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C onsider other recent changes in

the payments industry. ACH payments,

debit cards and electronic checks have al l

burst on the scene – each requir ing the

education of customers and staff al ike,

along with a defined plan for deployment

of processing the various payments. Were

you prepared to answer the quest ions from

your deposit customers whose checks –

made payable to American Express – were

truncated and their accounts charged with

an ACH debit?  Were you prepared to tel l

them why their stop payment on that

check was ignored by your system and

paid anyway?  The same preparation, i f

not on a grander scale, is necessary to

navigate the t ide of Check 21 effect ively.

This paper discusses the immediate and

future impacts of the Check 21 revolution

for community banks. It also outl ines a

simple plan for meeting the basic require-

ments of the law, as well as suggestions

for implementing a phased approach that

could enable your institution to reap the ben-

efits derived from the new law with reduced

risk. Finally, we’ll explore key Check 21 con-

siderations beyond imaging technology that

affect the step-by-step action plan, including

changing payment trends, cost impact and

long-term strategies.

The Impact is Now

Across the country, community banks are

reporting that Check 21-related events are

already having an impact on their institu-

t ions. One reason for the impact is that

image replacement documents (IRDs) are

already in circulation in the payment indus-

try today. It is estimated that nearly

100,000 of these substitute checks are

being produced daily – but not everyone is

prepared to process them. Imagine the sur-

prise of your bookkeeping staff when an

IRD appears in the batch of checks they’re

reconci l ing. Your staff must know what to

do with this document – both now and

post October 28. And you must be prepared

to inform and educate your customers.

What wil l you say to the customer who

receives this substitute check today, or

wants a copy of their cancelled check when

you can only provide an IRD? This is

today’s reality.

And what about after the legislation goes

into effect? After all, it’s only months

away. Consider this scenario: After October

28, an item (which happens to be an IRD)

is not automatically re-deposited causing a

charge-back of an IRD to occur. Your bank

sends that negotiable IRD back to your cus-

tomer, who promptly appears at your teller

window at closing time on a busy Friday

afternoon to redeposit the item. Will your

teller be prepared to handle this transac-

tion? Will they recognize the IRD as a

genuine negotiable item? Will they be

trained to detect counterfeit IRDs? Choosing

not to educate your staff or have a plan for

communicating with customers will not keep

you immune from the impact of Check 21.

A barrage of information and calls to action continue to surround the recently signed Check 21 legislation. Institutions are urged

to “act now before it’s too late.” But the plethora of advice, suggestions and even misinformation are causing many community

banks to avoid action altogether. Rather than developing strategic plans to adapt to the changes, community bank leaders are

adopting a wait-and-see approach, assuming their indecision and inaction will provide them immunity to the changing tide of the

payments world. The choice to do nothing is clearly a mistake. Indecision does not equal immunity to the impact of Check 21.

continued on page 2
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Leveraging a Phased Approach
While iner t ia is not recommended, neither is frantic, unfocused act ion. If your inst i tut ion is not

at the forefront of image technology, Check 21 should not cause you to leap ahead to the

extreme cutt ing edge of image exchange. Instead, consider developing a control led, wel l - thought-

out plan for transit ioning your inst i tut ion to ful l  image exchange. 

The following three-phase approach – with immediate, intermediate and long-term objectives –

provides a framework for creating a realistic plan that could enable your institution to realize the

benefits of Check 21 and the electronic payments age, without the increased risk of impulsive action.

Phase 1  
In the first phase, the immediate goal focuses on being compliant with all the requirements of Subpart D

of Federal Reserve Regulation CC, as well as being prepared to handle the processing and expedited

recredit of IRDs from an operational standpoint. This could also be called the “Must Do” phase.

Phase 2  

The intermediate object ives are designed to assess the impact that decl ining check volume

and changing customer payment habits wil l  have on your inst i tut ion's prof itabi l i ty and

competit iveness. This is the “Can Do” phase.

Phase 3

Finally, the third phase focuses on analyzing how to maximize the benefits and opportunities

presented by both Check21 and the resulting changes in the payments area. Minimizing overall

risk also becomes a long-term objective during this phase. Phase 3 is the “Big Picture” phase.

This phased approach gives institutions the flexibility of determining an appropriate timetable for

achieving each of the three objectives. It also provides the opportunity to analyze changing payment

trends and devise a plan to differentiate the institution with unique, customer-driven solutions. And if

the institution discovers it possesses neither the time nor the expertise to accomplish these tasks

alone, there are many qualified change agents available to assist with the process. Whether your insti-

tution chooses to meet these objectives and formulate strategies in-house or seek outside counsel, you

must take action of some kind. You cannot afford to do nothing.

continued on page 3
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Phase 1: Preparing for Check 21 Today 
So what must your institution do today to be prepared for Check 21 and the immediate changes it

will inevitably bring to your payments process? There are a handful of minimum requirements that

every community banker must meet. While these requirements affect risk, regulatory and opera-

tional issues, compliance with these requirements is neither cost prohibitive nor punitive in nature.

By October 28, 2004, your inst i tut ion must be prepared to do the fol lowing:

• Notify Your Customers. I f  you cur rently return checks to your customers within

their statements, you must provide an education notice that descr ibes a subst itute check

and the customer’s r ight to request expedited recredit i f  a loss is incur red due to the

receipt of a subst itute check. This notice must accompany the f i rst customer communica-

t ion fol lowing October 28, 2004. Alternatively, you may choose to mail an education

notice to your entire customer base, even if you do not return cancel led checks, though

the regulat ion only cal ls for case-by-case notice to these customers.

• Expedite Recredit Claims. From an operational standpoint, your staff must be pre-

pared to handle the expedited recredit c laims init iated by your customers. You have the

potential to greatly reduce your r isk of loss by minimizing the t ime delay between the

10-day recredit window between your inst i tut ion and your customer, and a similar

10-day window between your inst i tut ion and the reconvert ing bank. This requirement

also includes knowing your r ights as an inst i tut ion to reject a request for expedited

recredit when appropriate.

• Qualify an IRD. Your staff must be equipped to qual i fy an IRD return with a “5” in

posit ion 44 of the MICR l ine, as opposed to a “2” in posit ion 44 for a conventional

paper-based check.

• Identify the Source. Post Check21, an increasing number of IRDs in ci rculat ion wil l

force your staff to be able to dist inguish and IRD from an off ic ial check and understand

the associated l imitat ions. For example, i f  you are retur ing an item, you cannot return

an IRD of an IRD, you must be able to identify the source.

Compliance with the

minimum Check 21

requirements is neither

cost prohibitive nor

punitive.
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• Train Your Staff. There are new regulations associated with the passage of the Check 21

legislation. You are responsible for training and educating your staff on the new compliance

regulations to ensure they fully understand the new requirements and are equipped to both

adhere to the regulations and offer informed explanations to your customers. To avoid having

employees offer their own interpretations of the regulation, provide your staff with a Q&A

document that addresses the most anticipated customer questions. 

Meeting the above requirements will make your institution Check 21 ready. However, simply

being Check 21 "ready" will not ensure that you will reap the benefits available from of wide-

spread adoption of image exchange. But once you have met the minimum requirements for Check

21, you can begin to formulate a detailed plan for capitalizing on the opportunities brought about

by image exchange. By following the above basic guidelines for preparing your institution for

Check 21, you can adapt to the changes quickly and with minimal consequence, and still take the

time necessary to properly evaluate all the ramifications to your particular institution.

Phase 2: Considering Payment Trends & Cost Impact 
While image exchange is the pr imary focus of the Check 21 legis lat ion, i ts existence is forc-

ing inst i tut ions to consider other aspects of the digital payments revolut ion. Among these

considerat ions are payment trends and the associated cost impact. What do the changes

mean for your inst i tut ion? As Federal Reserve Chairman Al lan Greenspan stated, “The chal -

lenge is both to have a vis ion for the future and to be grounded in the real i t ies of the

marketplace.” In other words, understand the trends and where your market is going, but

offer the strategic solut ions that continue to make sense for both you and your customers.

Changing Payment Trends

Today’s f inancial services industry offers more payment choices than ever. And the choices

mean changes in customer behavior and transact ion patterns. Understanding these trends is

an important part of Phase 2 of preparing for the impact of Check 21. 
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Consumer Debit Cards

One major trend in the payment arena is the increasing popularity of debit cards. A 2003 Dove

Consulting study showed a decline in the use of cash, checks and credit cards for in-store purchases,

but a significant increase in debit card use. While debit cards have become prominent in the con-

sumer space, statistics show consumers primarily use the cards for a defined dollar range. Research

suggests that consumers have a “debit card purchase ceiling” of around $200. Consumers continue

to use either traditional credit cards or checks for payment of any purchase exceeding this amount.

Commercial Check Usage

National trends for commercial customers do not necessari ly mir ror that of consumers. Despite

changing payment trends, commercial customers have fewer payment alternatives, so commer-

c ial check volumes natural ly surpass consumer checks in volume. In fact, the vast major ity of

business-to-business payments – 86 percent – are st i l l  made by check. True “check” alterna-

t ives are not yet avai lable to the commercial customer. If your community bank caters to

commercial customers, your inst i tut ion may see a sl ight increase, or at least a smaller decl ine

in per-account check volumes as the impact of Check 21 gains momentum in the market.  

Your Customers’ Preferences

Regardless of the national data, i t’s important to understand the unique payment trends of

your inst i tut ion. What payment instruments are your customers using? Are they using ATMs

primari ly from your inst i tut ion or others? Or are they gett ing cash back at local merchants via

their debit card? Do they continue to use checks regular ly, or are debit card and ACH pay-

ments becoming increasingly prominent on their account statements? Successful ly navigating

the post -Check 21 world wil l  require a clear understanding of how payment alternatives are

affect ing your inst i tut ion’s customer base.

Measuring Institution Trends

How can you measure the impact of payment trends on your institution? Select a control group of

accounts, using a sample that best represents your customer base. Next, record the number of

checks, deposits, debit card transactions, ATM withdrawals and deposits, ACH debits and credits, and

so on for each account. Gathering this data every month and comparing the historical trends can

give you valuable insight into your customers’ changing payment trends – insight that can help you

formulate well-defined strategies for meeting future customer payment needs.

continued on page 6
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Changing Revenue & Expenses

Checks remain a signif icant source of both revenue and expense for community banks – est i -

mated to be as much as 40 percent of revenue and 30 percent of expense. So clear ly a

decl ine in volume or a change in account mix could signif icantly alter the balance of revenue

to expense. And there is nothing in the Check 21 legis lat ion that ensures a posit ive impact

on this margin. Therefore, community banks need to ful ly analyze the impact that decl ining

check use wil l  have on their prof i tabi l i ty and competit iveness.   

Revenue Changes

On the revenue side, there are transaction and account-based revenues. Transaction-based revenues

include float, NSF/uncollected fees, stop payment charges, account analysis fees and check-up

charges. Changes to check volumes – particularly downward trends in check volume – will have a

significant negative impact on transactional revenues. How can community banks combat this rev-

enue decline? Check 21 “hype” may have you believe that a decline in check processing costs will

offset the lost revenue, but in reality the use of a dual processing track – with both electronic

and paper processing – will make process cost savings challenging at best. A better

counter strategy to offset declining check revenue is to increase revenue from other

payment alternatives, such as the addition fees for debit card, ACH or image-

based services. 

Expense Outlook

Fixed expenses such as depreciation, labor costs and floor space are not

likely to decline in the early stages of electronic presentment. And variable

costs such as clearing fees, supplies and temporary or part-time labor are

not significant enough to have a real impact for the community bank. Today

there is a sizeable infrastructure in place to process an estimated 40 billion

checks annually. And it will be some time before the industry sees either the

absorption of the excess capacity or a decline in unit check processing costs. In the

short-term, unit costs for check processing will continue to increase as those costs are

absorbed by fewer and fewer checks.

continued on page 7
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Revenue Alternatives

As checks continue to play a decreasing role in the payment system, f inancial inst i tut ions wil l

need to seek revenue elsewhere. Those alternatives may take the form of new services related

to check imaging. They might also come from alternative payment instruments or a combination

of both. For example, banks may need to take a lead role in the development and sale of “per-

son-to-person” or P2P ACH transact ions. Although the adoption of electronic P2P ACH payments

has lagged behind credit cards, debit cards and traditional ACH, online person-to-person payment sys-

tems like PayPal® have recently demonstrated strong growth, giving rise to the value of this service

to customers and the potential revenue stream for banks.

Third-Party Advice

The cr i t ical decis ions to be made sur rounding this subject are so vast, i t  wi l l  take great deal of

t ime and dedicat ion to achieve optimum benefit. Of course most community banks cannot spare

the t ime nor commit to making major decis ions in the midst of managing immediate, day-to-day

operational issues. This shortage of t ime along with a lack of adequate knowledge to formulate

a long-term strategy, points to the value of using third-party consultants or change agents to

help craft an alternative payment strategy and the associated implementation plan.

Phase 3: Devising Long-Term Strategies
The  dec i s ions  su r round ing  image exchange and  Check  21 a re  unques t ionab ly  comp lex .

Deve lop ing  a  comprehens i ve  Check  21 s t ra tegy  tha t  add resses  a l l  a spec t s  o f  image

exchange and  the  re la ted  impac t  w i l l  be  a  d i f f i cu l t  task  to  accomp l i sh  in  the  nex t  few

months .  The re fo re ,  the  on ly  reasonab le  cou r se  o f  ac t ion  fo r  the  commun i ty  bank  i s  to

move fo rward  in  those  a reas  mandated  by  the  Ac t  (Phase  1)  and  beg in  to  o rgan ize  p ro jec t

teams to  focus  on  the  la rge ,  l ong - te rm i s sues .

Answer ing  B igger  Quest ions

Long - te rm e f fec t s  o f  Check  21 b r ing  i s sues  l i ke  p roduc t  o f fe r ings  and  de l i ve r y  sys tems to

l i gh t .  What  i s  the  r i gh t  payments  p roduc t  and  se r v i ce  mix  fo r  you r  i ns t i tu t ion  in  the

fu tu re? W i l l  check  p rocess ing  rema in  a  co re  competency  o r  w i l l  the  dec l i ne  war ran t  a

move to  ou t sou r ced  i tems p rocess ing? I s  th i s  the  idea l  t ime to  t rans i t i on  f rom a  legacy,

ba t ch  co re  sys tem to  an  on l ine ,  rea l - t ime sys tem? These  i s sues  shou ld  be  add ressed  as  a

c r i t i ca l  pa r t  o f  the  long - te rm p lann ing  phase .

continued on page 8
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Non-Trad i t iona l  Compet i t ion

Anothe r  a rea  to  cons ide r  when dev i s ing  a  long - te rm s t ra tegy  i s  compet i t i on  f rom non - t ra -

d i t i ona l  sou r ces .  Compan ies  l i ke  7 -E leven® are  ac t i ve ly  dep loy ing  b rowse r -based

f inanc ia l  k iosks  tha t  cash  checks ,  d i spense  co ins  and  even  le t  use r s  o rde r  f l owers .

Cos t co® is  now o f fe r ing  a  fu l l  su i te  o f  l ow - cos t  sma l l  bus iness  se r v i ces  to  a t t rac t  you r

cus tomer.  W i th  such  fo rmidab le  new compet i t i on  in  the  mids t  o f  the  chang ing  face  o f

payment  se r v i ces  commun i ty  banks  w i l l  be  fo r ced  to  re f l e c t  on  the  ve r y  pu rpose  fo r

wh i ch  they  were  founded.

A Communi ty  Bank’s  Purpose

The  rea l i t y  i s  the  check ing  account  o r  demand depos i t  (DDA)  account  i s  the  co rne r s tone

upon wh i ch  the  commun i ty  bank  i s  bu i l t .  Eve r y  fo rm o f  payment  se t t l ement  – f rom

In te rne t  t ransac t ions  to  newly  inven ted  b iomet r i c  payment  sys tems – i s  dependent  upon

a DDA account .  A  so l i d  l ong - te rm s t ra tegy  w i l l  r e cogn ize  the  fundamenta l  pu rpose  o f  a

DDA account  and  es tab l i sh  a  p lan  fo r  ma in ta in ing  i t s  v iab i l i t y  i n  the  marke t  o f  the

fu tu re  th rough a  c lea r  unde r s tand ing  o f  cus tomers ’  chang ing  needs  and  an  assoc ia ted

cou r se  o f  ac t ion  to  p rese r ve  tha t  DDA account  re la t ionsh ip .

The Bottom L ine
Action is necessary to thr ive and even survive in a post -Check 21 banking industry. Al l  com-

munity banks are encouraged to devise their own unique, real ist ic, mult i -stage plans that wil l

enable them to f i rst meet minimum legis lat ive requirements and later real ize the ful l  benefits

of image exchange – working at a pace that makes sense for your part icular inst i tut ion. And

remember, Check 21 and image exchange wil l  impact more than your i tems processing back-

off ice. Inst i tut ions should consider other related affects of the Check 21 legis lat ion and

include act ion plans for addressing those issues in their intermediate and long-term strate-

gies. Leveraging the advice of a third-party consultant can help community banks accomplish

these goals and remain successful in the post -Check 21 banking industry.

For more information:
To learn more about Aurum Technology and the

open, integrated and comprehensive solutions we

can deliver as you prepare for Check 21, ca l l  us

at  877. IT .AURUM (877-482-8786) or  send an

emai l  to  in fo rmat ion@aurumtechno logy . com.

We look forward to being of service to you,

your inst i tut ion and ult imately your members.  
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Aurum At A Glance

� More than 30 years of
prof itable growth through
superior customer relat ionships

� Focuses entirely on community-based and mid-
t ier inst i tut ions – from de novos to $25 bi l l ion
in assets

� Employs 1,400 professionals at 36 
locations, including 25 “Check 21-ready” image
item processing centers 

� Serves the retai l  and commercial needs of
1,100+ customers throughout
North America

� Delivers integrated, open and scalable solutions
comprising: 

– Core Solut ions
– eBanking
– Check Imaging
– Business Intel l igence
– Strategic Services

� Leverages best -of -breed solut ions offered by lead-
ing industry partners

� Processes 8 mil l ion accounts and more
than 1 bi l l ion items annual ly
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