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A  W H I T E  P A P E R



The purpose of this paper is to express

that—when it comes to Check 21—

“wait and see” is s imply not an option.

But just as important, this paper is also

intended to set the record straight on Check

21—that the coming October 28th date

does not necessarily require wholesale and

costly changes to your payment services

infrastructure, at least not to the extent

that current hype would suggest.  So, let’s

start by gaining an understanding of why

the increasingly pervasive “wait and see”

attitude just doesn’t make good business

sense for your institution or your customers.

In discussions with our bank cl ients today,

events are already taking place that pre-

c lude a decis ion to “do nothing”.  For

example, did you know that image replace-

ment documents (IRDs) are already in

circulat ion today?  Imagine the surpr ise in

the bookkeeping department when, in the

process of reconci l ing the bank’s off ic ial

checks ,  an  IRD i s  d i s cove red  – a  fu l l

s ix  months before they are lega l ized! A

dec is ion to do noth ing can’ t  s top th is

f rom occur r ing.   

Consider another example. After October

28th, a charge-back of an IRD occurs.

Your bank sends that negotiable IRD back

to your customer, who promptly appears at

one of your tel ler windows just before

closing t ime on a busy Fr iday afternoon to

redeposit this i tem.  Wil l  your tel ler be

prepared to handle this transact ion?  Wil l

they recognize the IRD as a genuine nego-

t iable i tem?  Wil l  they be trained to detect

counter feit IRDs?  A decis ion to do nothing

can’t stop this from occurr ing.

Or how many community bankers are pre-

pared to answer questions from their

deposit customers whose checks made

payable to American Express are

returned—not as a check—but as an ACH

item?  Are you prepared to tell your cus-

tomers why the requested stop payment on

their check was ignored by your system and

paid anyway?  A wait and see attitude that

equates to no decision is not an option.

Events l ike these are inevitable, but cer -

tainly not cataclysmic. Compliance with

the Check 21 requirements—as clearly

spel led out in the legis lat ion—will not

only help your inst i tut ion avoid potential

regulatory and/or operational issues, but

wil l  posit ion your inst i tut ion to take advan-

tage of the opportunit ies Check 21

represents. The key is to be in a posit ion

to take advantage of these opportunit ies

according to your t imetable and in the

most appropriate ways to benefit your

inst i tut ion and, ult imately, your customers.

Because just as i t  is not recommended to

sit by and do nothing, i t  is equal ly not rec-

ommended to throw your inst i tut ion on the

bleeding edge of image exchange.  As Fed

Chairman Al lan Greenspan is quoted as

saying “"The chal lenge is both to have a

Today’s community banker is being inundated with a near endless stream of messages on Check 21. But while intended to spur

action, the constant drumbeat of "Act now before it’s too late" is actually having the opposite effect on many of its recipients.  For

under the weight of continual advice, nonstop information and even the occasional instance of disinformation, the initial momen-

tum surrounding the Check 21 movement appears to have slowed considerably, catching many community bankers in a

precarious “wait and see” trap.
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vis ion for the future and to be grounded in the real i t ies of the marketplace."   Your real i ty may

be you are not ready for image exchange today, and that’s OK.  A control led, wel l  thought-out

and real ist ic approach to moving your inst i tut ion to Check 21 and image exchange—such as the

three step approach descr ibed below—may instead offer the opportunity to benefit f rom

Check21 while minimizing the r isks of either doing nothing or doing something hast i ly.

Taking One Step at a Time
Having l istened to the concerns expressed by so many community bankers and witnessed f i rst -

hand the near panic from coast to coast, i t  has become abundantly clear that a pract ical and

credible approach needs to be brought to the table—even if such an approach is contrary to the

current punit ive message that expounds the vir tues of “act ing now or forever wearing the scar let

letter 'e' emblazoned on your forehead” (designating a fai lure as an operations off icer in the

electronic age).   This advised simplist ic approach consists of a three-part plan that includes clear

and concise immediate, near-term, and long-term object ives. As Bi l l  Murray's character in the

movie "What About Bob?" frequently repeated to himself, "Baby steps."

The immediate goal focuses on being compliant with al l  the requirements of Sect ion D of

Federal Reserve Regulat ion CC, and operational ly prepared to handle the processing and

expedited re-credit of IRD's.  The near-term focus is on assessing the impact that decl in-

ing check volume and changing customer payment habits wil l  have upon your

inst i tut ion's prof itabi l i ty and competit iveness.  The f inal step wil l  prepare you to maxi -

mize the opportunit ies presented by Check21—as well as the many other changes

occur r ing in the payments area—as part of a longer-term, more complex strategic plan.

The fol lowing approach wil l  al low you the f lexibi l i ty of determining your own t imetable for

achieving these three object ives, as wel l  as the opportunity to differentiate your inst i tut ion via

its own unique strategy and solut ions approach.  Alternatively, your inst i tut ion may conclude at

any point, that i t  does not possess the t ime or expert ise to successful ly car ry out this process.

There are an abundance of qual i f ied change agents readi ly avai lable that can assist you in formu-

lat ing your strategies to meet these object ives.

continued on page 3
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Step One:  October 28th Compliance
At a minimum, by October 28, 2004 (or in the case of the required compliance notif icat ion,

at the t ime of the f i rst customer communication after October 28th), your inst i tut ion must be

able to do the fol lowing:

• if checks are being returned to your customer within their statement, an education

notice that descr ibes a subst itute check and their r ights to request expedited recred-

i t  should an er ror ar ise must be provided. (NOTE: You may provide this notice in

advance as opposed to the case-by-case basis also al lowed within the regulat ion for

those customers who do not receive their checks back.  But why not take this

opportunity to review your account agreements to make changes that may apply to

future changes in areas such as ACH?)

• operational ly handle the expedited recredit c laims of your customers.  Minimizing

the t ime delay between the 10 day recredit window between your inst i tut ion and

your customer and the 10 day window between your inst i tut ion and the reconvert ing

bank has the potential of greatly reducing your r isk of loss.  This also includes

knowing your r ights as the inst i tut ion to reject a request for expedited recredit

• qual i fy an IRD return with a "5" in posit ion 44 of the MICR l ine 

• train and educate your staff to adhere to compliance regulat ions as wel l  as to be

informed when deal ing with your customers  

• identify the source and form received of an item that you wil l  be returning since

you can't return an IRD of an IRD.  

Your abil i ty to meet these 5 minimum requirements, in essence, makes you Check21 ready .

Wil l being Check 21 "ready" ensure that you reap all the benefits attr ibutable to image

exchange?  Absolutely and emphatical ly - NO.  But if your goal is to decelerate the process—

to buy time to properly evaluate al l the ramifications to your particular institution—then

focusing on check21 readiness wil l help you achieve that immediate crucial step.  Once the

“must do’s” are complete, then attention can be focused on future impact and benefits. 

Once the “must do’s” are

complete, then attention

can be focused on future

impacts and benefits.
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Step Two: Market Readiness
The variety of payment mechanisms is expanding dai ly.  What remains an unknown is the

level of acceptance any of these payment instruments wil l  receive from the consumer and cor-

porate customers.  

To help you understand your environment, begin by analyzing histor ical trends within a con-

trol group of accounts (cal l  them your "Future 500").  Such analysis wil l  provide empir ical

evidence of what is transpir ing within your own account base.  You wil l  need to map your

customer trends versus national data, because you are concerned with the payment habits of

your customers and prospects within your market, not those of a demographic that is far

different from the group you are targeting.  Record the number of checks, deposits, ATM

withdrawals and deposits, ACH debits and credits, debit card transact ions, etc. by account

monthly for your representative sample.  You wil l  have clear evidence of your customer’s

changing payment preferences and can use this valuable information when formulat ing strate-

gies to meet future customer payment needs.  

There is l i t t le doubt that the consumer has signif icantly more payment choices than ever.  The

2003 Dove Consult ing study showed a decl ine in the use of cash, check and credit card for

in-store purchases with a signif icant increase in debit cards.  I t has been suggested that cus-

tomers have a "debit card purchase cei l ing" which today is hovering around $200 (wil l  use

debit card for purchases below that cei l ing) but demonstrate a reluctance to exceed that

amount.  For the larger in-store purchases, credit cards and checks are st i l l  most prevalent.  

I t  is not surpr is ing that consumer check usage surpasses commercial check usage in terms of

volume because commercial customers have fewer payment alternatives.  However, commer-

c ial customers st i l l  rely heavi ly on check.  As an example, 86% of business-to-business

payments are made by check.  Because the commercial customer appears wil l ing to pay for
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services and is highly t ied to check writ ing, community banks that cater to commercial c l ients

may see a sl ight increase or at least, a smaller decl ine in their per account check volume –

unti l  a ‘check’ alternative is readi ly avai lable to the commercial customer.  

I t is because of the variety of consumer payment alternatives and the continued use of checks

by commercial customers that community banks need to ful ly analyze the impact that decl ining

check use wil l  have upon their prof i tabi l i ty and competit iveness.   Checks remain a signif icant

source of both revenue and expense to a community bank—estimated to be as much as 40%

of revenue and 30% of expense.  Either a decl ine in real numbers or a change in account mix

could signif icant alter the balance of revenue to expense.  Nothing contained within the

Check21 legis lat ion assures a posit ive effect on this margin. 

On the revenue side, there are transit ional and account based revenues.  Examples of transac-

t ional based revenues are f loat, NSF/uncollected fees, stop payment charges, account analysis

fees and check up-charges.  Changes to check volumes, particularly downward trends in check

volume wil l have a signif icant negative impact on transactional revenues.  Banks can only hope

this decl ine in revenue is either countered by an increase in revenue from other payment alter-

natives such as debit card fees, or a decl ine in check processing costs - which is unlikely so

long as there is a dual processing track - electronic and paper. Fixed expenses such as deprecia-

t ion, labor costs and floor space are not l ikely to decl ine in the early stages of electronic

presentment.  Variable costs such as clearing fees, supplies and temporary or part-t ime labor

are not signif icant enough to make much difference to the community bank (as opposed to the

top 25 banks in the U.S.).   Unit costs to process checks wil l continue to increase as the costs

to process wil l be absorbed by fewer and fewer checks.  There is a signif icant infrastructure in

place today to process the estimated 40 bil l ion checks.  It wil l be some time before the indus-

try sees absorption of the excess capacity or a decl ine in unit check processing costs.

With checks clear ly becoming less signif icant to the payment system, banks wil l  have to seek

revenue elsewhere. That may take the form of new services related to check imaging, or from

alternative payment instruments or more l ikely a combination of both.  Banks may need to

continued on page 6
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take a lead role in the development and sale of P2P ACH transact ions for example.  The mag-

nitude of the decis ions banks wil l  have to face sur rounding this subject are so immense, i t

wi l l  take signif icant t ime and dedicat ion to achieve optimum benefit.  Neither of which are

avai lable while distracted with the resolut ion of the more immediate, day-to-day operational

issues.  Again, community banks may need to turn to consultants to help them craft an alter -

native payment strategy and implementation plan. 

Step Three: Long-term Value Creation
I t  is in the area of strategy and value creation that the banks can truly differentiate them-

selves.  Examples include the fol lowing:

• The long-term affects of Check21, including but not l imited to the decl ine of the

check itself, may lead the bank to conclude that check processing in any form is no

longer a key competency.  In this case, the outsourcing of i tem processing may

become even more attract ive.

• The strategic outlook faced by community banks may expand beyond

the apparent opportunit ies presented by Check 21 and may also

include transit ioning from legacy batch core systems to becom-

ing onl ine, real - t ime inst i tut ions.  

• Your strategy may also need to address competit ion from pre-

viously non-competitors such as 7-Elevens who are actively

deploying the Vcom browser based financial kiosks that cash

checks, dispense coin, even allow the user to order f lowers

and pay for them.  In essence, you may be forced to focus on

the very purpose upon which the community bank was founded.

Finally, and possibly most importantly, is the fact that bankers must acknowledge that

the DDA account is truly an ‘asset’ of the bank—in fact, i ts very foundation—and that the

sett lement of al l  these newly invented payment systems from biometr ics to the Internet, are

dependent upon that same DDA account.  Only then wil l  the community banker begin to ful ly

continued on page 7
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realize that his or her account franchise—the DDA account—is not only a fundamental building

block of the institution but also a piece that is very much in jeopardy.  Only through a disci -

pl ined strategy of continual product development, built upon a thorough understanding of your

customers, can a clear course of action be chartered to preserve the DDA account relationship.

The decis ions sur rounding Image Exchange and Check21 are signif icant and complex.  It wi l l  be

extremely diff icult to develop a comprehensive Check21 strategy to address al l  aspects of

image exchange and Check21 over the next few months.  For this reason, the only logical

course of act ion is to move forward in those areas mandated by the Act, and to organize proj -

ect teams around the bigger issues of ult imate product offer ing and del ivery systems.  

The Bottom L ine
Check 21 wil l  take effect October 28, 2004 and nothing is going to change that fact. However,

your commitment to adopting a near-term plan to meet the minimum requirements, embracing

the opportunit ies that image exchange presents and keeping an eye toward the future of pay-

ments in general wi l l  ensure that the cur rent state of “act ion paralysis” is neither your fate nor

the fate of your inst i tut ion.  Because while i t  may be easy to not make any decis ions or take

any act ion sur rounding Check21—or to declare that nothing ‘real ly’ needs to be done to be

ready for Check21—in the very real terms descr ibed in this paper, for both your inst i tut ion

and, most importantly, for your customer, c lear ly “No decis ion does not equate to No impact.”
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