









































also encourage efficient provision of related services such as check
sorting and check presentment.

If the FRS sets a price schedule that recovers its costs, but charges
certain banks (larger shippers) less than the costs they directly impose,
then smaller shippers will pay more than the cost of providing their
check-transportation services if the ITS is their only shipping option. It
would seem that this effect should be avoided. Competition from private
couriers may prevent FRS prices from significantly exceeding the cost of
providing check-transportation services to smaller shippers. If so, the
FRS could not charge some banks (large shippers) less than the costs they
directly impose without also subsidizing ITS operations. The FRS may

also wish to avoid this possibility.

V. COMPETITION WITHIN THE RELEVANT MARKET

The proposed change in the ITS fee structure will likely influence
the demand faced by private couriers and the quantity of checks they
ship. In most markets, staff would not suggest that firms should be
constrained from lowering price because their competitors would be
injured. Similarly, staff would suggest that the effects on private
couriers be given little consideration if ITS prices reasonably follow the
costs that its services impose. So long as prices reflect costs, more-
efficient [or equally-efficient] private providers of transportation
services will compete successfully with ITS. Furthermore, pricing by the
FRS that reflects its costs will be more likely to induce the FRS to
adjust the quantity of its services to an efficient level. However, if the
FRS chooses a pricing structure that does not recover ITS costs, and

maintains the structure by subsidizing the ITS network with funds
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derived from other sources (such as other sources of FRS income), then
potentially more-efficient providers of check transportation services
might exit the market or curtail their service.

In its initial review of the competitive impact of the proposed fee
change, the FRS concluded that it should improve the competitive
position of correspondent banks [that provide check-collection services]
because the ITS transport price to large shippers may be lower. The FRS
acknowledges that the ITS rate change may shift demand to ITS from
private air networks, but concludes:

The modified ITS price structure may induce a shift in
volume from direct-sent arrangements through private air
couriers to consolidated shipments on ITS. The Federal
Reserve does not compete directly with private sector air
couriers. The ITS network transports only checks that are
accounted for on the books of the Reserve Banks and other
Federal Reserve materials between Federal Reserve Bank
offices. Thus, ITS is an integral part of the Federal
Reserve’s check collection service. Private air couriers
provide a broad range of services, including delivery of
checks to correspondent banks and transportation of many
other types of cargo.

Even if the Federal Reserve were perceived to be in
competition with private air couriers, the proposed ITS price
structure would not have a direct and material adverse effect
on the ability of air couriers to compete effectively. The
propased price structure is cons;stcm with the current pricing
practices ¢f most air carriers.

Our examination of the FRS’s request for comments, comments and
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interviews with private couriers and banks,28 GAQO reports,” and

27 Docket No. R-0705, pp. 8-9.

28 Thirty-six comments were received in response to the initial
request for comments due on October 19, 1990. This initial deadline was
subsequently extended for ninety days.

% See GAO Report No. GAO/GGD-90-17 The Federal Reserve:
11 Dec. 1989, and

Information on the Svstem’s Check Collection Service,
GAO Report No. GAO/GGD-89-61 Qb&gxﬁmm&qmmmf_am
Is_an Elusive Goal, May 1989.
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publicly available market information® suggest that private air courier
services do compete with ITS. The FRS seems to conclude that because
the FRS integrates sorting, transportation, and presentment activities into
a single service offering, private couriers do not compete with the FRS.
The FRS may wish to reexamine this interpretation. A vertically
integrated supplier [such as the FRS] does compete with firms that
supply one stage of the vertical process whenever single-stage suppliers
can be linked with suppliers at other stages to provide a close substitute
for the integrated service. Our current understanding is that customers,
in fact, have such alternatives.

Of particular relevance is that the FRS offers ITS transportation
services to banks that do not purchase sorting services from the FRS.
Correspondent banks are welcome to presort and then deliver checks to
either the ITS or a private courier for transportation prior to
presentment. Faced with these alternative sources of transportation, some
correspondent banks may be expected to switch toward ITS services when
the price of ITS services declines and away from ITS services when the
price of ITS services increases.>!

Further, the fact that non-ITS private couriers provide
transportation services to many other industries need not mean, as the
FRS appears to conclude, that these couriers would therefore experience
little, if any, impact if forced to cease or curtail the provision of check-
transportation services. The ability to shift resources to serve the

transportation requirements of other industries reduces the risk of

30 public references that provide information on air courier services

include Moodv’s Transportation Manual, UJS. Industrial Outlook, and

filings by air couriers to the Securities and Exchange Commission.

31 The FRS also expressed this expectation in the passage previously
cited in this section.
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providing transportation services to any given industry. Nevertheless, it
may be, although we do not know this as a fact, that non-ITS private
couriers bear significant expenses, some perhaps specified in long-run
contracts, particular to the provision of check-transportation services. If
so, then a reduction or cessation of these services may imply that
insufficient revenues are generated to offset these costs. Hence, losses
may be experienced.

While the impact on firms from a rival’s pricing policy would
generally reflect the procompetitive workings of market forces -- and
thus not warrant regulatory scrutiny -- the FRS’s proposed pricing
change, were it not to reflect costs reasonably, may adversely affect
efficiency. This would be so if the FRS's pricing proposal caused
private competitors to curtail their service or leave the market when they
would not curtail their service or leave if the FRS’s proposal reasonably

reflected its costs.

VL. CONCLUSION

The pricing schedule proposed by the FRS would establish a
maximum charge for shipping bundles of presorted checks. The effect
of the maximum charge would be not only to reduce per-check prices to
shippers of large bundles, but also to establish a ceiling above which
total charges would not vary with volume. We would encourage the FRS
to explore the relationship between bundle size and cost. Although it
may be that large bundles impose lower costs per check on the FRS, we
do not believe that the FRS has demonstrated that this is so. Moreover,
our analysis suggests that a rate ceiling may not appropriately consider

the relationship between cost and volume.
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