in Italy, and uniform eurocheques drawn abroad on Italian
banks.

In order to realise cost and time savings, some years ago each bank
office was allotted a special identity code (CAB - codice di avviamento
bancario). Printed in magnetic characters on cheques (and on any other
document to be transmitted from one point in the banking system to another),
the CAB facilitates automated processing.

There are currently two different interbank cheque processing
procedures. Local cheques drawn on other banks in centres where the Bank of
Italy has a branch are exchanged at the bank item clearing with same-day
settlement on the accounts held with the central bank; out-of-town cheques, on
the other hand, are sent by mail to the drawee bank and the corresponding
amounts are entered on reciprocal correspondent current accounts maintained by
the banks. The time required for funds to be made available is on average
three to four days for local cheques; for out-of-town cheques it is longer,
reaching a maximum of twenty-nine days. This divergence is due to the fact
that, in the case of cheques presented at the clearing, the collecting bank is
informed of the status within a predetermined and short period of time, given
that by convention cheques are returned within a maximum time-limit of two
days. On the other hand, in the case of items sent by mail, there are no
established procedures for notification of status, and the banks therefore
make the funds available to customers only after an estimated period beyond
which the cheque can be presumed to have been honoured.
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With a view to increasing the efficiency of the cheque circuit, in
particular as regards out-of-town cheques, two projects have recently been
drawn up by the Bank of Ttaly and the CIPA. Under the first, implemented at
the end of 1988, the banks exchange out-of-town chegques on a bilateral basis
at clearing houses or departments. The stipulation of a maximum period for
returning cheques (six to seven days) reduces the time taken to make funds
available to customers. The implementation of an interbank cheque truncation
project scheduled for the medium term, on the other hand, depends partially on
the current regulatory framework, which stipulates, in particular, that an
instrument must be physically available at the place of payment to enable it
to be protested.

Banker's drafts. The banker's draft (assegno circolare) is similar
in its characteristics to the cashier's cheque and the traveller's cheque. Tt
is issued solely by specially authorised banks and central credit institutions
(fifty~two at the end of 1987) against cash or debit to the applicant's
account. This issue procedure tends to increase the acceptability of banker's
drafts and facilitate their collection within the banking system. Moreover,
by virtue of their particular characteristics, banker's drafts are extensively
used for automated mass payments, chiefly for the payment of wages and
salaries,

In 1987 208 million banker's drafts were issued for a total value of
Lit. 395,000 billion and an average value of Lit. 1.9 million. Approximately
/0 million banker's drafts were issued for payments of wages and salaries;
their average value is fairly low (approximately Lit. 0.3 million), since for
a single salary payment the banks generally issue several smaller drafts of
equal value to increase their usability and avoid the whole sum being cashed
at once.

Banker's drafts are issued by the banks free of charge, since it is
to their advantage to have the funds at their disposal between the time of
issue and the time of encashment. However, the banks must pay stamp duty on
drafts issued at a rate of 6°/,, per annum and must also hold on deposit with
the Bank of Italy 40% of the value of the drafts in circulation, either in
cash or in negotiable securities, by way of guarantee for the holders of such
paper.

The procedures for interbank processing of banker's drafts are
similar to those for cheques: local items are presented for clearing, while
out-of-town items are sent for collection by mail. For the banker's drafts,
however, there is no problem of ascertaining their status. Therefore, the
release of funds to the customers in respect of the drafts exchanged by mail
can take place quickly.

Payment orders and direct credits. Payment orders and direct
credits are less widely used but generally involve larger values than cheques
and banker's drafts. In 1987 104 million operations of this kind were carried
out, accounting for a total value of Lit. 2,350,000 billion.

During the 1980s the banking system has developed automated
management techniques with a view to reducing the volume of paper media
generated by the conventional processing of credit transfers. The automated
techniques are applied, in particular, for payment orders in favour of a large
number of beneficiaries (salaries, pensions, etc.) and involve the trans-
mission, by the customers to the banks, of magnetic tapes containing the
information necessary to effect the credit transfers. In 1987 banks executed
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53.5 million payment orders submitted by customers on magnetic media, 807 of
which represented wage and salary payments. An increasing share of these
payments takes the form of direct credit transfers to bank current accounts
(approximately 507 in 1987) owing to, inter alia, an agreement concluded in
1984 between the state and the bhanking system providing for the direct
crediting of the wages/salaries of some categories of public employees. In
1987 direct crediting was also extended to public emplovees' pensions.
Nevertheless, a relevant share of the payment orders initiated by magnetic
media is still executed by the issuing banker's drafts (457 in 1987).

In recent years the volume of credit transfers exchanged among banks
via electronic means has increased considerably. In 1987 about 4.5 million
credit transfers were handled wvia SETIF, which is an interbank system for
autcomated sorting of payment orders using magnetic tapes as the transmission
medium; in addition, 10 million payment orders were exchanged among the banks
via the interbank network (SITRAD - Interbank Data Transmission System).

The terms applied to the execution of payment orders generally
comprise a commission of between Lit. 5080 and 3,000 in addition to the
debiting of the originator's account with wvalue date up to two days
previously. The average time taken for the funds to be made available to
customers amounts to seven days for credit transfers transmitted by mail and
five days for operations processed by electronic means.

Payment orders and direct credits are usually settled by entries on
accounts which the banks hold with other banks on a reciprocal basis. Only
large~value trangsfers, for Lit. 500 million or more, are settled on the
accounts held with the Bank of Italy via the clearing houses and departments.

Direct debits. 1In 1987 some 27 million direct debits were executed
by banks, representing a total of Lit. 21,700 billion, chiefly in respect of
recurrent payments, such as the payment of public utility bills.

This instrument is largely managed by automated techniques. The
creditor sends the tape of preauthorised debits to the bank providing the
service or, in the case of telephone bills, to the SIA. The items are then
sorted and forwarded to the recipient banks via SETIF. The settlement is
effected by entries on banks' reciprocal accounts.

(d) Card-based transactions

ATMs. At the end of 1987 4,367 ATMs were in operation in Ttaly. At
the same date 505 banks with a network of 3,050 machines belonged to the
Italian Bancomat network and more than 3.9 million Rancomat cards were in
circulation. In 1987 CIPA banks' customers {see footnote 2) effected
approximately 45 million operations via ATMs, of which 44.5 million were cash
withdrawals, 0.1 million credit transfers and payments of public wtility
bills, and 0.! million inpayments.

The number of ATMs in service has grown appreciably in the last few
years. The objective of the banks in installing these machines has heen to
achieve cost savings and improve service quality in the provision of cash.
This factor, together with the spread of current accounts among lower-income
households, has led to an increase in the proportion of cash withdrawals in
the total payment services provided by the banking system.
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In 1986 the existing regulations, which viewed the installation of
ATMs in locations away from bank premises as a form of network expansion which
required express authorisation from the Bank of Italy, were greatly
simplified. Banks are now required to inform the Bank of Italy if they dintend
to dinstall machines at remote sites; the Bank of Italy may prohibit
installation within thirty days of receipt of the notification. The ATMs may
be brought into service provided they satisfy certain conditions, in
particular provided they meet the technical security requirements laid down by
the Bank of Ttaly.

The Bancomat system came into operation in 1983 and enables the
holder of a (magnetic-stripe) Bancomat card to withdraw cash from any machine
in the network. The system may be joined by any bank operating in Ttaly
provided it is able to comply with the system's rules. Since July 1988 some
200 Bancomat machines have also offered non-resident eurocheque card holders
the possibility of making cash withdrawals in Italy. The only service the
Bancomat machines currently offer on a shared basis is cash dispensing, from
6 a.m. to 10 p.m. seven days a week, with daily and monthly drawing limits
that vary according to bank and customer, but are of the order of Lit. 500,000
and Lit. 2-3 million respectively. In order to raise the level of security of
the system the banks belonging to the Bancomat system were recently linked
on-line. The co~ordinator of the system, the S5IA, checks withdrawals from the
banks linked on-line against the centralised card files. The interbank
exchange of data relating to shared-system operations is effected via the
SETIF system, which is also managed by the STA (see below).

In addition to the fixed costs incurred in installing ATMs, issuing
cards and generating personal identification numbers, the card-issuing bank
pays the disbursing bank and the STA commissions of Lit. 1,500 (plus VAT) and
Lit. 150 (plus VAT) respectively on each withdrawal by its customers from an
office of another bank. The commission charged to customers on each operation
varies appreciably depending on the bank's particular policy.

POS systems. POS systems have only recently made their appearance.
The first experiments were launched in 1985 by local banks in connection with
sporting and cultural events. In the absence of accumulated experience with
such systems, no regulatory <{ramework has vyet been created for the
establishment of POS networks. However, the granting of authorisations for
such schemes has been made subject to the adoption of appropriate security
standards.

A number of projects undertaken on the initiative of individual
banks or groups of banks are in the course of completion. These schemes, most
of which are based on the Bancomat card, provide for POS terminals to be
connected in real time to the SIA, which can immediately carry out the
necessary checks. The debiting and crediting of the customer's and retailer's
accounts respectively are carried out subsequently. At the end of 1987
355 terminals were in operation in the experimental schemes mentioned; around
2.2 million Bancomat cards were authorised for use on POS systems. The number
of transactions carried out in 1987, although modest in absolute terms at
197,000, showed a rapid rate of growth: while in the first half of the year
the average monthly transaction volume was 8,300, in the second half it stood
at 24,500.

Among the other projects mention should be made, in particulax, of
the scheme promoted by fourteen banks in certain provinces in Lombardy for an
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off-line POS system based on the use of a "memory card" (OSCAR card); 335
terminals are scheduled for installation under this scheme.

POS systems appear likely to spread at a significant rate; in this
connection it may be noted that between June 1987 and March 1988 authorisation
was given for the installation of 3,300 terminals. The interest of the banks
in establishing POS networks is partly motivated by the need to compete
against the expansion in payment services (essentially credit cards) offered
by major retailers.

Credit cards. Although on the whole limited, the use of credit
cards has grown appreciably in recent years. There are currently two bank
cards on the Italian market, BankAmericard and CartaSi. At the end of 1987
there were 1.7 million cards in circulation which had been used during the
year in 4.9 million transactions (0.9 million of them abroad) for a total
value of Lit. 750 billion (Lit. 136 billion representing payments made
abroad). The CartaSi card, which was introduced in 1986, is distributed by
Servizi Interbancari, a company set up for the purpose with about fourty of
the biggest Italian banks as shareholders. The member banks refinance any
credits extended by Servizi Interbancari in connection with the use of the
card, Abrcad CartaSi card holders have access to networks linked to Eurocard
and MasterCard; in addition, Servizi Interbancari has entered into an
agreement with the VISA organisation.

CartaSi and BankAmericard are multi-function cards and can be used
to make cash withdrawals at ATMs. CartaSi can also be used as a debit card at
POS terminals. .

At the end of 1987 0.6 million travel and entertainment cards
{American Express and Diners Club) had been issued. During the year they were
used in 7.5 million transactions (1.9 million of them abroad) for a total
value of Lit. 1,605 billion (Lit. 499 billion abroad).

Credit cards issued by large retailers and other firms have recently
acquired some importance. The spread of these cards, which according to some
estimates numbered approximately 0.1 million at the end of 1987, is encouraged
by the fact that generally no subscription fee is charged.

(e) Other payment instruments

Home and corporate banking

Home-banking and corporate-banking services are not yet very
developed, though the latest data available suggest that the banks are showing
more interest in providing their customers with this type of service.

According to a CIPA survey on the state of automation in the banking
system, in 1987 approximately 14% of the respondent banks (representing over
907 of the entire banking system, excluding the rural and artisans' banks)
provided home-banking and cash management services., In 1985 the figure had
been 7.3%.

The growth of home-banking services was encouraged by the decision
of the CICR (International Committee for Credit and Savings) in September 1986
that home-banking facilities could be freely provided as long as the banks had
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means of ensuring the security of the systems adopted, in particular the
protection of data passing between the user's terminal and the bank's data-
processing systems.

The provision of home-banking services by the banking industry is
conditioned by the fact that users are accustomed to maintaining multiple
banking relationships. A study has therefore been launched by the CIPA in
order to define common operational standards for home banking and to plan
joint initiatives.

Commercial bills and bank receipts. Bills of exchange and bank
receipts still represent an important instrument of payment, especially for
firms. In 1987 the volume of these instruments handled by the banking system
amounted to 159 million, for a total value of Lit. 297,099 billion.

Bank receipts have now gradually supplanted bills of exchange for
reasons relating both to stamp duty and to company organisation., As regards
the latter, in 1985 the banking system introduced a procedure for electronic
bank receipts (Ri.Ba.), managed by the SIA. This procedure provides for the
collection of trade debts in the form of electronic bank receipts. Its main
characteristic is that it eliminates physical bank receipts in dealings
between the creditor and his bank and between the latter and the recipient
bank. Furthermore, the procedure allows the creditor to get quick information
about the status of receipts in electronic form. Ri.Ba. has proved highly
successful: in 1987 the SIA handled some 15 million electronic bank receipts.

2. EXCHANGE AND SETTLEMENT CIRCUITS

{a) Bank networks

Interbank circuits

Two logically distinct. phases can be identified within the interbank
payment system, relating respectively to the exchange of payment data and
documents and to the settlement of the debtor and creditor positions arising
from the transactions effected.

There are three types of channel for the transmission of data and
accounting documents: mail, clearing and electronic systems. According to a
sample survey, in 1986 approximately 50.67 of the commonest payment operations
(cheques and payment orders) were exchanged by mail, 45.4%7 via the clearing
houses and 47 by electronic means.

The settlement of transactions takes place either through the
accounts which the banks hold at the Bank of Italy or through bilateral
correspondent accounts. Approximately 467 of interbank payment operations are
settled through the centralised accounts for advances and deposits, either
directly or via the clearing, and 547 through correspondent accounts, with
procedures for the settlement of balances at the clearing houses in this case
varying widely. Items exchanged electronically are also settled via these
accounts,

Daily clearing of bank items

Bank items are cleared by the Bank of Italy via the clearing houses
and clearing departments. The former are located at eleven branches in the
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main cities and the latter at all the other eighty-four provincial capitals
without a clearing house.

Banks with a large turnover of items are entitled teo participate in
the daily clearing of bank items at the clearing houses or clearing
departments. At the end of April 1988 there were 260 participants in the
clearing system, plus the branches of the Bank of ITtaly and the provincial
Treasury offices. The value of items presented for clearing in 1987 amounted
to about Lit. 4,500,000 billion.

The clearing system accepts paper-based transactions {(cheques and
banker's drafts, cashier's cheques, credit notes, bills of exchange and
invoices) and, provided prior agreement has been reached among the members,
collection operations of any kind (interbank deposits, payment orders for
customer account, liquid balances on correspondent accounts, securities and
foreign exchange transactions, etc.). The latter operations are exchanged on
presentation at the clearing of a form known as a "memorandum" indicating the
amount, the reason for the operation and the counterparty. Operations
exchanged in this way may also involve members operating in different centres.
Data must be presented at the clearing house or department in paper form in
the course of a "session'" and not later than 1.30 p.m.

An automated procedure enables a single net position to be
determined at national level for each bank and debited or credited to the
"centralised account" of the bank concerned.

Settlement of operations takes place on the same day they are
cleared by means of crediting (or debiting) the final clearing balances to the
accounts with the Bank of Italy. Banks clearing at several houses or
departments may opt for centralised settlement of balances at a single branch
of the Bank of Italy, which usually also holds the centralised account for
advances and deposits.

A reform of the clearing system is under way. With the new
procedure documentary operations will be exchanged at the local clearing,
including out-of-town cheques, which, as mentioned earlier, are currently
exchanged by mail and settled on correspondent accounts. Wholesale operations
will be handled completely electrenically from initiation by the originator to
notification of the recipient. They will utilise either the "“electronic
memorandum' system (which is the logical development of the 'memorandum"
procedure) managed by the Bank of Italy, or the SIPS system (Interbank Payment
System via the SIA) which will be managed by the STA on behalf of the Bank of
Italy and will initially cover only non-resident lira operations. Finally,
the retail operations processed via SETIF (which is described in more detail
below) will gradually be admitted to the clearing system. Under the new
system data will be exchanged electronically, the clearing session will be
extended into the afterncon (4 p.m.), and the range of information available
to the Bank of Italy and the clearing members will be expanded. The
separation of notification and exchange, with the latter alsc possible outside
the clearing house, will prepare the way for the implementation of cheque
truncation. A diagram showing the medium-term outlock is appended to this
chapter.

Electronic funds transfer systems

SITRAD (Interbank Data Transmission System) started operating in
June 1986. It consists of a series of sectorial networks (STACRI, SECETI,
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COOPELD) interconnected by a network managed by the SIA to which the major
banks and the Bank of Italy belong directly. The network carries payment
orders, interbank giro transfers between correspondent accounts and free-
format messages, i.e. those relating to non-accounting information. In 1987
the system handled some 10 million payment operations, for a total value of
Lit. 533,500 billion and 3.9 million free-format messages. Transactions
exchanged via SITRAD are settled at present through correspondent accounts.

STACRI (Automated Telecommunications System between Italian Savings
Banks) was established in 1980 and is managed by the ICCRI (Central Institute
for Italian Savings Banks). It enables members to execute certain funds
transfer operations electronically (payment orders, giro transfers, Bancomat
operations, etc.) and to debit or credit correspondent accounts with other
savings banks; these accounts are centralised at the ICCRI. Thus STACRI
permits multilateral clearing, which has made it possible to reduce the liquid
balances held on correspondent accounts by the savings banks; these balances
fell from Lit. 165 billion in 1978 to Lit. 8 billion in 1986.

SETT¥ (Interbank Electronic Funds Transfer Service), managed by the
SIA, started operating in 1981. SETIF permits the automated execution of
interbank payment operations such as payment orders, banker's receipts, public
utility bills and withdrawals from the shared Bancomat network (from Bancomat
machines of banks other than the customer's own). At present the system is
based on the exchange of magnetic tapes but it will soon use the SITRAD
network for the transfer of messages. In 1987 SETIF handled 54 million
payment operations for a total value of approximately Lit. 54,000 billion.
SETIF is centrally managed by the SIA for the collection, processing and
sorting of data. Participation in the system is open to all banks as either
direct or indirect members. ‘

Direct debiting/crediting of centralised accounts

The centralised accounts for advances and deposits permit banks to
manage their liquidity in a single account for each institution. Operations
on centralised accounts can be grouped under three headings: the debiting of
cheques, cash withdrawals and inpayments, and debit/credit transfers in
respect of various operations.

At the end of April 1988 centralised accounts were held by 356
banks, of which 285 were also making use of the Bank of Italy credit lines.
The accounts can be debited or credited by any of the Bank of Italy's
branches. Since the second half of 1986, however, it has been possible for
banks to request transmission of the information relating to the debit/credit
entries ("daily statement") via the interbank network rather than obtaining it
in the traditional manner from the branches of the Bank of Ttaly.

The project for "direct debiting/crediting of centralised accounts"
currently being implemented will enable participants to effect operations
directly via SITRAD and to receive information on account entries effected and
the new account balance in real time.

Securities clearing and settlement systems

The clearing and settlement of securities transactions are executed
through the clearing houses and the centralised deposit systems at the Bank of
Italy and the Societd Monte Titoli.
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The securities settlement system makes it possible to execute
securities contracts between c¢learing house members in line with stock
exchange practices (daily settlement) or at the intervals indicated in the
stock exchange calendar, approved annually by Treasury Ministry decree
(monthly settlement).

The clearing houses located in the cities with stock exchanges that
have a large volume of business, viz. Florence, Genoa, Milan, Naples, Rome and
Turin, effect end-of-month settlements in respect of forward contracts,
options and contangos, chiefly in shares. Daily settlements are effected at
the Milan, Rome and Turin clearing houses in respect of spot contracts
concluded three days previously, chiefly in government securities and bonds.
The monthly settlement procedure, which also accommodates transactions between
members of different clearing houses, can also be used to settle contracts in
respect of pre-emption rights.

In addition to the banks, stockbrokers, stock exchange dealers and
financial companies, provided they have been admitted to the stock exchange,
may take part in the securities contract settlements upon request. The
numbers currently participating are 215 banks, 216 stockbrokers and 107 stock
exchange dealers. The total value of the securities handled in the daily and
monthly settliements amounted in 1987 to Lit. 872,229 billion.

The settlement procedures provide for presentation at the clearing
of the debit and credit items for each security by each participant in paper
form, calculation of the balances for each security, and settlement of cash
balances via the daily clearing of bank items &4nd of the balances in
securities wvia the system of centralised management of securities or by
physical delivery at the clearing house of securities not available in the
centralised deposit system.

There are plans to make it possible for data toe be transmitted
electronically, to increase the number of certificates deposited with the
centralised management systems, and to admit new types of contract to the
settlement procedures. Moreover, additional services will be offered,
including extending the settlement between different clearing houses to spot
contracts.

The system for the "centralised manapgement of government securities"
was launched in January 1980 and is based on the principle of fungibility
within each type of security deposited. Centralised securities accounts are
currently held by 285 banks, seventy-one stock dealing and financial houses
and 220 stockbrokers. At 31st December 1987 the Bank's wvaults contained
securities to the value of Lit. 580,000 billion, or 86.7%Z of the nominal value
of government securities in circulation. Other types of securities, mainly
shares, are centralised with the Monte Titoli. At 3lst December 1987 the
Monte Titoli held 507 of the securities eligible for centralised management.

The "centralised securities accounts" system currently being set up
will allow subscribers to manage deposited securities in a single account held
with any Bank of ITtaly branch. The exchange of data between operators will be
handled by SITRAD, which in future may also be used for direct debiting and
crediting of accounts,.



Italy - 138 -

IV. GENFRAL REMARKXS

The developments that have taken place in the Italian payment system
in the last few years and its foreseeable future evolution raise a number of
questions that are currently the subject of wide debate among the participants
in the system. The issues include: the choice between co-operation and com-
petition; the new kinds of risk connected with the use of electronic payment
systems; the adaptation of the regulatory framework to the requirements
imposed by technological advance; the entry of non-bank intermediaries into
the market for payment services; and the integration of different national
systems.

Forms of co-operation underlie all payment systems. In the past
these have centred on the use of common infrastructures, such as clearing
houses, and the definition of uniform rules of conduct for the banks.

With the introduction of electronic technology in the payment
system, the scope of co-operation is being extended to new areas such as that
of ATMs. However, excessive co-operation may lead to a weakening of
competition and a loss of market efficiency. Achieving the optimum balance
between co-operation and competition is therefore essential if new
technologies are to be harnessed in the payment system to maximum advantage,

The decision to opt for co-operation in the field of ATMs has not
been extended to include POS systems, for which it was considered useful to
allow an initial experimental phase. Given the availability of alternative,
rapidly evolving technologies, the introduction of a number of different pilot
schemes will enable the market to decide which system is to be preferred from
the standpoints of cost-effectiveness and user acceptance. Were, on the other
hand, a wide-ranging agreement on co-operation to be sought too early, the
system might. as a result converge on a level of technology that would risk
very quickly becoming obsolete.

Moreover, in contrast to ATMs, POS systems can be efficient even if
their geographical base is limited, since retail payments, the typical
transactions for which POS systems are used, are in fact chiefly local.

In any case, in order not to rule out the possibility of inter-
connecting the different networks at a future date, it was decided that the
systems should adopt common operating standards. In addition, the Bank of
ITtaly decided that pilot schemes would be authorised subject to the adoption
of appropriate security standards.

One step towards limiting the scope of co-operation was taken with
the revision of the CIPA undertaken in 1986. The new Convention states that
joint interbank initiatives may most usefully focus on the establishment of
infrastructures and the adoption of standards.

With the widening application of electronic technology certain
payment-related risks will assume a growing importance: systemic risks due to
the inability of one bank to meet its obligations with respect to the rest of
the system at the time of final settlement; technical risks arising from
network mailfunctions and risks connected with '"computer crime". The whole set
of problems relating to risk is being analysed and investigated and was taken
into account in designing the new clearing and settlement system for interbank
transactions.
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Systemic risks can be reduced by the use of regulatory instruments,
by promoting the wuse of ._particular settlement channels, or by introducing
appropriate market rules.” The courses of action hitherto adopted in Italy
fall into the last two categories.

In particular, it was decided to promote the direct debiting/
crediting of accounts with the central bank which, as real-time settlement
systems, do not present the risks inherent in clearing systems owing to the
existence of a time-lag between exchange and settlement. However, daylight
overdrafts on the accounts with the Bank of Italy will not be permitted.

Further appropriate action to counter systemic risks consists in
measures to limit individual banks' exposure within the clearing system. To
this end the forms of contract adeopted in the SIPS project are based on the
novation of liabilities, with the result that only the bilateral balances
between participants, and not the individual items channelled into the process
managed by the STA, enter the national clearing system operated by the Bank of
Italy.

Finally, adequate information systems and links with the SIA will be
established to monitor clearing system participants' exposure during the day.

Once electronic clearing and settlement systems have been introduced
and more is known about the scale of credit risk, it will be possible to
define measures aimed at reducing such risk further.

In order to counter the technical risks connected with network mal-
functions and the spread of computer crime, action has been taken both in the
field of ATMs and in that of electronic clearing and settlement systems.

The ATMs of the Bancomat system are now linked on-line at national
level, thus enabling withdrawals to be checked in real time. Since the
adoption of the on-line link, the number of frauds on the Bancomat network
have dropped substantially. In addition, the Bank of Italy has been given
special responsibilities in setting the technical security requirements for
ATM networks.

With a view to limiting the risk of malfunctions in the electronic
clearing and settlement systems it manages directly, the Bank of Italy is
taking steps to ensure a high degree of operational continuity in its own
internal data-processing environment. Moreover, as the majority shareholder,
the central bank is in a position to exercise control over the management
policies and organisational structure of the SIA, which, as has already been
mentioned, manages the interbank network.

The development of the payment system will necessitate changes to
the current regulatory framework, which relates mainly to paper-based payment
and debt instruments.

3 See T. Padoa-Schioppa: "Credit Risks in Payment Systems: the Role of
Central Banks', paper delivered at the Tenth International Conference on
Payment Systems, Rome, 15th-17th March 1988.
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A number of legal problems arise above all in connection with the
personal cheque, in particular as regards "protesting'; these problems must be
resolved before an efficient interbank cheque truncation system can be put in
place.

The use of electronic systems for the clearing and settlement of
interbank transactions will make it necessary to draw up suitable regulations
to deal with the risks arising from technical malfunctions and the spread of
computer crime.

Moreover, rules will have to be introduced concerning the nature and
revocability of payment operations effected wvia POS systems and other
electronic devices.

Finally, the process of decertification designed to increase the
security and speed of securities transactions will require regulatory changes
in order to update the principle of paper-based negotiable securities whereby
title is embodied in the paper instrument.

The presence of non-bank operators in the market for payment ser-
vices in Italy is at the moment not significant, being limited to a few major
retailers which have issued their own credit cards. However, given the
continuing development in technology and the growing diversification of the
financial markets, it seems likely that new intermediaries will enter the
market.,

This will pose further problems in adapting the existing regulatory
framework, which, as already pointed out, only gives the Bank of Ttaly
regulatory powers over the activity of the banks. What will be required is a
framework that would enable the whole payment system to be regulated on an
integrated and systematic basis.

Finally, an issue which is now the subject of discussion is the
integration of the Italian system with those of other countries. While in the
past such integration was largely based on connections between private
institutions, the need for growing co-operation among national authorities is
now widely felt. For instance, the settlement of cross-border securities
transactions will involve some form of integration among national and
international centralised securities deposit systems.

V. CONCLUSIONS

Over the next few years competition between the different suppliers
of payment services will most likely accelerate the evolution of the payment
system.

The awareness that the existence of forces for change does not
automatically bring benefits for users, suppliers and society at large has led
the central bank to step up its own activity in this particular area. The
projects that have been described here constitute an important stage in the
work undertaken by the central bank. They are as yet only partly implemented,
completion being scheduled for the period 1989-90.
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Their objectives are various: some are aimed at making the exchange
of cheques faster and more efficient within the banking system; another group
of projects is desipned to create a telematics-based clearing and settlement
system; other plans aim to foster the elimination of physical transfer of
certificates in the settlement of securities transactions; finally, one
project is aimed at 1linking the bank and postal circuits via the clearing
houses.

These projects, together with the initiatives taken by the CIPA and
within individual or small proups of banks are likely to produce several
results in the foreseeable future, such as: greater and more uniform speed in
funds transfers, lower costs for the suppliers of payment services, better
quality of information on collections and payments, reduction of the credit
risks due to the time-lags between the exchange and settlement of trans-
actions, and greater control over the technical risks associated with the use
of electronic systems.
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JAPAN

I. JINTRODUCTION

In Japan individuals, firms and government use a variety of payment
instruments.

Individuals traditionally use cash for purchasing goods and services
from retailers. Cheques have not gained in popularity despite the efforts
made by banks in the 1960s to encourage their use by individuals. GSince the
late 1950s the banks have been promoting credit cards and preauthorised direct
debit and credit systems, which have become widespread. And recently certain
firms have begun issuing prepaid cards, a practice which is increasing
rapidly. Tt could be said that, in the personal sector, payment methods have
evolved from wusing cash to electronic media, bypassing personal cheques.
Because cash is still widely wused for retail transactions, financial
institutions have installed a large number of cash dispensers and ATMs so that
personal customers can easily withdraw cash.

Firms make extensive wuse of cheques, bills and promissory notes.
These instruments are collected and settled through the financial
institutions' branch networks and local clearing houses. Recently, the volume
of electronic funds transfers - including prearranged direct credits - using
the interbank network has grown rapidly. Wages and salaries were formerly
paid monthly in cash, but nowadays most companies use the prearranged direct
credit system. Firms with a large staff send magnetic tapes instead of paper
orders to the banks for payroll processing. The direct credit system is also
becoming more popular for the payment of pensions and dividends.

Payments by the Government are commonly made by government cheques.

II. TNSTITUTIONAL FRAMEWORK

1.  INSTITUTIONAL STRUCTURE

Most payment services are offered by private financial institutions.
These include the ordinary banks, which comprise city banks and ,regional
banks, long-term credit banks, the trust banks, sogo or mutual banks™, credit

1 The institutional status of sogo or mutual banks will become identical to
that of ordinary banks during 1989.
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associations, credit co-operatives and agricultural co-operatives. The
separate institutional groups are governed by separate laws. Those other than
the ordinary banks are specialised institutions engaging in specific areas of
business activity, such as lending to small businesses or the agricultural
sector and long-term credit business. During periods of fast economic growth
the specialised financial institutions and the ordinary banks have success-
fully shared functions and complemented one another. However, following a
decline in the demand for funds after the Japanese economy entered the current
period of stable growth, they have become competitors and their business
activities have increasingly converged, so that now practically all insti-
tutions offer virtually the same payment facilities.

At the same time, however, the private financial institutions have
co-operated in establishing interbank networks such as clearing houses and the
Zengin System (see below) in order to increase the efficiency of the payment
systems.

The postal savings administration, a government financial institu-
tion, has the largest deposit share, consisting mostly of term deposits. It
also operates payment services utilising its transferable deposit accounts,
such as the postal transfer system, cash dispensers, ATMs, prearranged
crediting of salaries and debiting of public utility charges, all of which
compete with those operated by private financial institutions.

Recently non-banks, namely finance companies, retailers, securities
companies and insurance companies, have begun to enter the hitherto
traditional business domain of the banks, offering payment services via credit
cards or providing close substitutes for deposits. Technological advances, in
the telecommunication field in particular, have given impetus to this
development.

2. THE ROLE OF THE CENTRAL BANK

The Bank of Japan, the central bank and issuer of the currency, aims
through its operations to stabilise the value of the currency and thereby con-
tribute to the stable growth of the Japanese economy. It is also its objec-
tive to support and develop a sound financial system, with emphasis on the
payment system. To achieve these aims the Bank regulates the money supply, on
the one hand, and devotes itself to maintaining a sound payment system, on the
other. Tt also provides various payment services for client financial insti-
tutions and carries out payment operations on behalf of the Treasury by cash-
less means. The payment services enable financial institutions which keep
chequing accounts with the head office or branches of the Bank (thirty-four
offices in all) to make payments or settlements by drawing cheques on the
Bank. In addition, the Bank executes funds transfers between client financial
institutions using the accounts held at the Bank. The net credit or debit
balance resulting from the clearance of cheques and bills is also settled by
means of transfers of funds between chequing accounts held at the Bank's head

office or branches. Similarly, the net balance arising from domestic
exchanges in the Zengin System is settled through a "settlement account" with
the Bank. The Bank is developing an electronic payments network, namely

"BOJ-Net" (see below), which started its funds transfer operations in the
autumn of 1988. Thus, the Bank acts as the pivot of the Japanese payment
systems.

In order to maintain the stability of these systems, the Bank super-
vises private payment systems by approving the establishment of and changes to
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charters regulating private payment systems, and conducting on-site
examinations of their member financial institutions.

The Government holds an account with the Bank on which it draws by
cheque. Orders for Treasury payments from the Government's account, including
social security benefits, may also be sent on magnetic tape to the wvarious

financial institutions, which credit the appropriate amount to the beneficia-
ries' accounts by batch processing.

ITI. THE PAYMENT SYSTEM

1. PAYMENT MEDTA AVAILABLE TO CUSTOMERS
(a) Cash payments

Legal framework

The present currency system in Japan was established in 1882 with
the founding of the Bank of Japan. Bank-notes issued by the Bank are legal
tender without limit in all public and private sector transactions {Article 29
of the Bank of Japan Law). The maximum value of the bank-note issue is fixed
by the Minister of Finance with the approval of the Cabinet (Article 30), and
the Bank is required to maintain collateral equivalent to the value of bank-
notes issued (Article 32). This collateral comprises gold and silver bullion,
foreign exchange, SDRs, bills, govermment bonds, advances to the Government
and secured loans.

Coin is issued by the Government, which supplies the Bank of Japan
with the quantities required for payments over its counters. The individual
coins now in circulation are issued under the Unit of Currency and Issue of
Coins Law introduced in 1988, which stipulates that they must be accepted in
settlement in amounts of up to twenty times a given denomination (Article 7,
e.g. up to Yen 2,000 in 100-yen coins). In the case of payments made to the
Government, such as taxes, there is nc limit to the acceptability of coins
utilised (according to the directives of the Ministry of Finance).

Demand for cash

Bank-notes and coin in circulation in Japan at the end of 1987
totalled Yen 31,927 billion, of which the portion held by private financial
institutions to meet cash withdrawals from accounts amounted to Yen 3,344
billion, or 10.5%7 of the total. The bulk of the funds withdrawn from finan-
cial institutions is used for the payment of wages and salaries, for personal
consumption and for the settlement of small business transactions. In recent
years cashless payment media, such as cards and funds transfers, have become
common, but in the household and retail sectors a very large proportion of
payments is still made in cash.

Cash in circulation is influenced by consumers' propensity to hold
cash and by payment practices, neither of which is considered likely to change
radically in the short term. Although an increase in personal income and
consumption will boost the demand for cash, it is cyclically absorbed in
accordance with financial conditions and the phase of the business cycle.
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Hence, the outstanding cash in circulation during the last ten years has
remained broadly stable at around 7% of nominal GNP.

(b) Cashless payments

Paper-based payments

Cheques, bills and promissory notes are used as paper-based cashless
instruments of payment. Cheques include government cheques, bank cheques and
postal cheques. The cheque is the principal instrument of paper-based pay-
ments but for the most part cheques are used by public authorities and firms
and are not widely employed by the general public. It is rare for individuals
to receive salaries or purchase goods and services by means of cheques. Rills
and promissory notes are used for payments in the business sector and are also
eligible for discounting by private financial institutions. The average value
of cheques, bills and promissory notes cleared during 1987 at the clearing
houses in Japan was Yen 15,009 billion per day, of which cheques cleared
accounted for some 90Z. It may be noted, however, that recently the volume of
transactions using paper-based payment instruments has been stagnating.

Paperless payments

(i) Preauthorised direct debit

The preauthorised direct debit system was first introduced in 1955
for the settlement of telephone bills. The system expanded rapidly from the
early 1960s and is now used extensively for the payment of taxes, school
tuition fees, insurance premiums, credit card bills, loan repayments and
public wutility charges. The payee delivers a magnetic tape or a bill
recording direct debit information to the financial institution in question,
which debits the appropriate amount from the payer's account. The transaction
is conducted on the basis of a three-party agreement between the payer, payee
and financial institution. A handling charge is paid by the payee to the
financial institution for each transaction, but this is fairly low compared
with the actual handiing cost.

In order to enhance the efficiency of the direct debit system the
so-called "integrated account" was introduced in 1972. While time deposits
are the most common form of savings in Japan and ordinary deposit accounts are
utilised mainly for personal settlement purposes, the integrated account
combines these two types of account in a single passbook and, in addition,
offers an overdraft facility. Direct debits are deducted from the ordinary
account and, if it is short of funds, the shortfall is automatically made up
with an overdraft against the collateral of the time deposit. Thus, the
integrated account offers both savings and overdraft facilities and has become
widely accepted.

(ii) Prearranged direct credit

The prearranged direct credit system was initially used for the pay-
ment of wages and salaries, dividends and pensions. The direct crediting of
wages and salaries, for example, was begun in 1969 on the basis of agreements
between employers and several banks and has evolved to the point where it is
used by most leading Japanese firms. Initially, transfer orders were paper-
based, but with the spread of office automation, most firms today deliver
their transfer orders on magnetic tape.



- 151 =~ Japan

In the light of this, the Tokyo Clearing House and the Osaka
Clearing House have operated a magnetic tape exchange system since 1975 in
which 104 financial institutions currently participate. For example, a firm
sends its transacting bank a magnetic tape containing instructions for the
crediting of wages and salaries, with details of the bank branch code, account
number of each employee and the amount to be credited. The bank sends the
tape to the c¢learing house. The clearing house then consolidates all such
tapes and sorts the entries by payee banks, producing new tapes for these
banks, which then credit the employees' accounts. The funds are settled
through the clearing house. Magnetic-tape-based direct crediting has
significantly reduced payment transaction costs for both the employers and the
banks. The system also has the advantage of relieving employees of the risks
invelved in carrying large sums of cash. Recently, many banks have begun
offering a cash management service in which each firm is able to send the
information required for the direct credit transaction wvia a wire service to
the designated payee banks (see below).

(c) Card-based payments

At retail outlets

Credit cards are gaining in popularity as a payment instrument at
retail outlets. Although exact figures are not available, by 1987 some 120
million cards had been issued by banks, bank-affiliated credit card companies,
finance companies, department stores and others. Settlement of credits is
effected once a month by means of prearranged direct debits. Those who wish
to use credit cards are required first to conclude prearranged direct debit
contracts with banks and credit card companies. After a purchase has been
made, transaction slips are mailed to the card issuers and then card users are
notified of the accumulated amount to be debited from their bank accounts and
settle either in full or on an instalment basis. However, banks and bank-
affiliated credit card companies are not at present allowed to offer their
card users instalment payment facilities in accordance with an administrative
regulation.

Cash dispensers and ATMs

(i) Automated handling of cash

Cash dispenser services using cash cards began with the introduction
of off-line computer systems at some city banks in 1969, and spread rapidly
following the adoption of on-line computer systems by many financial institu-
tiong after 1670. Automated deposit machines and ATMs were first installed in
1973 and 1977, respectively. The latest ATMs are capable of many functions in
addition to the withdrawing and receiving of deposits. These include provi-~
ding remittances and issuing card loans, together with facilities for accept-
ing coins. ATMs with these multiple functions are spreading very rapidly.

From a regulatory point of view, cash dispensers and ATMs installed
outside the premises of financial institutions and their branches are treated
as separate branches by the Ministry of Finance (MOF), therefore requiring
separate authorisation from the MOF in the same way as actual branches. How-
ever, since 1987 this authorisation has been replaced by simple notification
of the MOF. As a result, many financial institutions have installed cash
dispensers and ATMs not only inside almost all of their offices and branches,
but also outside their premises, at locations such as department stores and
company offices. These cash dispensers and ATMs are generally in operation
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from 8.45 a.m. to 7 p.m. on weekdays and from 9 a.m. to 2 p.m. on Saturdays,
which is longer than normal bank opening hours.

(11) Interbank cash dispenser networks

There are two types of interbank on-line cash dispenser networks.
One features the reciprocal use of cash dispensers on the basis of a co-opera-
tive agreement among financial institutions. This type of on-line network was
launched in 1980, and there are at present nine in operation, run exclusively
by different categories of financial institution, namely city banks, regional
banks, trust banks, sogo or mutual banks, credit associations, labour credit
associations, agricultural co-operatives and the postal savings administra-
tion, plus fifty-one local networks run jointly by financial institutions from
different categories. There is no charge for card holders' withdrawals of
cash from their card-issuing bank's cash dispensers, but there is a small fee
for using them after 6 p.m. or using another institution's cash dispensers.

The second type of network is the NCS or Nippon Cash Service,
established jointly by thirty-six banks in 1974, and numbering to date fifty-
three participating banks. The NCS has installed 360 cash dispensers mainly
in railway stations, hotels, department stores and large supermarkets in the
three largest metropolitan areas. Cards issued by NCS-participating banks can
be used at these outlets on payment of a small charge for the service.

At POS terminals

There are two methods of payment at POS terminals, namely a deposit-
based method and a prepaid method. The real-time deposit-based method, called
bank POS, uses cash cards issued by financial institutions for the payment of

goods and services. The bank POS was introduced at the end of 1984 and
twenty-one financial institutions are currently operating bank POS machines at
supermarkets, filling stations and other retail outlets. When a customer

purchases goods and services using a cash card at a POS terminal during the
operating hours of computers at financial institutions, these institutions
make real-time payments by transferring a sum equivalent to the amount of the
purchase from the customer's deposit account to that of the retail outlet
after verifying that the customer's deposit balance is sufficient. In the
off-line operations, which apply for example when a customer purchases goods
and services during the hours when the computers of the financial institutions
are not operating, the parties involved make a short-term credit to the
customer within prearranged limits which is recorded and settled
electronically on the following business day.

In the prepaid method, customers purchase prepaid cards in advance
and use them to make multiple payments up to the value stored. The issuers of
the prepaid cards are at present limited to the suppliers of the goods and
services and prepaild card companies. Financial institutions are not allowed
to issue such cards. Prepaid cards are suitable for payments of small amounts
and are widely used for purchases of many kinds of goods and services, inclu-
ding payment for calls from public telephones and fares on public transport.
To date, the goods and services that can be purchased by a single prepaid card
are restricted. The legal problems arising from the multi-purpose use of
prepaid cards are at present being discussed.
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Experiments with chip cards

The cards used in the above-mentioned methods of payment are all
magnetic~stripe or embossed cards. Recently, various experiments have been
initiated, mainly among banks, using chip cards for payments. In comparison
with a magnetic-stripe card, a chip card has a much larger memory capacity and
is able to delete and rewrite data.

With these characteristies, chip cards are able to combine the func-
tions of credit cards, cash cards and prepaid cards. Moreover, owing to their
security advantapge, they are also suitable for off-line applications at POS
terminals. Thus chip cards are expected to reduce banks' computer work-load.
It is believed, however, that it will be some time before chip cards are
widely used because of the high issuing costs.

(d) TFirm banking and home banking

In response to deregulation in the field of telecommunications,
banks are trying to expand their services to include firm banking and home
banking.

Firm banking, or cash management services for firms, is offered by
many banks. The types of services provided are: (i) financial and accounting
services, such as keeping track of each transaction and informing firms of the
outstanding deposit balance, (ii) funds transfer services, such as transfer-
ring funds to other accounts and providing a prearranged direct credit system
for the payment of wages and salaries, and (iii) current financial and econ-
omic information services. The telecommunication devices used between firms
and banks include telephones, telefaxzes and on-line computer connections.

Cash management services are provided not only by individual banks,
but also by the cash management network systems, in which many banks partici-
pate. There are four such systems now in operation. The types of services
they provide are basically the same as those provided by individual banks.
There is the advantage, however, of firms being provided with services by
different banks simultaneocusly when connected to one of the network systems.

A rnumber of banks are conducting home-banking trials using a
"CAPTAIN", or videotex network, system operated by Nippon Telegraph and Tele-
phone Corporation. This system enables the customer to be informed of his
outstanding deposit balance and to initiate funds transfers at home. In the
future, other financial operations, and shopping and reservation services are
expected to be added. However, at present, home-banking services are not
widely utilised. This is because prearranged direct credit and debit systems
offering wages and salaries and public utility payment services are still
predominant, and in addition, terminals for use at home are still very
expensive. It is believed it will be some while before home-banking services
gain in popularity and become widely used.

2. EXCHANGE CIRCUITS WITHIN THE BANKING SYSTEM
(a) Intrabank networks
The most important feature of existing intrabank networks is an

integrated on-line real-time processing system connecting branch terminals to
the computer centre via telecommunication lines. Today all city banks and
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many regional banks use such a system. Moreover, large banks are at present
introducing highly sophisticated network systems connecting their overseas
branches. The on-line systems, which have existed in their present form since
about 1970, have not only reduced operating loads and shortened customer
waiting time but have also enabled banks to develop new services in the pay-
ment field.

In addition to the private banks' on-line systems, the postal
savings administration established a computerised on-line system in 1984,
covering 23,000 post offices throughout Japan, and providing payment services
equivalent to those of private banks.

(b) Interbank networks

The bill clearing system

Clearing houses are operated by bankers' associations in each
district. Under the bill clearing system, there are currently 185 clearing
houses throughout Japan. City banks, regional banks, trust banks, long-term
credit banks, sogo or mutual banks, credit associations, credit co~operatives,
and branches of foreign banks participate in the system, either directly or
indirectly. Ttems cleared, by value during 1987, amounted to about Yen 4,173
trillion, of which more than four-fifths were cleared in Tokyo. Data for the
last five years show that the total value of clearings has risen about 2.6
times while the number of items cleared (approximately 396,000 in 1987) has
tended to decrease slightly.

The daily clearing house procedure for bill clearing is as follows
(see also Annex 1). Firstly, the net balances are calculated on an institu-
tion-by-institution basis at 10 a.m. on the working day following bill collec-
tion, and secondly, settlement is carried out by transfers between the banks'
current deposits at the Bank of Japan at 1 p.m. on the same day.

In order to maintain the soundness of the bill clearing operations,
two safety measures can be implemented if need be. These are the suspension
of transactions and the submission of a small amount of collateral. Firstly,
the suspension of transactions is a measure which prevents any firm found
issuing dishonoured bills twice within six months from effecting transactions
with a member financial institution of the clearing house for two years.
Secondly, if a member financial institution cannot settle a debtor balance
which is within the value of the collateral deposited with the clearing house,
then the collateral is sold and used to offset the amount outstanding.

From the point of view of efficiency, the use of MICR-printed bills
and cheques has facilitated the computerisation of clearing operations.,

The Zengin System

Domestic exchange transactions between private financial institu-
tions are effected through the nationwide Zengin System, an on-line telecommu-
nication network linking financial institutions and the Zengin computer
centre, which was completed in 1973 and is operated by the Tokyo Bankers'
Association. This system comprises direct participants, including city banks,
regional banks, trust banks, long-term credit banks, foreign banks, and
indirect participants, including credit co-operatives, labour credit associa-
tions, and agricultural co-operatives that consipgn settlement to their agency
banks. The participating financial institutions numbered 5,298 at the end of
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1987. The volume of transactions handled by the Zengin System during 1987
totalled 454 million and was wvalued at Yen 1,024 trillion. Transactions
mostly consisted of credit transfers, which accounted for approximately 80% by
volume and 957 by wvalue.

The system operates as follows (see also Annex 2). When a payer
requests a remittance, the payer's bank instructs the payee's bank via the
Zengin computer centre. The payee's bank then credits the payee's account.
The funds are available to the payee simultaneously, because the settlement of
interbank funds transfers is guaranteed and finalised by the Bank of Japan.
Transactions involving receipts and payments via the Zengin System are calcu-
lated in the net balance of each participant and are settled by means of
transfers between the banks' current deposits at the Bank of Japan at 1 p.m.
on the next working day.

If a debtor bank fails to settle, the Bank of Japan finalises the
settlement by extending credit on behalf of the debtor bank. Then, the Bank
of Japan covers its credit by liquidating the collateral of the debtor bank,
which amounts to the average value of the previous year's daily transfers.
However, if the cclliateral is not encugh, the participating banks bear joint
responsibility for settlement. In order to prevent the banks' debit values
growing excessively large, the net credit limit management system has been
implemented since June 1987. The aim of this system is to maintain the banks'
net balances between the total amount remitted and total amount received at a
fixed multiple level of each bank's average remitted amount during the
previous year. In addition, in order to ensure the security of the computer
hardware, separate centres have been set up in Tokyo and Osaka.

The ven-based settlement system for foreign exchange

Yen-based settlements of foreign exchange transactions are concen-
trated in this system, which was introduced in 1980 and is operated by the
Tokyo Bankers' Association. To date, eighty-three banks, including fourty-
five foreign banks, participate in the system.

Under this system (see also Annex 3), the member banks exchange pay-
ment instructions on the floor of the Tokyo Bankers' Association at 1.30 p.m.
and also tabulate funds received and paid and the net payments; they make
settlements through their current deposit accounts at the Bank of Japan at
3 p.m. on the same day.

The system is to be operated through the BOJ-Net (see Amnex 5), and
with its implementation, the number of participants is expected to increase
from the present eighty-three to 146. Once this system is operational,
payment instructions will be cafried through the on-line network of the
BOJ-Net, and the net balances of the participating banks will be automatically
calculated in the computer centre of the Bank of Japan. The final settlement
will then be conducted according to the results of this calculation,

The Tokyo Dollar-clearing System

Settlements (see also Annex 4) of dollar and dollar-call transac-
tions in Tokyo proceed, in most cases, in the following manner. Firstly,
settlements are made by transferring funds between the dollar deposit accounts
which participants hold with the same Tokyo branch of US banks, for example
that of the Chase Manhattan Bank. Secondly, the net settlement balances in
the Tokyo branch are transferred to the New York head office and settled
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through CHIPS. This process is called the Tokyo Dollar-clearing System. The
US banks which provide these settlement services, such as the Tokyo branch of
the Chase Manhattan Bank, extend overdrafts to participants with net debit
positions. Thus, the banks are exposed to credit risks because of the time
difference between Tokyo and New York. These credit risks become larger as
the amount settled in dollars increases. Therefore, at the Tokyoe branch of
the Chase Manhattan Bank, a limit to the overdraft facility for the end of the
day has been set for participants in order to reduce exposure to this risk.

Moreover, the Bank of Japan is encouraging banks to study "netting
by novation" as a method of reducing risks with foreign exchange transactions.
The idea of netting by novation is that whenever a foreign exchange transac-
tion is entered into by two parties, the obligation in respect of that trans-
action is automatically netted with the previous obligation in the same cur-
rency and with the same future settlement date, so that both obligations are
novated into a single new obligation. This enables the outstanding gross
obligations to be reduced.

The BOJ Financial Network System

The Bank of Japan has been developing the BOJ Financial Network
System (BOJ-Net for short), which consists of two major parts, namely the
funds transfer system and the securities transfer system. The Bank of Japan
started its funds transfer system operations in mid-October 1988, connecting
the customer financial institutions directly with the computer centre at the
Bank of Japan through an on-line network. The paper-based transactions
between the Bank of Japan and its customer financial institutions can now be
processed through this electronic network.

0f the 640 institutions holding accounts at the RBank of Japan,
roughly 330 participate in this system, including city banks, regional banks,
long-term credit banks, trust banks, sogo or mutual banks, foreign banks and
securities houses.

The present BOJ-Net performs the following functions: (i) interbank
funds transfers through the accounts of the financial institutions at the Bank
of Japan; (ii) interbank funds transfers with payment instructions for third
parties; and (iii) the real-time monitoring of participants' reserve posi-
tions. The system focuses mainly on the settlements of large-scale transac-
tions and provides a same-day settlement service.

The BOJ-Net is to be extended to cover the yen-based settlement Sys-
tem for foreign exchange. Government bond transfers will also be processed
via the BOJ-Net in the future.

Because the BOJ-Net plays an important part in the Japanese payment
system, it stresses system reliability and safety, and thus comprehensive
security measures have been adopted, including back~up facilities. All data
in the circuit are encrypted to prevent tapping and modification.

The introduction of the BOJ-Net is expected to provide the appro-
priate infrastructure for the payment system and thereby contribute to
improving the stability and efficiency of the Japanese payment system as a
whole.
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IV. GENERAL REMARKS

In line with the rapid development of electronic payment systems the
volume of transactions has increased tremendously. In addition, because of
the increasing number of participating institutions, owing largely to the
internationalisation of the payment network, the existence of systemic risk
has been gradually recognised by those concerned. In other words, the risk of
default by a participating institution, or of failure by the computer of one
participant, might result in the successive default by or failure of other
institutions.

- Recently, among participating institutions in the payment systems,
various measures have been introduced to avert such systemic risk. For
example, in the Zengin System the net debit limit system was implemented on a
trial basis in 1987. Moreover, in the yen-based settlement system for foreign
exchange transactions, a net credit limit will be imposed once on-line proces-
sing via the BOJ-Net is complete. Although these attempts are being carried
out only tentatively, it is expected that more and more measures to avert risk
will eventually be implemented.

As the volume of electronic funds transfers increases, so the
problem of ensuring the legal soundness of such transactions has come to
light. On this subject, there have been discussions among the parties con-
cerned, including the Bank of Japan, on whether the current statutes in force
to regulate paper-based funds transfers are sufficient for electronic funds
transfers or not.

V. CONCLUSION

Payment systems in Japan are evolving towards a paperless and cash-
less future, both in the corporate and in the household sector. However, it
is believed that the importance of cash payments will not decrease in the near
future, providing the share of demand for cash with respect to nominal GNP
remains stable. Tt is certain that the share of cash will decline in compari-
son with that of electronic funds transfers. Nevertheless, the cash transac-
tion ~ it is still believed -~ will centinue to play an important role as one
of the principal payment instruments, its advantages being its very anonymity
and universality.

The extent to which electronic payment systems can evolve is largely
dependent on the security and convenience they can provide. In this sense, it
is important, firstly, that the soundness of private financial institutions -
which are, after all, the most important members of the payment systems - be
maintained, secondly, that risks arising from payment systems as a whole be
adequately managed, thirdly, that each transaction be legally safeguarded,
and, finally, that payment instruments be technically standardised.
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THE NETHERLANDS

I. INTRODUCTION

The Netherlands is a densely populated country, with a great many
banks, including the Postbank (the former Postal Cheque and Giro Services)
which offers, as far as payment and savings facilities are concerned, the same
services as the other banks.

In the Netherlands payment services are offered by the banks; there
are no non-bank institutions offering payment transfer services.

The Netherlands is very much a giro country. Of total cashless pay-
ments, 807 are made by means of some form of giro transfer and 207 are made by
(guaranteed) cheque. Cashless payments are processed in three (interconnec-
ted) transfer circuits: the circuit of the Nederlandsche Bank (the central
bank)}, that of the banks and that of the Postbank. While the share of the
central bank in the processing of payments is small (less than 17 of trans-
actions), the banks' circuit and that of the Postbank are about equal in size.
These two systems offer a wide variety of services to the customer (see Sec-
tion ITT). There is close co-operation in the field of transfer services,
especially between the banks, and this has led to a highly efficient payment
system. At the level of the banks' circuit, interbank co-operation is reflec-
ted in the Bank Giro Centre, an automated clearing house, in which practically
all the banks (though not the Postbank) participate.

Because of this highly efficient payment system and the wide use of
guaranteed cheques, there was for a long period of time little interest in
electronic payment services compared with other developed countries. In
recent years, however, the banks have been installing more and more ATMs. POS
systems have also come into operation. Credit card payments do not play a
significant role in the Dutch payment system. Until a year ago payment ser-
vices were free for private customers. At present the services of the Post-
bank are still free, though no interest is paid on credit balances, while the
banks make charges but offer interest on credit balances. The vast majority
of Dutch households possess one or more payment accounts. At the end of 1987
there were 15.16 million accounts, or 1.04 per head of the population.

IT. INSTITUTTONAL FRAMEWORK

1. INSTITUTIONS

Payment services are provided by the Nederlandsche Bank and the
deposit-taking institutions, including the Posthank.
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(a) The Nederlandsche Bank

The Nederlandsche Bank is the central bank of the Netherlands. It
is a state-owned limited liability company. The Bank Act of 1948 secures it a
large degree of independence of the Govermment. The central bank has the sole
right to issue bank-notes.

Moreover, the Bank Act of 1948 contains a section which in general
terms provides that the Nederlandsche Bank must facilitate domestic money
transfers. The WNederlandsche Bank acts as settlement institution for the
banks and also as cashier to the central govermnment. The Bank monitors
developments in the banking sector closely. A special Payment Systems Policy
Planming Department, which monitors both national and international develop-
ments, was set up in 1982, On the basis of the Bank Act of 1948, the Bank
claims an active role in the development of the payment system. Consequently
it is closely involved in establishing the National Payment Circuit, an infra-
structure which will integrate the existing payment circuits.

(b) Deposit-taking institutions

The banking sector in the Netherlands is made up of commercial
banks, banks organised on a co-operative basis, savings banks, the Postbank,
mortgage banks and securities credit institutions. The last two types of
institution, which have access to the payment system only through an account
at a deposit-taking institution, do not offer payment services and will not be
dealt with here. As 1is the case in many other countries, the different
deposit-taking institutions offer the same range of services. As a result,
and given the rise in costs and the decline in economic growth, competition
has grown.

Until the 1960s the banks did not play a significant role in payment
transactions involving small amounts, but dealt primarily with corporate and
institutional payments, while the former Postal Cheque and Giro Services
handled virtually all the payment transactions of private individuals. 'This
division of the market changed when the banks, prompted by their need for
additional deposits which would enable them to expand their lending operations
and improve their liquidity, began promoting the use of personal accounts by
the public at large. Automation had advanced sufficiently to permit the
processing of the large numbers of payment orders resulting from such
accounts.

Commercial banks

There are eighty-three commercial (universal) banks with 2,338
branch offices. This figure includes establishments of foreign banks dealing
mainly with payments on behalf of business customers. The banks offer a wide
range of services to their customers; these include insurance, payment facili-
ties, loans and mortgages, foreign exchange, stockbroking services and in some
cases even travel services. They operate on both the retail and the wholesale
market. The largest are represented throughout the country and have a network
of foreign offices.

Banks organised on a co-operative basis

The 926 banks in this category are organised under Rabobank Neder-
land and operate as a single institution. The Rabobanks maintain a total of
2,345 branches and are strongly represented in country areas. Originally,
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they were agricultural credit institutions, but they have developed a full
range of banking activities and are now also represented in the cities.
Though the individual banks are independent in many ways, the products that
they offer are completely standardised. Rabobanks are primarily retail banks,
but they have now entered the wholesale market, and Rabobank Nederland is
opening foreign branches.

Savings banks

The fifty-eight savings banks are non-profit-making institutions,
one of their objectives being to promote thrift. The need to remain competi-
tive has encouraged concentration. Most savings banks co-operate in De
Nederlandse Spaarbankbond, which owns a commercial bank, but the savings banks
have remained independent and operate under their own names. Though they are
still geared to collecting savings and deposits, they have gradually intro-
duced a full range of banking facilities and stockbroking services. Some of
them have expressed the wish to become commercial banks in a few years' time.

Postbank

The Postbank became a state-owned bank in 1986. It is the successor
to the former Postal Cheque and Giro Services (PCGD), which provided payment
facilities for almost seventy years. The Postbank has its own, closed, cir-
cuit for payments. It already offers many banking services and is putting
pressure on the Government to widen its range of services. For many years the
Postal Cheque and Giro Services were virtually the only institution offering
payment services to private individuals. At the end of the 1960s, however,
when the banks entered retail banking on a much larger scale, it faced compe-
tition and is now losing ground to the banks. Although the Postbank is fully
state-owned, privatisation is under consideration.

(c) Bodies responsible for monitoring and promoting developnents in the
payment systen

The Steering Committee on the National Payment Circuit is the only
national body with responsibilities in this field. It is composed of repre-
sentatives of the commercial banks, the co-operative banks, the savings banks,
the Postbank and the Nederlandsche Bank. The Ministry of Finance participates
as an observer. Its aim is the technical integration of the three domestic
transfer systems, ultimately on the basis of ISO standards for Open Systems
Interconnection, so as to obtain an improved service at lower operational
cost. The reason for developing the National Payment Circuit ig that the
Postbank, the legal successor of the Postal Cheque and Giro Services, holds no
accounts with the banks, so that transfers between the banks' and the Postbank
circuits tend to be relatively slow, while the execution and clearing of
payments within each circuit are normally effected one day after receipt. In
1975 the Minister of Finance, pursuant to Article 9 of the 1948 Bank Act,
invited the President of the central bank to chair a Steering Committee to
study the integration of the three domestic transfer circuits; the Committee's
investigations were oriented towards a national transfer system possibly
comprising decentralised processing of payment orders and large-scale use of
electronic data communication. Work on the establishment of this system is
still in progress.

The banks and the Postbank, under the chairmanship of the Neder-
landsche Bank, are also discussing the implementation of a national POS
system. They also co-operate, as regards payment services, on Burccard and on
inpayments.
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ITI. PAYMENT SYSTEMS

i. PAYMENT MEDIA AVAILABLE TO CUSTOMERS
{2) Cash

Bank-notes and coin are the media used for cash payments. They are
both legal tender, although the acceptance of coin by the public is compulsory
only up to certain maximum amounts. All coins are produced by the Mint, an
institution supervised by the Ministry of Finance, under the terms of the 1948
Coinage Act. The 1948 Bank Act stipulates that the Nederlandsche Bank has the
sole right to issue bank-notes.

At the end of 1987 the currency in circulation consisted of seven
denominations of bank-note (F1. 1,000, 250, 100, 50, 25, 10 and 5) and seven
denominations of coin (F1. 50, 10, 2.5 and 1, and 25, 10 and 5 cents). The
currency in circulation at end-1987 amounted to Fl. 33.3 billion, of which
Fl. 31.8 billion was accounted for by bank-notes. These figures exclude the
notes and coing held at banks, which totalled F1. 2.1 billion.

Over the year the volume of currency in circulation shows a distinct
wave pattern, with peaks in the summer months and in December. Within each
month, there is generally a low in the third week. In 1987 the bank-note cir-
culation fluctuated between Fl. 29.2 billion and F1. 34.0 billion.

Bodies managing the currency

Coins in denominations of less than 1 guilder are brought into cir-
culation by the Post Office and bank-notes and coins in denominations of
1 guilder or more are distributed by the central bank, through its head office
and its twelve branches throughout the country, to banks, post offices and
some large enterprises. The often substantial amounts taken up by these
institutions are debited to their current accounts with the central bank. The
public in turn obtains from the bank branch offices and post offices all over
the country the notes and coin necessary to meet normal household expenditure,
withdrawals being debited to their accounts. Cash in excess of the public's
needs is returned to the central bank, which is responsible for checking and
replacing used notes and detecting counterfeits.

The stock of notes and coin held at the banks and the Postbank
fluctuates between 4 and 67 of the currency circulation.

The Bank Act of 1948 gives the Nederlandsche Bank responsibility for
the currency circulation in the Netherlands. Bank-notes are put into circu-
lation by meeting the demand from banks and the Postbank. As they will, on
the one hand, tend to keep any debit balance at the Nederlandsche Bank (on
which they must pay interest) as small as possible and, on the other, seek to
invest cash not needed so as to earn maximum interest (the central bank does
not pay any interest), they will hold their stock of bank-notes at a minimum.
Cash no longer needed by the banks and post offices is returned to the central
bank and the remitter's current account is credited accordingly. In 1987 a
total of 794.2 million bank-notes {(with a value of Fl. 56.3 billion) was taken
up by the banks and a total of 782.2 million {with a value of Fl. 52.9
billion) was returned. The bank-notes returned from circulation are handed in
at the Nederlandsche Bank's head office or its branches in the country. The
returned notes are processed centrally at the Bank's head office. Bank-note
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sorting at the Nederlandsche Bank is fully automated. In one integrated
process soiled notes and counterfeits (rare) are removed, the notes are
counted and their numbers registered. The machines used in this process are
each equipped with a device to produce magnetic tapes for the large file
registration system which is kept on the Bank's central computer,

Users

In the Netherlands the average household makes most of its payments
in cash. However, the larger the amount invelved, the greater the tendency to
use transfers or guaranteed cheques.

While no precise figures are available, the use of cash to pay
wages, salaries, pensions and social security benefits has become rare,
virtually all such payments now being effected by transfer. Apart from every-
day expenses, cash is still used in cattle trading and in the used-car market,
as well as when tax evasion plays a role.

No exact figure is available for the number of cash payments. At a
rough estimate, 90Z of all transactions are effected in cash. Their total
value in 1987 has been estimated at about F1. 530 billion.

(b) Cashless payments

Deposit money

Approximately two-thirds of the money available to the economy for
payment transactions at the end of 1987 was held in the form of sight deposits
with banks and the Postbank, while the remaining one-third was held in the
form of bank-notes and coin. There were 15.16 million sight accounts (5.3
million administered by the Postbank and 9.8 million by the banks) for a popu-
lation of 14.6 million. Some 1.5 billion cashless payments using deposit
money, for a total value of Fl. 2,480 billion, were made by bank and Postbank
customers in 1987; transfers in the Nederlandsche Bank's books, mainly by
banks, totalled approximately 0.8 million for a value of Fl. 8,772 billion.

The commercial, co-operative and savings banks together operate
5,718 branch offices, all offering sight account facilities and the related
payment services via the Bank Giro Centre. The Postbank, which has its own
circuit for payments, offers its payment services through the 2,705 post
offices.

There is no general legislation governing transfer payments in the
Netherlands; the normal civil and commercial laws apply. This means that no
one is under an obligation to accept cashless payment in settlement of debts,
as only coin and bank-notes are legal tender. However, the legal view that
has evolved over the years is that anyone who makes public (or causes to be
made public) the fact that he holds an account is regarded as having given
prior consent to payment into and/or transfers to that account, which he can-
not therefore reasonably refuse. It is planned to include a provision in the
new Civil Code to the effect that a transfer payment is equivalent in law to
payment in coin or bank-notes. Under the present legislation, the Financial
Transactions Emergency Powers Act of 1978, these types of payment can only be
equated in times of war or other exceptional circumstances. The Bank Act of
1948 contains a section which in general terms provides that the Nederlandsche
Bank must facilitate domestic money transfers.



The Netherlands - 172 -

It is estimated that in 1987 approximately 1.5 billion cashless pay-
ments were effected through the banks and the Postbank. The banks handled 54%
of transfers by volume and 55% by wvalue, while the Postbank effected 467 of
transfers by volume and 457 by value, primarily on behalf of private indivi-
duals.

Payvment instruments

The banks and the Postbank offer the same payment services. The
following payment instruments may be distinguished:

- ordinary credit transfers,
- pre-prepared transfers,

- direct debits,

- cheques,

- cards.

Essentially three instruments are used: transfers, direct debits and
guaranteed cheques; others, such as the ordinary cheque and the credit card,
play an insignificant role. Cash payments are used mainly in the personal
sector for small day-to-day household purchases; as the value of the payment
increases, and for all transactions in trade and industry, cashless instru-
ments are preferred. Transfers are the most frequent medium used for the pay-
ment of rent, insurance premiums, gas, water and electricity bills, subscrip-
tions, etc.

Wages and salaries are paid mainly by transfers into the earners’
accounts. Transfers are also used on a large scale by public administrations.
Of every hundred giro payments dealt with by banks and post offices in 1987,
eighty-one were transfers (98.6% of the total value) and nineteen were cheques
(1.4% of the total value); the proportion accounted for by payments by holders
of credit cards and other minor instruments is insignificant. In 1987 some
290 million guaranteed cheques were used for payments.

When making an ordinary credit transfer, the account holder
instructs his bank to debit his account with the amount indicated in his
transfer order, and to credit that amount to another account, likewise indi-
cated by him, at a bank. Practically all non-recurrent payments in trade and
industry, as well as some household payments, are effected by means of
ordinary credit transfers. This payment instrument is also used on a large
scale by the central govermment and local authorities.

When used by households, the ordinary credit transfer is always in
paper form; for corporate customers and government institutions it is in a
non-paper-based, machine-readable, form.

Pre-prepared transfers fall into two categories, the regular trans-
fer and the inpayment transfer. In the case of the regular transfer, the
account holder gives his bank a standing order to transfer, on fixed dates,
fixed amounts to an account indicated by him. This (non-paper-based) form of
payment is frequently used for rent, subscriptions, insurance premiums, etc.
On the fixed date the bank effects the transfer, and no further action on the
part of the account holder or the creditor is required. The second form of
pre-prepared transfer, the inpayment transfer, is initiated by the creditor.
Together with his bill, he sends the debtor a fully prepared transfer form, in
most cases complete with the debtor's account number, which he knows from
previous payments. All the debtor has to do is to sign the form and send it
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to his bank. This payment medium is used for both regular and non-recurrent
payments of either fixed or varying amounts, e.g. for telephone bills,
insurance premiums and subscriptions, as well as for bills for deliveries to
regular customers. Unlike the regular transfer, this pre-prepared transfer is
a paper-based instrument.

For inpayment transfers the banks and the Postbank have developed a
jeint procedure. ‘

Direct debits constitute a separate category, though they have much
in common with inpayment transfers. The transfer is again initiated by the
creditor, who has been authorised beforehand by the debtor to charge his
account for goods delivered or services rendered, and no further action on the
debtor's part is required. This procedure is frequently used, for example, by
public utilities.

Direct debits can be made only within the individual transfer cir-
cuits,

As a satisfactory transfer system was available to the public from
an early date, the cheque never played a major role as a domestic payment ins-
trument in the Netherlands. 1In the second half of the 1960s, however, the
guaranteed cheque was introduced. The first (1967) was the guaranteed bank
cheque issued by the banks for domestic use, and the second (1969) the guaran-
teed giro cheque of the Postal Cheque and Giro Services; the eurocheque was
introduced in 1973. The guaranteed bank cheque and the guaranteed giro cheque
are guaranteed by the issuing institutions for amounts not exceeding F1. 100
and F1. 200 respectively; they are made available to account holders on
request. The eurocheque is guaranteed up to an amount of F1. 300.

These three payment instruments can be used only in conjunction with
a cheque guarantee card carrying the card holder's account number and signa-~
ture. The cheques can be used in the Netherlands for practically all pur-
chases. In addition, the guaranteed giro cheque and the eurocheque can be
used in a number of other countries for cash withdrawals (both) or purchases
{eurocheques only).

In 1979 the banks introduced a new form of bank cheque which can
only be used for the payment of taxes.

The wuse of credit cards is not significant, although it has
increased somewhat. The credit card that is most used for payments within the
Netherlands is the Eurocard, in which both the banks and the Postbank partici-
pate.

Retail chains are actively promoting their own customer cards. The
volume and value of transactions are not known. Compared with the use of the
payment instruments offered by the banks (and cash), however, their role does
not appear to be gignificant.

The use of ATMs is growing. The banks began installing ATMs, with
only a cash dispensing facility, in 1985. The customer uses the same card as
for guaranteed cheques.

The use of POS terminals seems to be on the increase in the Nether-
lands. Following the launch of a joint pilot project of the banks and the
Postbank in 1985, which was made permanent in 1987, the Postbank has begun to
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install POS terminals at petrol stations. Mainly on the strength of the
response from both consumer and retail organisations, the banks and the Post-
bank, under the chairmanship of the Nederlandsche Bank, are now discussing the
implementation of a national POS system. The customer uses the same card as
for guaranteed cheques.

Interbank networks accessible to customers

Any AIM installed by a savings bank can be used by all savings
banks' customers. The ATMs installed by a bank participating in the Bank Giro
Centre (with the exception of the savings banks) can be used by all the
customers of the other participating banks.

It is expected that these banks and the savings banks will provide
access to the other group's ATM networks in due course.

The POS terminals in the former pilot project are accessible to
customers of both the banks and the Postbank.

There are no other intra-bank or interbank networks that are
accessible to customers.

QOthers

The Postbank and the other banks have separate systems for urgent
payments. The Postbank has a home-banking trial system with approximately
1,000 participants. It is to be continued after the trial period has ended in
1988, Several banks, notably also the Netherlands branches of large foreign
banks, offer corporate cash management systems.

The form in which transfer instructions are given is gradually
changing. The share of ordinary credit transfers submitted to the banks on
transfer order forms which have to be converted manually into machine-readable
transfer instructions decreased from 217 of the total of bank transfer items
in 1977 to 16Z in 1987. This is partly due to the fact that business
customers are using more transfer orders that are machine-readable. Within
the category of machine-readable transfer instructions there are also changes.
The punched card has disappeared, while the diskette is making rapid headway.
The volume of transfer instructions transmitted over data communication 1links
is growing.

Pricing policy

Until mid-1987 payment services were for the most part free of
charge for the private customer, although there was an implicit cost related
to the virtual value date. On the other hand, the banks paid a very low rate
of interest (3/47) on credit balances. Business customers were mainly charged
commissions.

In mid~1987 the situation changed. At present the Postbank still
makes no charges, but has dropped the payment of interest on credit balances.
The banks make charges, but pay higher interest rates depending upon the size
of the credit balance. The nature of the charges differs per bank. The
largest savings bank offers the VISA card and payment of interest on credit
balances above a certain amount, and makes no other charges.
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As a geneval rule the central bank has stated that each institu-
tion's payment services have to cover the costs, thereby counteracting cross-
subsidisation.

2. EXCHANGE CIRCUITS WITHIN THE BANKING SYSTEM

(a) Transfer circuits

Cashless payments are processed in three (interconnected) transfer
circuits:

- the banks' circuit, in which the commercial, co-operative and
savings banks participate;

- the circuit of the Postbank;
- the circuit of the Nederlandsche Bank.

The banks' circuit

The banks' circuit is basically a decentralised system. It is
characterised by greatly varying levels of automation between banks. In 1967
the banks formed the Bank Giro Centre to facilitate the collection and
processing of transfer orders among themselves and between their own and the
other transfer circuits. The system of the Bank Giro Centre is fully compu-
terised and is operated in two centres. The transfer orders received by the
banks' branch offices, insofar as they are paper-based, are converted to
machine-readable data carriers, nowadays practically all in the form of
magnetic tapes. The data carriers are sent to the Bank Giro Centre, where the
information is processed in such a manner that for each individual bank a
machine~readable data carrier is obtained, containing all the credits to
accounts of that particular bank's customers.

It should be noted that the Bank Giro Centre is merely an inter-
mediary between the participating banks. It receives debit items and converts
them into credit items, for individual banks and account numbers, by means of
an automated system. The Centre does not know the balances on accounts, makes
no entries in accounts and, consequently, does not itself produce statements
of account. It is the individual banks themselves which, using automated
processes, make the actual debit and credit entries in the accounts and pro-
duce the statements of account, which they send to their customers.

Although each bank has its own internal processing system for in-
house payments, the Bank Giro Centre is not only used for exchanging payments
with other banks, the Postbank circuit and the Nederlandsche Bank, but also
for processing in-house payments for banks which choose to do so. Most
savings banks are connected to the Bank Giro Centre through De Bank der
Bondsspaarbanken, a commercial bank owned by the savings banks. Many savings
banks have only a regional base, but by operating their own data communication
network they are able to offer services all over the country through each
other's offices.

It is clear that these purely technical operations of the Bank Giro
Centre must be followed by financial settlement. TFor this purpose the part-
icipating banks have authorised the Centre to effect a daily clearing through
the Nederlandsche Bank; the account of each bank is debited or credited with
the difference between its total debit and credit items.
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With the exception of the Postbank, all Dutch deposit-taking insti-
tutions participate in the Bank Giro Centre. The way in which the Bank Giro
Centre functions leads the public to view the banks' transfer system as an
integrated entity.

The Bank Giro Centre also plays a role in the processing of guilder
payments originating in foreign transfers. It operates a special system in
which the guilder payments from the (Dutch) correspondent bank to the bank of
the payee are processed (and cleared). The result is added to the clearing
result of domestic payments.

At present some banks participate actively (i.e. make payments
through the system)}, but most banks participate "passively" (i.e. only receive
payments). It is expected that all banks will participate actively within a
few years. The participants in this system also include the Postbank. Data
from the system are also incorporated in the balance-of-payments returns to
the central bank.

The circuit of the Postbank

Processing at the Postbank is characterised by a high degree of
centralisation, all payment items being processed in three central offices,
and by a high level of automation. The booking process in these centres is
divided into two parts: one in which the accounts are debited and opne in which
they are credited.

Prior to this process, the paper-based payment orders are converted
and put onto machine-readable data carriers. But more and more users now
present their orders for credit transfers or direct debits in the form of
magnetic tapes.

Most of the booking procedure in the three centres is computerised,
but verification of the debtor's signature, and checking that the name and
number on the voucher belong to the correct account, are carried out manually.
in the case of ordinary credit transfers the original voucher is attached
manually to the daily statement and sent to the creditor. The circuit of the
Postbank has greatly contributed to the success of the Dutch cashless payment
system.

The circuit of the Nederlandsche Bank

The circuit of the Nederlandsche Bank embraces only a limited group
of account holders, mainly banks, money and capital market institutions and
public authorities. It operates through a centralised on-line/real-time
system, which completes all transfer orders on the day of receipt. Statements
of account are in the possession of the participants on the following day.
The Nederlandsche Bank's circuit serves as the final settlement system for the
other two systems. In addition to its role as a settlement institution, the
central bank acts as cashier to the central government; transfers effected in
that capacity in 1987 amounted to approximately Fl. 284 billion.

(b) Exchange circuits, clearing and settlement of transfers

To exchange items the banks, as already noted, use their Bank Giro
Centre. After processing, the resulting payment obligations are netted out so
that an institution will either owe or receive an amount. Clearing figures
are presented each working day to the Nederlandsche Bank via its on-line
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system at about 1 p.m. Until about 2.30 p.m. other items, for instance pay-
ments stemming from money market transactions, can also be presented to the
Nederlandsche Bank via the on-line system. The Nederlandsche Bank determines
the banks' positions for that day. Items from the banks' circuit for the
Postbank circuit are also passed through the Bank Giro Centre. Settlement of
these items is effected through an account held by the Bank Giro Centre with
the Postbank. This account is regularly replenished through a payment in the
books of the Nederlandsche Bank.

The banks hold accounts with the Postbank for payments to be made
from a postal giro account holder to a bank account holder. Ultimately, the
amounts are withdrawn from the Postbank circuit through the account held at
the Nederlandsche Bank.

(¢) Exchange circuit for securities

The system for exchanging securities is very largely a giro system.
The securities themselves are kept in safe custody by banks or by Negicef, the
central safe-keeping and administration institution, owned by the Stock
Exchange Association, the banks and the central bank (each with a one-third
holding). The depositary records the right of a person to a specific number
of securities. After (home) trading has taken place, the change of ownership
is recorded by the depositary. In principle this is done by communicating the
trade data to the Securities Clearing Corporation. The selling party
instructs Necigef to debit its account in a certain security and to credit the
account. of the Securities Clearing Corporation with Necigef to settle the
transaction. The financial settlement is effected wvia the Kas-Associatie, a
specialised banking institution which is a 60% subsidiary of the Stock
Exchange Association. The banks, however, also use another settlement proce-
dure, whereby the contracting parties themselves inform Negicef. The payments
are also effected separately via the central bank on the initiative of the
parties. In this way same-day settlement is possible. The point is that in
the Netherlands there are no fixed rules on settlement dates in relation to
trade dates.

A special place is occupied by the money market instruments CP (com-
mercial paper) and CD (certificates of deposit). At the request of the banks
the central bank acts as clearing institute and as depositary. Thus the
administrative system of securities ownership is not only fully giro-based,
but clearing and settlement can also take place on a same-day basis and the
trade date can be the same as the settlement date. This peint is of parti-
cular importance because of the money market aspect of CDs and CP.

IV. GENERAL REMARKS

In the autumn of 1987 the central bank, pursuant to the Bank Act,
issued a memorandum describing four aspects which in its view form the basic
principles in the development of the payment system. They are:

- uniformity of the infrastructure: there should be no competition in
the provision of infrastructures, and there should also be an
incentive to make the infrastructure transparent for the customer.
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- cost coverage: payment services as a product should be cost-
effective for every bank. Moreover, the pricing of services should
foster the use of the more efficient among them.

- product conditions: everyone should be able to have access to the
payment system, and the services should be transparent for the
customer.

- fraud and security: special attention should be devoted to fraud and
the security of the payment system.

The Minister of Finance has stated in Parliament that because of the
private nature of the banking business, he sees no fundamental role for the
Government, but that he agrees with the view of the central bank mentioned
above. In principle, the banks are in agreement with the memorandum. The
central bank is currently examining its possible expansion.

A major topic of discussion, apart from the memorandum, is the
cost-effectiveness of the payment services. Here the banks and the Postbank
are in opposition. The banks state that their payment system is very costly
as a result of the payment services provided for private customers. The
Postbank, however, claims that its payment system is cost-effective and,
besides, that the private customer is more lucrative than the corporate
customer. This is also more or less the view of the largest savings bank.

A common problem for all banks including the Postbank concerns
interbank charges. The situation in the Netherlands reveals a distinct
pattern whereby some banks process more credit transactions and other banks
more debit transactions, so that the one side does not offset the other in the
"ordinary" way. Because the transactions costs for the debiting bank are much
higher than the costs of the crediting bank, the "debit" banks are interested
in introducing interbank charges.

V. CONCLUSTON

The Dutch payment system is efficient and well-organised. The pay-
ment services are characterised by gradual progress, with broad co-operation
between the suppliers.

On the other hand, viewing the development of the payment system
more generally, the issue of cost-effectiveness is a major obstacle.
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Annex 1
Overview of {domestic)} giro transfer flows in the Netherlands
Banks Postbhank
6
¢ 3 DNB
q [P —

S
transaction information flow DNB = De Nederlandsche Bank
{separate) settlement flow BGC = Bank Giro Centre

Payments by order of bank customers

{1} payments between customers of the same bank

{2) payments between customers of the same bank, processed through the Bank Giro Centre

{3) payments between customers of the Nederlandsche Bank

(4) paymaents between customers of the Postbank

(3) payments from customers of banks to customers of the Postbank

(6) payments from customers of the Postbank to customers of banks

(7}  payments from customers of banks to account holders of the Nederlandsche Bank and vice
versa

(8) payments between customers of different banks

- Payments between banks

(9) payments between banks

(10} payments between banks and the Nederlandsche Bank and vice versa

{11) payments between Postbank and the Nederlandsche Bank and vice versa (and between
customers of the Postbank and account holders of the Nederiandsche Bank)

{12) payments between banks and Posthank

{13) payments between Posthank and hanks
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SWEDEN

I. INTRODUCTION

The development of payment systems in Sweden during the last decade
has been characterised by an increasing volume of transactions and a process
of continuing computerisation. The banks' data-clearing gystems have been
transformed into a channel for the exchange of information and interbank data.
The volume of paper documents handled in daily banking business has been

reduced. Today cheque clearing between banks is carried out entirely by
electronic means. New, more advanced control systems have been introduced in
the various fields of banking. The need for more timely and accurate

information and faster payment transfer times is continually growing. A new
network for data communication between banks will be introduced this year for
the exchange of information and data via high-speed transmission lines.

An dimportant feature of the 1980s has been that the banks have
developed separate credit card systems. Deregulation of the credit market and
intensified competition have encouraged the banks in this field, where they
are able to use their technical know-how and financial resources, for example,
to set up pilot EFT POS projects.

As more and more ways of using cards have been introduced, the
number of cards issued has also increased. Today some 5 million cards are in
use; the value of transactions using cards is estimated at S.kr. 40 billion a
year and the number of transactions at about 50 million a year.

Despite the rapid expansion of credit card systems, only 27 of the
total volume of payments is made with cards. They are most frequently used at
retail outlets, where they account for 10%Z of the transaction volume.

The increased use of cards for payments at retail outlets has meant
rising costs in this sector, and discussions are in progress on how to
distribute these costs.

The most important payment systems in Sweden remain the giro
systems, owing to their proven efficiency. About 907 of all payments by value
are channelled through the giro systems, though the number of transactions
represents only 10-15% of the total. Cash payments at retail outlets account
for the bulk of the transaction volume.

During the last two years trials with electronic funds transfer
systems have increased steadily. Since 1987 shopkeepers have been able to
test terminals for the automatic verification of authorisation.



Sweden - 184 -~
JI. INSTITUTIONAL FRAMEWORK

1. BANK OF SWEDEN

A new Bank of Sweden Act will come into effect on lst January 1989,
It defines more explicitly than did the former legislation the status and
responsibilities of the central bank with regard to the payment system.
Formerly it was only prescribed that the Bank of Sweden had the exclusive
right to issue notes and coin and that these were legal tender. The pew law
also authorises the Bank to decide on the design and denomination of notes and
coin. The Bank is responsible for ensuring that sufficient means of payment
are issued; further responsibilities include replacing worn and damaged notes
and circulating information on forgeries.

The Swedish banks perform various services for each other, and an
efficient clearing system is therefore necessary. The final settling of
accounts for these clearing transactions has always been extended through
special cheque accounts at the Bank of Sweden. Since mid-1986 the settlements
have been made at special clearing terminals set up by the Bank; the banks'
claims on each other are reported before noon every day and are automatically
settled against the respective cheque accounts.

The Bank of Sweden does not co-operate in the development of payment
systems. The Bank does, however, observe developments in this field closely
and take account of their consequences, for example, for monetary policy. The
Bank's task of promoting a secure and efficient payment system is specifically
mentioned jn the new Bank of Sweden Act, as well as in the Instrument of
Government . This task implies, inter alia, that the central bank must also
study the development of means of payment other than notes and coin, such as
the Postal Giro, the Bank Giro, cheques and credit cards.

2. POSTAL GIRO

The Postal Girc is a separate department within the Post Office
organisation. It used to co-operate with the government-owned commercial
bank, "PK-Bank", for the purpose of investing its surplus funds, but since
1986 it has been free to invest its cash on the market.

The great bulk of payment transactions by the corporate and house-
hold sectors are made via the Postal Giro or the Bank Giro. The Postal Giro
is the larger system, handling all kinds of transactions, from small payments
by households to large government payments. Today the number of Postal Giro
accounts stands at 1.5 million, with a daily average of 1.5 million trans-
actions for approximately S.kr. 23 billion. The total value of transactions
in 1987 was S.kr. 6,740 billion. The combined value of transactions handled
by the Postal Giro and the Bank Giro accounts for 90¥ of all payments. By
number, however, these transactions represent only 10-15% of all payments, the
bulk being accounted for by cash payments at retail outlets.

* The first of the four fundamental laws comprising the Swedish
Constitution.
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The Postal Giro system is being used more and more by private
individuals. This is because PKbank, which handles the large government
salary payments, and the savings banks have their salary payment accounts
linked to the giro system and because at the same time 600,000 individuals
have their own Postal Giro accounts. The increase is also due to the fact
that the Postal Giro can be used at post offices throughout the country with
their long business hours.

During the last few years the Postal Giro has introduced new
financial services for its business customers. A terminal information system
provides customers with advice on better cash management, and on-line trans-
missions can be made by the customer to the Postal Giro computer system.
Small and medium-sized companies can use the system to integrate their cash
management programmes with the payment system of the Postal Giro.

Together with the large credit card companies, the Postal Giro has
constructed a system for verifying and authorising credit card purchases - the
KC-System. The system requires special shop terminals connected to the
computers of the Postal Giro, which in turn are linked to the computers of the
credit card companies.

Since September 1986 the Postal Giro, through its S.W.I.F.T. member-
ship, has had access to S.W.I1.F.T.'s international computer network for bank
transactions. This has meant an increase in payments from foreign banks in
particular.

The increased use of the Postal Giro system has made it practical
for customers to co-ordinate all their systems; efforts have therefore been
made in this direction. One procedure that has been developed, for example,
invelves the paying company sending its payment orders on magnetic tape or via
telecommunication to the Postal Giro, which avtomatically distributes the
payment to the accounts of the payees. The payees are at the same time
notified of the transfers. This kind of electronic procedure has made it
possible to reduce the volume of written information.

Various transactions are constantly being made more efficient. The
Postal Giro's pricing policy aims at reducing the current dependence on
interest revenues and increasing fee income instead. In February 1988, for
example, several fees were raised, including those for payments from Postal
Giro accounts made at post offices. Customers also have the option of posting
their payment orders free of charge.

3. BANK GIRO

The Bank Giro is a company owned by commercial banks, savings banks
and co-operative banks. In 1986 all foreign banks that were in the process of
establishing themselves in Sweden also became joint shareholders in the Bank
Gire. The Bank Giro is used to make large-scale payment transfers between
bank accounts. There are no separate bank giro accounts, but ordinary bank
accounts are given a separate BRank Giro number. The giro system is
administered by the Bank Giro Centre.

The activities of the Bank Giro are divided into two categories: the
giro system with 700,000 interconnected bank accounts and the contracts
division. The activities of the latter consist in servicing ATMs and credit
cards and, since 1987, the computer switch for on-line transactions between
banks.
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A giro procedure that has seen more frequent use during the last few
years is payments to accounts with notification of the payee. Using the giro
system for payment transactions reduces the number of cash and cheque
transactions. An example of this is payments of those share dividends that
can now be made through the Bank Giro.

Since 1986 the Bank Giro Centre has participated in the Bank of
Sweden clearing system; it is connected with the central bank via a terminal.
Interbank transactions are netted at the Bank Giro Centre, and then the net
positions between banks are settled through their cheque accounts at the Bank
of Sweden. The number of transactions cleared amounted to 152 million in 1987
for a total value of S.kr. 7,515 billion; by comparison, the wvalue of
interbank transactions cleared via the Bank Giro system in 1985 totalled
S.kr. 2,888 million.

In 1987 the Bank Giro system handled 174 million giro transactions
for a total value of S.kr. 1,290 billion, corresponding to a daily value of
S.kr. 4 billion.

The more extensive use of computerised procedures in the business
sector has also resulted in computerised payment transactions overtaking
paper-based transactions. In volume terms the ratioc is now 60:40.

The Bank Giro Centre finances its expenditure through a membetrship
fee based on the transaction volume and through transaction fees. The
membership fee covers about 50% of the costs.

4, BANKS

The Swedish banking system has a long tradition of extensive co-
operation. Banks have usually agreed on the use of standardised procedures
and systems rather than establishing their own particular systems.

The extent of this co-operation is evident from the range of banking
services the banks perform for each other and for the benefit of all
customers. This is aided by the fact that most transactions procedures are
computerised and that computerisation has today reached an advanced stage in
Sweden.

There are many reasons why the banks have been able to carry out
extensive automation fairly easily. The structure of the banking system was
well adapted to computerisation to begin with. TFurthermore, the Swedish banks
had also been co-operating in other fields for many years. It was therefore
natural for the banks to co-ordinate their systems among themselves and with
those of their customers.

Despite the fact that Swedish banks today are highly automated,
staff numbers have remained unchanged since the beginning of the 1980s. The
adoption of computerised systems during the 1980s has aimed more at widening
the base for decision-making and improving the service for customers than
reducing personnel.

The introduction of more advanced verification systems has led to
the fact that tellers' terminals and VDUs have been replaced by screen
terminals that have both a data-capture system and a control system. These
terminals can be used for booking transactions with customers, calling up
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customers' balances, providing tellers with information and updating account
records. In future the terminals will probably be supplemented by credit card
readers and keyboards for identification by PIN codes.

By using computerised verification systems, bank branches can
provide a fast and efficient service to their customers. As a first step,
transaction services have been automated. Self-service terminals have been
installed in many bank branches, enabling the customer to carry out certain
routine operations such as withdrawals from accounts, requests for statements
of account, and transfers between different personal accounts. The aim has
been to relieve personnel of routine work and instead make them qualified
advisers in economic and legal matters. The banks are today following up this
development by expanding their computerised information systems. The
transaction offices of today will tomorrow be replaced by banking information
centres. The large-scale use of data communication will provide the capacity
for a substantially larger transaction volume in the future.

In the last few years service fees have been widely used by the
banks. Self-service transactions are in principle free of charge or subject
to only a small fee. There are fees penalising small transactions, such as
cheque payments, credit card payments and withdrawals of small amounts of
cash, in order to limit the number of such transactions. High fees are
charged for manual and advisory services to offset the costs involved. This
will probably mean that, in the future, services at the counter will be
subject to high fees, while terminal and ATM services will be free of charge.

The quality of a bank's advisory services is an important
competitive ingredient which has given the banks an incentive to invest in the
education and training of their employees.

5.  FINANCE HOUSES

The market for credit cards has expanded rapidly in the last few
years. Many of the large credit card systems have been introduced by finance
houses, because their activities have hitherto not been regulated to the same
extent as those of the banks. The Banking Inspection Board is the supervisory
authority for the finance houses, and since July 1988 its authorisation has
been required for setting up a finance house. The finance houses and their
management now have to satisfy gualitative criteria, and there is also a
minimum capital requirement.

The greater part of the credit card market is in the hands of the
finance houses: two-thirds of all ocutstanding credit card debt is with the
finance houses. O0f the total of 278, fourteen, of which six are owned by
banks, dominate the market. These fourteen were administering 3.5 million
accounts at the end of 1987.

Bank-owned finance houses have undergone a thorough restructuring
during the last few years. Up to 1986 the management of credit card business
was co-ordinated by a jointly owned company. After the deregulation of the
credit market and after having introduced a combined debit and credit card of
their own, called the "bank card", the banks started to act independently on
the credit card market. The parent banks decided in 1986 to manage the
marketing and financing of the "Kdpkort'" card and MasterCard themselves. The
outstanding stock of credit has gradually been transferred to the banks' own
finance houses. This task was completed around the end of 1987. The banks in
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question then introduced their own names on their credit cards. Two of the
largest commercial banks named their credit cards '"On-line" and "Svenska
Pengar'.

The credit card business of the savings banks is managed by their
jointly owned company Sparbankskort. PKbank has for many years had its own
credit card system, "PK-kort", which is managed by the Post Office.

ITT. PAYMENT SYSTEMS

An overwhelming proportion (95%) of the transactions in retail trade
is effected in cash, despite the introduction of new card systems. O0f the
rest, 4% are credit card payments and 1% cheques. Payments in cash are still
simpler and cheaper for both retail traders and their customers. A restrain-
ing factor is that a small fee is charged for buying below a certain amount of
money both on cards and on cheques.

1. PAYMENT MEDTA AVAILABLE TO CUSTOMERS
(a) Cash payments

Pursuant to the new Bank of Sweden Act, which will come into effect
on lst January 1989, the unit of currency is called the krona and is sub-
divided into one hundred 4re. Notes may be issued in the following denomina-
tions: 10, 20, 50, 100, 500, 1,000 and 10,000 kronor. For coins the denomina-

=

tions are: 10 and 50 &re and 1, 5 and 10 kronor.

The Bank of Sweden distributes notes and coin free of charge up to a
certain amount, above which a fee is charged, on a commercial basis.

The importance of notes as a means of payment cannot be easily esti-
mated, as it is impossible to measure transaction velocity. However, their
importance has diminished, in particular since the expansion of the giro
systems. In value terms notes account at most for 10% of all payment trans-
actions, but they are predominant in terms of the number of transactions, with
95% of transactions at retail outlets being effected in cash.

(b) Cheques

In Sweden the banks agreed to redeem each other's cheques many years
ago. A precondition for this was that all information on the cheques was
standardised as regards account number, identification, size, etc. About
one-third of all cheques are passed through the clearing system, which
operates in the following way: the cashing bank keeps the cheque, while the
issuing bank receives information via its terminal as to which account to
debit and which bank has cashed the cheque; information about the cheque
itself can be requested afterwards, but it is seldom needed.

The settlement of payments by cheque is now a completely electronic
process. The last step in this direction was taken in 1986 when the Bank of
Sweden started to collect daily clearing data via terminals.

Today the growth in cheque payments is slow. The market has been
taken over by credit cards and ATMs. On average, each individual writes only
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ten cheques annually. The number of cheques written has increased only
moderately lately, and the turnover is 140 million cheques a year.

{c) Card payments

The use of credit cards has expanded during the last five vyears.
The market is constantly changing, with new ownership structures, new contract

conditions and new fields of application. Cards that can be used
internationally are on the increase, as is the practice of charging fees for
more and more services. A special fee, for example, is charged for cash

withdrawals abroad.

As mentioned, most credit cards are managed by finance houses. The
number of credit card systems is now about 200, but only ten of these can be
used all over the country and are not restricted to one branch or chain of
stores. At the end of 1987 there were 4 million credit cards on the market.

Some cards have a very short credit term, with payment being made on
a specified date in the month following the transaction. Most of these cards
are issued by petrol companies and car~-hire firms. In addition to these
cards, whose use is restricted to a single firm's services, there are three
all-round credit cards: BEurocard, American Express and Diners Club. These are
primarily used as travel and entertainment cards. They are financed through
fees charged to retailers and a yearly fee payable by the card holder. By
1986 these three card companies had issued about 400,000 cards.

(d) Cards at retail outlets

For a number of years the banks have been offering bank cards that
can be used as credit cards and in cash dispensers. The card is linked to the
card holder's bank account, which in turn can be connected to a credit
facility. If credit has been given by a credit card company, the card holder,
when paying with his card, indicates on the bill concerned whether his credit
card account or his bank account is to be charged. This bank card cannot for
the moment be used at POS terminals, but is accepted by ATMs.

A new system of authorisation is being developed for use at retail
outlets, hotels and restaurants. An authorisation and credit limit verifi-
cation system developed by the Kontocentralen, described below, is now being
implemented. Through the authorisation terminals shop assistants can easily
verify the authorisation and cover for each transaction.

{e) Cards at POS terminals

The terminals connected on-line to the authorisation system can
today be used to charge customers' accounts directly. Such terminals are
undergoing trials in several cities. As it is expected that this system will
be expensive, discussions are taking place on how the costs for the electronic
transmission of payments should be distributed between banks, retailers and
customers. Retailers would like it to be possible to use all cards at any one
terminal. POS pilot projects are now being carried out in shops by commercial
banks and savings banks through two special companies, SERVO AR and Babs. The
latter leases terminals and electronic writers to the shops; electronic card
readers, a device that retailers have long been asking for, are also used.
The tests will serve as the basis for a decision at the beginning of 1989.
The test being performed by the savings banks is interesting in that holders
of their cards are using them in an enviromment other than a bank branch.



Sweden - 190 -~

Since the summer of 1988 co-operation with a petrol company has
enabled holders of savings bank cards to use them to buy petrol at 500 filling
stations by keying in the same PIN code as for cash withdrawals. This has
focused attention on the problem of security at filling stations. The
solution has been to use special security boxes owned by the Babs company and
rented by the filling stations.

Since 1986 one of the large commercial banks has also been testing
POS terminals in some store chains.

{(f) Bank cards at ATMs

The first step in the development of electronic payments was cards
for cash withdrawals at ATMs. Today these cards can also be used in shops,
hotels and restaurants. In Sweden there are two competing ATM systems:
Bankomat, owned by the commercial banks, and Minuten, managed by the savings
banks.

Now a third generation of ATMs is being installed. They are
on-line, which means that the card holders can ask for a list of their latest
withdrawals or an up-to-date statement of account. Transfers to other bank
accounts, however, are not possible.

The on-line connection with the bank's data centre has enabled
customers to monitor their balance more efficiently. This check is
automatically performed with every transaction.

1,600 ATMs have so far been installed, only about one hundred of
them inside bank branches. About 140 million transactions are performed at
ATMs yearly - approximately the same as the number of cheque transactions.
The average amount withdrawn is S.kr. 550. About one-third of all withdrawals
are for amounts of between S.kr. 100 and 200,

New services have been added lately; for example, the cards can be
used for cash withdrawals abroad. The opposite, i.e. foreign visitors to
Sweden using their cards in Swedish ATMs, will certainly be possible at a
later date. Most ATMs are connected to the data centre of the respective
banks through leased telecommunication lines. The bank computers are in turn
connected with each other through an electronic switchboard at the Bank Giro.

{g) Giro systems for individuals

Competition has been heightened during the last few years, espe-
cially when the deregulation of the Swedish credit market started at the
beginning of the 1980s and the struggle to attract depositors became more
intense. The savings banks have introduced a system linking salary accounts
to the Bank and Postal Giros. Before that the giro systems could only be used
by firms. Today one million of the savings banks' salary accounts are linked
to the giro systems. This has led other banks to introduce similar systems.

Furthermore, the Postal Gire and the Bank Giro have recently
introduced an invoice payment system called "autogiro" which allows an account
holder, for example, to authorise a firm to debit his account automatically on
a specific date. This kind of giro is especially suitable for anyone who has
regular payments to make, such as rent, hire-purchase instalments, credit card
payments and telephone bills.
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(h) New methods of payment

Some time ago trials with home banking were started on a very small
scale. How many people will be prepared to use this system in the future is
very uncertain. Existing giro systems in practice offer an equivalent
service, i.e. customers can make their payment transactions at home but with-
out an expensive terminal. This procedure can be further automated through
the autogiro for automatic transfers of recurrent payments.

In Sweden, as in other countries, '"smart cards" with built-in micro-
processors are being developed. This kind of card will function as an
electronic wallet and cheque. Tests in other countries have shown that this
electronic cheque is far more simple to use than a writtenm cheque, and it is
proof against fraudulent use. Currently these cards are still too expensive
to be introduced on the market.

IV. EXCHANGE CIRCUITS WITHIN THE BANKING SYSTEM

1. INTERBANK CLEARING

The Swedish banks perform a variety of services for each other, and
an efficient clearing system is therefore essential. The need to obtain value
from other banks for their cheques was the basis for the first manual clearing
system, which was superseded in the mid-1970s by electronic clearing. Under
the new arrangements the cheque itself is retained by the cashing bank while
the relevant data on the cheque are transmitted electronically to the drawee
bank wvia the Bank Giro. There the amount of the cheque is debited to the
customer's account. All the banks participate in the cheque clearing system,
as does the Post Office. The clearing system has now been enlarged so that it
functions as an interbank circuit. Other transactions that have been
computerised within the clearing system include salary payments, bank money
orders, withdrawals from accounts, deposits, etc. Data are transmitted on
magnetic tape or on~line via the Bank Giro. The electronic clearing system is
a perfect example of how the banks have reduced the volume of paper handled
simply by co-ordinating their systems.

The description above refers only to clearing transactions between
banks. Settlement is effected at the central bank, where every bank has a
cheque account. FEach day at noon every bank reports its balances vis-a-vis
the other banks, whereupon claims and liabilities are matched and settled
between the accounts of the respective banks. TIf a debit balance occurs in
this process, the bank in question can cover it by borrowing from the Bank of
Sweden.

In short, the Swedish bank clearing system 1is now entirely
computerised. It consists of two stages: a clearing system, with transactions
transmitted electronically between the banks, and the settlement at the Bank
of Sweden, which is also effected electronically.

2. KONTOCENTRALEN

In 1983 eight credit card companies and retailers' associations set
up a joint company, Kontocentralen (KC), to conduct a market test of an
electronic verification and authorisation system. The test was undertaken in
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conjunction with the Swedish Telecommunication Authority and proved success-
ful. In January 1987 the tested system was put into permanent operation.
Initially it encompassed nine card systems, and a further three have now
joined the system. Currently some 3,300 terminals are linked to the KC
system.

Originally it was intended that the verification system should also
include the data-capture process. A growing interest on the part of the large
banks in retail payment systems has led to this part of the test being given
priority and conducted separately by a special syndicate of banks which has
the task of developing an electronic system for this purpose. This system
will, however, also be under the control of Kontocentralen.

3. THE MONEY MARKET CLEARING CENTRE

In the autumn of 1987 a proposal was put forward concerning a Money
Market Clearing Centre that would operate a centralised management system for
securities traded on the Swedish money market and bond market. It is intended
to create an electronic system for the management of securities brought
together in one institution with a register of the holders in order to
dispense with the physical transfer of securities and funds between buyers and
sellers on the market. To guarantee the liquidity of the system, the Bank of
Sweden acts as lender of last resort. In practice this means that the Bank
will intervene during temporary disturbances so that the system will not be
brought to a halt. At present the system is operated manually, but the
electronic system will be introduced in 1989,

4,  THE INDEPENDENT CREDIT INFORMATION AGENCY

A credit intelligence agency, the Independent Credit Information
Agency, will compile a register of credit card holders who are in serious
breach of their obligations, for example by failing to make payments when due,
exceeding credit limits or gaining access to credit under false pretences.
All credit card holders will be notified of the existence of the register.

5.  STANDARD SECURITY SYSTEM

Corporate payments, as well as private payments and securities
transactions, must be safeguarded at both the transmission and the accounting
stage. To. facilitate communication with the banks, it is essential that a
standard security system be adopted by all the parties concerned, and this is
now in the process of being established in Sweden.

V. GENERAL REMARKS

The issues currently under discussion include the progressive
computerisation of more and more bank services owing to the high costs of
services performed manually and increased competition to attract customers.
Typically, banks are currently installing terminals at their branches for
customers to carry out their transactions themselves. These self-service
transactions are free of charge, while services such as information and advice
involving bank staff carry a small fee. This trend will continue and in turn
raise questions concerning the public's willingness to accept and adapt to
technical innovation.
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SWITZERLAND

I. INTRODUCTION

It is a characteristic feature of the development of the Swiss pay-
ment system that more abstract payment instruments take longer to gain accep-
tance than they do elsewhere. This can be said both of the replacement o
coins by paper money and of the replacement of paper money by deposit money.
The 1980s have seen an acceleration in these processes. While sight deposits
increased by 47.7% from Sw.fr. 36.9 billion at end-1980 to Sw.fr. 54.5 billion
at end-1987, the currency in circulation (notes and coin) rose over the same
period by 12.3% from Sw.fr. 22.0 billion to Sw.fr. 24.7 billion (see Table 1
at Annex 1). The cash ratio” declined accordingly from 37.3% (1980) to 31.2%
(1987).

In the area of cashless payments Switzerland belongs to the group of
so-called giro countries, i.e. those in which the giro transfer predominates.
The cheque, by contrast, never achieved widespread popularity, although it has
more recently come to be used more widely.

Cashless payment facilities are offered by the banks and the Postal
Administration. Whereas the Postal Administration, with its postal giro
system, has played a major role in the field of bulk payments since 1906, it
was only in the 1960s, with the advent of the salary account, that the banks
developed the bank giro transfer system to cater for the general public.

Alongside paper-based payment instruments such as the bank or postal
giro transfer, paperless payment services employing data carriers have been
used increasingly since the mid-1970s. The main users of these facilities are
commercial customers of the banks and the Postal Administration.

A further step was taken in 1987 with the introduction of the SIC
(Swiss Interbank Clearing) electronic system, which has now replaced the

paper-based interbank payment system and a large part of that using data
carriers.

—

See Schweizerische Nationalbank (1981), pp. 287-2090.

2 The cash ratio is defined as the share of notes and coin in M1. M1 is
defined as currency and private households' and firms' sight deposits
with banks and the Postal Administration.
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ITI. INSTITUTIONAL FRAMEWORK

1. THE SWISS CONFEDERATION

In 1848 all coinage rights were transferred from the cantons to the
Federal Govermment. Swiss coins are struck at the Federal Mint in Berne. The
Swiss National Bank merely places its services at the disposal of the Federal
Government for the distribution and withdrawal of coins.

In 1891 Article 39 of the Federal Constitution conferred on the
Federal Government the exclusive right to issue bank-notes (bank-note mono-
poly). Exercising its currency prerogative, the Federal Government trans-
ferred this right to the Swiss National Bank in 1907. The note-issuing privi-
lege is granted only for a period of twenty vyears at a time.

2. THE SWISS NATTIONAL BANK

The Swiss National Bank was created by the National Bank Law of
6th October 1905 and commenced operations on 20th June 1907. The National
Bank's chief function is to regulate the country's currency circulation, to
facilitate payment transactions and to pursue 2 credit and monetary policy
serving the interests of the country as a whole.

The National Bank Law gave the Swiss National Bank the right to
develop its own cashless payment system and to open a giro account for every
economic agent. The Bank has made only limited use of this right. Since 1986
it has operated giro accounts exclusively for banks, public %ntities, foreign
central and commercial banks and international organisations.

3. THE BANKING SECTOR

The Swiss Banking Act groups banks into banks in the strict sense
and banks in the broadest sense. Banks in the broadest sense include, along
with banks in the strici‘f3 sense, finance companies and sole traders that
publicly solicit deposits.

Banks in the strict sense are themselves sub-divided into cantonal
banks, large banks, regional and savings banks, loan associations and agricul-
tural credit co-operatives, other banks, foreign-controlled banks, branches of
foreign banks and private banks. At end-1987 there were 622 banks and finance
companies with 4,202 offices operating in Switzerland.

As a rule, Swiss banks undertake all types of banking business,
although there are a number of specialised groups of bank. The private banks,
for example, focus on investment management, and the regional and savings
banks on mortgage business.

Within the payment system the banks are both the retail distributors
of cash and suppliers of cashless payment services to their customers.

3 Federal Constitution, Article 39, paragraph 3.
4 See Schweizerische Nationalbank (1986), p. 45.
5 See Schweizerische Nationalbank (1988), pp. 18-32.
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Since 1935 the banks have been subject to supervision by the Federal
Banking Commission. A number of banking associations exist to protect the
common interests and rights of the banks, with the Swiss Bankers' Association
in Basle as their umbrella organisation.

In 1981 the banks assigned responsibility for the administrative and
technical operation of the bank clearing system, which handles both paper-
based and paperless payments, to Telekurs AG, a joint venture of the Swiss
banks. At end-1987 the system comprised 342 participating banks with a total
of 2,894 offices. The remaining banks pass their payments through the Swiss
National Bank's paper-based giro system, through the postal girc system or
through correspondent banks. In addition to its responsibilities in the bank
clearing system, Telekurs AG operates the SIC electronic payment system (see
Section III.2.(b)) and the Swiss Cheque Centre {(see Section III.1.(b)) on
behalf of the Swiss National Bank and processes securities transactions on
behalf of the Swiss Securities Clearing Company (Schweizerische Effekten-Giro
AG, or SEGA) (see Section III.2.(c)). In addition it provides a financial and
stock exchange information service and is the parent company of the Eurocard
(Switzerland) SA credit card organisation.

4, THE POSTAL ADMINISTRATION

The postal giro system was introduced in 1906 with the aim of making
payment transactions easier, simpler and cheaper. Thus, a year even before
the Swiss National Bank was founded, the Postal Administration received
authorisation to open a sight account for every economic agent and developed a
payment system to serve the publie, corporate and private household sectors.

Postal giro payments are handled at a nationwide network of twenty-
five postal cheque offices and 3,858 post offices (1987). With over
1.17 million postal cheque account holders and approximately 500 million
transactions per year, the postal giro system plays a major role in the field
of bulk payments.

TII. PAYMENT SYSTEMS

1. PAYMENT MEDIA AVAILABLE TO CUSTOMERS
(a) Cash payments

Legal basis

The Coinage Act of 18th December 1970 regulates the Swiss monetary
and coinage system. The unit of currency is the Swiss franc, which is legal
tender in Switzerland and in the Principality of Liechtenstein. One Swiss
franc is divided into one hundred centimes. Coins exist in eight denomina-
tions {(Sw.fr. 0.01, 0.05, 0.10, ©.20, 0.50, 1, 2 and 5) and notes are issued
in six denominations (Sw.fr. 10, 20, 30, 100, 500 and 1,000).

The role of the Swiss National Bank

‘Under the terms of the National Bank Law the exclusive right to
issue bank-notes was vested in the Swiss National Bank, which is responsible
for the design, production, issue, withdrawal and destruction of bank-notes.
The Swiss National Bank distributes the bank-notes required by the banks and
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the Postal Administration through its two head offices (in Berne and Zurich),

eight branches, one agency of its own and twenty external agencies run by can-
tonal banks.

Importance of cash pavments

The currency (notes and coin) in circulation increased by 12.3% from
Sw.fr. 22.0 billion at end-1980 to Sw.fr. 24.7 billion at end-1987. Over the
same period sight deposits with banks and post offices rose by 47.7%7 from
Sw.fr. 36.9 to 54.5 billion (see Table 1 at Annex 1).

The wvalue of bank-notes in circulation rose by 14.3%7 from
Sw.fr. 21.7 billion in 1980 to Sw.fr. 24.8 bBillion in 1987 (see Table 2 at
Annex 1). At an amnual average of Sw.fr. 24.8 billion, in 1987 it exceeded
its corresponding year-earlier level by Sw.fr. 0.8 billion, or 3.3%; this was
an appreciably larger increase than in the previous three years.

The shift in the demand for bank-notes towards the Sw.fr. 1,000
denomination which has been observed for a number of years became more pro-
nounced in 1987. While the total stock of notes in circulation exceeded the
previous year's level by 3.3%, the stock of Sw.fr. 1,000 notes increased by
5%. The share of Sw.fr. 1,000 notes in the total value of notes issued rose
from 40.9% in 1980 to 44.27% in 1987.

{(b) Cashless payments (excluding cards)

The postal giro system6

The basis of the postal giro system is the postal cheque account.
Postal cheque accounts are subject to the confidentiality of the post. The
- names of account holders are, however, published in a register, unless they
expressly object to being included. The main characteristics of the postal
cheque account can be summarised as follows:

- no payment of interest;7

- no initial deposit;

- all giro transfers executed free of charge;

- twice a month a statemen§ of account free of charge;

- no overdraft facilities;

- no third-party cheques may be presented ({guaranteed eurocheques in
Swiss francs are accepted).

At end;-1987 1.18 million private households and firms held postal
cheque accounts. Compared with 1980 (0.94 million accounts), this represen-

6 On the postal giro system see J. Marbacher (1976), pp. 137-214; on the
development of the postal giro system see P. Portmann (1987).

7 As from lst May 1989 credit balances on postal cheque accounts will bear
interest at a rate of 2%, but only up to an amount of Sw.fr. 10,000.
Under the Postal Services Law the rate of interest must be at least 1%
below the Swiss National Bank's discount rate. Accounts may be overdrawn
by a maximum of Sw.fr. 1,000 up to twenty-eight days only.

8 For the statistical data relating to the postal giro system see
Schweizerische PTT-Betriebe (1988), pp. 14-18.



- 199 - Switzerland

ted a 25% increase (see Table 3 at Annex 1). Balances on postal cheque
accounts remained unchanged at around Sw.fr. 12.5 billion between 1980 and
1983, rose in 1984 ,to Sw.fr. 15 billion and have since fallen again to
Sw.fr. 13.7 billion. The share of postal cheque account balances in total
balances on sight accounts fell from 287 in 1980 to 21% in 1987.

The pgstal giro service offers paying-in, giro transfer and paying-
out facilities. Private households’ over-the-counter cash inpayments at
post offices and giro transfers credited to postal cheque accounts dominate
the bulk payment system.

Inpayments and giro transfers are paper-based. As from lst January
1989 the Postal Administration's green inpayment forms will be replaced by
OCR-readable forms with code lines. With these forms it will be possible to
make payments from one postal cheque account to another, from a postal cheque
account to a bank account, from a bank account to a postal cheque account, and
from one bank account to another.

The postal cheque account also offers a direct debit facility for
the automatic payment of regular bills. For cash withdrawal from a postal
cheque account there is the postal cheque, the payment order and the outpay-
ment form. In addition, any postal cheque account holder can obtain guaran-
teed postcheques, which can be used within Switzerland and abroad for with-
drawing cash or as a payment medium. Within Switzerland postcheques are
guaranteed for wup to Sw.fr. 300. As in the case of the eurocheque, the
guarantee is evidenced by means of a personal guarantee card.

A further service offered by the postal giro system is the '"col-
lective order facility", which enables a participant to submit credit instruc-
tions on a data carrier for settlement. The number of transactions handled by
the collective order facility grew between 1980 and 1987 from 1.8 million to
72.8 million.

In addition, there is the so-called "inpayment form with reference
number facility". The user to whom payment is due makes out his billg and
payment forms and sends them to the payers. At the Postal Administration's
computer centre the payment forms presented are recorded by OCR and the total
amounts are credited to the user's postal cheque account. Each user is sent
details of the payments made on his chosen data carrier.

9 The balances on postal cheque accounts shown in Table 3 are not
comparable with the sight deposits with non-banks in Table 1, which
represent postal sight balances excluding the postal cheque account
balances of banks and the Federal Government.

10 The following postal payment facilities are under development:

~ telegiro;

- data transmission for users of the collective order facility and the
inpayment form with reference number facility;

~ standing order facilities;

- direct debit facilities.
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Bank systems

(i) The bank giro system

Until 30th June 1988 the means of effecting paper-based payments
between banks was the bank giro form introduced in 1971. Bank giro transfers
were processed by Telekurs AG, where they were recorded by OCR, sorted by bank
and transmitted to the payee bank. The credit and debit totals were then
cleared through the banks' giro accounts with the Swiss National Bank.

The number of bank giro transfers processed shrank from 10.2 million
in 1980 to 4.6 million in 1987 (see Table 4 at Annex 1) as the banks
increasingly utilised the paperless data carrier clearing (see (iv) below).
In mid-1988 the paper-based system was entirely replaced by the SIC electronic
system (see Section III.2.(b)). Since lst July 1988 bank customers have been
able to use the new, standardised bank and postal inpayment forms with code
lines for their payment orders. These inpayment forms enable the banks
largely to automate the processing of payment orders.

(i1) Bank cheques

Standard cheques drawn on a Swiss bank and eurocheques are processed
centrally by the Cheque CenEEe at Telekurs AG, which is subject to supervision
by the Swiss National Bank.

Any bank that holds a giro account at the Swiss National Bank, has
signed the corresponding agreements and has lodged a deposit as security may
participate in the cheque processing system.

Eurocheques and standard Swiss cheques are presented to the Cheque
Centre each day for collection. On the basis of the cheques presented the
Cheque Centre compiles lists or magnetic tapes of credit items for the presen-
ting banks and debit items for the drawee banks. The total credits and debits
for each bank are then posted to the banks' giro accounts at the Swiss
Naticonal Bank.

In 1980 the Cheque Centre processed 7.6 million eurocheques and
standard Swiss cheques. In 1987 over 17.5 million cheques were presented to
the Cheque Centre (see Table 4 at Annex 1). The number of cheques processed
rose by an average of 18.3% per annum between 1980 and 1984; between 1985 and
1987, however, the annual rate of increase fell to 5.5%.

(iii) Swiss Bankers' travellers' chegues

Swiss Bankers' travellers' cheques, which have been issued jointly
by the Swiss banks since 1975, are available in denominations of Sw.fr. 50,
100, 200 and 500. In 1987 7.7 million cheques were sold for a total value of
Sw.fr. 954 million, compared with a total value of Sw.fr. 896 million in 1986,

11 The Swiss National Bank must exercise its supervisory powers in respect
of the Cheque Centre in order that the Centre can qualify as a clearing
house managed by the central bank under the terms of Article 1,118 of the
Law of Contract.
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(iv) Payments using data carriers

Paperless transfers wusing data carriers, so-called data carrier
applications, include the '"data carrier clearing", which is restricted to
payments originated by banks, and those services alse available to bank
customers, viz. the "paperless wage and salary pa t" and "data carrier
exchange" facilities and the '"direct debit procedure".

The service most freguently used by bank customers is the data
carrier exchange facility. The user delivers a data carrier containing the
payments to be effected to Telekurs AG and at the same time sends his bank a
payment order for the total amount to be debited. The total credits and
debits for each bank are then posted to the banks' giro accounts at the Swiss
National Bank. The data carrier exchange service was introduced in 1977 to
supplement the older paperless wage and salary payment facility. Regularly
recurring claims can be collected via the direct debit procedure; the payment
in this case is initiated by the payee.

The volume of transactions using data carrier applications quad-
rupled from 13.1 million in 1980 to 53.8 million in 1987 (see Table 4 at Annex
1). In 1987 19.6 million of these payments were executed by data carrier
exchange, 2.6 million by paperless wage and salary payment, 3.9 million by the
direct debit procedure and 27.7 million by the data carrier clearing system.
The SIC electronic payment system replaced the data carrier clearing system in
January 1989, but the customer-oriented data carrier applications - the data
carrier exchange, paperless wage and salary payment and direct debit facili-
ties - have been retained.

(¢) Cards in use

One in three of the Swiss population (i.e. some 2.2 million persons
in 1987) now possesses a card which can be used either as a cashless payment
instrument (eurocheque, credit and EFT POS cards) or to make cash withdrawals
at cash dispensers (Bancomat and Postomat cards).

The cards have magnetic stripes and, in some cases, multiple func-
tions. TFor instance, the eurocheque card issued by the banks can be used as
an identification card for eurocheques, as a cash card for making withdrawals
at bank cash dispensers and as an EFF POS card (ec-DIRECT service). The
Postal Administration and onme of the credit card organisations offer their
customers a combined credit-cum-Postomat card with credit card and cash
dispenser functions.

At retail outlets

Credit cards

Credit cards and travel and entertainment cards have gained ground
in Switzerland in the course of the 1980s. Between 1981 and 1987 the number
of cards issued increased by 170%, although the rate of increase has been

12 While payments from one bank account to another and from a bank account
to a postal cheque account can be executed using data carrier exchange,
data carrier clearing can handle payments from a postal cheque account to
a bank account as well.
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tending to slow down (see Table 5 at Annex 1). The credit card organisations
predict that the market will reach saturation point with around 1 million
credit cards at the beginning of the 1990s.

The credit card organisations represented in Switzerland are
American Express Corporation, Diners Club, FEurocard and VISA. In 1987 there
were 700,000 cards in circulation, i.e. one in ten Swiss inhabitants held a
credit card, though an individual may have more than one card.

In-house
In addition to the usual international credit cards there are a
large number of credit cards issued by large retailers and petrol companies.
These enable the card holder to make cashless purchases of goods or services

from the company concerned.

Prepaid cards

Calls can be made from a number of public telephones using a stored
value card (Taxcard) issued by the Postal Administration and obtainable From
post offices. Taxcards have a magnetic stripe and the stored value is used up
as and when calls are made.

At ATMs

Switzerland has two independently operated, non-compatible cash
dispenser networks, the Postal Administration's Postomat network and the
banks' Bancomat network. While in 1984 only 424 machines were in operation,
by the end of 1987 there were 1,239. The value of withdrawals made at cash
dispensers doubled over the same period, from Sw.fr. 3.5 billion to
Sw.fr. 7.23 billion (see Tables 6 and 7 at Annex 1).

(1) Bancomat

The first Bancomat was installed in 1968. By the end of 1980 the
number of cards issued had risen to 126,000 and the number of machines to 211,

In 1985 development of a new Bancomat system was begun, using the
converted old machines together with machines which had previously been
operated on a regional basis by the various groups of banks. The new system
is known as ec-Bancomat, since the eurocheque card gives access to the
Bancomats.

Bank customers have access to Bancomat machines twenty-four hours a
day, seven days a week. A maximum amount of Sw.fr. 1,000 can be withdrawn on
any one day.

In 1987 there were 1.1 million eurocheque cards with a Bancomat
function in circulation (see Table 6 at Annex 1). 17.2 million withdrawals,
for a total value of Sw.fr. 5.98 billion, were made from 1,045 machines. The
value of withdrawals increased by 27% compared with the 1986 teotal, and was
eight times that of 1980. From lst January 1989 the Eurocard credit card will
also have access to the Bancomat system.

(ii) Postomat

The Postal Administration began installing cash dispensers in 1978.
Between 1980 and 1987 the number of machines rose from fifty-nine to 194 (see
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Table 7 at Annex 1). In 1987 210,848 postal cheque account holders owned
Postomat cards, with which they made 4.2 million withdrawals for a total of
Sw.fr. 1.2 billion. It is planned to further extend the Postomat network to
around 300 machines by the end of 1988.

{(iii) Indoor ATMs
A number of banks have their own indoor ATM networks. These systems
permit electronic handling of a wide range of banking operations, such as out-
payments, account balance queries and voucher print-outs.
A few banks operate automated self-service bank offices which cater,
inter alia, for inpayments and purchases of foreign exchange or gold in addi-

tion to the usual ATM services.

At POS terminals

There is at present no nationwide EFT POS system.

In 1985 Telekurs AG began with the pilot installation of an EFT POS
system (ec-DIRECT). While in 1985, with sixteen terminals in operation,
24,000 transactions were registered for a total value of Sw.fr. 1.1 million,
in 1987 over 1 million transactions were carried out at 551 terminals for a
total of roughly Sw.fr. 36 million. The system initially extended only to
cashless payment at filling stations, but since mid-1988 it has also been
possible to use the eurocheque card as an EFT POS card for purchases at a
number of shopping centres.

In April 1987 a large retailer started a pilot EFT POS system.
Today arocund 6,000 customers make use of this service. Since 1988 the Postal
Administration has been conducting trials with a pilot EFT POS scheme in
association with this major retailer. In contrast to the card used by the
latter, the Postal Administration uses a card containing a microchip, which
records all payments effected.

(d) Intrabank and interbank networks accessible to customers

The home-banking facilities available in Switzerland are discussed
in (e) below.

(e) Others

Users of home-banking facilities can communicate with the bank's
computer either directly via a terminal or indirectly via the Videotex system.

Videcotex is an interactive system for the transmission and retrieval
of stored text or grap %cs over the Postal Administration's telephone and data
transmission networks. The system commenced operations in early 1987 and by
end-1987 numbered approximately 7,500 participants.

13 On Videotex and home banking see G.D. Lehmann (1986}, pp. 131-133,
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A nupper of banks offer home-banking and cash and portfolio manage-

ment services. Bank customers can use these systems to obtain, at any time,
information about the current status of their accounts or deposits, to execute
payment orders and to issue instructions to buy or sell securities. In

addition, they may consult various other information services, such as the
latest stock exchange prices, exchange rates and interest rates.

2, EXCBANGE CIRCUITS WITHIN THE BANKING SYSTEM
(a) The Swiss National Bank girc system

The paper-based giro system which has been in existence since 1907
is open to banks, public entities, foreign central and commercial banks and
international organisations. The bank and postal giro systems are connected
via accounts held by the Swiss National Bank with the postal giroe system.

Gire accounts are operated free of all charges. Services include
inpayments and outpayments, transfers and the cheque. The Swiss National
Bank's own giro forms must be used for transfers. At the end of 1987 there
were 990 giro customers (960 in 1986), 142 of which were foreign institutions
(133 in 1986). The giro system is used above all by institutions which are
not participants in S5IC.

(b) The Swiss Interbank Clearing (SIC) systemlS

S5IC is an electronic payment system developed by Telekurs AG in
collaboration with the Swiss banks and the Swiss National Bank during the
period 1981-86,

Participants are comnected via a transmission network to the compu-
ter system (see Figure 1 at Annex 2). The computer centre facilities are
provided by Telekurs AG on behalf of the Swiss National Bank. The Swiss
National Bank undertakes the administration of the accounts. Participants'
accounts are administered centrally on the system. The participating banks'
balances on their SIC accounts (SIC clearing accounts) and on their giro
accounts (master accounts) are giro balances vis-a-vis the Swiss National Bank
and thus central bank money. Legally, the two ?9count5 form a single
entity, though physically they are managed separately.

SIC operates twenty-four hours a day every bank business day. Pay-
ment instructions can be submitted around the clock for settlement on the same
day or on one of the following ten bank business days. Settlement of a pay-
ment is irrevocable and final. Accounts may not be overdrawn.

The SIC clearing day begins with the transfer of balances from the
participants' master accounts to their SIC clearing accounts. Before a pay-
ment instruction is carried out a check is made to ensure that there are suf-

14 On cash and portfolio management systems see A. Spahni-Klass (1988), pp.
211-243.

15  On S8IC see Ch. Vital (1988) and Ch. Vital and D.L. Mengle (1988).

16 On the significance of SIC for central bank policy see J.-P. Béguelin
(1988) and M.J. Granziol (1986).

17 For a discussion of SIC's legal basis see M. Hess (1988).
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ficient covering funds on the initiator's SIC clearing account. If this is
not the case the payment is held pending in a queue file until sufficient
cover has accumulated from incoming funds.

At the end of each SIC day the total credit and debit items booked
over the SIC clearing account are transferred to the master account so that it
again shows the participant's overall position.

Payments from SIC participants to a postal cheque account are
effected via the Swiss National Bank's postal cheque account with SIC.

SIC was brought into operation in stages between mid-1987 and end-
June 1988. In December 1988 SIC handled some 210,000 payments a day {(monthly
average of daily figures). The average daily wvalue of transfers was
approximately Sw.fr. 100 billion (see Table 8 at Annex 1).

(¢) Securities clearing (SEGA)

The Swiss Securities Clearing Company (Schweizerische Effekten-Giro
AG, or SEGA) was established in 1970 to facilitate and rationalise the collec-
tive custody of securities and the execution of securities transactions.
Shareholders are Swiss banks, the shares having been allotted taking into
account the different categories of banks, stock exchange centres and regions.

Through the central collective custody of freely negotiable securig
ties SEGA contributes to an efficient national securities transfer system.
In order to use SEGA's services a bank must hold a giro account at the Swiss
National Bank, sign the corresponding agreements and lodge a deposit as secu-
rity.

In 1982 SEGA supplemented its "delivery without payment" service
with the '"delivery against payment" system, under which a transaction is con-
sidered final when the securities have been transferred and pavment effected.
In 1984 a "delivery of new issues against payment" service was also introduced
owing to the sharp growth in issuing activity in Switzerland since the begin-
ning of the 1980s.

Telekurs AG performs the technical processing on behalf of SEGA.
Settlement is through the participants' giro accounts at the Swiss National
Bank in the form of credit and debit totals. Payments effected in the context
of SEGA processing are provisional until their settlement on the giro accounts
at the central bank. In the event of a participant being unable to meet his
obligaticns, the system provides for the SEGA processing to be cancelled and
repeated excluding the transactions of the participant concerned.

In 1987 455 banks used SEGA's services {see Table 9 at Annex 1). 4.4
million securities transfers were recorded, 807 of which were effected under
the "delivery against payment" facility. The value of transactions rose from
Sw.fr. 91 billion in 1984 to Sw.fr. 322 billion in 1987.

With its "SECOM" (SEGA Communications) project SEGA aims to link
together the securities transfer and payment components of each securities

18  See Albisetti (1987), pp. 594-~595.
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transaction so as to create a truly integrated procedure.lg There are two
ways in which this might be achieved: either the participants keep cash
accounts with SEGA, or the payment component is handled through SIC. These
solutions are still under study.

{d) Options and financial futures clearing (SOFFEX)

Since May 1988 BSOFFEX, the Swiss Options and Financial Futures
Exchange, . has been operating an electronic exchange for options and financial
futures. The new exchange ensures transparent trading. The computer system
is operated by Telekurs AG on behalf of SOFFEX. Initially, options are being
offered on Swiss bearer shares and participation certificates.

With the OSOFFEX computer system trading and clearing are fully
electronic. In the clearing system all transactions, premiums and exchange
charges are booked to the appropriate accounts of the participants. In addi-
tion, positions are evaluated and margins calculated.

Settlement of credit and debit items arising out of SOFFEX proces-
sing is through the giro accounts at the Swiss National Bank.

IV. GENERAL REMARKS

In recent years the credit risks arising in connection with inter-
bank payments have increased sharply with the surge in the volume of funds.
The size and source of these risks are influenced to a large degree by the way
in which the payment system is organised. The optimum system for Switzerland
was held to be one in which each payment would be executed irrevocably if the
paying bank had sufficient funds on its giro account with the Swiss National
Bank.

With the coming on stream of SIC in 1987, this concept was implemen-
ted for the major part of Swiss interbank payment transactions and has worked
well.

In the service applications sector (data carrier exchange, paperless
wage and salary payment, direct debit procedure, cheque clearing, ec-Bancomat,
ec-DIRECT), through which a part of the bulk payments traffic is channelled,
and in the securities clearing system all payments are subject to each
participant's ability to meet its net obligations. This procedure does not
satisfy the criteria mentioned above. The objective of future efforts will be
to find ways of implementing irrevocability of payments in these areas, too.

19  See H. Haeberli (1988).
20  See SOFFEX (1987).
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V. CONCLUSION

The role of cashless payment facilities, such as the bank or postal
transfer, transfers using electronic data carriers and payment by credit
cards, has grown in Switzerland in recent years.

Although private households and firms are making increasing use of
the various cashless payment instruments, payment in cash still occupies an
important place.

The use of cash has been made more flexible in terms of both time
and place through the expansion of the cash dispenser networks operated by the
banks and the Postal Administration. The perception that only a nationwide
network of compatible machines would promote their use among consumers led the
banks and the Postal Administration to expand their systems. The breakthrough
came in 1985, when the banks redesigned their Bancomat system at both the
technical and organisational levels.

Pilot EFT POS trials have been conducted in Switzerland only since
1985. They have not yet provided conclusive evidence as regards customer
acceptance or the cost/benefit ratio.

In the area of interbank payments a new infrastructure was put in
place in 1987 with the SIC system, which, for the foreseeable future, will be
at the centre of further developments in this field,






Switzeriand
- 209 -

Annex 1

Table 1

Development of cash and sight deposits, 1980-871

1980 1981 1982 1983 19844 | 1985 1986 1987

GNP 177.3 1 1938 | 2051 213.9 | 2260 | 2413 | 2545 |266.35
Currency? 220 21.3 22,5 226 237 233 244 | 247
Percentage of GNP 12.4 10.9 10.9 10.5 10.5 9.6 9.5 9.2

Transferable deposits
at depaosit-taking

institutions 26.2 23.2 28.4 28.6 31.4 339 36.2 | 431
Percentage of GNP 14.7 1.9 13.8 13.3 13.9 14.0 142 | 16.2

Transferable deposits
at non-bank institu-

tions 10.7 10.7 10.5 10.8 12.9 12.2 11.1 11.4
Percentage of GNP 6.0 55 5.1 5.0 5.7 5.0 43 4.2
Total transferable

deposits 36.9 339 38.9 39.4 443 46.1 47.3 1 54.5
Percentage of GNP 20.8 17.5 18.9 18.4 19.6 19.1 186 1 204
M13 58.9 55.2 61.4 62.0 68.0 69.4 T} 7192
Currency as a percen-

tage of M1 37.3 38.5 36.6 36.4 34.8 335 34.0 | 31.2

Values at year-end, in billions of Swiss francs.

Bank-notes and coins.

M1 is defined as currency plus total transferable deposits.

The definition of the monetary aggregates was revised in 1984,
Estimate,

BN -



Switzerland

Development of the note structure?

Denominations | 1980 1981 1982 1983 1984 1985 1986 1987
1,000 40.9 40.4 40.4 41.7 425 431 435 442
500 19.8 19.3 18.7 17.9 17.3 16.8 16.3 15.8
100 29.4 30.2 30.6 30.2 299 29.8 298 29.7
50 4.5 4.6 4.7 4.7 4.7 4.7 48 4.7
20 33 34 34 3.4 3.4 3.4 35 35
10 1.8 1.9 1.9 1.9 19 1.9 2.0 20
Total? 21.7 219 220 227 233 236 24.0 24.8
Increase3 +2.8 +09 +05 +3.1 +2.6 +1.3 +1.7 +33

1 Percentage share of each denomination in the total value of notes (annual average).

[ %]

3 Inpercentages.

Table 3

Total value of notes in billions of Swiss francs (annual average).

Postal giro accounts, 1980-871

1980 1981 1982 1983 1984 1985 1986 1987
Account holders? 0.94 .99 1.03 1.06 1.10 1.13 1.15 1.18
Value of accounts3 12.4 12.7 124 12.6 15.0 14.% 13.5 13.7
Transactions? 560 437 454 461 471 485 500 512
Transactions via SADS 1.8 5.4 9.6 16.9 23.0 339 52.8 72.8

Year-end figures.

LE T

Number of account holders in millions.
Values in billions of Swiss francs.
Number of transactions in mitlions (inpayment and outpayment orders and remittances).
Number of transactions in millions. SAD (collective order facility) is a cashless payment
apptication on data carriers.
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Table 4

Cashless payments applications by the banks 1980-871

Application 1980 1981 1982 1983 1984 1985 1986 1987
Bank giro 10.2 10.0 8.6 8.0 7.6 7.3 6.2 4.6
Payments on data
carriers? 13.1 17.0 24.1 30.2 37.1 413 47.0 538
Cheques 7.6 10.0 1.1 13.2 149 16.1 16.8 17.5
SIC3 n.a. n.a. n.a. n.a. n.a. n.a. n.a. 4.7
Total 309 37.0 438 51.4 59.6 64.7 70.0 80.6
Increased : 19.7 18.4 17.3 15.9 8.5 8.2 15.1

—

Number of transactions in millions.

2 Payments on data carriers are DTA {data carrier exchange facility), BLG (paperless wage and
salary payment facility), LSV (direct debit procedure) and DTC (data carrier clearing system}.

3 SICwasintroduced in June 1987 and replaced the hank giro system in June 1988 and the data
carrier clearing system in January 1989,

4 Inpercentages.

Table 5

Credit card market, 1981-87"

1981 1982 1983 1984 1985 1986 1987

Cards issued, in thousands 260 325 376 452 540 630 700
Percentage increase . 25 16 20 21 17 11

Retailers, in thousands
{contracts) 32 38 46 55 70 82 89

Value of transactions, in
billions of Swiss francs? . . . . . 2.4 2.7

1 All figures are rough estimates.
2 Purchases by Swiss inhabitants and non-residents in Switzerland.



Switzerland
- 212 -

Table b

Bancomat cash dispenser system, 1980-87

1980 1981 1982 1983 1984 1985 1986 1987

Number of machines

installed 211 237 254 273 281 494 819 1,045
Number of cards
issued? 126 159 208 250 294 852 934 1,103
Number of trans-
actions? 2.2 3.4 4.7 6.2 7.8 88 12.8 17.2
Value of transactions3 0.7 1.2 1.6 2.1 2.6 3.0 4.5 6.0

1 Inthousands.
2  Inmillions.
3 In biliions of Swiss francs.

Table 7

Postomat cash dispenser system, 1980-87

1980 1981 1982 1983 1984 1985 1986 1987

Number of machines

installed 59 72 101 104 143 150 167 194
Number of cards

issued? 84 117 138 156 171 185 196 210
Number of transac-

tions2 0.9 1.6 21 2.7 3.2 3.6 39 4.2
Value of transactions3 0.2 05 0.6 0.8 0.9 1.0 1.1 1.2

1 Inthousands.
2 Inmillions.
3 inbillions of Swiss francs.
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Table 8

Development of SIC transactions

Switzerland

Number of transactions Value of transactions*
Year/month Daily figures Daily figures
Monthly total Manthly total .
Average {Peak day Average |Peak day

1987 ,
July 391,169 17,007 | 22,797 1,870 81 - 99
August 522,863 24,898 | 40,278 1,722 82 103
September 615,255 27,966 | 43,276 - 1,773 81 123
October 822,221 37,374 | 50,624 1,917 87 132
November 918,249 43,726 | 62,358 1,824 87 139
December 1,247,903 56,723 72,029 1,603 73 97
1988
January 1,118,389 55,919 | 76,839 1,774 89 130
February 1,279,421 60,925 88,258 1,953 93 136
March 1,645,989 71,565 | 106,255 2,187 95 120
April 1,568,299 82,542 | 122,442 1,862 98 115
May 1,930,068 96,503 | 144,845 1,843 92 154
June 2,885,069 131,140 | 281,352 2,328 106 147
July 3,423,815 163,039 | 267,350 2,213 105 140
August 3,398,110 154,460 | 279,369 2,322 105 136
September 3,428,466 155,839 | 274,943 2,205 100 143
October 3,475,424 165,496 | 288,955 2,207 105 154
November 3,729,613 169,528 | 318,816 2,345 107 203
December 4,450,540 211,930 § 299,373 2,000 95 127

*  Valuesin billions of Swiss francs.
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Development of the securities clearing system (SEGA)

1980 1981 1982 1983 1984 1985 1986 1987
Participants 300 309 319 405 410 422 430 455
Number of transactions .
in millions 1.53 1.64 1.74 2.30 2.36 3.15 3.69 4.39
Percentage increase 7.2 6.1 32.2 26 334 17.1 18.9
Value of transactions in
billions of Swiss francs 91.0 | 177.0 | 266.4 | 3223
Percentage increase 94.5 50.5 21.0
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Annex 2

SIC Components

TELEKURS (BANKS: COMPUTER CENTRE) POSTAL GIRO SYSTEM PTT
‘1

Special service applications

. Securities clearing (SEGA)}

[ . Cheque clearing

. Data carrier exchange (DTA)

. Cash dispensers (BANCOMAT)

.POS

. SOFFEX (Options & Financial Futures)







10. United Kingdom






- 219 - United Kingdom

UNITED KINGDOM

I. TINTRODUCTION

The payment system in the United Kingdom has experienced significant
changes in recent years. The changes have had an impact on both the structure
of the system, which has been totally reorganised, and its day-to-day
operations, where consumers now enjoy greater competition for their custom
together with the benefits of a wider range of available electronic services
allied with the continued efficient operation of the established paper-based
systems.

The background to the formation of the Association for Payment
Clearing Services (APACS) in 1985, and the resultant reorganisation of the
structure of the payment system, is described in Section II "Institutional
Framework'.

1. BANKS

Two recent events have imposed a higher Ilevel of competitive
pressure on the banks - particularly in the area of the provision of money
transmission facilities: first, the reorganisation of the payment clearing
systems in 1985, resulting from the formation of APACS, which allowed for
membership to be opened up to any appropriately regulated financial
institution meeting explicit and objective criteria for entry, and, second,
the enactment of the Building Societies Act, 1986, which gave societies the
freedom to provide a wider range of money transmission and financial services.
flowever, for several years the major banks had already been concentrating
their efforts on the retail side of their businesses and using a variety of
techniques to attract new customers. Many aspects of information technology
have been utiiised to this end, and all the large banks are making substantial
investments in updating computer systems, networking branches, providing cash
management systems for business customers and experimenting with home banking
for personal customers. While most bank ATM networks are now mature, EFT POS
is on the threshold of major growth, and consideration of the card products to
be offered has been a factor in the banks' reassessment of their credit card
affiliations.

2. BUILDING SQCIETIES

As noted; a major deregulation of the building societies movement
was set in motion on lst January 1987, when the Building Societies Act, 1086
came into effect. The new legislation gave societies the freedom to adopt a
range of new powers (after obtaining consent from their members) in order to
expand the provision of financial services. The larger societies are now able
to offer a wide range of services: money transmission, cheque guarantee cards,
credit cards, unsecured lending, stockbroking facilities, unit trusts, estate
agency, property development and conveyancing, etc. The new legislation also
allows a society to change its mutual status, by incorporation as a public
limited company.
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At present the signs are that the major societies are seeking to
take full advantage of the benefits available to them after deregulation. In
the field of money transmission and the provision of personal banking services
generally, where economies of scale can secure greater profitability, the
societies are competing aggressively, particularly in the provision of card-
based products and interest-bearing current accounts.

3. CREDIT CARDS

A wide and ever-increasing range of credit cards is available to
customers in the United Kingdom, and transaction volumes are increasing by
around 207 per ammum. Holders of ordinary bank credit cards are able to pay a
range of regular bills, including public utility bills, by automatic charging
to a credit card account. A number of factors, described in Section II.5
below, have introduced a significantly higher level of competition in the
credit card market during 10988.

4.  AUTOMATED CLEARINGS

The reduction of the minimum value of a CHAPS payment, from £10,000
te £7,000, in July 1988 is expected to encourage the greater utilisation of
the Clearing House Automated Payment System (CHAPS) and increase the values
and volumes of traffic channelled through this EFT mechanism. A further
reduction to £5,000 may take place in 1989. Average daily values passing
through CHAPS have since late 1987 exceeded those of the Town Clearing, and a
daily turnover of £50 billion is not exceptional.

The use of BACS Ltd., the automated clearing house for the bulk
exchange of automated debits and credits, continues to grow. BACS actively
markets the use of its system as a payment medium and has launched a variety
of advertising campaigns, including TV commercials, to increase customer
awareness. A number of public utilities and other companies also promote to
their customers the use of direct debiting via BACS as an easy and convenient
method of payment. As may be seen from the statistical tables, BACS plays a
very important role in the UK payment system.

5.  ELECTRONIC FUNDS TRANSFER AT THE POINT OF SALE

In recent years a number of EFT POS experiments have been conducted
by banks and building societies, but their impact in transaction terme has
been limited, particularly in the case of systems accepting debit cards. Over
the past two years credit card data-capture systems have seen significant
growth, as have on-line authorisation systems developed by the major bank
credit card companies.

The major banks and building societies, after a number of false
starts, are now developing a single national EFT POS scheme with an open and
competitive membership and a single terminal at each point of sale which will
accept a number of different cards. This venture is being accomplished
through the medium of EftPos UK Ltd., a company set up under APACS, which will
provide a central processing and settlement function. Particular features of
the EftPos UK scheme are the achievement of a higher degree of security in the
system by the use of public key cryptography techniques and the achievement of
agreed standards for settlement and other aspects of management and control.
An inaugural scheme is scheduled to begin live operation in autumn 1989 in
three locations (Edinburgh, Leeds and Southampton) with up to 2,000 terminals.
Institutions are continuing with their individual projects, and indeed several
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new projects have been introduced since EftPos UK was set up. It is expected
that institutions will uncouple their processing services from the central
EftPos UK system once the inaugural scheme is running smoothly, and that the
individual projects will be modified and brought into the national scheme. By
the mid-1990s it is conceivable that up to 200,000 terminals will be connected
in some way with EftPos UK.

6.  CORPORATE CASH MANAGEMENT

The services offered by the banks to meet the requirements of their
corporate customers continue to expand. These customers are able, through
their banks, to utilise the facilities offered by BACS and by CHAPS, and the
S.W.L.¥.T. message-switching network to transmit international payment
instructions.

7. FUTURE DEVELOPMENTS

As noted above, considerable advancement in the use of technology,
both in new developments and in existing systems, will be seen over the next
decade. The impetus is currently directed towards the development and imple-
mentation of on-line real-time systems, which will enable institutions acti-
vely to monitor movements and exposures on major customers' accounts.

The establishment of the EC internal market by 1992 has implications
for membership and access to the payment clearing systems. However, the open
nature of the current structure and the fact that some 300 non-UK banks
already have offices in London and the provinces will, to some extent, reduce
the effect that this development will have on the money transmission
mechanisms.

In the area of Electronic Data Interchange (EDI) the banks will wish
to ensure that developments do not occur which allow payment instructions,
possibly netted out, te pass through networks out of their overall control so
that, as a result, they lose the initiative for a vital part of their corpo-
rate payments business. The UK banks are conscious of this possible threat
and are closely involved in EDI developments, both in the United Kingdom and
internationally.

IT. INSTITUTIOCMAL FRAMEWORK

1. THE CLEARING STRUCTURE

A payment clearing system has existed in London for some two hundred
years, and for much of that time was operated through the medium of the
Bankers' Clearing House. The Clearing House was for many years owned and
controlled by the major retail banks through the Committee of London Clearing
Bankers (CLCB), although participation in the clearings was also granted to
other banks including, inter alia, the Bank of ZEngland in 1864, the
Co-operative Bank and the Central Trustee Savings Bank {now the TSB) in 1975
and National Girobank (now Girobank) din 1983. However, none of these banks
shared in the ownership of the Clearing House, nor did they have any direct
role in the control of the clearings. In March 1984, all ten participating
banks in the Bankers' Clearing House set up a working party of senior bankers,
known as the Child Committee, to review the organisation, membership and
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control of the payment clearing systems in the United Kingdom. In the course
of the review extensive consultations were held with a range of interested
parties. In conducting the review, the working party sought the development
of a structure that would retain the essential integrity and effectiveness of
the clearings, whilst meeting criticisms of the arrangements in existence at
that time. It sought, at the same time, to create a robust and flexible
structure that would accommodate possible future changes in membership, in the
clearing systems, in banking technology and in the payment industry as a
whole. In December 1984 the report "Payment Clearing Systems: Review of
Organisation, Membership and Control" was published. Tt recommended bold and
far-reaching changes to the organisation of the payment clearing systems,
principally consisting of the creation of a new structure and new rules for
obtaining membership of the operational clearings, with an umbrella
organisation at the pinnacle of the proposed structure to oversee the
development of the operational clearings and of the payment industry as a
whole. Individual clearing companies were to be set up beneath the umbrella
organisation as companies limited by shares, with control and ownership of the
organisation and the individual companies in the hands of participating member
institutions.

The ten banks accepted in full the recommendations contained in the
report, and the task of implementation was spread over the following vyear.
The umbrella body, which was named the Association for Payment Clearing
Services (APACS), was established in December 1985 and three operational
clearing companies were set up as follows:

- Cheque and Credit Clearing Company Ltd. - responsible for the bulk
paper clearings of cheques and credits in England and Wales (the
paper clearings in Scotland and Northern Ireland were not included
in the new structure);

-~ CHAPS and Town Clearing Company Ltd. - responsible for the high-
value (currently £7,000 and over for CHAPS and £10,000 and over for
Town), same-day settlement clearings. CHAPS provides an electronic
guaranteed sterling credit transfer service to its members and is
available throughout the United Kingdom. The Town Clearing covers
only high-value cheques drawn on and paid into members' branches
within the designated Town Clearing area of the City of London;

- BACS Ltd. provides an electronic bulk clearing for direct debits,
standing orders and other automated credit transfers.

A fourth company, EftPos UK Ltd., was established in December 1986
to develop, implement and manage a national EFT POS system in the United
Kingdom and to handle the reconciliation and settlement of the transactions to
be cleared through the scheme following its inauguration.

The individual clearing companies are responsible for the day-to-day
operation of their clearings and enjoy a high degree of autonomy. All
settlements are carried out over accounts maintained at the Bank of England.
The settlement institutions are required to maintain balances sufficient to
meet their obligations in each clearing. Settlement membership of each
company is open to all institutions that meet explicit and objective criteria.
These criteria, which are designed to preserve the integrity and efficiency of
the clearings, require a prospective member to be engaged in the provision of
payment and transmission services in the United Kingdom, to be appropriately
supervised (by the Bank of England or the Building Societies Commission}), to
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hold settlement account facilities at the Bank of England, to comply with the
technical and operational requirements of the clearings, to pay an entry fee
and a fair share of the operating costs and meet a minimum volume requirement
of 0.57 of traffic through the clearing(s) in question (in BACS a relaxation
of the volume criterion was allowed as from June 1988 for institutions
handling volumes of 5 million items or more in the year preceding
application). Another feature of the new structure is that it is possible for
an institution to join a single clearing company, whereas in the past
membership of the Bankers' Clearing House required settlement membership of
all the clearings. All settlement members of the individual clearings have
automatic membership of APACS.

In addition to the clearing companies, two other operational
groupings have been brought under the APACS wumbrella to manage certain
functions that do not require the same structural approach. These are: the
Currency Clearings Committee, which operates the London US dollar (retail)
clearing and the Londen Currency Settlement Scheme; and the Cheque Card Policy
Committee, which is responsible for the operation of the domestic cheque
guarantee card scheme and the participation of UK institutions in the Uniform
Eurocheque Community.

APACS also provides a forum for a very wide range of committees and
working groups both to enable its members to examine and comsider new develop-
ments in money transmission matters and to ensure the continued day-to-day
smooth running of the existing systems and the maintenance of their financial
integrity and operational efficiency. In addition, APACS, together with its
members, is closely involved in considering ways to meet the rapidly devel-
oping reguirements of participants in the various financial markets and is
helping its members in preparing evidence for the Review Committee on Banking
Services Law (the Jack Committee) regarding the legal aspects of the payment
systems.

In December 1985, upon the formation of APACS, the first institu-
tions to benefit from the more open and objective membership criteria were
Citibank NA and Standard Chartered Bank plc. Both joined the two high-value
same-day settlement clearings operated by CHAPS and Town Clearing Company Ltd.

A full list of members of APACS and the operational clearings is set
out in Appendix A,

2.  ROLE OF THE CENTRAL BANK

The Bank of England does not have any statutory powers in respect of
payment clearing systems, nor does it supervise their operations. The Bank
was, however, closely involved in the work of the Child Committee and fully
supported its recommendations. Under the rules of APACS, the Bank, as central
bank, has membership as of right on the boards of the individual clearing
companies and is represented on all the various policy-making committees which
operate under the APACS umbrella. However, the legal powers the Bank enjoys
from this representation do not exceed those of any other member. The Bank's
special role is recognised in discussions on public policy issues.

The APACS rules also ascribe to the Bank a special position with
regard to applications for settlement membership of any of the clearing
companies: eligibility for membership is determined by a set of objective
criteria (described above), one of which is that the applicant must have
obtained the agreement of the Bank of England to provide settlement account
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facilities in the relevant clearings (settlement of all the APACS operational
clearings takes place over accounts held by the participants with the Bank).

The only payment medium in respect of which the Bank of Engiand has
a statutory role is the bank-note: the Bank has gradually assumed the sole
right of note issue in England and Wales, under the Bank Charter Act, 1844,
This Act also separated the note-issuing function of the Bank from its other
activities by dividing the Bank into two Departments for accounting purposes.
The accounts of the Issue Department relate solely to the production, issue
and payment of bank-notes and to the portfolio of securities by which the note
issue is backed. The Banking Department, which under the terms of the 1844
Act embraces the rest of the Bank's activities, issues bank-notes to, and
receives them from, its customers, including in particular the major retail
banks.

3. SUPERVISORY AND REGULATORY AUTHORITIES

There 1is no statutory supervision or regulation of the payment
systems operating in the United Kingdom,

Supervision of banks is vested in the Bank of fngland by the Banking
Act, 1987, which replaced the Banking Act, 1979. The Act has a broadly
similar structure to the earlier legislation, but one major difference is that
the former two-tier system of authorisation (recognised banks and licensed
institutions) has been replaced by a unified system with a single category of
authorised institution. The Act requires an institution to have prior author-
isation before a "deposit", as defined, may be accepted. Certain institutions
have been exempted from the provisions of the Act because their activities are
regulated by other legislation: for example, building societies are supervised
by the Building Societies Commission (under the Building Societies Act, 1986),
responsible both to the Treasury and to Parliament. As at end-February 1988
313 dnstitutions incorporated in the United Kingdom and 254 institutions in-
corporated outside the United Kingdom were authorised under the Banking Act,
and at the end of 1987 137 building societies were supervised by the Building
Societies Commission.

4, OTHER AUTHORTISED INSTITUTIONS

Those banks in the United Kingdom which are not members of APACS but
are authorised (whether incorporated inside or outside the United Kingdom)
under the Banking Act, 1987 to accept deposits, play a fairly limited role in
the payment system. Although some provide a range of money transmission
services through the medium of agency arrangements, the majority concentrate
on the provision of wholesale banking facilities. In the building society
movement only the relatively larger societies (currently those with assets in
excess of £100 million) are permitted to offer money transmission and other
services as noted in Section 1.2 above.

5.  OTHER INSTITUTIONS

Certain other institutions are involved in the payment system. The
state-owned National Savings Bank operates through post offices. Many
deposits with the National Savings Bank tend to be longer-term savings and
therefore play only a minor part in the money transmission system. However,
depositors of the National Savings Bank Ordinary Account, as well as being
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able to draw cash at post offices, can arrange to make payments by standing
orders, by warrants (similar to cheques) payable to third parties or by
transfers initiated at post office counters.

The Post Office is itself only involved in the provision of payment
services through its responsibilities for issuing and redeeming postal orders
and for handling the cash payment of various state benefits to the public. It
also operates Girobank under a service contract, although plans have been
announced for the sale of Girobank as part of the Government's privatisation
programme.

Government departments make many of their payments by means of
payable orders drawn on the Paymaster General's Office or, in a few cases, on
themselves. The banks collect these through the General Cheque Clearing
system.

6. CREDIT CARD ISSUERS

Bank credit cards continue to play an increasing role in the UK
payment system. There are two main card-issuing groups, VISA and Access. At
the time of writing there are twenty-eight institutions in the United Kingdom
affiliated to VISA, of which sixteen issue their own cards. Barclaycard
originally processed all VISA card transactions, but the Co-operative Bank,
TSB, the Bank of Scotland and Girobank now carry out their own card process-
ing. Access is affiliated to MasterCard and Eurocard and is operated by the
Joint Credit Card Company, which was formed in 1972 by Lloyds Bank, Midland
Bank, National Westminster Bank and Williams and Glyn's Bank (now The Royal
Bank of Scotland) and has since been joined by Clydesdale Bank, Coutts & Co.,
the Bank of Ireland, Northern Bank and Ulster Bank. Each member bank issues
an Access card under its own name. Many building societies now offer their
customers VISA or Access credit cards.

During 1988 the four major banks (Barclays, Lloyds, Midland and
National Westminster) all took wup direct membership of both VISA and

Mastercard.

American Express and Diners Club both issue travel and entertainment
cards which are in widespread use.

Save and Prosper and Chase Manhattan Bank in London both launched
VISA credit cards during 1988, offering lower annual percentage interest rates

than those charged by the major VISA and Access credit card issuers.

In addition, as noted in Section III.l.{(c) below, many retailers
offer card~based credit facilities to their customers.

ITI. PAYMENT SYSTEMS

1. PAYMENT MEDIA AVATLABLE TO CUSTOMERS
(a) Cash payments

The Bank of England has the sole right of note issue in England and
Wales, under the Bank Charter Act, 1844. The Bank currently prints and issues
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notes in four denominations - £5, £10, £20 and £50 - and these notes circulate
freely throughout the United Kingdom. Three banks in Scotland and four banks
in Northern Ireland retain the right to issue their own sterling notes, but,
apart from a very small fiduciary issue, these must be fully covered by
holdings of Bank of England notes, or of coin. The banks draw the notes they
require from the head office and five branches of the Bank of England and
distribute them through their own c¢ash centres. Soiled notes and those
surplus to requirements are returned to the Bank and removed from circulation;
alternatively, surplus notes can be held at the banks' cash centres for
reissue. To counteract the tendency for the lives of notes to shorten, which
together with inflation had led to an excessive and expensive issue of new
notes, the Bank of England attempts to encourage the wuse of higher
denomination notes and restricts the issue of new notes to the banking system
by negotiating quotas with the major banks and by reissuing used notes. A
factor of growing importance for the production and supply of bank-notes is
the increasing number of ATMs installed by banks and building societies; the
consequent demand for clean, machine-usable notes is being met partly from the
output of note-sorting machines installed by the Bank of England and the major
retail banks.

The amount of cash drawn from ATMs continues to grow, increasing by
30%Z between 1986 and 1987 to stand at some £23 billion. The spread of ATMs
(there are now over 12,000 in the United Kingdom) has changed the behaviour
patterns of bank and building society customers and has brought an increase in
the frequency, but a reduction in the average amount, of cash withdrawals from
ATMs as opposed to withdrawals made over counters.

The Royal Mint is responsible for the production and issue of coin
throughout the United Kingdom. Coins are currently in general issue in seven
denominations: 1 penny, 2, 5, 10, 20 and 30 pence and £1 (some £2 coins have
also been issued but are rarely seen). Coins equivalent to 5 (one shilling)
and 10 pence (two shillings) issued prior to decimalisation in 1971 are still
in circulation. New, smaller 5 and 10 pence coins will be issued in June 1990
and June 1992, respectively. The Royal Mint delivers coin to bank cash
centres or direct to their branches, against payment by the banks. However,
coin surplus to the banks' requirements cannot normally be returned to the
Mint, and banks occasionally have to store considerable quantities of surplus
coin. At end-1987 the value of notes and coin in circulation with the public
totalled £14.5 billion. Tt has been estimated that some 12 billion payments
of £1 or more and some 50 billion payments of less than £1 are made each year
in cash, and that cash accounts for some 907 of all payments made in the
United Kingdom. However, in real terms there has been a decline in the use of
cash in recent years because of the growth in the use of bank media for the
payment of wages and salaries and for the consumers' expenditure.

The move away from the payment of wages in cash has not, however,
been as pronounced as expected over the last few years, and approximately
one~third of all employees continue to be paid in cash. The Wages Act, 1986,
which came into force on lst January 1987, removed the statutory entitlement
of workers to receive their wages in cash. However, despite efforts by many
employers to convert their staff to cashless pay, the attraction of cash
remains, particularly amongst the large numbers of part-time workers.

(b) Cashless payments

An estimated 577 by volume of all cashless payments in 1987 were
made by cheque, amounting to almost 11.7 million items per day, excluding
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cheques drawn for cash. Payment by cheque, however, is generally acceptable
at the point of sale only if the drawer presents a cheque guarantee card
issued by the bank on which the cheque is drawn. The major retail banks, with
the exception of Barclays, have since 1969 participated in a joint Cheque Card
Scheme, under which some 21.5 million chegue guarantee cards had been issued
to their customers at end-1987. Cheques drawn under the terms of the scheme,
and supported by these cards, are guaranteed up to an amount of £50. 1In
addition, some 12 million (1987) VISA credit cards issued by Barclays, TSB and
other banks also double as guarantee cards for cheques drawn on the issuing
bank. To guarantee the encashment of cheques in continental Europe, most
banks issue eurocheques and guarantee cards to their customers under the
Uniform Eurocheque Scheme. Because of the existence of the domestic cheque
guarantee arrangements, eurccheques are rarely used by UK holders within the
United Kingdom.

At the time of writing, some seventeen building societies offer
cheque~book facilities to their customers, combining interest-bearing trans-
action accounts with automatic transfer facilities and additional features
including direct debits, standing orders, ATM access and automatic overdrafts.
These societies offer chequing accounts through an agency clearing facility
negotiated with a settlement member of the Cheque and Credit Clearing Company,
with the exception of Abbey National, which is itself a full settlement member
of that clearing. Many banks and other financial institutions also offer
high-interest and money market chequing accounts, but a restriction on the
minimum amount of withdrawal per cheque (typically £50 - £300) is usually
applied. :

The paper-based bank giro credit clearing accounted for 8.5%
(including inter-branch credits) of cashless payments by volume in 1987. This
system is used for making consumer payments to large organisations, such as
public utilities and mail-order companies.

Electronic direct debits, standing orders and other credits are
processed by BACS Ltd. Direct debits allow recipients of large numbers of
payments, such as insurance companies and public utilities, to collect those
payments automatically from bank or building society accounts after the
account holder has signed a mandate authorising his bank to pay specified
direct debits for either a regular fixed sum or a variable amount. In 1987
8.5% of the volume of cashless payments was made by direct debit.

Standing orders and electronic credits, which together accounted for
13%Z of all cashless payments by volume in 1987, are both initiated by the
payer. Standing orders are used largely by individuals for the payment of
regular fixed sums; while in the past electronic credits tended to be used
mainly for the disbursement of bulk payments such as salaries and wages, they
are now increasingly being used for other transactions, such as corporations'
purchase ledger payments.

Some 36,000 companies in the United Kingdom can originate payments
through BACS, but these have to be addressed to an account with one of the
sixteen settlement members of that clearing. Each originator has to be
sponsored by its bank.

Cashless payments can be made through the Post Office either by
postal order or by Girobank transfer. Postal orders are a convenient way of
making low-value payments, particularly for those not having a bank account.
They are available in various fixed denominations up to £20. Their use has
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been declining sharply in recent years, and in 1987 only some 54 million were
issued, compared with 70 million in 1983 and 170 million in 1978. The average
value of postal orders issued in 1987 was £5.

Girobank operates a full banking service. Paper transfers can be
made between account holders, or, by use of the Transcash service, a transfer
can be made from a non-account holder to an account holder. Some state
benefits are paid by means of cheques drawn on Girobank, and these can bhe
cashed at post offices.

The Department of Social Security issues order books containing a
number of vouchers, which may be used on specific dates to draw cash from post
offices in respect of various state benefits such as old~age pensions. In
1987 some 870 million of these vouchers were issued. Although these payments
are paper-based, they are not usually counted as cashless payments because
they can only be exchanged for cash and cannot be credited to an account.

Payable orders, another form of debit instrument, are issued by the
Paymaster General's Office and by some other government departments; these are
treated in the same manner as cheques and are collected through the interbank
cheque clearing system.

Travellers' cheques, issued by banks, building societies and other
bodies, are widely used as a safe and convenient method of taking currency
abroad but are seldom used by UK residents within the United Kingdom.

{¢) Bank cards

At retail outlets

Card-based payments can be effected at many retail outlets in the
United Kingdom by means of a credit card or a charge card. At the end of 1987
24 million bank credit cards had been issued. TIn 1987 some 500 million pay-
ments were made using these cards for a total value of some £16.7 billion.
457 of all bank credit cards at the end of 1987 were Access cards, affiliated
to MasterCard and Eurocard, issued by nine banks (the Bank of Scotland,
Clydesdale Bank, Lloyds Bank, Midland Bank, National Westminster Bank, The
Royal Bank of Scotland, Northern Bank, the Bank of Ireland and Ulster Bank).
The remainder were issued by institutions affiliated to VISA: 40% by Barclays
Bank (Barclaycard), 11% by TSB (Trustcard) and 4% by others. As noted in
Section II.5 above, a number of major banks have recently taken up direct
membership of both VISA and Mastercard.

Bank credit cards have a credit facility with a pre-set limit
ranging from £200 upwards. Card holders are normally required to make monthly
repayments of 57 of the outstanding balance or £5, whichever is the greater,
though in 1987 approximately 407 of bank card holders settled their monthly
accounts in full, without incurring interest. The average balance outstanding
on bank credit cards in 1987 was £236, and the average value of each
transaction was £32. Banks do not usually charge a joining fee or an annual
subscription fee to the card holder. In addition to bank-issued credit cards
there are 1.5 million travel and entertainment charge cards in issue to UK
residents: 1 million of these are issued by American Express and 0.5 million
by Diners Club.

Retailers have issued some 9 million "“in-store" cards. These
usually only serve one store group and many operate on a "budget" basis, with
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a monthly subscription and a revolving credit facility of twenty or thirty
times this amount. Other retailer cards operate in the same way as travel and
entertainment charge cards or bank credit cards.

Since 1982 many banks have issued "gold" or premium cards. A
subscription is payable on these cards, but they have no pre-set spending
limits and are usually linked to a substantial unsecured overdraft facility
with a bank. '

The fraudulent wuse of cheque guarantee cards and credit cards
continues to be of great concern to the issuing institutions in the United
Kingdom (although some improvement was seen in 1987). A redesigned cheque
guarantee card is to be issued by the institutions participating in the joint
Cheque Card Scheme, starting in October 1988 and stretching over two years.
This will replace the existing card, which was reformatted for security pur-
poses in 1984. The new standard card will incorporate a logo and a hologram
featuring the head of William Shakespeare and will also incorporate other
security features. The card will continue to have a guarantee limit of £50.
However, fewer than half the existing guarantee cards in issue will be
replaced by the new standard card. Many issuing institutions will provide
cards which, while remaining within the rules of the Cheque Card Scheme, will
perform several additional funections: ATM withdrawal, EFT POS, etc. These
multi-function debit cards will demonstrate their guarantee capability by
featuring the Shakespeare logo on the reverse. (They are described in more
detail below).

Access, American Express, Diners Club, banks affiliated to VISA and
various major yetail stores have introduced card and credit wverification
schemes using automated authorisation telephones and terminals at the point of
sale.

At ATMs

At end-1987 a total of 12,500 ATMs were in service in the United
Kingdom. Of these, 797 belonged to one of the four principal shared networks
(the percentage will increase to over 90% by end-1988, when the TSB joins one
of the networks). A table illustrating the networks and their respective ATM
and customer base is set out in Appendix B.

The majority of bank ATMs are sited on bank premises. Of these, 67%
are accessible from outside and known as “through-the-wall' machines, 247 are
sited in the customer areas of banks, 5% are sited in the lobby areas of banks
and 47 are at remote sites, e.g. at supermarkets. Almost all building society
ATMs are "through-the-wall' machines. Some 27 million bank {debit) cards
have been issued for carrying out cash withdrawals from ATMs against a charge
to customers' accounts. In addition most bank credit cards can also be used
to obtain cash advances (charged to customers' credit card accounts). In many
cases the use of VISA credit cards in ATMs cuts across domestic card-sharing
arrangements. ’

In 1987 some £18.5 billion was withdrawn by card holders from bank
ATMs and some 1£5 billion from building society ATMs. The average value of
each bank machine withdrawal was £34, while that of each building society
machine was £45. Fach bank and building society machine was used an average
of 1,000 times per week, but with considerable variation between networks and
individual machines. Typically, card holders can withdraw up to £100 daily
from a machine, but several banks approve withdrawals up to a prearranged
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weekly amount. Most card holders can order new cheque books and full or
interim statements and make balance inquiries and deposits via ATMs, and at
more advanced ATMs, now being installed by banks and building societies,
customers can make bill payments, funds transfers and standing order inquiries
and order eurocheques. The hours during which ATMs are available for use
varies, "through-the-wall" machines and some lobby machines being potentially
available twenty~four hours a day. ATMs located in the customer areas are
only available during normal banking/building society hours, and those sited
remotely and Lhe other lobby machines are available during shopping or office
hours. In addition to domestic sharing arrangements several international
sharing arrangements exist. Approximately 1,700 UK VISA issuers' ATMs are
included in the internatiomal arrangements which cover approximately 21,700
machines in twenty-two countries around the world. The ATMs of the Access
banks are not yet connected to the International MasterCard network, but
Access card holders have access to 2,700 Spanish ATMs. Most banks in the
United Kingdom issue international eurocheque cheque cards, which can, if they
are valid for use in ATMs, be used to withdraw cash from some 6,500 partici-
pating ATMs in the twenty countries issuing eurocheque cheque cards. At the
time of writing, some 42 million cards have been issued by some 10,000 issuing
banks and are accepted at over 5 million retail outlets. In the United
Kingdom only Midland Bank ATMs permit eurocheque card withdrawals, but only
for cards issued in Belgium, Germany, Ireland, Luxembourg, the Netherlands,
Portugal and by Midland Bank itself. In 1987 a reciprocal agreement was
concluded between LINK and PLUS (the shared ATM network operating in North
America) giving LINK card holders access to some 11,000 ATMs sited on the
mainland of North America, and giving some 67 million card holders of the PLUS
network access to LINK ATMs.

At point-of-sale terminals

The major UK retail banks first announced their intention to develop
a national scheme for electronic funds transfer at the point of sale - EFT
POS - in May 1983. The work continued under the umbrella of APACS, and in
December 1986 a new clearing company, EftPos UK Ltd., was set up within the
APACS structure to develop, implement and manage a national system for EFT POS
in the United Kingdom. A Business Service Specification has been drawn up as
a consultative document, in which the commercial framework, the nature of the
inaugural EftPos UK service and subsequent future development are set out. In
accordance with principles established by APACS, membership of the company is
open to appropriately regulated financial institutions which are able to meet
specific entry criteria; access may also be gained {by a non-member) on an
agency basis as a sponsored service provider. However, for the Tnaugural
Service, which is scheduled to begin in autumn 1989 and will operate in
Edinburgh, Leeds and Southampton with up to 2,000 terminals, membership has
had to be somewhat restricted for technical and operational reasons. The
national service will establish rules, standards, settlement procedures and
rigorous levels of security. In addition, it will introduce a Card Scheme
under which cards issued by institutions joining the scheme will eventually
bear a common logo and be acceptable at every EftPos UK terminal. Terminals
will be able to accept debit cards, credit cards and charge cards. Once the
scheme has proved itself in the Inaugural Service, individual members will
have the option of uncoupling their processing services from the central
EftPos UK system, but will remain members of EftPos UK Ltd. and be required to
adhere to the rules, regulations and standards of the national scheme.
Members will thus be able to offer a range of simple or enhanced value added
services of their own choice, in their own time, in locations and to retailers
of their own choosing. Crucially, therefore, each member will be able to make
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its own investment decisions as to how far and how fast it wishes to develop
its EFT POS services. Many of the bank and building society members of EftPos
UK Ltd. are continuing to develop and extend their own schemes while remaining
committed to the concepts of the national scheme.

There are now over twenty EFT POS schemes operating in the United
Kingdom. Most are operated by banks in conjunction with credit card
companies, with terminals located in petrol stations and High Street stores.
Most existing schemes operate off-line, capturing data for later transmission
to the processing centre, and accept various credit cards, charge cards and
some debit cards. The largest service with on-line capability is the
Barclaycard PDQ scheme, which is growing rapidly with 5,000 terminals in June
1988. The off-line PISCES data-capture scheme for petrol retailers, run by a
National Westminster Bank subsidiary, had 3,800 terminals at mid-1988. The
longest-established scheme remains Clydesdale Bank's Counterplus, which
operates at some thirty petrol stations and two retailers in Scotland with
approximately seventy terminals in place. Like Counterplus, the majority of
EFT POS schemes currently operating are aimed more at securing technical and
operational experience than market share. However, the market place is
developing rapidly, and there is a reasonable prospect that some 200,000
terminals may be in place in only a few years.

British Telecom has introduced telephones that accept payment for
telephone calls (50p minimum) by credit and charge cards, which are passed
~ through a reader on the call box.

British Telecom's Phonecard, a stored-value card for use in certain
public telephone c¢all boxes, and the installation of Phonecard call boxes
continue their growth. The Phonecard is pre-loaded with a store of wvalue
which is consumed as calls are made but is not rechargeable. 1t is sold in
several unit denominations at post offices and many retail outlets.

A number of multi-function debit cards have been introduced by the
banks in the past year as initiatives for cashless shopping. In June 1987
Barclays Bank introduced Connect, a multi-function debit card, under the VISA
iabel, incorporating three cards in one: a cash card, a cheque guarantee card
with a £50 limit, and a card for use at the point of sale. Initially, most
transactions are paper-based, as relatively few retailers have the appropriate
terminals, but over time the paper debit wvouchers will be replaced by elec-
tronic debit messages. The launch of Connect encountered strong opposition
among retailers, as Barclays proposed to charge them the same transaction
commission as that charged on VISA credit card transactions. The retailers'
view was that the card was a cheque substitute and that transaction charges
should therefore be levied on the same, flat rate, basis. In the event
Barclays amended their pricing structure to allay the retailers' concerns,
thereby establishing what the retailers considered to be a vital precedent for
the pricing of all debit card transactions. In the spring of 1988 the launch
of a further two multi-function debit cards was announced. The first was by
Lloyds Bank, again under the VISA label (hitherto Lloyds had been solely an
Access card issuer), to be introduced in the summer of 1988. This card
incorporates the same three functions as the Connect card but, in addition,
offers a personal overdraft facility and protection under the Consumer Credit
Act. The second card, SWITCH, is to be introduced in Octeober 1988 in a joint
project undertaken by three banks - Midland Bank, National Westminster Bank
and The Royal Bank of Scotland. The project is also open to other banks and
building societies. In addition to a common SWITCH symbol each card will bear
the name of the individual issuing bank. This card, again, will function as a
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cheque guarantee card with a £50 limit, as a cash withdrawal card and as an
initiator for “electronic cheque" transactions at EFT POS terminals where the
SWITCH symbol is displayed, and, most importantly, as a debit card under the
rules of EftPos UK, which means that the card may also be used at any terminal
bearing the EftPos UK logo.

A recent innovation in technology in the United Xingdom has been the
introduction of cheque-writing machines at the point of sale in the major
branches of some of the larger high street retailers. The customer is
required only to confirm that the details printed on the cheque are correct
before signing it.

Several major retailers have introduced substantial EFT POS networks
for handling in-house cards. It has been reported that at end-1988 some
10,000 terminals had been installed,

(d) Other media

Home banking

Both screen-based and telephone-based home-banking services are
available in the United Kingdom.

Screen-based services include: the Nottingham Building Society's and
the Bank of Scotland's joint service called Homelink, the Bank of Scotland's
own HOBS service, Clydesdale Bank's service called Telebank and The Royal Bank
of Scotland's Royline. Subscribers to Homelink, which dates back to 1983,
receive a terminal which plugs into their television set and connects by
telephone to British Telecom's Prestel viewdata service. Funds can be
transferred between accounts with the society and with the bank, and
arrangements can be made for payments to a limited number of third parties.
It can also be used as a teleshopping and telemessaging system. Telebank
operates under much the same principle as Homelink, and the equipment used is
compatible with that used for Prestel's viewdata system, but it is conpmected
to Midland Bank's Fastrak services. 1In addition to the services offered by
Homelink, Telebank alsc offers a bill payment service and a special interest-
bearing account. The Bank of Scotland's HOBS service, which is reported to
have approximately 4,000 subscribers, is also available through Prestel; it
includes an electronic cash management package for small businesses and offers
two higher interest rate bands. The Royal Bank of Scotland's Royline, the
most recent screen-based service, provides an office banking service for small
and medium-sized business customers.

Voice-response home-banking services are currently offered by two
banks and two building societies, using the domestic telephone and an
electronic keyboard called a tonepad. Other institutions are expected to
offer similar services in the near future. To gain access to the account, a
PIN code and/or password must be keyed into the tonepad. A number of services
are available to customers, including the transfer of funds between accounts,
requests for statements, foreign currency or travellers' cheques and payment
of bills. The TSB's Speedlink service has some 50,000 subscribers, who to-
gether carry out over 12,000 transactions per week. One in ten of Nationwide
Anglia Building Society's FlexAccount customers use their FlexAccount home-
banking service. No statistics on the other services are currently available.
Voice recognition services (using the domestic telephone only) are offered by
the Royal Bank of Scotland (Phoneline) and National Westminster Bank
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(Actionline). When customers dial up the service, the bank's central computer
verifies their identity by their voice characteristics.

Chip cards

The use of chip card technology in the United Kingdom has only
recently commenced and is unlikely to have any great impact for several years,
given that magnetic-stripe cards and terminals are widely established.
Citibank and Midland Bank each have trials running: Citibank's Electronic
Wallet card is charged with electronic credits and is redeemable at banks in
London, Jersey and Marbella in Spain. Midland's Meritcard (contactless chip
card) is being trialled by students and staff on the campus of Loughborough
University. The card has three principal functions. First, as an electronic
cheque (PIN entry) for higher-value transactions up to a weekly limit.
Second, as an electronic wallet (PIN entry for re-charging only) loaded at the
Midland campus branch or at some retailers, with maximum capacity of £20.
Third, the card retains a record of the last sixty-four transactions, in
either payment mode. A further trial has been launched by Thomas Cook, the
travel subsidiary of Midland Bank, with Smart Card International. The card,
which is aimed primarily at the business travel market, facilitates the issue
of documentation required for travel purposes, including travellers' cheques,
airline tickets, boarding cards and travel itineraries. The cards incorporate
a personal pocket computer with a very small screen and keyboard and can be
used, once the holder's security identity number is keyed in, to withdraw cash
from Thomas Cook outlets or any other participating financial institutions.
Barclays Bank has also launched a chip card trial at a country club sports
complex. In this trial the card will alse be used for a number of non-
financial applications.

Corporate cash management

By mid~1988 all the major UK retail banks and several foreign banks
in London were offering cash management systems for their corporate customers,
and some provided systems for small business customers. The level of sophis-
tication and range of services offered by the banks vary widely and include
customer initiation of electronic funds transfers, foreign exchange trans-
action reporting, electronic balance and transaction reporting, cheque and
cash remittance, retrieval of information from a number of banks with conver-
sion into a spreadsheet and international cash management services, while more
recent innovations incliude links, via banks, to S.W.I.F.T. and te CHAPS. The
corporate treasurer accesses the services offered by his bank through a desk-
top terminal linked to the bank's computer.

Another corporate service is the Bank of Scotland's Transcontinental
Automated Payments Service (TAPS), which helps customers to make regular
payments to be credited direct to beneficiaries' bank accounts overseas (e.g.
pensioners living abroad) in the local currency of the country of residence,
using the domestic electronic clearing system of the country in which the
accounts are held, often through an ACH {(automated clearing house). These
payments can, at the time of writing, be made to beneficiaries in Australia,
Canada, Eire, France, South Africa, the United States and the Federal Republic
of Germany; in addition, Belgium, Denmark, Finland, the Netherlands, Norway,
Sweden and Switzerland are scheduled to be brought inte the system by
end-1988.
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(e) Interbank and intrabank networks accessible to customers

Bank customers in the United Kingdom may input payments direct to
BACS but have only indirect access, through the agency of their bank, to CHAPS
and S.W.I.F.T. However, before a customer can submit bulk payments (credits
or debits) to BACS for processing, he must be sponsored by one of the sponsor-
ing banks, with which he must hold an account. An account holder with a bank
which is not eligible to sponsor customers for BACS can still submit data,
provided the bank has itself been sponsored. Once sponsored, a customer can
deliver data for processing to BACS on magnetic tape, cassette (although this
medium is currently being phased out) or diskette or by direct telecommunica-
tion link (Bacstel).

The Clearing House Automated Payment System (CHAPS), which has been
in operation since February 1984, is a system for making guaranteed same-day
sterling payments between the fourteen settlement bank members. GCustomers of
these banks, including non-settlement banks (known as participants and which
currently number some 190}, can make use of CHAPS to send and receive eligible
payments anywhere within the UK branch networks of the settlement members.

Customers of banks in the United Kingdom also benefit from
S.W.I.F.T., the worldwide message-switching network, which until June 1987 was
restricted to the banking community; since then use of the network has been
opened up to categories of participants which include securities brokers and
dealers, recognised exchanges for securities, central depositories and clear-
ing institutions. Non-bank customers cannot make direct use of S.W.I.F.T.;
their instructions must be submitted via their bank.

2. EXCHANGE CIRCUITS
(a) Introduction

There is no uniform pattern of exchange circuits within different
banks in the United Kingdom. Some banks pass to their branches all the
effects (cheques, paper credits and other items) relating to customers of each
branch, while other banks may choose to truncate some of those effects at, for
example, one of their own regional clearing centres. Some banks truncate
effects for personal customers but pass on to their branches all effects for
corporate customers.

All the major banks in the United Kingdom are highly computerised:
data capture for the updating of accounts in respect of debit and credit
clearing items {(both paper and electronic) generally takes place in a bank's
regional or central clearing office, with the accounts themselves being main-
tained on computers in those regional or central offices. Transactions at an
account holder's own branch - e.g. the encashment of cheques - are, however,
generally captured for account-updating purposes at that branch: this process
is assisted by the growing number of on-line counter and other terminals
installed in banks' branches.

(b) Intrabank or intragroup networks

Intrabank items in the paper debit clearings are transported from
the bank branch where they are paid in to each clearing bank's regional or
head office clearing centre; from there they may be passed on to the account-
holding branch, or they may be truncated. Intrabank paper credit items follow
the same route via the clearing centre to the beneficiaries' branch.
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Only a limited amount of intragroup processing takes place in the
United Kingdom.

(c) Interbank circuits and networks

Paper clearings

As described in the section "Institutional Framework", the
day-to-day management and control of the London Clearing House and, therefore,
responsibility for all the paper clearings operating in London are now in the
hands of APACS. Separate clearings for local paper take place in Edinburgh,
amongst the four retail banks in Scotland which form the Committee of Scottish
Clearing Bankers (CSCB), and in Belfast, amongst the five retail banks operat-
ing in Northern Treland which form the Northern Ireland Bankers' Asscciation
(NTBA).

The paper passing through the London Clearing House is divided into
three categories: Town Clearing and General Clearing for debit items, largely
cheques and bankers' payments, and Credit Clearing for credit transfers.

A same-day settlement service is provided by the Town Clearing,
which is restricted to cheques, bankers' drafts and certain other items of
£10,000 or more which have been drawn on and paid into any of the 100 or so
offices of the settlement members within the central area of the City of
London. All items passing through the Town Clearing must be paid, or returned
unpaid, on the same day. The Town Clearing remains a manual system. In 1987
the value and volume of items passing through the Town Clearing exceeded
£8,300 biilion and 4 million respectively, giving an average value of some £2
million per item. In 1987 the total increase in value over the previous year
was only 2%, while the total volume dropped by 8%. A factor contributing to
this decline in Town Clearing volumes is that since the CHAPS system was
implemented in February 1984, many of the payments that would previously have
been made via the Town Clearing now pass through CHAPS, the electronic high-
value same-day settlement clearing.

The Debit, or General Clearing as it is commonly known, operates
under the Cheque and Credit Clearing Company Ltd. on a three-day cycle for the
clearance of cheques and other debit items not eligible for the Town Clearing.
Cheques paid into branches of the clearing settlement member institutions
which are drawn on other banks/institutions are exchanged the following day in
the Clearing House: settlement is effected on the third day. If a cheque is
not acceptable to the paying bank for any reason, it is returned to the branch
where it was originally paid in and the value of the cheque is reclaimed
through BACS or the paper clearing. In 1987 the volume of items passing
through the General Clearing totalled some 2 billion, for a total wvalue of
£860 billion (making an average value per transaction of £430). This was an
increase of 3% in volume and 12% in value over the previous year. The pro-
cessing of cheques exchanged in the General Clearing has been highly automated
for several years, using magnetic ink character recognition techniques (MICR).
Cheques drawn on a bank/institution in England or Wales and paid into a bank/
institution in Scotland or Northern Ireland are passed, via a local agent,
into the General Clearing. Cheques drawn on a bank/institution in Scotland or
Northern Ireland and paid into a bank/institution in England or Wales are
similarly dealt with by an agent and passed to the drawee banks/institutions:
a four-day clearing cycle applies to such jitems drawn on Scottish banks and a
five-day cycle to those drawn on banks in Northern Ireland. The interbank
settlements in Scotland and Northern Ireland take place bilaterally.
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The Credit Clearing (or bank giro) was largely a manual system until
January 1984, when the addition of encoded information to all bank giro credit
vouchers made this paper clearing capable of automated processing. The code
is machine-read by MICR techniques, sometimes in combination with optical
character recognition methods (OCR), whereas cheque processing only uses MICR.
This clearing also operates on a three-day cycle, with items being exchanged
in the Clearing House on the second day and the credit to the beneficiary's
account and the interbank settlement taking place on the third. In 1987 some
180 million items passed through the Credit Clearing for a total value of £92
billion.

Some fourteen banks in the United Kingdonm participate in the Uniform
Hurocheque Scheme which operates throughout Europe and in certain non~European
countries. Overseas banks collecting eurocheques drawn on UK bank branches
send items to the UK Eurocheque Clearing Centre, where details are input on
magnetic tapes, which are then delivered to each paying bank. Details of each
cheque are subsequently forwarded to the paying branches while the eurocheque
remains at the Clearing Centre. Kurocheques encashed or recejved by UK banks
drawn on foreign banks are remitted to one of six out-clearing centres for
onward transmission to the respective Buropean counterparts' clearing centre.

Two further paper clearings take place in London: the London US
Dollar Clearing and the London Currency Settlement Scheme (LCSS). The London
US Dollar Clearing enables dollar cheques and drafts, payable in London, to be
cleared and subsequently settled via payments through CHIPS in New York, on
the same day. '"Wholesale" US dollar transactions are not eligible for this
clearing, which is confined to "retail" paper. In addition to the seven
settlement members (Bank of Scotland, Barclays Bank, Coutts & Co., Lloyds
Bank, Midland Bank, National Westminster Bank and The Royal Bank of Scotland),
there are currently some eighty other banks participating in the scheme. The
London Currency Settlement Scheme, formerly known as the Insurance Companies
Currency Scheme, provides clearing facilities for cheques drawn in Australian
dollars, Canadian dollars, Deutsche Mark, Dutch guilders, French francs,
Ttalian lire and Japanese yen. In additiom to the seven settlement members
{(the same as those in the US Dollar Clearing), there are currently a total of
twenty-three banks (in the United Kingdom) participating in the scheme.

Automated clearings

(1) BACS

BACS Ltd. (named Bankers' Automated Clearing Services Ltd. until
1986} has, as at December 1988, sixteen (shareholding) members, comprising
fourteen banks and two building societies, with another building society
accepted for membership as from June 1989. All member banks and building
societies participate in BACS by submitting data themselves and/or by
sponsoring their customers for direct input to BACS. There are currently some
36,000 BACS users. The originators of payments submit data to BACS by means
of magnetic tape, cassette (this method is currently being phased out) or
diskette, or, since mid-1983, by direct telecommunication Link (Bacstel).
BACS is currently conducting trials with a new method of providing
telecommunication links for its corporate users. The new service, called
Bacsnet, uses Electronic Data Interchange (EDI) services to transmit BACS
payment instructions, allowing companies to combine documentation and Ffunds
transfer in a single automated operation.
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Each submission to BACS consists of a number of credit items matched
by one debit item for the total, or a number of debit items matched by one
credit item. Submissions of standing orders are prepared by the banks/
building societies holding the accounts from which the standing orders are to
be pald; submissions of automated bank giro payments are prepared by customers
initiating those payments, while submissions of direct debits are prepared by
the customers who are to receive those payments. The BACS processing system
sorts these items according to the bank branches to which they are addressed
and prepares detailed tapes for those banks: the debits and credits are
applied to the destination accounts on the third day of the cycle of
operations, when the interbank settlement also takes place. In 1987 BACS
processed some 1 billion items, of which 32%Z were bank giro credits, 23%
standing orders and 457 direct debits. These automated payments represented
one-third of the total bank clearings. The value of items processed in 1987
totalled some £356 billion. The volume and value of items processed rose by
13.5% and 18.2% respectively between 1986 and 1987, demonstrating the
continuing and substantial growth in activity in this longest-established
electronic clearing.

(ii) CHAPS

The Clearing House Automated Payment System (CHAPS) became
operational on 9th February 1984 as an electronic interbank system for sending
guaranteed unconditional sterling payments from one Settlement Bank, on bhehalf
of itself or its customers, to another Settlement Bank for same-day settle-
ment. Unlike the paper-based Town Clearing, it is available nationwide, but
it is restricted to payments of £7,000 or more (this threshold was reduced
from £10,000 on 4th July 1988 and may possibly be reduced further in 1989).

There are currently fourteen CHAPS Settlement Members communicating
directly via British Telecom's Packet SwitchStream Service (PSS) by means of
standard computers and software, known as Gateways, which also provide an
interface to each bank's own internal data base. There is thus no central
installation. In addition to the Settlement Members, other users, categorised
as participants, have access to the CHAPS system through an agreement with one
of the Settlement Members and via a terminal operated through that member.
There are currently some 190 participants using the system, comprising
overseas and domestic banks, based in London and elsewhere in the United
Kingdom, and subsidiaries and divisions of the Settlement Members.

The interbank settlement is effected electronically at the end of
each day, across the Settlement Members' accounts held at the Bank of England.
In 1987 some 4.3 million payments were made through CHAPS for a value of
£7,332 billion, an increase of 397 and 777% respectively over 1986.

Clearing settlement

The interbank settlement for the operational clearings takes place
as foliows. In the Cheque and Credit Clearings on the morning of settlement
day, net positions are agreed at the Clearing House and a series of debit or
credit vouchers are delivered to the Bank of England for posting to the
settlement accounts. The settlement figures for BACS are provided on magnetic
tape on the day before settlement and are posted to the settlement accounts
during the morning of settlement day. As noted above, CHAPS setilement
figures are produced electronically on the system shortly after 3.00 p.m. each
working day. The tape is subsequently transferred from the Bank of FEngland's
CHAPS computer, and the resultant obligations are posted te the accounts of
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the settlement banks shortly afterwards. Settlement of the Town Clearing
takes place at around 4.45 p.m. each afternoon in the Clearing House, where
net debit or credit positions are agreed and vouchers are delivered to the
Bank of England for posting to the accounts of the relative Settlement
Members.

Securities transaction systems

The Central Gilts Office service (CGO) began live operations on
2nd January 1986 and is operated by the Bank of England. The system was
developed jointly by the Bank of England and the Stock Exchange to provide a
computerised book-entry transfer system for the settlement of Stock Exchange
transactions in gilt-edged (British Government) securities. A feature of the
service is that the payment for each purchase within the system is guaranteed
by the settlement bank of the buying member under an Assured Payment System,
so that stock can be transferred electronically against certainty of payment.

In 1987 a group of thirty-six institutions, comprising major banks,
discount houses, merchant banks, money brokers and the Bank of England, set up
LondonClear Ltd. to establish an automated trading and settlement system for
money market instruments lodged in a central depository at the Bank of
England. This project had to be abandoned in the summer of 1988 because
of doubts about its costs, which meant it could not achieve the critical mass
of committed support necessary to ensure its financing. Bowever, the Bank of
Ingland considers a centralised transfer system for money market instruments
to be a desirable addition to the facilities offered by London. As a result,
the Bank is itself developing an alternative system to that proposed by
LondonClear, which will fulfil similar objectives. This service will be named
the Central Moneymarkets Office {(CMO).

Three depositaries for money market instruments are already
operating in London. Principally these act as depositories for US dollar
certificates of deposit, but they also handle other paper; they are operated
by First National Bank of Chicago, Citibank and Manufacturers Hanover Trust.
Bach provides clearing facilities for instruments denominated in various
currencies and units of account - US dollars, sterling, vyen, Australian
dollars, Deutsche Mark, ECUs and SDRs. Payments are settled through the
normal clearing mechanisms.

Talisman, the International Stock Exchange's settlement system
enables member firms to settle transactions automatically in over 7,500
securities. All stock in Talisman is transferred into the heart of the
settlement system, SEPON (Stock Exchange Pool Nominees). The details of each
security deposited in SEPON are captured in electronic form by Talisman, and
stock settlement is achieved by book-entry transfer with payment made
generally via the Town Clearing. Whilst the stock is being processed in the
system it becomes dematerialised, but once it is released from SEPON,
certificates are reconstituted for delivery to the purchaser.

The Institutional Net Settlement service (INS) was introduced in the
summer of 1988 by the International Stock Exchange. It provides a centralised
settlement system for institutional investors, allowing them to settle all
their transactions on a net basis directly with the Stock Exchange.

A new service called TAURUS (Transfer and Automated Registration of
Uncertified Stock) is currently -being developed by the Stock Exchange for
member firms and investors. The service, which is expected to commence live
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operations during 1989, will dispense with the need for physical holding of
share certificates. On settlement, stock will move between TALISMAN and
TAURUS by computerised book entry transfer, and the movements will be
confirmed to the TAURUS member (the direct account holder). A member may act
for one of its customers through sub-accounts within its main TAURUS account.
All transfer movements will be automatically reported and agreed with the
company registrar of the stock involved. Settlement of moneys will be
effected via INS where the direct account holder is not a member of the
International Stock Exchange.

Other circuits and networks

In April 1988 some forty-eight banks, including the Bank of England,
were members of S.W.I.F.T., the worldwide message-switching system, and 200
banks in total (in the United Kingdom) were connected to the network. UK has
two regional processcor sites situated in a secure environment on BACS
premises.

An increasing number of banks/institutions also make use of private
teleprocessing networks for the provision of their corporate cash management
systems and to facilitate other financial transactions.

IV. GENERAL REMARKXS

The structure of the payment clearing system in the United Kingdom
is at present being subjected to a number of conflicting pressures. These
pressures, which span institutional, technological, legislative and other
aspects of the payment system, can be summarised as follows:

- The retail banks are competing increasingly vigorously to retain or
extend their personal customer base: money transmission facilities
are often being used to attract customers, but as account charges
are not levied on personal customers who remain in credit, it is
necessary for the banks to cross-subsidise these costs from other
profitable services sold to those customers.

= At the same time those personal customers are becoming more willing
to open additional accounts with rival institutions or shift their
banking business in pursuit of more attractive card-based or paper-
based services.

- Furthermore, many building societies are using the opportunity of
recent changes in their legislation to compete heavily in the
personal sector by offering transaction accounts and other "banking"
services.

- The dividing line between a payment service and other forms of
value~added services is becoming harder to distinguish, so enabling
computer bureaux to seek to supply an increasingly wide range of
services both to banks and directly to their customers.

- Banks' corporate customers are becoming increasingly demanding in
their reguirements for services and facilities, while at the same
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time their direct borrowing needs have not grown, so reducing the
scope for cross-subsidisation between the charges for different
banking services.

- The use of cheques as a payment medium continues to grow (partly, at
least, because customers are not charged the full cost of handling
paper payments); but at the same time Britain remains a heavily
cash-dependent economy, with only 72% of the adult population having
some form of transaction account.

» The growth in direct membership of the UK payment clearings, which
has occurred since APACS was formed in 1985, may not yet be
complete. There is a possibility that further institutions, in
particular UK building societies, and perhaps also financial
institutions from other EC member states (or elsewhere in the
world), will seek settlement membership as they put in place new
business strategies to take advantage of the formation of the single
market after 1992,

- The UK legislation relating to banking services, including the
payment clearing system, is currently being examined: it is possible
that the Review Committee will recommend changes in the legislative
arrangements for the payment systems.

- Finally, banks are becoming increasingly aware of the nature, and
extent, of the exposures they incur to other banks, and to
customers, through the payment clearing systems and through other
mechanisms, such as securities settlement systems, and are seeking
ways to control and reduce those exposures.

These pressures are not, of course, all unique to the United
Kingdom; what they do exemplify, in the particular mix in which they are being
experienced in the United Kingdom, is that the forces for change which were
widely foreseen a few years ago have by no means run their course and will
continue to have an impact on all participants in the payment clearing
systems.

V. CONCLUSTOM

While significant changes are undoubtedly taking place in the trans-
action profiles of the UK economy, and in the structures and day-to-day
operations of the UK payment systems, and will continue to take place under
the pressures outlined in Section IV of this study, these changes are
evolutionary rather than revolutionary and must be kept in perspective.

There can be no doubt that over the next few years electronic funds
transfer systems and associated services will be more widely used by both
corporate and personal customers. Transaction growth in the CHAPS and BAGS
clearings will continue at a high rate, while, as the national EFT POS service
develops, debit cards will be used for an increasing number of "electronic
cheque" transactions. However, despite these wundisputed trends, current
forecasts suggest that paper clearing volumes are unlikely to decrease in the
short term and, indeed, may continue to grow until the early 1990s.
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Furthermore, in volume terms cash remains the most important means
of payment in the United Kingdom and its pre-eminence is bolstered by the
continuing growth in the number of ATMs in commission and the amounts of cash
withdrawn from them. Although there is some evidence that a growing
proportion of large purchases is made by non-cash means, cash remains a highly
efficient medium for smaller transactions. Moreover, one-quarter of the adult
population still does not have access to current-account facilities and there-
fore has no option but to make everyday payments in cash. Indeed, it seems
unlikely that there will be any rapid decline in the size of the unbanked
sector, especially as this group of potential customers is of little interest
to the banks or building societies.

A brief forecast might be that by the mid-1990s, while there may be
a modest fall in the volume of cash transactions and a fairly significant rise
in electronic payments, cheques will remain an important medium of payment and
the prospect of a truly cashless society will remain generations away.
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operating in Northern Ireland.

The LINK and MATRIX networks

will merge

Building Society has announced that it will be joining LINK.

in 1989,

Appendix B
Principal networks Estimated
Number of number of
ATMs cards
(in millions)
(a} Lloyds Bank
Barclays Bank
The Royal Bank of Scotland
Bank of Scotland
4,179 10.4
(b) ©National Westminster Bank
Midland Bank
Clydesdale Bank
Northern Bank
4,019 9.7
TSB will link their ATMs to this network
in 1988
1,672 5.5
{(c) LINK:
Abbey National Building Society
Nationwide Anglia Building Society
Girobank
Co-operative Bank
Funds Transfer Sharing
{a group of building societies and
authorised institutions)
1,000 4.0
(d) MATRIX:
a group of seven large building
societies
650 2.5
Other networks:
Halifax Building Society
Yorkshire Bank 300 2.6
187 0.7
Total 12,507 35.4
In addition to these networks there is a shared ATM network

and Halifax
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UNITED STATES

I. INTRODUCTION

Demand and other chequable deposits maintained by consumers,
businesses, and state and local governments have an aggregate value of about
$550 billion and support daily payments amounting to more than $1.6 trillion.
As a result, these deposits turn over an average of three times per day. The
remaining payments are made with cash and amount to about $6 billion a day.

The bulk of payment activity is concentrated in New York City and is
associated with s=securities trading, including transactions in commercial
paper, and foreign exchange trading. Demand deposits in New York City banks
turn over approximately 11 times per day, compared with 1.4 times at all other
banks.

The volume of payments and the rapid turnover of funds in the United
States demand efficient and highly reliable payment systems. In addition, the
geographic size of the country and the large number of depository institutions
complicate the interbank payment systems. Largely because of these factors,
more than 80% of the dollars transferred in the United States are sent over
large-dollar electronic funds transfer networks. At the same time, commerce
is highly dependent upon cheques, and 16% of all dollar payments are made with
them. The use of electronic payments - the automated clearing house (ACH),
point-of-sale (P0S) and automated teller machines (ATMs) - is growing, but
these payment systems account for only about 2% of the value of all payments.

II. INSTITUTIONAL FRAMEWORK

The payment systems in the United States are directly influenced by
the large number of depository institutions and the resulting complex inter-
bank payment networks. To ensure that payment systems function smoothly and
that all depository institutions have access to them, the Federal Reserve
System plays an important role in regulating the payment mechanism and
provides a number of payment services to depository institutions. In addi-
tion, the payment practices of the Government directly affect the payment
practices of individuals and businesses.

1. THE BANKING INDUSTRY

The banking industry in the United States has total assets of $1.7
trililion and 36,163 institutions. Of these institutions, 14,376 are commer-
cial banks and 21,787 are thrift institutions (17,919 credit unions, 2,892
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savings and loan associations, 5011f§dera1 savings banks, 367 mutual savings
banks, and 108 co-operative banks). ’

While the banking system in the United States is composed of a large
number of institutions, it is more concentrated than the preceding statistics
suggest. [First, 128 multi-bank, multi-state holding companies control 1,361
commercial banksg, which account for 467 of the total bank assets and 47% of
total deposits. Second, the 348 banks with assets in excess of $1 billion
account for 337 of the total assets, while the 8,043 Eanks with assets of less
than $50 million account for only 7% of total assets.

In the United States a so-called dual banking system allows for the
chartering, supervision and regulation of commercial banking organisations at
both the federal and state levels. The differences between national and state

charters, however, are relatively insignificant. Federally chartered banks
must belong to the Federal Reserve gysteﬁx and be insured by the TFederal
Deposit Insurance Corporation (FDIC). One-third of commercial banks have

national charters. State chartered banks are not required to join the Federal
Reserve System or obtain federal deposit insurance. However, 95% of commer-
cial banks (13,607) are members of the FDIC. Furthermore, all depository
institutions are subject to reserve requirements imposed by the TFederal
Reserve.

All banks must conform to state laws that dictate their operating
boundaries. The majority of states permit banks to operate branch offices
throughout the state. About 307 of the states limit the location of bank
offices. 1In addition, the Bank Holding Company Act of 1956 prohibits a bank
holding company from acquiring banks outside its home state, unless the states
specifically authorise entry through acquisition by out-of-state banking
organisations.

Nearly all states have now adopted laws that permit bank holding
companies in other states to acquire banks within their boundaries. In most
instances the laws permit entry only if the state in which the bank holding
company has its head office has a reciprocal agreement. By the end of 1987
fourty-four states and the District of Columbia had enacted laws that
permitted some type of entry by out-of-state bank holding companies. In
twenty-nine cases the laws provide for the eventual entry by banks located in
all states.

The expansion of interstate banking is expected to have a signifi-
cant effect on the nation's payment mechanism during the next decade. The
formation of large, multi-state bank holding companies will increase the
number of payments processed within one organisation, which should contribute

1 See Appendix A for definitions of each type of institution.

2 Federal Deposit Insurance Corporation, Assets and Liabilities: Report of
Income for Commercial and Mutual Savings Banks, 3lst December 1987.

3 Board of Governors of the Federal Reserve System, Annual Statistical
Digest, 1987.

4 Federal Deposit Insurance Corporation, Assets and Liabilities: Report of
Income for Commercial and Mutual Savings Banks, 31st December 1987.

5 Institutions that are insured by the FDIC pay for the insurance based on

their deposit size. If an insured institution is closed, all deposits up
to and including $100,000 are covered.
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to economies of scale. Furthermore, these organisations have the financial
ability to take advantage of the efficiencies of electronic technology in
order to increase the speed of processing payments and to reduce costs. Thus
the emergence of interstate banking is seen as a major factor that will lead
to an increased use of electronic payments in the United States.

2. THE ROLE OF THE BANKING INDUSTRY

Depository institutions play a major role in providing payment
services in the United States. Most payments, in terms of dollar value, are
made from demand or other chequable deposits held with depository institu-
tions. In 1987 demand deposits held by commercial baq?s totalled §$293
biliion, and other chequable accounts totalled $254 billion.

Since the early 1980s all depository institutions have been permit-
ted to offer money transfer services. The majority of depository institutions
offer their customers a wide range of payment services, including the use of
cheques or cheque-like instruments, namely negotiable orders of withdrawal and
share drafts, wire transfers of funds, the automated clearing house payments,
and money orders and travellers' cheques. In addition, many depository
institutions permit their customers to access their deposit accounts via
automated teller machines.

Large depository institutions process and account for all types of
deposit transfers initiated by their customers. Smaller institutions rely on
the services of larger institutions, called correspondent banks, or third-
party service bureaux that specialise in processing payments and providing
deposit-accounting services. Both paper and electronic interbank payments are
cleared and settled through local clearing houses, large correspondent banks
and the Federal Reserve System.

3. THE ROLE OF THE GOVERNMENT

The Department of the Treasury is responsible for printing currency
and minting coin. The twelve Federal Reserve Banks and their twenty-five
branches, the operating arms of the nation's central bank, provide a variety
of services to depository institutions and to the United States Government and
its agencies. Included among those services are the distribution of currency
and coin, the collection of interbank cheques, and the clearing of wire
transfers of funds and automated clearing house payments. The Federal Reserve
also acts as the fiscal agent for the Federal Govermnment. In this capacity
the Reserve Banks hold US Treasury deposits, pay Treasury cheques, process
government automated clearing house payments and funds transfers, and issue,
service and redeem US government obligations. The US Postal Service, unlike
its European counterparts, plays a very small role in providing payment
services. Its sole function is to sell postal money orders, which in 1987
amounted to $12.5 billion.

6 Board of Governors of the Federal Reserve System, Federal Reserve
Statistics Release H.6, "Table 5. Components of Money Stock, Liquid
Assets, and Debt", lst September 1988, p. 6.
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4.  REGULATION OF THE PAYMENT SYSTEM

A patchwork of federal and state laws, Federal Reserve regulations and
case law developed over the years governs the payment system in the United
States. The most important statute addressing paper-based payments is the
Uniform Commercial Code (UCC). The UCC was drafted in 1953 and sets forth the
rights and liabilities of all parties who deal with cheques, drafts, notes and
certificates of deposit. It has been adopted in part or in its entirety by
all states and is amended periodically to incorporate changes in laws, regula-
tions and customs. It is currently being expanded to address the rights and
liabilities of parties to large-dollar electronic funds transfers.

Small-dollar electronic funds transfers, principally consumer-
oriented automated clearing house payments, ATM transactions and POS transac-
tions are governed by Regulation E. This regulation was issued by the Federal
Reserve in response to the Electronic Fund Transfer Act of 1978. It applies
to all financial institutions and takes precedence over state law to the
extent that it provides greater consumer protection than state law. Regula-
tion E sets forth standards for financial disclosure, card issuance, access,
and error resolution procedures. It also addresses the rights and liabilities
of both consumers and financial institutions.

ITI. PAYMENT SYSTEM

1. PAYMENT MEDIA
{a) Cash

Cash is popular for many types of payments in the United States
because it is readily accepted, convenient and anonymous. Because the
majority of these transactions have a low valye, cash transactions account for
only 0.47 of the total value of all payments.

At the end of 1987 the value of currency in circulation was $179.8
billion and the value of coin in circulation was $16.7 billion. Currency and
coin in circulation has remained at approximately 4% of GNP during the 1980s.
A recent survey indicated, however, that aggregate US household expend%tures
made with cash (currency and coin) grew from 30Z in 1980 to 34% in 1986.

The official media for cash payments are Federal Reserve notes and
coins, both of which are legal tender for all public and private debt. The
Federal Govermment is, by law, the sole issuer of notes and coin, and it is
entrusted with the responsibility and authority to regulate the guantity and
character of all money.

Notes are printed by the Bureau of Engraving and Printing, and coins
are produced by the United States Mint. Both are a part of the Treasury

7 David B. Humphrey and Allen N. Berger, Market Failure and Resource Use:
Hconomic Incentives to Use Different Payment Instruments, May 1988,

8 Robert B. Avery and others, "The Use of Cash and Transaction Accounts by
American Families", Federal Reserve Bulletin, February 1986.
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Department. Currently, Federal Reserve notes in the following denominations
are issued: $1, $2, $5, $10, $50 and $100. Coins are issued in six denomina-
tions: 1, 5, 10, 25 and 50 cents and $1.

The Federal Reserve purchases currency from the Treasury Department
at its production cost. In 1987, currency,with a face value of $81.2 billion
was purchased at a cost of $156.3 million. Before currency is issued to the
public, the notes must be secured by legally authorised collateral,
principally US government and agency securities held by the Federal Reserve
Banks.

While notes are a liability of the Federal Reserve System when they
are issued, coin is transferred to the Federal Reserve at its face value by
the Bureau of the Mint and remains a liability of the Treasury Department. In
the fiscal year ending 30th September 1987, the Mint produced 12.6 billion
coins with a face value of $458 million, at a cost of $120.6 million.

The Federal Reserve System ensures that the economy has enough
currency and coin to meet the public's demand. Currency and coin are put into
circulation by the Federal Reserve Banks and branches, which use depository
institutions for distribution to the public. When depository institutions
need to replenish their supply of currency and coin, they order cash from
their local Federal Reserve Bank or branch. When the public's need for cash
declines or when depository institutions have cash that is unfit for further
circulation, the excess or unfit cash is returned to a Federal Reserve office.

(b) Cheques

Other than cash, the paper cheque is the most frequently used means
of payment in the United States. 1In 1987 approximately 47 billion cheques
were written, and volume i1s growing at an annual rate of about 4%Z. Of these
cheques, approximately 55%, or 26 billion, were written by individuals; 40%,
or 19 billion, by businesses; and 5%, or 2 billion, by federal, state and
local governments.

Individuals write 87% of their cheques to businesses, 117 to other
individuals and 27 to governments. Businesses write 57% of their cheques to
other businesses, 417 to individuals and 2% to governments. Governments write
78% of their c?aques to individuals, 16%Z to businesses and 6% to other govern-
ment entities.

Depository institutions' charges to consumers and businesses for the
use of cheques vary widely and depend upon the types of accounts maintained
and the range of services provided. Monthly account-maintenance fees may be
assessed as well as charges for payment services. The charges may be paid
explicitly or implicitly through minimum balance requirements.

Because cheques are paper instruments, they must be physically
transported between payers and payees and between the payer's (collecting) and
the payee's (paying) banks. Inherent in this process are delays, which

9 The difference between the face value of currency and coin and the cost
of production is called seignorage.

10 Federal Reserve Bank of Atlanta, "Displacing the Check", Economic Review
(special issue), August 1983,
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contribute to float or uncollected funds. The delays contributing to float
include delays in postal delivery, delays by recipients in depositinglcheques
and delays in the clearing process. Clearing delays average 1.6 days.

In 1987, total cheque float in the United States amounted to approx-
imately $677 billion. Using the 1987 average short-term Treasury bill rate of
5.8%, the "value" or "cost" of total float was approximately $39 billion. Of
this amount, $14.4 billion was due to delays in mail delivery, $9.4 billion to
delays Hﬁfore cheques were deposited, and $15.8 billion to the collection
process.

In 1987 the United States Congress adopted the Expedited Funds
Availability Act, which regulates when funds from cheque deposits must be made
available for withdrawal by depository dinstitutions. As of lst September
1988, in most cases, depository institutions must make funds available for
local cheques no later than the third business day after deposit and for
non-local cheques no later than the seventh business day after deposit. On
lst September 1920 the availability schedule will be shortened and will
require that funds be made available for local cheques by the second busginess
day following deposit and for non-local cheques by the fifth business day
following deposit.

In response to the Act, the Federal Reserve implemented rules to
speed the collection and the return of cheques in 1988. These rules cover
endorsement standards to be used by depository institutions when processing
cheques, shorter schedules for notification of non-payment for large-dollar
dishonoured cheques, and requirements for institutions to expedite the return
of dishonoured cheques to the depository institutions with which they were
first deposited.

In addition, all Federal Reserve Banks were authorised to offer
optional cheque truncation services -~ that is, the capture of cheque payment
information in electronic form - to eliminate some of the handling of paper
cheques. Depository institutions may also receive cheque payment information
in electronic form to expedite processing.

Image processing and bar-code technology are two of the longer-term
initiatives that are currently being studied as potential means of improving
the cheque collection system. Image processing involves capturing the image
of a cheque and storing the digital information on a magnetic disk or other
storage device. The image may then be used to transmit the cheque information
to the paying institution and thus eliminate the delays inherent in transport-
ing paper cheques. Bar-code technology has the potential to enable paying
institutions to employ automated systems to bar-code endorsements on the back
of dishonoured cheques. Such machine-readable endorsements would enable banks
to process dishonoured cheques more efficiently and return them faster.

il Bank Administration Institute, BAI Return Item Study, 1985,

12 Based upon William C. Dudley, "Tug-of-War over Float", Morgan Guaranty
Survey, (New York, December 1983), and David B. Humphrey and Allen H.
Berger, Market TFailure and Resource Use: Economic Incentives to Use
Different Payment Instruments, May 1988.
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(¢) Large-dollar funds transfers

Funds transfer services are used primarily by depository institu-
tions and their corporate customers to make very large time-critical dollar
payments. In 1987 84 million payments with a value of $281 trillion were made
via the two large-dollar funds transfer networks in the United States: the
Fedwire service provided by the Federal Reserve Banks and the Clearing House
Interbank Payments System (CHIPS) operated by the New York Clearing House
Association. In addition to these two funds transfer networks, depository
institutions transfer funds between their customers' accounts on their own
books and use Telex and the Society for Worldwide Interbank Financial Telecom-
munication (S.W.I.F.T.) to send transfer instructions to other institutions.

Fedwire is used principally for domestic payments, while over 70% of
CHIPS payments are dollar-denominated international payments. For example,
Fedwire is used for interbank overnight loans, interbank settlement transac-
tions, corporate-to-corporate payments, and settlement of security transac-
tions. In contrast, CHIPS is used to settle foreign exchange transactions and
Furo-dollar placements.

Depository institutions' typical charges for sending a funds trans-
fer range from $2.00 to $10.00.

(d) Automated clearing house

The ACH mechanism has grown rapidly since its inception in the early
1970s. During 1987 approximately 850 million payments were processed over the
ACH, with a value of nearly $3 trillion. Total ACH transaction volume, how~
ever, represents less than 27 of all cashless payments made in the United
States.

The Treasury Department or other Federal Government agencies
originate 447 of ACH payments. They use the ACH primarily to make social
security, salary and pension payments. The private sector's use of the ACH is
also dominated by salary and pension payments, which account for approximately
40% of commercial ACH payments. In addition, the ACH is wused actively for
insurance premium payments (35% of commercial ACH payments) and cash concen-
tration transactions (117 of commercial ACH payments). Over the last several
years emphasis has been placed on expanding the uses of the ACH. 1In parti-
cular, significant effort has been devoted to encouraging its wuse for
corporate-to-corporate payments and for clearing off-line point-of-sale pay-
ments. Despite these efforts these types of payments account for little more
than 1% of ACH transactions.

A number of factors have contributed to the slower-than-expected
growth in the use of the automated clearing house in the United States. Many
users of cheques benefit from the float created during the collection process.
Because float costs are not explicitly passed on to cheque writers, an incen-
tive exists for those making payments to pay by cheque and thus delay debits
to their accounts. Additionally, the benefits of using the ACH have not been
marketed effectively to consumers. Where they have, the use of the ACH has
been very successful. TFor example, the Treasury Department has aggressively
advertised the advantages of direct deposit to social security recipients and
has encouraged its use for salary and retirement payments to government
employees. Due to these efforts 46%Z of social security recipients receive
their benefits through direct deposit and 67% of government employees receive
their salary payments electronically. In addition, social security recipients
residing in the United Kingdom have been able to receive their benefits
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through direct deposit via the British ACH, BACS, since 1987. About 80% of
these recipients have chosen to take advantage of direct deposit. Conversely,

less than 107 of US employees in the private sector receive salary payments
through the ACH.

(e) Automated teller machines

The use of ATMs has grown rapidly since their introduction in 1969.
They are now widespread in the United States, and most of the nation's banks
and thrifts, and to a lesser extent credit unions, provide ATM access to con-
sumers. In 1987 about 151 million ATM cards were outstanding.,in the United
States. About 67 million were used at least once a month, and approxi-
mately 30 million were used seven times a month,

ATMs are typically installed at depository institutions, super-
markets, convenience stores, shppping centres, airports and office buildings.
In 1987 a total of 76,000 ATMs were i se, and 707, or 53,200, were part of
one or more of the 125 shared networks. The majority of installed machines
are multi-purpose machines, offering several of the following services: cash
withdrawal, deposit, transfers between accounts, cash advance, direct access
to a credit card account, bill payment, and balance inquiry.

Approximately 4.7 billion transactions, excluding balance inquiries,
were processed in 1987, and one-third of these tramsactions were executed at
ATHMs owned by institutions other than the card-issuing institution, i.e. at
foreign machines. Transaction volume per machine averaged 5,000 transactions.

About 85% of all ATM transactions were cash withdrawals, and they
had an aggregate value of $95 billion. More than 10%Z were deposits, with an
aggregate value of nearly $200 billion, and less than 1% was initiated to make
bill payments, with an aggregate value of $2 billion.

Only 20Z of card issuers charge their customers for use of their
ATMs. Most card issuers, however, charge card holders fees ranging from $0.25
to $0.75 for using other depositery institutions' terminals.

(f) Point-of-sale systems

POS systems result in a direct debit to a consumer's account for
purchases of goods or services and a credit to the merchant's account. POS
services vary widely ipn the United States, and transaction volume is low. In
1987 about 60 million™ " transactions were processed.

In June 1988 there were 43,500 POS terminals in the United States:
17,300 at gasoline stations, 14,600 at specialty stores, 9,900 at super-

13 The Nilson Report, HSN Consultants, Inc., (Los Angeles, California), No.
422, 10th February 1988.

14 Linda Fenner Zimmer, "“ATMs 1988: The Light at the End of the Tunnel",
Bank Administration, Vol. 64 (May 1988), p. 23.

15 Trans Data Corporation, 1987 ATMS and Debit Cards, (Salisbury, Maryland),
1987.

16 POS News, Barlo Communications, (Chicago, Illinois), June 1988, p. L.
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markets, and 1,700 at convenience stores.17 The largest POS network in the
United States is Interlink, which is operated by five California banks.

In general, retailers have been slow to adopt POS because they
disagree with suppliers over pricing and security issues and do not see
significant benefits to be drawn from offering this payment option. Neverthe-
less, o©il companies, supermarkets, convenience stores and fast food
restaurants, where purchases are typically made with cash or cheques, are
beginning to adopt POS systems. In order to promote P0S, a number of oil
companies are offering their customers cash discounts when payments are made
via POS, and supermarkets and convenience stores are permitting customers to
make payments that exceed the purchase price of goods and to receive the
difference in cash. Department stores with long-established proprietary
credit card systems are the least likely to offer P0OS because there is no
consumer benefit, and some of these retailers realise considerable income from
their credit card operations.

It is rare for card issuers to charge for the use of debit cards.
When a fee is charged, it is typically $0.10 per transaction.

(g) Credit cards

Credit cards are not true payment instruments because they do not
result in a direct transfer of funds from the payer to the payee. In the case
of bank cards, the card holder is granted a loan by the card-issuing bank.
The merchant's bank pays the merchant, usually at a discount, and subsequently
settles with the card holder's bank. Credit cards do, however, displace pay-
ment transactions by aggregating them into single daily or weekly payments to
merchants and monthly payments for consumers. For example, in 1987 consumers
made 5.4 billion payments for the 9.1 billion transactions completed with
craedit cards,

Credit cards issued by financial institutions, travel and entertain-
ment companies and retailers are a safe and convenient substitute for cash and
cheques. Over 717 of the families in the United States have some type of
credit card a?g 827% of these families used their cards to make one purchase or
more a month. :

In 1987 there were 841 million credit cards in circulation,.or 7.8

cards per each person between the ages of seventeen and sixty-five. The
largest issuers of credit cards are retailers, accounting for 457 of all
credit cards in  circulation. Cards issued by financial institutions,

primarily VISA and MasterCard, account for 247, by oil companies 14%, by
telephone companies 9% and by travel and entertainment companies approximately
3%; the Sears Discover card accounts for 3% and all other cards (issued by air
lines, car rental companies, hotels, etc.) 2%.

In 1987 credit card billings amounted to $374.8 billion. Of this
total, $97.7 billion was accounted for by VISA and $68 billion by MasterCard.

17 Ibid., p. 1.
18 On average, each family makes eight purchases a month with a credit card.

19 The Nilson Report, HSN Consultants, Inc., {Los Angeles, California), May
1088.
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At  the end f 1987 total «credit card debt outstanding equalled
$156.9 billion, with bank card debt accounting for $91.4 billion, or nearly
60% of the total.

Consumers typically pay bank card issuers an annual fee of $15 to
$20. Finance charges are generally assessed after a 15 to 30-day grace period
at rates of 15 to 21%.

(h) Other payment media

Two other payment media are available in the United States: tele-
phone bill-paying and home-banking services. In 1987 about 280 financial
institutions offered telephone bill-paying services, a decrease of 307 since
1981. Volume amounted to less than 30 million transactions.

When telephone bill-paying services were introduced in the early
1970s, they were introduced by thrift institutions interested in offering pay-
ment services. Since that time, thrifts have gained the right to offer trang-
action accounts and their original motivation no longer exists. Furthermore,
these services have not always proven to be profitable.

Telephone bill-paying enables consumers to instruct their financial
institution to make payments on their behalf over the telephone. Some systems
rely upon the financial institutions' employees to record payment information.
Other systems use voice-activated recorders or permit consumers to enter data
via touchtone telephones. The financial institution, in turn, makes payments
to payees in one of two ways: by issuing a composite cheque covering all of
its customers' payments and preparing a listing identifying each individual
payment, or by transmitting the individual payments to the payee's financial
institution via the ACH. Customers may be charged transaction fees, which
range from $0.10 to $0.20 per transaction, or they may be charged a monthly
fee, which ranges from less than $2.00 to $6.50 per month.

Home-banking services were offered by about fourty financial
institutions to approximately 90,000 households and small businesses in 1987.
Three banks accounted for three-quarters of the total subscribers.
Transaction volume is estimated at 2.4 million transactions a year.

Home~banking services are accessed over telephone lines via
proprietary terminals, personal computers and adapted television sets. They
are typically offered as part of a package of videotex services, which may
include stock quotations, news, reservation and banking services. Customers
subscribing to banking services are allowed to make balance inquiries, to
initiate payments to participating payees, and to transfer funds between
accounts. Payments are made to payees by means of cheques or the ACH. The
average charge for home-banking services is $8 to $15 per month for indivi-
duals and $20 to $50 per month for small businesses, plus telephone line
charges of about $3 to $4.50 per hour.

20 The Nilson Report, HSN Consultants, Inc., (Los Angeles, California), May
1988.
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2. EXCHANGE CIRCUITS WITHIN THE BANKING SYSTEM
{(a) Cheques

Approximately 307 of the cheques written in the United States are
deposited with the depository institutions on which they are drawn. This per-
centage has risen in recent years as a result of bank mergers and acquisi-
tions. The remaining 707 of cheques are deposited with another depository
institution and must be collected from the institution on which they are
drawmn.

Interbank cheques are collected through local clearing Thouse
associations, correspondent bank arrangements and the Federal Reserve. Inter-
bank chea es are handled by an average of three banks and may involve as many
as five. Depository institutions located in the same geographical area may
exchange cheques directly or may exchange them with participants in the local
clearing house association. Clearing house transactions are usually settled
through net debit and credit entries to accounts maintained with other
clearing house members or through the institutions' accounts at the Federal
Reserve.

Interbank cheques drawn on institutions outside the geographical
area in which a depository institution is located may be deposited with
correspondent banks or with the Federal Reserve. Correspondent banks that
have established relationships with other correspondent banks present cheques
drawn on each other directly. Smaller depository institutions often rely on a
correspondent bank, which may collect the cheques through local clearing
houses, other correspondent banks or the Federal Reserve. Correspondent banks
settle with these smaller institutions through accounts they maintain on their
books for them. The Federal Reserve settles for the cheques it collects
through the reserve or clearing accounts it maintains for depository institu-
tions.

Cheques cleared by the Federal Reserve and correspondent banks are
processed on high-speed equipment that itemises, records, endorses and sorts
cheques based on information contained in the magnetic ink character recogni-
tion (MICR) line printed along the bottom of cheques. On average, this equip-
ment. processes 100,000 items per hour.

Cheques are transported between collecting and paying institutions
in a variety of ways. Cheques cleared locally are usually transported by
ground couriers, while cheques drawn on institutions in regions distant from
the depository institutions are usually delivered via air transportation. The
Federal Reserve has an extensive air transportation network to exchange
cheques among Federal Reserve offices for ultimate delivery to paying institu-
tions.

Federal Reserve fees for cheque collection services vary based on
the time of deposit and the amount of sorting performed by the depositing
institution. On a volume-weighted basis, Federal Reserve fees amount to
approximately $0.026 per cheque.

21 Federal Reserve Bank of Atlanta, A Quantitative Description of the Check
Collection System, 1981.
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(b) lLarge-dollar funds transfer networks

Fedwire is a sophisticated electronic payment network. It consists
of large, multi-purpose computers that operate funds transfer application
software at each of the twelve Federal Reserve Banks, a packet-switching data
communications network that links the Federal Reserve Banks, and twelve local
data communications networks that link depository institutions to the Reserve
Banks.

Over 11,000 depository institutions use Fedwire. Approximately
7,000 of these institutions are connected to the Federal Reserve via local
data communications networks. These institutions originate nearly 997 of all
transfers. The remaining depository institutions request the Federal Reserve
to send transfers over the telephone.

There are three types of electronic connections used by depository
institutions: dedicated leased lines, shared leased lines, and dial-up or
switched circuits., High-volume institutions typically have dedicated leased
lines linking their computers to the Federal Reserve's computers {about 200
institutions). Medium-volume institutions use shared circuits to link their
terminals or personal computers to the Federal Reserve (about 1,500 institu-
tions). Low-volume institutions use switched connections to 1link their
terminals or personal computers to the Federal Reserve (about 5,300 institu-
tions).

Fedwire transfers are actually accounting entries effected on the
books of the Federal Reserve. The sending depository institution authorises
the Federal Reserve to debit its account and credit the account of the deposi-
tory institution that is to receive the transfer. Fach funds transfer is
settled individually as it is processed.

The Federal Reserve assesses depository institutions $0.47 to send
or receive a Fedwire. In addition, it charges a monthly fee of $400 to insti-
tutions with dedicated leased line connections, $250 to institutions with
shared circuits, and $60 to institutions with switched connections. These
monthly fees cover the use of the connections for all priced electronic
services, not just the funds transfer service.

The CHIPS network has 137 participants. CHIPS participants exchange
messages over dedicated leased lines that link their computers or mini-
computers to the CHIPS central computer.

CHIPS participants send payment instructions to the central CHIPS
computer, where the instructions are edited and recorded and then transmitted
to the receiving institution. During the day the CHIPS computer maintains
running balances of all payment instructions sent and received by each
participant. At the close of business the net value of each participant's
transfers is computed, and each participant is advised of its balance.
Participants in net debit positions send Fedwires to a special account at the
Federal Reserve Bank of New York. When the account is fully funded, CHIPS
sends Fedwires to each participant in a net credit position. All CHIPS trans-
fers are considered final payments once all settlement transfers are
completed.

CHIPS participants pay a one-time membership fee of $50,000 and a
minimum monthly charge of $2,500. A fee of $0.29 is assessed to send or
receive a transfer that passes all edits. In addition, each participant is
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responsible for the expense associated with the circuits required to connect
with the CHIPS computer, which ranges from $700 to $1,000 per month.

Compared with other cashless payments, Fedwires are unique in that
the Federal Reserve treats them as final and irrevocable payments. That is,
once the Federal Reserve has delivered an advice of credit to the receiving
depository institution, it will not reverse the credit. On the CHIPS network
the sender of a CHIPS payment guarantees the payments to the receiving deposi-
tory institutions. Nevertheless, CHIPS payments are provisional payments
until final settlement is effected on the books of the Federal Reserve at the
close of business.

The operation of large-dollar funds transfer networks results in
credit. exposure for the Federal Reserve and for the participants in CHIPS. 1In
the case of Fedwire, when transfers are sent that exceed the reserve or
clearing account balance of the sending institution, the Federal Reserve is
exposed to the risk of loss should the sending institution suspend operations
or be closed before it covered the payment. In the case of CHIPS, if a
participant were unable to settle its position at the close of business, CHIPS
rules currently permit the payments sent and received by that participant to
be taken out of the settlement totals. This process, called unwinding, would
create significant potential risk for all CHIPS participants.

During the early 1980s daylight overdrafts associated with funds
transfers averaged $80 billion a day across Fedwire and CHIPS. Because of the
significant exposure associated with such sizable extensions of credit, the
Federal Reserve implemented a programme to reduce payment system risk in 1985.
The programmes's objectives were to control daylight overdrafts incurred on
the books of the ¥ederal Reserve, to improve operational and credit controls
at depository institutions, and to reduce risk on private networks. The
programme requires depository institutions that incur daylight overdrafts on
Fedwire or that participate on private networks to evaluate their credit-
worthiness, their operational controls and their credit policies. Based on
the self-assessment, each institution selects a "cap", which is a multiple of
its capital and serves as a limit on the amount of daylight overdrafts that
the institution may incur across all large-dollar funds transfer networks.
CHIPS participants are also required to establish bilateral net credit limits
with each other participant as a means of controlling their credit exposure,
and they are currently developing alternatives to achieve payment finality.

The Federal Reserve is studying other methods for reducing payments
system risk further, including charging for daylight overdrafts, prohibiting
daylight overdrafts, and requiring higher clearing account balances to elimi-
nate or reduce daylight overdrafts. The continued focus on the risks
associated with large-dollar funds transfer networks has resulted in improved
credit and operational controls at depository institutions and a reduction in
the ratic of daylight overdrafts to dollars transferred over large-dollar
networks.

(¢) Securities clearing settlement

Securities in the United States are cleared and settled through one
of three mechanisms: (1) physical delivery against payment, {(2) depository and
clearing corporations, and (3) the Federal Reserve's national book-entry
gsafe-keeping and transfer system.

Many money market securities, such as certificates of deposit {(CDs),
bankers' acceptances (BAs), commercial paper, certain mortgage-backed
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securities and some municipal government securities, are cleared and settled
on the basis of physical delivery against payment. Broker-dealers instruct
their respective clearing banks to deliver the appropriate securities
physically and make payment, usually through Fedwire. Industry practice for
wholesale trades (institution-to-institution) requires delivery of the securi-
ties in good form prior to payment. Retail trades normally require payment
prior to delivery. Securities cleared on a physical delivery basis are
heterogeneous and differ with respect to face amounts, interest rates,
issuers, issue dates and maturity dates. Because of these differences it is
difficult to convert them to a book-entry or depository system.

Corporate securities (stocks and bonds) and eligible municipal
government securities are handled throughzi national clearance and settlemeﬂg
system which comprises three depositories and five clearing corporations.
Each depository is associated with national or regional stock exchanges, and
provides custody (immobilisation) of physical securities combined with an
electronic trade settlement gervice. The clearing corporations provide
multi-issue trade comparisons and multilateral net settlement of payments.
Payments are primarily made in next-day clearing house funds.

The depositories and the clearing corporations are linked
nationally, allowing users of any depository to settle with users of another
depository without the need for physical delivery of securities. These inter-
faces also include international linkages with the Canadian Depository for
Securit%gs, Ltd., and the International Securities Clearing Corporation
{15CC). IS5CC maintains a link with the International Stock Exchange in
London for corporate stocks and plans to expand that link to include corporate
bonds, British gilts, and US Treasury bills. The possibility of linkages with
Euroclear, Cedel and the Japan Securities Clearing Corporation is also being
explored,

Two new clearing corporations, the Mortgage-Backed Securities Clear-
ing Corporation (MBSCC) and the Government Securities Clearing Corporation
(GSCC), were established in 1987 to.improve and facilitate the clearance and
settlement practices for Ginnie Mae mortgage-backed securities and Federal
government securities, respectively. Both clearing corporations plan to
establish a multilateral, multi-issue net settlement mechanism for dealer~to-
dealer trades.

Federal govermment securities (US Treasuyries and Federal agencies)
and some international otrganisation securities are cleared and settled

22  These depositories are the Depository Trust Company (DTC) in New York
City, the Philadelphia Depository, and the Midwest Securities Trust
Company (MSTC) in Chicago.

23 The major clearing corporations are the MNational Securities Clearing
Corporation (NSCC), the Midwest Securities Clearing Corporation, the
Boston Stock Exchange Clearing Corporation, the Options Clearing
Corporation, and the Pacific Clearing Corporation.

24 The international Securities Clearing Corporation is a subsidiary of the
National Securities Clearing Corporation (NSCC).

25 Ginnie Mae refers to the Government National Mortgage Association.

26 For example, those of the International Bank for Reconstruction and
Development, the African Development Bank, and the Asian Development
Bank.,
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through the Federal Reserve's national electronic book-entry safe-keeping and
transfer system. Securities issued, maintained and transferred on this system
are in book-entry form only. The US Treasury and most Federal agencies no
longer issue physical domestic securities. The Federal Reserve's system is
unique and is an essential element of the country's $2 trillion government
securities market. This system electronically 1links the twelve Federal
Reserve Banks with depository institutions throughout the country via approxi-
mately 1,117 electronic end-points. The book-entry system, like the funds
transfer system, is a sophisticated electronic network that utilises the same
data communications and hardware infrastructure that supports funds transfer
operations. In 1987 depository institutions originated for themselves, their
customers and their correspondents over 9 million transfers valued at over $78
trillion. The majority of these transfers were originated by five major
clearing banks in New York City. Clearance and settlement is accomplished on
a transfer-by-transfer basis. Each Reserve Bank maintains securities and
funds accounting records for local depository institutions. Transfers are
originated by the sender of a security. The transfer message results in a
securities debit to the sender and a securities credit to the receiver;
simultaneously, the sender receives a funds credit and the receiver gets a
funds debit. Payment is in immediately available, final funds.

(d) Automated clearing house

ACH transactions are processed by the TFederal Reserve, the Arizona
Automated Clearing House Association, the Calwestern Automated Clearing House
Association, the Hawaii Electronic Funds Transfer Association, and the New
York Automated Clearing House Association. Currently, only the Tederal
Reserve provides both local and national services to its users. The private
sector operators exchange transactions among their members and use Federal
Reserve services to send payments to other regions of the country. VISA, the
processor for the Calwestern Automated Clearing House Association, is planning
to offer national ACH services in 1989.

Although the infrastructure of the ACH is comparable to large-dollar
funds transfer networks, a large proportion of ACH participants deposit trans-
actions on magnetic tapes and receive transactions on either magnetic tapes,
diskettes or paper listings. Of the 3,600 or so depository institutions that
originate ACH transactions through the Federal Reserve, about 1,500 institu-
tions transmit payment data electronically. These institutions originate 36%
of the dollar wvalue of all transactions. Of the 24,000 institutions that
receive ACH transactions, only 5,300 receive them electronically, accounting
for approximately 337 of total volume.

Because of the continued reliance on physical media for originating
and receiving ACH payments, ACH operating hours continue to be tied to cheque
courier schedules. In order to enhance the ACH mechanism, the Federal Reserve
and private sector ACH operators are encouraging greater use of electronic
transmission. The Calwestern Automated Clearing House Association provides
services only to institutions that transmit and receive payment data
electronically, and the New York Automated Clearing House Association will
require all of its members to use electronic connections by January 1990.

ACH payments are processed in batches rather than as individual
transactions. The originator's ACH processor edits and balances each batch of
payment instructions and sorts them by local receiving institutions or the
Federal Reserve office that serves the receiving institution. Once all pay-
ments have been sorted, private processors send payments destined for other
parts of the country to the Federal Reserve. The Federal Reserve offices
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combine these payments with those they have processed and send them to other
Federal Reserve offices over the Federal Reserve's inter-district data commu-
nications network. Once the payment messages have been distributed to the
proper Federal Reserve office, they are delivered to the receiving depository
institutions.

The ACH is a value-dated mechanism, that is, transactions may be
processed from one to four days before they are settled. The Federal Reserve
accumulates accounting entries by settlement date and debits and credits the
accounts of depository institutions on the settlement date specified by the
originator of the payment. Private sector processors also accumulate account-
ing data as payments are processed. On the settlement day the processors
calculate the net balance for each of their members and submit the balances to
their local Federal Reserve office, where the entries are posted to the insti-
tutions' accounts.

Federal Reserve fees vary based on the location of the receiving
institution and the time of processing. A fee of $0.01 per transaction is
charged to the originator and receiver when both institutions are located in
the same Federal Reserve zome; a fee of $0.017 per transaction is charged when
the originator and receiver are located in different zones; and night-time
processing surcharges of $0.02 or $0.045 per transaction are levied for credit
and debit transactions, respectively.

The finality of ACH payments differs according to the type of trans-
action. ACH credit transactions, where funds flow from the originator to the
receiver, are treated by the Federal Reserve as final payments at the close of
business on the settlement day after all accounting has been completed. ACH
debit transactions, where funds flow to the originator of the payment from the
receiver, are treated as provisional payments until the opening of business on
the day following the settlement day. Thus, unlike Fedwire, the TFederal
Reserve has the right to reverse ACH transactions if an institution does not
have sufficient funds in its account to cover its debit position.

The credit risk agsociated with use of the automated clearing house
mechanism is considerably less than the risk associated with large-dollar
funds transfer systems, due to the relatively low value of payments flowing
through the ACH. Several steps have been taken to control ACH risk. The
operational and credit controls over ACH operations at depository institutions
are now explicitly considered in each institution's self-assessment and there-
fore play a2 role in setting an institution's “cap". In addition, the Federal
Reserve is monitoring the origination of ACH transactions and reserves the
right to require prefunding or collateral if it appears that the institution
will not be able to cover credit payments on the value date. Finally, to
reduce the risks associated with the return of large-dollar debit transac-
tions, the deadline for returning items was advanced, permitting them to be
delivered to originating institutions earlier.

(e) Automated teller machines

There are two types of ATM networks: shared and non-shared
{proprietary). Transactions are authorised by verifying customers' account
balances or by verifying transactions against parameters set by the card-
issuing depository institutions. Transactions may update account balances at
the time they are authorised, or a day's transactions may be accumulated and
cleared at the end of the day, typically via the ACH.
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Operators of shared networks permit customers of other institutions
to access their terminals. A network switch facilitates the transfer of
transaction messages between the ATM and the depository institution that
issued the card and holds the customer's account. There are six national net-
works in the United States and about 125 regional, shared networks. The
recent combination of the VISA and the Plus networks and the MasterTeller and
the Cirrus networks created two of the largest shared, nationwide ATM networks
in the United States, enabling consumers to access 20,000 and 21,000 ATMs,
respectively. In addition, Americanzﬁxpress and Sears Roebuck card holders
have access to over 13,000 ATMs each.

ATM transactions are typically settled by posting net debit or
credit balances to accounts maintained at a lead bank that serves as the
settlement agent for the network. In a few cases the Federal Reserve provides
net gettlement services for shared networks. The settlement entries are
treated as provisional entries until the business day following the day on
which the settlement data are received by the Reserve Banks. As with the ACH
mechanism, depository institutions make funds available to customers before
transactions are considered final. Again, because the dollar amounts are low,
the risk of loss is minimal.

ATM processing costs vary considerably depending upon the size of
the network operator, the size of each participating institution, and whether
processing is done in~house or by a service bureau. In-house processing costs
amount to about $0.15 per transaction. Service bureaux typically charge about
$0.40 per transaction. TIn addition, interchange fees of about $0.05 per
transaction are charged by netwoig (switch) operators when card holders use
ATMs owned by other institutions. :

(f) Point-of-sale systems

As in the case of ATM networks, a variety of approaches are used for
processing POS transactions. The largest POS network in the United States,
Interlink, is owned by a group of California banks that jointly develcped the
network. The network switch is currently operated by VISA. When POS transac-
tions are processed, the switch transmits transaction information to the
participating merchant's and consumer's bank(s). The merchant's account is
credited immediately for the value of the transaction and the consumer's
account 1is debited. Interbank settlement is generally effected through
correspondent accounts on the business day following the transaction date.

Another approach to providing POS services is to piggyback them on
ATM networks. Several oil companies, including Exxon and Mobil, accept debit
cards issued by depository institutions that are members of one or more ATM
networks. In some cases  the merchant acts as the switch and transmits trans-
actions to the network, where the transactions are then transmitted to the
consumer's bank and the merchant's bank. In other cases the network provides
all switching capabilities. Because institutions participating in ATM net-
works may post transactions at the time they occur or in a batch mode

27  Trans Data Corporation, (Salisbury, Maryland), 1988.

28 Donald I. BRaker and Roland E. Brandel, The Law of Electronic Fund
Transfer Systems: 1985 Cumulative Supplement, {(Boston, Massachusgetts:
Warren, Gorham & Lamont) 1985, pp. S6-2 to $6-5.
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afterwards, POS transactions are handled in the same way. Interbank
settlement is typically handled through correspondent balances.

Finally, some merchants, principally oil companies and grocery store
chains, have implemented their own proprietary POS systems. In these
instances the merchant issues debit cards to his customers, which may be used
to make purchases at the merchant’'s retail outlets. The merchant authorises
all transactions, stores them during the day and typically transmits them to
his depository institution the next day for clearing through the ACH. This
arrangement has the advantage of allowing a merchant to offer POS services to
all of his customers, regardless of the depository institutions that maintain
their accounts. At the same time the merchant does not receive his funds
until two days after the transaction date, and some items may be returned.

In 1987 5 million on-line POS transactions were processed a month.29
Interlink, the largest on-line debit network, processed 3.5 million transagé
tions a month and Star, the second larpest, processed 400,000 a month.
Conversely, 630,000 preprietary debit transactions a month were cleared
off-line through the ACH, 550,000 of which were accounted for by the Arizona
ACH POS project. Thus 80,000 transactions a month were handled by the other
five retail debit card networks. Because of the variety of processing options
that are being tested and the differences in volumes, costs vary from $0.17 to
$0.57 per transaction.

(g) Credit cards

Credit card processing is becoming a fully electronic operation.
Credit card transactions are authorised by a variety of means. They may be
authorised by the merchant, by the merchant's bank or its processor, by the
network switch, or by the card-issuing bank or its processor. Furthermore,
authorisations may be based on comparisons with negative files, activity and
dollar parameters, or a consumer's actual available credit balance.

About. 25% of bank credit card transactions are authorised using
automated systems that switch transactions to the card-issuing bank or a
service bureau, where the consumer's account number is verified and the trans-
action amount is checked against available credit limits. After the transac-
tions are authorised, they are typically stored by the merchant and
transmitted electronically to the merchant's depository institution once a
day. Smaller merchants authorise transactions based on their value or request
authorisation via telephone. These merchants use paper drafts to request pay-
ment from their banks. The banks receiving the paper drafts convert them to
machine-readable form.

The merchant's bank credits the merchant at a discount and then
clears the transactions through one of the two national bank card networks:
VISA or MasterCard. When the bank card networks receive the transactions,
they are balanced and sorted by the card-issuing bank and settlement data for
the merchants' banks and the card-issuing banks are calculated. The informa-
tion is then transmitted to the merchants' banks and the card-issuing banks.

29 Bank Network News: EFT Data Book, Bank Communications, (Chicago,
Illinois), 25th November 1987,
30 POS News, Barlo Communications, (Chicago, Illinois), February 1988.
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Interbank settlement is effected through correspondent balances, in most
cases. A few regional credit card processors use the Federal Reserve's net
settlement services.

Typical merchant discounts range from 1 to 4%, depending upon trans-
action and dollar volume. Processing fees assessed by the national card
processors vary considerably depending upon the services requested by their
customers,

IV. CONCLUSION

Large-dollar electronic funds transfers are used to transfer over
80% of the value of all payments in the United States. The two large-dollar
funds transfer networks - Fedwire and CHIPS - are well established and relied
upon for time-critical payments. As international payments grow and payment
systems around the world become more interdependent, round-the-clock opera-
tions may become a reality. Such a development will heighten the need for
effective policies to control the credit exposure faced by international pay-
ment system participants.

The securities clearance and settlement systems in the United States
continue to move towards increased immobilisation of physical securities and
the use of electronic trade comparison and multilateral, multi-issue net
settlement. As settlement systems actively expand their international link-
ages further, clearing efficiencies are expected to occur. Such a trend will
create new challenges for effective policies to deal with market risks and
system contingencies.

The bulk of smaller dollar payments continues to be made using cash
or cheques. ATMs have proliferated in the United States. Rather than being
used for making payments, however, their primary use is to obtain cash. Auto-
mated clearing house transactions continue to grow at a rate of more than 207
a year. Effective marketing of the ACH among both consumers and businesses
could contribute to significant changes in payment practices in the United
States, as the Treasury Department's efforts have demonstrated. Furthermore,
POS services are beginning to gain acceptance and are expected to continue to
grow as merchants recognise their benefits and begin to promote their use
among their customers.

The emergence of large, multi-state bank holding companies should
provide added impetus for increasing the use of electronic payments and book-
entry securities services in the United States. These organisations have the
financial capacity to develop the necessary operational capabilities., In
addition, they have the ability to market the services effectively and the
size to realise the cost efficiencies available through processing high
volumes of electronic payments.

The forces for a major comversion to electronic payments are present
in the United States. If such a conversion is to occur, it will be driven by
users' demands for more efficient and cost-effective payment services, not by
technological capabilities.
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Appendix A
DEFINITTIONS

Commercial bank

A financial intermediary that offers deposit (including chequing
accounts), payment and credit services to all types of customers. A commer-
cial bank can be a national bank, meaning it received its charter from the
Federal Government; or a state bank, meaning it received its charter from a
state government. National banks are required to join the Yederal Reserve
System and state banks are allowed to join if they meet certain requirements
and submit to regulation by the Federal Reserve.

Co-operative bank

A share-issuing institution that was a predecessor of building and
loan associations. Until recently co-operative banks were not insured by the
FDIC. A1l but five of the institutions are located in the state of
Massachusetts, which required them to become insured by the FDIC by the end of
1985,

Credit union

A financial co-~operative organisation of individuals with a common
affiliation (such as, employment, labour union membership, church membership,
or residence in the same neighbourhood). Credit unions accept deposits of
members' savings in the form of share purchases, pay interest {dividends) on
them out of earnings and provide consumer credit to members. They also pro-
vide deposit accounts upon which share drafts can be drawn, much as chequing
accounts.

Depository institution

Any of the following institutions that is empowered to perform bank-
ing business and does so as a substantial part of its operations: commercial
banks, savings banks {(mutual and stock), credit unions, building or savings
and loan associations, co-operative banks, Edge Act and Agreement Corpora-
tions, foreign banks, New York State Investment Companies (the majority are
owned by one or more non-US banks) and industrial banks (including Morris Plan
banks, thrift and loan companies and industrial savings banks).

Savings bank

A mutual or stock bank that has the ability to accept all types of
deposits, including demand deposits, to make consumer loans up to 30% of its
assets, to make commercial loans up to 10% of its assets, and to make secured
real estate loans without limitation.

Industrial bank

A depository financial intermediary that functions much the same way
as a commercial bank except that the industrial bank's loans are smaller, are
made to individuals and usually are repaid in instalments.
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Mutual savings bank

Accepts individuals' savings deposits and places most of their funds
into mortgage loans. These institutions are prominent in many north-eastern
states. A savings bank is in between a commercial bank and a- savings and loan
association in terms of the diversity of its assets and liabilities. Most
savings banks are authorised to offer chequing-type accounts.

Non-bank bank

A financial institution which can make loans or accept deposits, but
not both. Non-bank banks can engage in interstate banking by cpening limited
service banking facilities in states other than that of the parent company or
bank. Also called "limited service banks".

Savings and loan association

A depository type of financial intermediary that accepts savings and
time deposits and makes loans primarily for real estate and construction.
Most savings and loan associations are technically owned by the depositors who
receive shares in the association for their deposits. Although they are not
banks, they are generally considered to be part of the banking industry, and
are often thought of as banks.

Thrift institution

A mutual savings bank, savings and loan association or credit union.
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Appendix B

Legal authority for the Federal Reserve System's
role in the payment mechanism

The Federal Reserve Act ("the Act') became law in 1913 and estab-
lished the Tederal Reserve System as the central bapk of the United States.
By the terms of the Act, the System comprises a Board of Governors located in
Washington, DC, and twelve regional Federal Reserve Banks. The Act also
provides that commercial banks may become members of the Federal Reserve
("member banks") and stipulates that all depository institutions must maintain
reserves with the Federal Reserve. Each Federal Reserve Bank is given general
authority under Section 4 of the Act (12 USC §341) to take such actions as are
necessary to carry on the business of banking as set forth in other parts of
the Act.

At the direction of the Board of Governors, the twelve Federal
Reserve Banks function as a nationwide collection system through which cheque
and other commercial instruments may be collected. There are several specific
provisions of law under which the Federal Reserve Banks exercise cheque col-
lection functions., Paragraph 1 of Section 13 of the Act (12 USC §342) autho-
rises each Tederal Reserve Bank to receiye chegues and other instruments for

the purposes of collection and exchange. Paragraph 13 of Section 16 of the
Act (12 USC §360) requires every Federal Reserve Bank to receive on deposit at
par cheques and drafts drawn on depository institutions. Paragraph 14 of

Section 16 of the Act (12 USC §248(0)) provides that the Board of Governors
may require each Federal Reserve a?nk to exercise the functions of a clearing
house for depository institutions.

In addition, on 10th August 1987, Congress passed the FExpedited
Funds Availability Act,” which was designed to limit the amount of time
depository institutions could hold funds deposited by customers. Section 609
of the Act gives the Board of Governors authority to issue regulations to
carry out the provisions of the Act and facilitate compliance with its
provisions. Specifically, the Board is required to consider several proposals
te improve the cheque-processing system, including requiring wire notice of
non-payment, cheque truncation, direct return of cheques to institutions of
first deposit, automating cheque returns and endorsement standards. Section
609{c) of the Act gives the Board of Governors responsibility "to regulate any
aspects of the payment system, including the receipt, payment, collection and
clearing of cheques; and any related function of the payment system with
respect to cheques."

Pursuant to Sections 11, 13 and 16 of the Federal Reserve Act and
the Expedited Funds Availability Act, the Board of Governors has promulgated
Sub-part A of Regulation J (12 CFR §210.1), which is designed to afford the
public and the banks of the country a direct, expeditious and economical sys-
tem for the collection of cheques. This regulation, issued by the Board of
Governors under its statutory responsibilities, has the same force and effect
as a statute passed by Congress. Sub-part A of Regulation J details the
rights and liabilities of parties using Federal Reserve collection facilities
and permits the Federal Reserve Banks to adopt "“operating circulars" giving
details of the time limits and other procedures established by the Federal
Reserve Banks for collecting cheques. The operating circulars are viewed as
contracts between the Federal Reserve and depository institutions.

Moreover, under the Expedited Funds Availability Act, the Board of
Governors, in May 1988, promulgated a new Regulation CC {12 CFR Part 229).
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This regulation implements the requirements of the Act by setting out the
requirements that depository institutions make funds deposited into accounts
available according to specified time periods and disclose funds availability
policies to their customers. Sub~part C of Regulation CC (12 CFR §§229.31 et
seq.) includes rules to speed the collection and return of cheques. These
rules cover the expeditious return responsibilities of paying and returning
banks, authorise paying banks to return cheques directly to the bank that
first handled the cheque for collection, provide that the paying bank must
provide notice of non-payment in the case of large-dollar returns, impose
standard endorsement requirements on banks that handle cheques, and cover
other, related matters. As with Regulation J, Regulation CC has the same
effect as a statute passed by Congress.

The statutory basis for the TFederal Reserve's involvement in the
funds transfer and automated clearing house services is the same as that dis-
cussed above for paper cheques. In addition, paragraph 14 of Section 16 of
the Act authorises the Board of Governors to regulate the transfer of funds
among Federal Reserve Banks, and Section 13 authorises Federal Reserve Banks
to receive deposits from their members and other depository institutions. In
1977 the Board of Governors issued Sub-part B of Regulation J (12 CFR §210.50)
to govern the rights and responsibilities of depository institutions using the
wire communications network. Sub-part B of Regulation J was issued pursuant
to Sections 11, 13, 16 and 19 of the Act and has the same force and effect of
law as does Bub-part A. It permits Federal Reserve Banks to adopt operating
circulars that set forth the details of funds transfer operations.

In 1980, legislation was enacted requiring the Federal Reserve to
establish schedules of fees for payment services. Previously, the Reserve
Banks provided these services to members free of charge. One purpose of this
provision was to enhance the efficiency of the payment system through in-
creased competition. The Federal Reserve Act was also amended to provide all
depositery institutions with access to priced Federal Reserve services. All
payment services provided by Federal Reserve Banks were explicitly priced by
1984,

The issuance and distribution of the nation's currency and coin is
handled by the Federal Reserve Banks. New bills (i.e. Federal Reserve notes)
are placed in circulation, fit currency is distributed as needed among deposi-
tory institutions, and old, unfit currency is removed from circulation and
destroyed. Paragraphs 1 and 3 of Section 16 of the Federal Reserve Act (12
USC §§411, 413) constitute the statutory authority for the issuance and re-
demption of Federal Reserve notes. Coin is distributed by the Reserve Banks
pursuant to the Sub-Treasury Act of May 1920 (31 USC §476) and Treasury
Department Circular 55 (31 CFR §100).

The twelve Federal Reserve Banks also serve as the TFederal
Government's principal fiscal agents. The activities performed as fiscal
agent are under the general supervision of the US Treasury Department, which
reimburses the Federal Reserve Banks for most fiscal agency functions. The
statutory basis for this role is Section 15 of the Act, which states that,
when required by the Secretary of the Treasury, the Federal Reserve Banks
"shall act as fiscal agents of the United States:; and the revenues of the
Government...may be deposited in such banks, and disbursements may be made by
cheques drawn against such deposits."
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Footnotes to Appendix B

1 Federal Reserve Act, ch. 6, 38 Stat. 251 {1913) (codified at 12 USC §§221
et seq.).

2 The Act does not give the Federal Reserve authority to provide commercial
banking services to the public. The banking functions authorised in the
Act are related to the Federal Reserve's responsibility to regulate the
flow of bank credit and money, and to provide cash balance and payment
services to all depository institutions and to the US Government.

3 The first paragraph of Section 13 of the Federal Reserve Act (12 USC
§342) provides, inter alia, that:

Any Federal Reserve Bank may receive from any of its member banks or
other depository institutions, and from the US Government, deposits
of current funds in lawful money, national bank notes, Federal
Reserve notes, or cheques and drafts, payable upon presentation, or
other items, and also, for collection, maturing notes and bills; or,
solely for purposes of exchange or of collection, may receive from
other Yederal Reserve Banks deposits of current funds in lawful
money, national bank notes, or cheques upon other YFederal Reserve
Banks, and cheques and drafts payable upon presentation within its
district, or other items, and maturing notes and bills payable
within its district; or, solely for the purposes of exchange or of
collection, may receive from any non-member bank or trust company or
other depository institution deposits of current funds in lawful
money, mnational bank notes, Federal Reserve notes, cheques and
drafts payable upon presentation or other items, or maturing notes
and bills, provided such non-member bank or trust company or other
depository institution maintains with the Federal Reserve Bank of
its district a balance in such amount as the Board determines taking
into account items in transit, services provided by the Federal
Reserve Bank and other factors as the Board may deem appropriate .

4 Paragraph 13 of Section 16 of the Act (12 USG §360) provides, inter alia,
that:

Every Federal Reserve Bank shall receive on deposit at par from
depository institutions or from Federal Reserve Banks cheques and
other items, including negotiable orders of withdrawal and drafts
drawn upon any of its depositors and, when remitted by a Federal
Reserve Bank, cheques and other items, including negotiable orders
of withdrawal and share drafts and drafts drawn by any depositor in
any Federal Reserve Bank or depository institution upon funds to the
credit of said depositor in said Reserve Bank or depository institu-
tion ...

To receive "at par" means the deposit must be accepted at the full face
value of the cheque. Federal Reserve Banks are precluded from accepting
cheques that are drawn on banks that do not pay their cheques at par.

5 Paragraph 14 of Section 16 (12 USC §248(0)) provides, inter alia, that:
the Board of Governors of the Federal Reserve System shall make and

promulgate from time to time regulations governing the transfer of
funds and charges therefor among Federal Reserve Banks and their
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branches, and may at its discretion exercise the functions 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. -

6  Title VI of Pub. L. N. 100-86, 101 Stat. 552, 645 (codified at 12 USC
§§4001 through 4010).

7 Section 609(b) of the Expedited Funds Availability Act (12 USC §4008(b)).
8 Section 609(c) of the Expedited Funds Availability Act (12 USC §4008(c)).

9 Monetary Control Act of 1980, §107, 94 Stat. 140 (codified at 12 USC
§248a).
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