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Introduction

-A- Introduction

Check collection is the procedure of physically moving original paper
checks from the bank where the checks are deposited to the bank that pays them.
This transportation can be inefficient, slow and costly. While most countries are
reconsidering faster ways in the procedures of collecting checks, Lebanon is still

far behind in that field.

The USA has issued a federal law in October 28, 2004 called check 21*
that is designed to enable banks to handle more checks electronically, which
should make check processing faster and more efficient. Instead of physically
moving paper checks from one bank to another, it can be replaced by capturing a
picture of the front and back of the check along with the associated payment
information and transmit this information electronically. If a receiving bank or its
customer requires a paper check, the bank can use the electronic picture and
payment information to create a paper “substitute check.” This process enables
banks to reduce the cost of physically handling and transporting original paper

checks, which can be very expensive.

Electronic check processing is a safe and reliable way of processing
payments. It uses a technology that has been developed and tested to process

check information securely.

! Check clearing for the 21* Century Act. The Federal Reserve Board. Washington D.C., 2001.
http://www.federalreserve.com



-B- Thesis Statement

Traditional methods of collecting checks between Banks are proving to be
a very slow procedure in Lebanon. A Check is a bill of exchange drawn on a bank
and payable on demand. A client who deposits a check in a Bank that needs to be
collected from another Bank must be delivered by hand through the clearing

house in the Central Bank.

This procedure usually takes between 3 and 4 days during which the client

is not informed whether the check will be paid or not.

The check is a way of covering a debt but instead of using cash money

people can use checks, but they remain highly risky until their collection.

In most banks, clearings are found in the department responsible for
processing checks, manual or automated, depending upon the size of the bank and
the volume of transactions. However, no matter who performs the function or how
large the bank is, the objectives of collection remain the same:

e To forward items for collection so that funds are available as soon
as possible;

e To distribute all incoming checks and deposits to their destinations;

e To establish whether deposit totals balance with the totals shown
on deposit tickets;

e To prove the totals of general ledger entries and other transactions;

e To collect data for computing the individual customer's service

charges and determining the availability of customer's funds;



¢ To accomplish the assigned functions at the lowest possible cost.

Automatic collection has the benefit of accelerating the collection
procedures; Banks have made a progress in that field by collecting their own
checks between their different branches. But it would be more useful if that
automatic procedure can be applied on different banks as it is the case in the USA

after the launching of the Check 21 law.

The benefits that could be obtained out of the automatic on-line collection
procedures are:
e Reducing cost and time;

o Expanding the use of checks.

What are the tools needed in Lebanon in order to implement this

procedure?

The electronic collection procedure is in fact being improved between
branches of the same bank but it needs to be evolved in order to link all private

banks together through the Central Bank.

The most important role to be played in the strategy of the electronic
collection is the Central Bank’s, for it is the main actor through which the checks
are now being collected, therefore it is its duty to make this procedure available by

implementing new rules and introducing new regulations.

The Central Bank may find difficulties in implementing this procedure

because of the following measures:



o The 1956 law on banking secrecy?;
¢ Confidentiality of every bank towards its clients;

e The cost of such an implementation.

The thesis provides suggestions allowing the introduction of electronic

collection and protects customers' privacy.

? Banking Secrecy Law of 1956, 1956. http://www.bdl.gov.lb



Theoretical framework of the study

-A- Approach and Methods

The qualitative and quantitative methods will be applied in the analysis of
data. In this respect, the research methods will include comparative research,
involving collection of data from various sources and evaluation of these data as

they are relevant and applicable to Lebanon.

The research thus will basically focus on the possibility of implementing
new methods in collecting checks in Lebanon and the contribution given by the

American Check 21 in this process.

The role of Lebanon’s Central Bank will show that he is the actor
responsible of implementing the procedure, and its relation with other private
Lebanese banks to establish the structure and strategies of concluding such

electronic service.

The study will mainly be conducted through the evaluation of banking
laws related to the subject and their contribution in its development. Case studies
will demonstrate the benefits of electronic clearing and its potential impact on
banking transactions.

The content anaiysis will basically focus on:
e Lebanese Banking Law;

e American Law Check 21 published in 2004.



-B- Literature Review

Previous experiences have shown that the on-line clearing of checks is
possible in Lebanon since it has been implemented between branches of the same
bank. In depth studies are needed with respect to applying the procedures of

automatic clearing of checks within the Lebanese Law.

A large body of bankers, lawyers, electronic and communication
technicians must work together to establish the necessary procedures under the

supervision of the Central Bank of Lebanon.

To date, academic research in this field is lacking in Lebanon.
Operationally, Lebanese private Banks should, through a committee representing
them, submit a request to the Central Bank to form a body whose purpose will be

the development of an automatic clearing mechanism.

To achieve this purpose, extensive review of the banking law will be
required. Hopefully, this initiative will provide a richer context for understanding
the necessity of an on-line clearing system in Lebanon through the application of

the aforementioned means.

This work examines the following hypothesis: up-to-date technology
should be applied as soon as possible especially in the banking area to allow our
banks to reach a simpler and faster way in banking transactions, knowing that the

checks are one of the most important tools in those transactions.



The Check 21 legislation was intended to modernize the US check clearing
system by providing an interim step towards allowing banks to exchange checks
electronically, rather than in paper form. Electronic check imaging and the ability
of financial institutions to exchange checks electronically is the first major
innovation in the check-handling and processing process since the invention of the
magnetic ink character recognition line in the 1950s. The consumer and economic

benefits that will accrue from this technology are potentially immense.

The implementation of the equivalent of Check 21 Act in Lebanon can
create a new value proposition for check imaging technology, which will
encourage depository institutions to implement check imaging and exchange.
Financial institutions that have already implemented check imaging have learned
how pleased their customers are that they can now have instant access to copies of
their checks when they visit branches, speak on the phone with customer service

representatives, or view pictures of their checks on the Internet.

Moreover, the legislation suggests empowering customers to better
manage their finances and detect and prevent fraud against their accounts since

they are provided more information about the transactions in a timely manner.

Many opinions related to the subject stated during the hearings organized
in the US House of Representatives in the hearing on Check 21 in April 8, 2003 at
Washington DC showing the advantages and disadvantages of the implementation

of Check 21 Act.

On the other hand, bankers in the USA agree that the electronic clearing

has made a huge change in their every day work by:



¢ Protecting the consumer and giving him new rights;
e Accelerating banking transactions’.

“We must ensure that our banking system operates as efficiently as

possible, while preserving safety and soundness. Check 21
achieves these goals by improving our payment system and
encouraging the electronic movement of checks across the country.
At the same time, this bill protects consumers by ensuring that they
have the ability to retrieve improperly debited funds and are given
information on the operation of this new system .

“A typical check is processed several times before it is eventually
paid. First, it is processed by the bank at which it is deposited.
Then, it may be shipped for processing to one or more
intermediaries, and finally it is shipped for processing and
payment to the bank on which it is drawn. While most checks are
currently processed in this fashion, some checks are removed from
the collection process, and the payment information on the checks
is captured and delivered electronically to the banks on which they
are drawn. This process, which is commonly referred to as check
truncation, reduces the number of times the checks must be
physically processed and shipped. As a result, check truncation is
generally more efficient, more cost-effective, and less prone to
processing errors’”.

“Check 21 legislation would bring huge cost-savings for banks™® .

? Roger Ferguson, US House of Representatives, April 8, 2003, Washington, DC.
http://www federalreserve.gov

* Ibid.
5 Tbid.
© Ibid.



-C- Organization of the Study

This study will consist of the following chapters.

Chapter one: Electronic check collection system
The first chapter gives a detailed overview of the check 21 law allowing us
to understand the way the collection is made, and the benefits that the electronic

procedure in that field is offering to the USA.

Chapter two: The Lebanese collection system

Chapter two provides an introduction to Lebanese Banking System along
with a general overview of clearing, clearing houses, and tools needed in order to
collect a check. It gives access to the procedures and steps that a check needs to
follow to be finally collected.
Chapter three: Possibility of implementation of check collection system in
Lebanon

After having explained in chapter one the procedure through which the
USA is collecting the checks, chapter three explores the ways of implementing the
same collection procedures into the Lebanese banking system. This
implementation will require the review of the Lebanese Banking Law and
regulations. The aim of this chapter is to prove that the electronic collection will

save time, money and paper work.

Chapter four: Conclusion and recommendations
Chapter four will sum up the research findings and conclude remarks with

general evaluations and recommendations.



Chapter one: Electronic check collection system in the
U.S.

1.1. History of the U.S. Banking Sector

1.1.1. The first American bank to issue bills in the US of America that
could be converted into species was the Bank of North America in 1781. Many
imitators came along and the number of banks in the U.S.A. grew from 6 in 1791

to 246 in 1816.

“Frequently the only path to a banking charter was bribery or
chicanery, particularly in the first decade of the nineteenth
century, when economic growth was rapid and the number of
banks small. The correspondingly high value of a banking charter
escaped neither the politicians granting it nor the bankers seeking
it, for both were generally merchants. The state received a bonus
or loan at low interest; the legislators, financial support; and the
bankerf, the right to borrow from the public by issuing bank
notes”" .

At that time the banks needed a central bank to issue rules and regulations.
The first U.S. Bank emerged in 1791 for a period of 20 years but could not last.
So in 1816 the American Congress chartered a second U.S. Bank which also
lasted for 20 years. Finally in 1913 a compromise led to the Federal Reserve Act
which was supervised by the Federal Reserve Board and headquartered in
Washington. The board was made of seven members including the secretary of the
Treasury, the controller of the currency, and five members chosen by the

President of the United States. In 1935 the powers of Federal Reserve Board were

7 Thomas Huertas. The Regulation of Financial Institutions: A Historical Perspective on current
issues, Englewood Cliffs, N.J.: Prentice-Hall, Inc., 1983, p.9.
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extended in order to help the banks in facing the difficulties encountered in that

specific period of time when banks failures were in huge numbers.

Between 1940 and 1980 banks began to merge with each other to raise
their funds to offer bigger loans to multinational companies. Along with the
mergers came the invention of computers in the 1950s which improved the
banking procedures in such a faster way. “Since the establishment of the first
commercial bank in the United States the Congress has enacted six major pieces

of legislation affecting banking”®.

1.1.2. In the United States, as in most countries, banking is one of the most
regulated industries. The purpose of this regulation is to achieve the following
goals:

e To provide a safe and stable banking system;

e To establish a competitive banking and financial services industry;
e To ensure that bank loans are in conformance with social goals;

e To ensure fair treatment to bank customers;

e To provide an environment supportive to the Federal Reserve’s

monetary policy.

& Nicholas Lash. Banking Laws and Regulations, New Jersey Prentice-Hall, Inc., Englewood
Cliffs, 1987, p.20.

11



1.2. The definition of the Check and its role in the American banking sector

1.2.1. Definition of the Check

“Check” means a draft, payable on demand and drawn on a bank. An
instrument may be a check even though it is described on its face by another term,
such as “money order”. Checks first made their appearance in the 15th century in
Italy and in this nation their first use goes back to the 1680s. They did not become
widely used in the U.S.A. till the middle of the nineteenth century when they

began to be the dominant means of paymentg.

In actual practice the check is an order of transferring a definite amount of
money from a person to another through the bank which makes it a three-party

instrument.

Nowadays, checking services are reliable, accurate and timely. It is a
readily accepted means of funds transfer in most sectors of society. As such, it
acts as a standard against which other payments systems are and will continue to

be measured.

? Ibid, p.161.

12



Chart 1: Explanative model of a check.
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By examining the check, one can notice that it is made of maﬁy necessary
components including:
e The Date;
e The Signature;
¢ The name of the Beneficiary;
e The name of the Bank which the check is drawn on;
e The name of the Drawer and his Address;
e The Account number of the drawer;
e The Amount in letters;
e The Amount in numbers;
e The check number;
e On the bottom of the check there are the routing number of the
Bank along with the check number and the account number;

s

e The endorsement (signature of beneficiary) at the back of the

check.

13



1.2.2. Check payment

Once a check is deposited with a bank, it is almost always delivered

overnight to the paying bank and debited from the check writer's account the next

business day.

The payment of the check requires that the payor’s bank transfer the

amount of the check from the drawer to the payee. The payment occurs whenever

the bank does any of the following;

Pays the item in cash;

Transmit the amount of the check to the bank of the person
initiating the collection;

Posts the item to the account of the drawer;

Settles the item and fails to revoke the settlement in the allowed
time and manner;

The bank is expected to pay checks drawn by depositors when
there are sufficient funds in their account. A wrongful refusal by
the bank makes the bank responsible to the depositor for damages

resulting from this refusal.

1.2.3. The role of checks in the American Banking Sector

Writing a check is a common experience shared by many people in

different countries of all backgrounds and income. According to the Federal

Reserve Board's DFI check study the average American household writes 19

checks a month. In 1998, the Board of Governors of the Federal Reserve System

said that nearly 90 percent (87 percent) of all U.S. households have a checking

14



account'®. Overall check usage has increased 54 percent since 1979. The Federal
Reserve estimates that in 2000, 42.5 billion checks were written in the United
States accounting for nearly $40 trillion. If you combine the value of checks and
electronic payments in the United States, checks account for 84 percent of the

total value'!.

“You have heard many points of view today on electronic money
and banking. New products are being designed to challenge the
use of currency and checks in millions of routine consumer
transactions. Other new systems may allow payments or banking
instructions to be sent over networks such as the Internet, which is
unprecedented in providing versatile, low-cost communication
capabilities. Yet in transactions initiated by consumers, paper--
currency and checks--remains the payment system of choice 12

In fact, checks have evolved over the last 30 years to become more safe,

reliable, efficient and consumer-friendly.

Over the last 30 years checks have evolved to become more secure for
customers. Today, a variety of fraud prevention practices are working to prevent
fraud including bank employee training, signature verification systems and the use

of new account screening software.

The American Bankers Association in its 2002 Deposit Account Fraud
Survey reported that large banks prevent more than 80 percent of check fraud

cases.

Technology has also increased consumer protection. Checks are printed

with a variety of security features that protect against alterations and duplication

19 Board of Governors of the Federal Reserve System, 1998, Survey of Consumer Finances for
1998, Washington DC: Federal Reserve System. http://www federalreserve.com

! Federal Reserve Board, Retail Payments Research Project, 2001, Updated 2002.

http://www federalreserve.com

12 Alan Greenspan. The Future of Money in the Information Age, US, Cato Institute, 1997, p. 108.

15



including micro-printing which makes reproducing checks by using laser printers
and photocopiers more difficult; security-screened designs on the back of the
check; and multi-stained security paper which prevents chemical alteration of

names and amounts.

Although bombarded with advertisements and offers for electronic
payments, a recent study by The Federal Reserve Bank of Chicago stated three
key reasons why consumers find checks easy to use.

e First, nearly 90 percent of U.S. households have checking
accounts;

¢ Second, checks are a widely accepted form of payment by
merchants at the point of sale;

e Third, che'cks are the most popular payment method for paying

bills because they are almost always accepted.

Consumers perceive checks to be low-cost payment instruments that give
them greater control over timing and payments and lead to better budgeting. In
short, consumers are comfortable with checks and are reluctant to change their

payment habits'?,

'3 Sujit Chakravorti and Timothy McHugh. Why do we use so many checks? Federal Reserve Bank
of Chicago, Economic Perspectives 30/2002.

16



1.3. The role of the Central Bank

1.3.1. Central Banks are relatively new inventions. The American
President Andrew Jackson cancelled the country's central bank in the nineteenth
century thinking that it was not very important. But things have changed since.
Central Banks today are the most important feature of the financial systems of

most countries of the world.

Central Banks are bizarre hybrids. Some of their functions are identical to
the functions of regular, commercial banks. Other functions are unique to the
Central Bank. In relation, Central Banks take deposits from other banks and, in
certain cases, from foreign governments which deposit their foreign exchange and
gold reserves for safekeeping (for instance, with the Federal Reserve Bank of the
USA). The Central Bank invests the foreign exchange reserves of the country
while trying to maintain an investment portfolio similar to the trade composition

of its client - the state'*.

The Central Bank also holds onto the gold reserves of the country. The
main function of a modern central bank is the monitoring and regulation of
interest rates in the economy. The Central Bank does this by changing the interest
rates that it charges on money that it lends to the banking system through its
“discount windows”. Interest rate is suppdsed to influence the level of economic

activity in the économy .

' Heidi Mandaris Schooner. Central banks’ role in bank supervision in the United States and
United Kingdom, Brooklyn International Law Journal, 2003.
15 The role of the Central Bank, 2000. http://www.Palma.com
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Also, there usually is a delay between the alteration of interest rates and
the foreseen impact on the economy. This makes assessment of the interest rate

policy difficult. Still, central banks use interest rates to fine tune the economy .

The reverse is also supposed to be true. Central banks are heavily involved
in the fabric of the commercial banking system. They perform certain
indispensable services for the latter. In most countries, inter-bank payments pass
through the central bank or through a clearing organ which is somehow linked or
reports to the central bank. All major foreign exchange transactions pass through -
and, in many countries, still must be approved by - the central bank. Finally the

central bank is the lender of last resort in cases of insolvency or illiquidity.

1.3.2. The Central Bank serves as a financial agent of the Treasury,
provides a depository for public money, and acts as a regulator of the currency.
The effectiveness of the Federal Reserve as a central bank was put to the test on
September 11, 2001 as the terrorist attacks in New York, Washington, and
Pennsylvania disrupted U.S. financial markets. The Fed issued a one-sentence
statement reminiscent of its announcement in 1987. The Federal Reserve System
is open and operating. The discount window is available to meet liquidity needs.
In the days that followed, the Fed lowered interest rates and landed more than $45
billion to financial institutions in order to provide stability to the U.S. economy.
By the end of September; Fed lending had returned to pre-September 11 levels
© and a potential liquidity crush had been averted. The Fed played the pivotal role in

dampening the effects of the September 11 attacks on U.S. financial markets.

16 Tbid.
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The Federal Reserve faces many new challenges in the financial services
industry: deregulation, technological advances in the payments system, the move
to a more global economy, and continuing mergers and acquisitions in the
banking industry. In late 2003, the Check Clearing for the 21st Century Act,
known as Check 21 in the industry, was enacted. The coming years will assure
that the use of “substitute checks”, paper reproductions of original checks are

being processed just like the originals.

1.4. The necessity to move from manual collection to an electronic one

In the United States, in the 1960s and 1970s, significant concern was
expressed regarding the ability of the banking system to handle the growing check
volume which was increasing at a rate of approximately seven percent per annum,
and the large number of banks which were spread over a very large area, so an
efficient system for clearing the checks has to be made quickly. In fact the slow
and inefficient state of check clearing was one of the reasons for the creation of
the Federal Reserve System. The creation of the Federal Reserve System provided

a major boost for the check collection system.

The opportunity for commercial banks to use this system for check
clearing and other payments services reduced the necessity to maintain a complex

network of correspondent balances.

1.4.1. Definition of a Clearing house

In most banks, clearings are found in the department responsible for

processing checks. Proof and transit were once two separate functions in a bank:

19



proving the work (proof) and sending the out-of-town cash items for collection

(transit).

In recent years, many banks have combined those two functions, which
may be centralized or decentralized, manual or automated, depending upon the
size of the bank and the volume of transactions. However, no matter who
performs the function or how large the bank, the objectives of a proof and transit
system is the same:

e To forward items for collection so that funds are available as soon
as possible;

e To distribute all incoming checks and deposits to their destinations;

e To establish whether deposit totals balance with the totals shown
on deposit tickets;

o To prove the totals of general ledger entries and other transactions;

e To collect data for computing the individual customer's service
charges and determining the availability of customer's funds;

e To accomplish the assigned functions at the lowest possible cost.

When data processing systems are in use, it is common practice to post all
properly encoded debit items, regardless of whether an overdraft is created. The
resulting preliminary overdraft list, together with the items charged, is then

reviewed by bank employees and unapproved items are reversed and separated as

20



bookkeepers' return items. The total of the resulting common practice is to post all

properly encoded debit items, regardless of whether an overdraft is created"’.

In normal daily operations, all banks have items which cannot be charged
to individual accounts because of insufficient funds, no accounts, etc. Such items
are commonly known returned items or rejected debits and may consist of checks
received in the ordinary course of business, loan payments,... In some banks, such
items are separated and an entry is made reclassifying them to a separate asset

account.

Other banks do not use a separate asset account, including the items in a
subsidiary control account in the individual demand deposit ledgers. In that case,
the account would have a debit balance and would be credited when the bank

returns the checks to their sources.

A clearing house is a central check clearing association by which different
member banks and financial institutions can each settle debit and credit balances
with respect to other member institutions on a predetermined periodic basis and
methods and systems by which the association is operable. The system and
method is independent of conventional central bank district geographic and

institutional boundaries and time zones.

7 Gary Gorton. Clearing houses and the origin of central banking in the United States, The
Journal of Economic History, June 1985, p. 280.
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1.4.2. Main functions of the clearing house

All over the world almost all clearing houses have the same main
functions. They are:

» Sending and receiving the checks by physically transporting them
from financial institutions mainly banks to and from the clearing
houses;

* Respecting the real time in correspondence with the occurrence of
the collection:

a. The value of the checks transported;

b. The transport status of the checks with respect to their
having been (i) sent and (ii) received;

c. Ways of payment of checks.

Manual systems are most prevalent in small institutions and rely on bank

employees to collect data and maintain a written document.

The first automated clearinghouse was established in California in 1968 by

approximately 100 participating banks'®,

An automated clearing house allows payments to be made by magnetic

tape rather than by paper check and they are all operated by the Federal Reserve.

'8 www.federalreserve. gov
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1.4.3. The automated payment

A system and method of collecting payments uses an automated system to
generate a draft, payable to the creditor and drawn on the payor’s checking
account, pursuant to the payor’s authorization. The draft is then executed by the
debt collector as authorized signatory for the payor and deposited into the payee's
account to complete payment. The automated system has a simple input screen
which receives the necessary information for generation of the draft, which may
be read to the system operator over the telephone by the authorizing payor. The
system verifies the bank and account information by comparing the input
information to records in a database associated with the system. Optionally, the
system may also generate an inquiry to the bank to determine the availability of

funds in the payor’s account.

When verification is complete, the system generates a paper bank draft

payable to the payor.

1.4.4. The Electronic payment

The United States is in the midst of a significant shift away from the use of
paper checks and toward the much greater use of electronic payments. This
change is clearly evident in the Federal Reserve's recent payments research'”,
which shows that in 2003, for the first time ever, businesses and consumers made

more payments electronically than by check. By contrast, only twenty-five years

19 Tbid.
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ago the vast majority of consumer and business non cash payments were made by

check.

The estimation is that the number of checks used in the United States
peaked during the mid-1990s at around 50 billion per year. By 2003, the number
of checks had fallen to around 37 billion. This decline is continuing. In contrast,
electronic payments, such as payments made by credit and debit cards have

tripled, from 15 billion in the mid-1990s to 45 billion in 2003%°.

1.4.5. The intervention between automated payment and electronic

payment

Manual systems are most prevalent in small institutions and rely on bank
employees to collect data and maintain a written document. Since the data are
generally required to be submitted to the regulatory agencies in electronic,
machine-readable format, the data is manually entered into a data collection

application through a data software entry.

Automated systems use one or more applications, developed in-house or
by third-party vendors, for data collection and submission. In most cases, banks
that are totally automated use fully integrated applications, that is, the applications
work together to accomplish all of the tasks required. This might include separate
systems for the collection of applicant information, geocoding and compilation of

data as well as completing validity and quality checks against the data.

Combination systems involve both manual and automated characteristics

and are generally the most complex and require the most oversight. Many times,

2 Ibid.
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banks will use different systems for the various business lines. In these
organizations, compliance personnel combine the document from each business

line for submission.

This invention describes a combination of methods and apparatus that
creates electronic money for personal transactions which integrates the functions
of cash, checks and credit cards with constant surveillance against fraud. This
money can also serve as an international medium-of-exchange, and support

automated sales tax collections and payment.

This money's support system is comprised of personal terminals, vendor
terminals, an electronic banking sub-system, and home base terminals. Such a
system, if widely used, would increase commercial and personal productivity,
provide better security against fraud and counterfeiting, facilitate the automation
of operations that involve currency, and sharply diminish the flood of paper that
threatens to inundate the present system?'. Traditional means of payment have
always had security problems, but now electronic payments retain the same

drawbacks and add some risks.

Unlike paper, digital “documents” can be copied perfectly and arbitrarily
often, digital signatures can be produced by anybody who knows the secret
cryptographic key, and a buyer's name can be associated with every payment,
eliminating the anonymity of cash. Without new security measures, widespread

electronic commerce is not viable.

*! Norman Chasek. Secure, automated transaction system that supports an electronic currency
operating, 1995. http://www findlaw.com
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On the other hand, properly designed electronic payment systems can
actually provide better security than traditional means of payments, in addition to
flexibility. This article provides an overview of electronic payment systems,

focusing on issues related to security?.

1.5. Check 21 Act

Check Clearing for the 21st Century Act or the Check 21 Act 2004

1.5.1. Introduction

1.5.1.1. The banking industry received a rude awakening in the days
following 9/11. With planes grounded, train service disrupted and heavy trucks
waiting in long lines to be inspected as they passed through major metropolitan

areas, the transportation of checks between banks came to a near-standstill.

Three years later, on Oct. 28, banks across the country implemented a
system of giving electronically transmitted images of checks the same validity as
paper checks. This move, industry experts say, should prevent future occurrences

of the post-Sept. 11 check-processing gridlock®.

Check 21 allows you to make all your paper check deposits without ever

leaving your office...

Check 21, passed into law on October 28th, 2003, allows businesses and

financial institutions to convert paper checks into electronic images.

22 N. Asokan. The state of the art in electronic payment systems, Volume 30, Issue 9, Sep 1597,
pp. 28 - 35.
> Brent Adams. Indianapolis Business Journal, November, 2004, p. 60.
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Check 21 service gives you the convenience of converting paper checks to
electronic (replacement) images. What does that mean? It meéns taking the paper
checks received in your business as payment for your products or services,
scanning those checks and from scanning, converting & uploading those paper

checks to electronic images via an https secure web session.

Instead of the paper checks traveling through the banking system, the
electronic images take their place and the paper checks are destroyed at your

office.

Taking your check processing system from a manual process to an
electronic process is easy to do. If you have a computer with an Internet
connection, a check scanner (which is part of the offered service) and a domestic,
US bank account, you can do it. There is no complicated set up or intimidating
system to learn. It is as simple as 1-2-3. Scan checks, electronically submit your

batch, and access your funds all from your office.

The first aim of the Check 21 Act is to facilitate the check transactions
between Banks by using the substitute check instead of the real one in order to

improve the efficiency of the Nation's payments system.

Check 21 is intended to accelerate the processing of checks by allowing
banks to replace a physical check with an electronic image. Electronic check
processing eliminates the dependency on physical modes of transportation and can
greatly reduce the processing time required for a check to clear. Transactions that
previously took days can now take minutes. That is why it is even more important

to make sure your account balance is sufficient to cover any checks that you write.

27



The customer may not have time to deposit additional funds into his
account after he writes a check. If he does not have sufficient funds in his account
at the time that his check is presented for payment, he may incur insufficient fund

charges to his account and his check may be returned unpaid®*.

1.5.1.2. A thorough study was presented by the board responsible of the
implementation of the Act and presented to the Congress before it was approved.
The main idea found in the study was to present a full report on the following
points:
1. The percentage of total checks cleared in which the paper check is not
returned to the paying bank;
2 The extent to which banks make funds available to consumers for local
and non local checks prior to the expiration of maximum hold periods;
3. The length of time within which depositary bani;s learn of the
nonpayment of local and nonlocal checks;
4. The increase or decrease in check-related losses over the study period;
5. The amount of operating costs attributable to the transportation of

. . 25
commercial checks between Federal Reserve Bank processing centers™.

1.5.2. The purposes of Check 21 Act

Check 21, is a new federal banking regulation, which was created to:
e Eliminate daily trips to the bank to make check deposits;

« Eliminate expensive courier services to transport your checks;

24 Check 21 Act 2004. Section 1, Introduction. 2004. hitp://www.federalreserve.gov
25 Ibid. Section 16, Study and Report of funds availability.
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Reduce labor costs associated with manually processing and
depositing checks;

Improved Cash Flow. Get access to funds within 48-72 hours;
Funds automatically deposited to your business checking account;

Automatically resubmit NSF items on the time and day you

choose;

Easier collection;

Cash concentration for multi-location or multi-branch operations,
each location can scan checks remotely.

Funds deposited to corporate account;

No need to maintain separate checking accounts;

Reduce check fraud by getting faster notice of returned checks;
Automated data files allows for éasy import to your accounts
receivable system;

Storage & logistics — All check data and images are stored on
secure severs to enable the client to have access to all data 24 hours
a day;

Improved banking relationship - consolidated deposits can provide
the grounds for an overall improved relationship with your bank;

Advanced check scanning hardware available for any size check

processing volume;

Comprehensive Online Reporting. Review & download real-time

and historical customer data;

Highly secure web-based system;
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* Reduce the time and risks associated with paper check processing;

e Allow banks to send digital images of checks electronically,
eliminating the need to physically transport paper checks between
banks;

¢ Create a new legal document, called the “substitute check”, which
can be used for any reason that might require an original cancelled
check;

e Reduce legal barriers to the use of electronic imaging and
networking technologies to collect checks and to return those that
are not paid. Specifically, state laws governing check collection
allow banks to demand that the original checks be physically

presented for payment.

Although state laws typically allow banks to agree to alternative
presentment arrangements, the large number of banks in the United States has
made the widespread adoption of electronic check collection through industry
agreements extremely difficult.

e Improve the efficiency of the U.S. payment system>.

1.5.3. The Congress conditions for approval on Check 21 Act

In order to approve the implementation of the Check 21 Act the Congress

recommended the following:

% Ibid. Section 2, Findings, Purposes.
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e The congress directed the Board of Governors of the Federal
Reserve System to consider establishing new regulations to rule
over litigations;

e Provide the Board of Governors of the Federal Reserve System
with full authority to regulate all aspects of the new payment
system including the receipt, payment, collection and clearing of
checks along with all related functions of the payment system
pertaining to checks;

e The exercise of such authority by the Board of Governors
supersedes any State Law, including the Uniform Commercial
Code, as in effect in any State;

e The Congress approval aims to improve the overall efficiency of

the Nation's payment system.

1.5.4. The Parties included in the Act

In order to pay a check several parties should interfere in the collection:
e The consumer is the person presenting the check for collection in
the collecting bank;
e The collecting bank is any bank handling the check;
e The customer is the person holding the account at the paying bank
from which the check is going to be withdrawn;
e The paying bank is the bank responsible for the payment of the

check sent by the collecting bank®’.

27 Ibid. Section 3, Definitions.
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1.5.5. The substitute check

The substitute check is a reproduction of the original check and contains:

¢ An image of the front and back of the original check;

e Bears an MICR line containing all the information appearing on
the MICR line of the original check;

¢ Conforms the dimension of the original check;

e Is suitable for automated processing in the same manner as the
original check;

e Bears the legend: This is a legal copy of your check. You can use it
the same way you would use the original check;

e The substitute check is legally equivalent to an original check for
'all purposes as long as it represents all the information on the front
and back of the original check. The Bank also should ensure the

correct endorsement of the check?®.

1.5.6. The substitute check warranties

While Check 21 does not mandate that checks be presented electronically
or change a bank's right to demand original paper check, it does facilitate the
adoption of check truncation and electronic collection of checks through the

action of market forces.

When the paying bank does not agree to receive checks electronically and

demands that presentment be made by paper checks, Check 21 allows the other

% Ibid. Section 4, General Provisions governing substitute checks.
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banks to create and present paper substitute checks that are legally equivalent to

the original checks.

As banks increasingly send and receive checks electronically, this new
authority will reduce the handling of paper checks and enable banks to reduce

their paper-check infrastructure more easily.

It also will reduce the number of checks that must be flown or driven
around the country to be collected or returned, which reduces transportation and
other operating expenses. Of course, each bank will determine for itself which
makes good business sense: adopting new technologies for sending and receiving

checks electronically or continuing to demand paper.

The most noticeable changes occurring because of this regulation will
include the speed with which customer's checks will clear his account and, if
clients receive checks or images back in their statements, the possible appearance
of substitute checks in your monthly account statement The “Check Clearing for
the 21st Century Act”, commonly known as “Check 217, became effective on
October 28, 2004. Check 21 accomplishes this by allowing original paper checks
to be removed from the check collection process, processed in electronic form and

later replaced with a new kind of paper document, called the “substitute checks”.

1.5.7. Indemnity

The Bank holds the obligation to pay an indemnity to any of the other
parties due to any loss incurred if that loss occurred due to the receipt of a

substitute check instead of the original one.
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1.5.7.1. Indemnity amount
¢ Amount in event of breach of warranty: The indemnity amount
shall be the amount of any loss approximately caused by the breach
of warranty;
e Amount in absence of breach of warranty: In the absence of a
breach of warranty, the amount of the indemnity shall be the sum
of the amount of the substitute check plus the interests and

expenses.
1.5.7.2. Negligence

If the loss results in whole or in part from the negligence or failure of
acting in good faith then the party responsible of the negligence will pay in

proportion of his negligence the amount of the indemnity®.

1.5.8. Expedited recredit for consumers

1.5.8.1. Recredit claims with a -40- day period

A consumer can make a claim for a recredit from the bank that holds his
account if he asserts his good. faith and before the end of the -40- days period
beginning from the date he received his statement of account or from the date he

received the substitute check.

 bid. Section 6, Indemnity.
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1.5.8.2. Claims procedures

To make a claim for a recredit, the consumer shall provide the bank that

holds the account:
¢ A description of the claim,;
e A statement showing the loss of the estimated amount;

o Sufficient information to identify the substitute check and to

investigate the claim;

e The claim should be presented in general in writing or
electronically if the consumer agrees to communicate with the bank

in that manner.

1.5.8.3. Timing of recredit

In general the bank shall recredit the consumer's account not later than the
end of the business day following the business day on which the bank determines

that the consumer's claim is valid.

1.5.8.4. Prevention of fraud losses

If the bank has reasonable cause to believe that the claim is fraudulent

based on facts, than it will be discharged of the recredit.

1.5.8.5. Notice to consumer

If the bank proves that the claim is not valid, the bank shall send to the
consumer not later than the business day following the business day on which the

bank made his determination:
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e The original check or a copy of it including the front and back of

the check;

¢ An explanation determining on which basis the bank considers that

the substitute check was properly charged.

1.5.8.6. Expedited recredit procedures between banks within -120- day

period

In general a bank puts a claim against an indemnifying bank for an

expected recredit:
e If he received a claim from his customer;

e If the bank suffered a loss or was obliged to recredit his customer.

The claiming bank should present its claim not later than the end of -120-

day period beginning on the date of the transaction made.

In order to make a claim there are some procedures to be followed, the

claimant bank should send to the indemnifying bank:

A description of the claim explaining why the substitute check
cannot be charged;

¢ A statement showing the loss that the claimant bank has suffered,

e The reason behind the claim of having the original check;

e The claim should be presented in writing unless the claimant bank

approves to submit it electronically;
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e The indemnifying bank should provide the claimant bank the

original check, recredit or refuse to do it not later than 10 days

from receiving the claim®.

A delay by a Bank beyond the time limits prescribed by this Act shall be
excused if it is caused by:
e Interruption of communication or computer facilities;
e Suspension of payments by another bank;
e War;
¢ Emergency conditions;

¢ Failure of equipment.

1.5.9. Consumer Awareness

Each bank has the obligation to provide a brief notice about substitute
checks to its customers describing:

e How a substitute check can be equivalent to the original one for all
purposes if it represents accurately all the information on the front
and back of the original check and only if it bears the legend “This
1s a legal copy of your check. You can use it in the same way you
would use the original check”;

e The consumer's recredits rights if that substitute check was not

properly charged to his account;

%% Ibid. Section 8, Expedited Recredit Procedures for Banks.
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e For existing customers the bank should provide the notice related
to the substitute check on the first communication between the
bank and the consumer;

e For new accounts, the bank should provide the notice when the

customer relationship with the bank is initiated.

The bank may send the notices by mail or by any other means agreed upon

between the bank and the customer related to the account information®'.

1.6. Changes inside Banks (financially and managerially)

For the banking industry to realize the vision for the nation's check-
collection system laid out in check 21 Act, additional steps must be taken. For
example, software vendors and third-party check processors need to adapt their
systems to support the creation of substitute checks and the exchange of digital
check images. As these systems become more prevalent, additional banks will

invest in them.

Once banks make these investments, however, they will have to adjust
their operations to make the best use of the new technologies. They also will need
to verify that their updated systems are compatible with those of other banks and

will permit them to exchange checks electronically.

As banks improve their technological capabilities, they can reduce their
reliance on air and ground transportation, especially shared transportation

arrangements. The banks that remain tied to paper checks will continue to bear the

31 1bid. Section 12, Consumer Awareness.
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costs of those arrangements. As a result, I believe pressures to reduce check
transportation costs will be an important determinant of the pace at which banks

make the transition to electronic check collection.

The Federal Reserve Banks have long been at the forefront of encouraging
the electronic collection of checks. As a result, even before check 21 Act became
law, one out of every five checks collected through the Federal Reserve Banks

was being presented electronically.

The Reserve Banks also have been leaders within the payments industry in
making use of the authority granted by check 21 Act. They began offering check
21 services as soon as the law became effective. These services allow for the
acceptance of digital check images for deposit and the truncation of some large-
dollar paper-check deposits, which are then transmitted to the Reserve Bank
closest to the paying bank, thereby eliminating the need to transport physically

paper checks between the Reserve Banks.

The receiving Reserve Bank then prints substitute checks from the check
images to present them to the paying bank, or provides electronic information to

paying banks that already accept the presentment of checks electronically.

Although all types of depository institutions are among the initial Reserve
Bank customers for these services, the volumes are still relatively small. The
operational and technical preparations and testing requirements necessary to use
these new payments services naturally limit the pace at which banks can take
advantage of them. Out of the approximately 50 million checks that the Reserve

Banks collect each business day, only 400,000, or less than 1 percent, involve the
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deposit of digital check images with the Reserve Banks or the printing of

substitute checks to present to the paying bank.

Looking across the entire banking industry, some banks, both large and
small, have begun to take advantage of the opportunities created by Check 21. For
the most part, they have done so within the context of cooperative agreements,
through third-party processors, or, by sending check images to the Federal
Reserve Banks. The banking industry's efforts are generally less extensive, at this
time, than those of the Federal Reserve Banks. Though checks will still be written,
it is expected that their number will be substantially lower and that most will be

collected electronically.

In summary, the payments system in the United States is continuing to
change and is becoming increasingly efficient. However, the shift away from the
use of paper checks does create challenges for the banking industry and the

Federal Reserve Banks.

To address these challenges, over the coming years the industry will be
making important decisions about how best to incorporate the greater use of
electronics into their payments operations while reducing their paper check-

processing infrastructures.

1.7. Regulations amended for Check 21

New regulations were issued to ensure that Check 21 covers the entire
range of check processing services that the Reserve Banks will offer under it. The

amendments bring electronic items within the coverage of the new regulations,
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and establish new warranties and indemnities that apply to electronic items
handled by a Reserve Bank. Electronic check processing is not new to the
financial industry and is a safe and reliable way of processing payments. It uses
technology that has been developed and tested to process check information
securely. Check 21 does not require customers to stop receiving checks back in

their account statements.

The contents of an account statement will continue to be governed by the
account agreement between the bank and its customer. Rather, when banks have
agreed to provide paid checks in statements, Check 21 permits the bank to provide
either the original chéck or a substitute. Another federal check law (the Expedited
Funds Availability Act) specifies the maximum times by which your bank must
make funds available to you, though most banks make funds available faster than

required.

Check 21 did not change these maximum hold times. However, the
Expedited Funds Availability Act requires the Federal Reserve Board to reduce
maximum hold times in step with reductions in actual check-processing times.
Thus, over the longer term, if Check 21 sufficiently increases the speed of check

processing, the Board will reduce maximum hold times.

A bank’s decision to place a hold on funds deposited by check does not
affect the interest received on the deposited funds. Specifically, if a check is
deposited into an interest bearing checking account, the bank is generally required
to begin to credit interest to the account no later than the business day on which

the bank receives credit for the funds.
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Chapter two: The Lebanese collection system

In the previous chapter, we overviewed the American collection system
but in this chapter we will explore briefly the Lebanese Banking system and its
main characteristics and the collection system in a deeper way. We will focus on
the manner that a check is being collected on the time being, with shedding a little
light on some new ideas of collection proposed by the committee for banking
technologies. Moreover we will show the special role that Banque Du Liban plays

in the check collection system in Lebanon.

2.1. The Lebanese Banking System.

The Lebanese banking system is very liberal. There is no restriction on the
movement of currency and capital, no exchange control, currency is totally
convertible and banking sécrecy is strictly applied. A law against money-
laundering has recently been added. This total freedom for private investors may
explain with no doubt the development of the banking sector and its weight in the

Lebanese economy.

For decades, Lebanese banks have played the role of refuge for Arab
capital which fled the nationalization programs in neighboring countries (Syria,
Iraq, Egypt) and even if the Lebanese War and the development of the banking
sector in other areas (Amman, Manama, Dubai) have reduced the importance of
this sector, the banking secrecy laws and the skill of the Lebanese executives

continues to attract business.
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In Lebanon there is a large number of banks which explains without a
doubt the fact that Lebanese banks have a limited size compared with other banks
in the region: none of them is to be found among the 10 leading Arab banks and
only 5 are to be found among the top 100 (Blom, Banque de la Méditerranée,
Banque Audi, Banque Byblos, and Fransabank). The Bank of Lebanon (Central
Bank) does, however, encourage groupings between banks so as to enable them to
better face up to regional competition. The liberal system in force in the sector
has, as a further consequence, a large foreign presence, in particular French banks

(Société Générale, BNP Paribas, Crédit Agricole, CIC).

2.2. The main characteristics of the Lebanese Banking System

The Lebanese banking system is endowed with several characteristics that
promote the role of Beirut as a regional financial center, in terms of ensuring

protection for foreign capital and earnings.

2.2.1. Free Exchange System and Free Movement of Capital and

Earnings

The Lebanese currency is fully convertible and can be exchanged freely
with any other currency. Moreover, no restrictions are put on the free flow of

capital and earnings into and out of the Lebanese economy.

2.2.2. The Banking Secrecy Law

The passing of the banking secrecy law on September 3rd 1956 subjected
all banks established in Lebanon as well as foreign banks' branches to apply this

law. All banks managers and employees who are exposed to the banks activities,
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cannot reveal what they know coﬁcerning their clients names, assets or holdings to
any party whatsoever whether individuals or public authority, be it administrative,
military or judicial. Such information is released only when granted written
authorization by the client or his/her heirs, in case of bankruptcy, or in case of any

litigation between the bank and the client.

The law however, in order to ensure the security of banks' investments,
allows for mutual communication among banks, and under the provision of bank
secrecy, of information related to the debtor accounts of their clients. Moreover, in
case of request presented by the judicial authorities for cases of illicit
accumulation of wealth, banks cannot refrain from revealing the necessary

information.

2.2.3. Tax Exemptions

Both article 16 of law No. 282 dated December 30, 1993 and article 12 of
decree No. 5451 dated August 26. 1994, offered exemptions from income tax on
all interest and revenues earned on all types of accounts opened in Lebanese
banks, but this exemption does no longer exist and a 5% tax is being taken on all

interests revenues for both Lebanese and foreign deposits.

2.2.4. The Free Banking Zone

On the first of April 1975, decree No. 29 established a free banking zone
by granting the Lebanese government the right to exempt non residents' deposits
and liabilities in foreign currency from:

e The income tax on interest earned,
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e The required reserves imposed by the Banque Du Liban by virtue

of article 76 of the Code of Money and Credit;

¢ The premium of deposit guarantee imposed on bank deposits to the

profit of the National Deposit Guarantee Institution.

2.2.5. Opening of Joint Accounts

The law of December 1961 allows for the opening of joint accounts. These
accounts are opened in the name of several persons and can be used by any one of
these persons. In case of death of any one of the account owners, his/her partner

can use the account without being subject to heirs procedures.

In case one of the account holders is declared bankrupt, the account
becomes the ownership of the bankrupt party, unless it is proven otherwise. The
bank can't do any clearing for the different accounts of any account holder without

the written approval of all other partners.

The lifting of bank secrecy on the account is non operational without it
being declared by all partners. In case of any litigation among the different
holders of the account, the bank shall freeze the account from the day it receives

notification of the litigation and until it is settled by the courts.

2.2.6. Money Laundering

Lebanon has been aware of the necessity to combat money laundering
particularly because the banking secrecy law could be used as a means for such
illegal operations. Due to this and with respect to the banking secrecy law, the

Association of Banks in Lebanon (ABL) set a Due Diligence Convention which
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was signed by the member banks. This convention aims to prevent money

laundering operations.

2.3. The Globalization in the L.ebanese Banking Sector

The Lebanese banking sector has developed and became up to date with
the international banking sectors. This came as the result of the continuous effort
made by Lebanon to modernize its banking laws and regulations, in the light of
the recommendations of Basel committee and the directives of the International

Monetary Fund and other international organizations.

The Banque du Liban intended for Lebanon to engage in globalization
while preserving the particularity of the country and its banking sector. It held on
to the banking secrecy and achieved openness without weakening the Lebanese
banks. We also bolstered trust in our banking sector through a pragmatic treatment
of problematic banks. During a period of eight years, 23 bank licenses have been
canceled, and a quality re-capitalization of nearly 5 banks has been performed.
Lebanon has achieved all these operations without inducing any loss to the
persons dealing with these banks, and without any crisis incurred in our banking.
In this respect, Lebanon approved the law of share appropriation. It liberated share
circulation from any restraint or endorsement with the exception of one person's

or one group ownership not to exceed 5% of the whole shares of the bank.

The crimes of money laundering were defined as proceeds of terrorism,
drugs and robberies. This law preserves the reputation of Lebanon and doesn't

hinder business through the banking sector.
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This law constitutes the best protection for the banking secrecy la;V since it
empowers a committee headed by the Governor of the Banque du Liban to lift the
bank's secrecy on the crimes specified in this law exclusively. Banking secrecy is
the rule and its removal is the exception. Moreover, this law allowed taking the
pressures off the banking secrecy in Lebanon which allegedly hinders

investigations related to the crimes of money laundering.

2.4. The Committee for Banking Technologies

In accordance with Article 174 of the Code of Money and Credit, a special
committee was formed by the Central Bank and the Association of Banks in
Lebanon for improving, with the help of new technologies, the efficiency of the

Lebanese banking system and the standardization of its activities.

The Committee for Banking Technologies of the Banque Du Liban is
composed of:
o The first Vice Governor as President;
¢ The fourth Vice Governor as Vice President;
¢ The director of Legal Affairs Department as Member;
e The director of Information Technology Department as Member;
o Two representatives from the Association of Banks in Lebanon as
Members;

e The General Secretary of the Association of Banks in Lebanon as

Member.
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2.4.1. Main Functions of the Committee

The main functions of this Committee are:

* To study new banking technologies and plan for their
implementation;

e To examine methods for developing the Exchange and Payment
Systems in Lebanon (Checks, Cards, ATMs...);

 To consider the adoption of new techniques regarding the work of
the financial and secondary markets;

* To prepare a study on the setting up of a special communication
network that would directly link all banks operating in Lebanon;

¢ To extend the use of the S W.LF.T. system to include new services;

and

e To prepare training programs for the staff involved in those

activities.

2.5. The role of Banque Du Liban in the collection

2.5.1. The purpose of creating the clearing houses in the BDL head office
and its branches is to facilitate the exchange of checks for collection between
banks through daily clearing. The payment of the checks exchanged is made

through banks accounts at BDL in each currency apart.

All banks working on the Lebanese territory should register at the clearing

houses created by BDL and should be present at all clearing sessions whether they

*? Clearing Houses in Banque Du Liban dated 1994. Article 1. <http://www.bdl.gov.1b>
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took place at BDL head office or at its branches®. The clearing sessions are

managed by two BDL officers: one responsible of the managerial work and the

other one for the technical work>*,

Every bank assigns two representatives to attend the clearing sessions on
its behalf: an official one and an alternative one. Banks inform each others and
BDL of the names and signatures of the representatives. The representatives have
the obligation to attend to all clearing sessions and to be present at the opening

and should stay till the closing of the session.

Nobody other than the assigned representatives is allowed to be present at
the clearing sessions. In case of unsatisfactory behavior from the representatives

the BDL officer has the right to ask the bank to replace them®.

Places inside the clearing rooms are distributed according to the serial
numbers on BDL’s banks list®®. Clearing sessions are held daily. At the opening
of the session every bank’s representative hands over two floppies with a
memorandum stating its name and its number, example: (Byblos Bank S.A.L. #
39 on the bank’s list). The floppies contain the following items:

e Bank’s name, number and session’s date;

e The number and amount of checks delivered in Lebanese pounds
and foreign currencies;

e The number and amount of returned unpaid checks both in

Lebanese pounds and foreign currencies.

33 fbid. Article 2.
34 bid. Article 3.
33 Tbid. Article 4.
36 Ibid. Article 5.
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BDL refuses to accept the floppies from the Bank’s representatives in case
they showed up late and would not be allowed to exchange their bank’s checks
with other representatives®’. At the end of the session, BDL delivers back two
floppies to the representatives containing the final results of the last session and

the preliminary results of the same day session™.

Before the final execution of the clearing session, the checks stay within
the property of the Banks to enable them to give them back to the clearing houses
upon their request. Once Banks decide to register in the clearing houses, they give
the authority to BDL to withdraw the amount of their checks from their accounts

at BDL according to each currency™.

In case one of the bank’s representatives did not attend the session, all the
- checks related to his bank will be considered as paid without having the right to

return them back™.

Banks should advise each other before the opening of the clearing session
of any check returned with a big amount in order to enable the other bank to
deposit the amount in its account at the Central Bank*!. Every bank should close
the debtor balance in its account within one hour from the opening time of the

session*?.

37 Ibid. Article 6.
38 1bid. Article 7.
39 Ibid. Article 8.
“0 1bid. Article 9.
! Ibid. Article 10.
“2 Ibid. Article 11.
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All checks have to bear on their back the name of the bank and the
clearing date®. The banks have a two days period to return the unpaid checks*

The penalties for the breach of the above mentioned conditions are the following:

e 200000 LBP for the late arrival of the representative at the session;

200000 LBP if the representative leaves before the end the session;

e 200000 LBP for every mistake found in the floppies;

e 200000 LBP for every mistake made in the sum or the number of
checks;

e 1000000 LBP in case the representative does not show at all;

e 2000000 LBP for every mistake that can cause the delay or

. . 45
cancellation of the session .

BDL is not responsible for the loss of any item and every representative
has the obligation to check all his items before leaving the session*®. The transfers

are collected between banks in the same way as checks are"’.

The banks are penalized for every failure in their obligations against
BDL*. Every bank pays fees according to the number of operations made at the

clearing houses®.

2.5.2. In line with technological developments throughout the world, the

Central Bank issued Basic Decision No. 7548 dated 30 March 2000 to define

3 Ibid. Article 14.
* Ibid. Article 15.
% Tbid. Article 16.
%6 Tbid. Article 17.
47 Tbid. Article 18.
“8 1bid. Article 19.
4 Ibid. Article 20.
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electronic banking and financial operations undertaken by banks, financial
institutions, financial intermediaries, mutual funds or any other similar entity
operating in Lebanon. Any bank, financial institution, financial intermediary,
mutual fund or any other institution supervised by the BDL that wishes to conduct
any of its previously approved activities through electronic means needs to notify
the central bank. These entities should comply with norms of transparency,

integrity and security.

Checks in LBP and in foreign currencies (USD, GBP, and Euro) are
cleared through a single system, the BDL Clearing Houses. These are established
at the BDL's head office in Beirut and at six of its nine branches, namely in

Jounieh, Tripoli, Zahlé, Saida, Tyre and Nabatiyeh.

All banks on which checks are drawn (foreign and domestic banks and the
BDL itself) should participate in the Clearing Houses and must hold an account
with the BDL as per Basic Decision No. 6911 dated 26 February 1998. The costs

of operating the Clearing Houses vary and are covered by the participating banks.
2.5.3. Checks are cleared and settled in the following manner:

2.5.3.1. At bank level

e At the end of every working day, each bank tallies all the checks

presented and drawn on other banks;

e The checks are passed through the reader/sorter and currency codes

and amounts are recorded (post-marking);

e Checks are classified and sorted by currency and by drawee bank;
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e The bank prepares a checklist for each other bank specifying the
value and number of checks drawn on that bank, with the
corresponding checks attached to it;

e Another checklist, the control table, is prepared with eight items:

- The value of checks to be collected during the clearing
session as credit and the checks to be paid as debit;

- The preliminary net credit/debit position,;

- The value of the checks returned to the other banks as
credit;

- The value of the returned checks received from the other
banks as debit;

- The total credits;

- The total debits;

- The final net credit/debit position;

- Banks' representatives calculate the preliminary and the
final net credit/debit positions and confirm them to the

Clearing House Officer.

o All the information describing the checks to be collected from each
bank is copied onto a floppy disk and printed out in the form of a

statement.

2.5.3.2. First and preliminary session:
¢ The next day the banks' representatives meet at one of the Clearing
Houses;
e The staff of the Clearing House receives the floppies with the
attached statement from the representatives, read and copy the

information, and book the transactions to the respective banks;
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o During this session, the representatives exchange the checks and
the corresponding checklists they have prepared the day before
showing the value of the checks drawn on each of their banks;

o After receiving the afore mentioned checklist, every representative
calculates the value of the checks drawn on his bank and checks
them against that list;

¢ The staff of the Clearing House hands over a statement for every
bank showing its debit position, credit position and net debit/credit
position;

e Every position is checked by the representatives to ascertain
whether or not it confirms the value calculated in the checklists and
to make adjustments for any mistakes;

e Members' net balances are kept and saved in the system until the
second and final session;

e Each representative presents the checks drawn on his bank to his
bank for confirmation before funds are withdrawn from customers'
accounts. If a check is dishonored for any reason, it will be
returned to the sending bank during the second and final session on

the next day.

2.5.3.3. Second and final session:
e During this session, only returned checks are exchanged between
banks' representatives following the same procedure as in the first

session;
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¢ The account of the sending bank will be debited and that of the
bank that refused the check will be credited with the amount of the
check. The BDL records only the net debit/credit position for.each
bank, and obligations are settled via the accounts held at the BDL;

o After the second and final session, account entries and settlement
become final and irrevocable. If no returned checks are exchanged
during the second and final session, banks already know their net
credit position during the preliminary session, but the value date is
that of the final session. Only then are Clearing House balances

settled over accounts at the BDL.

According to the Clearing House rules, banks in a net debit position are
asked to supply their accounts at BDL with the sufficient funds during a period

not exceeding the end of the final session where the debit position must be posted.

2.6. Decision no. 7548 on Electronic Financial and Banking Transactions

Pursuant to the provisions of the Code of Money and Credit, especially the
provisions of Articles 70 and 174, to the provisions of Law 133 of October 26,
1999, and to the Decision of the Central Council of the Banque Du Liban, taken in
its meeting of March 29, 2000, the Governor of the Bank of Lebanon decides the

following:

For the purpose of implementing the provisions of this Decision, all
operations and activities that are concluded, carried out, or promoted through

electronic or photo-electric means (telephone, computer, Internet, ATM, etc.) by
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banks, financial institutions, financial intermediaries, mutual funds, or any other

institution or entity shall be considered as electronic financial and banking

transactions.

This definition applies equally to operations undertaken by issuers or
promoters of payment and credit cards and by institutions involved in electronic
transfers. It also applies to institutions involved in offer, purchase and sale
operations, and in the provision of other electronic services related to financial

instruments, as well as to their settlement and compensation centers™’.

Any entity that undertakes electronic financial and banking transactions
should follow principles of honesty, integrity and transparency, adopt adequate
procedures for ensuring maximum security, and take all necessary measures to

define and restrict various responsibilities”.

In undertaking electronic financial and banking transactions, any
authorized entity is subjected to the following conditions:

e Banks and other institutions officially registered with the Banque
du Liban or operating under its supervision, with the exception of
money changers, must inform the Central Bank in advance of their
intention to carry out, partly or entirely, their authorized activities
through any of the various electronic means;

e Lebanese institutions other than those specified in Paragraph 1 of

this Article, including money changers, must obtain in advance,

50 Clearing Houses in Banque Du Liban. Decision no.7548 on Electronic Financial & Banking
Transactions. Article 1. http://www.bdl.gov.lb
3! Ibid. Article 2.
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from the Banque Du Liban, an authorization to undertake any of
the activities specified in Article 1 of this Decision,;

When targeting their operations or service offers at the public in
Lebanon, foreign institutions or their branches must obtain in
advance, from the Banque du Liban, an authorization to undertake

any of the activities specified in Article 1 of this Decision®.

When dealing with money electronic transfers, institutions established in

Lebanon and referred to in Article 3, par. 2 and ‘3, must meet the following

conditions:

1. As regards transfers in Lebanon:

a. To have a capital of two billion Lebanese pounds or, in
the case of a foreign institution, to allocate a similar
amount to the operations of its branch in Lebanon;

b. To inform the Banque du Liban about the number and
addresses of branches opened in Lebanon, and about
the transfer equipment in use in each location; and to
comply with the content of any objection by the
Banque du Liban concerning these branches, at the risk
of losing its license to operate in Lebanon;

c. To comply with professional confidentiality;

d. To buy insurance on its operations;

e. To provide evidence on the effectiveness of its

electronic protection system.

2. As regards transfers abroad:

a. To be connected to an international transfer network;

52 Tbid. Article 3.
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b. To comply with subparagraphs (b), (c), (d) and (e) of
Paragraph 1 of this Article™.
Institutions that install and operate ATMs must comply with all relevant

rules and regulations issued by the Banque du Liban>*.

Unless otherwise stipulated, electronic financial and banking
transactions and institutions handling them are subjected to the laws, rules and
regulations that govern the said institutions or the said transactions, when carried

out with traditional, non-electronic means™.

Institutions which establish electronic centers to deal with stocks and other
financial instruments, or which undertake to pay the relevant yields and profits
must comply with BDL regulations concerning financial intermediaries, of which

mainly the allocation of a minimum operating capital®.

In addition to the general principles stipulated by Article 2 of this
Decision, the following conditions must be met:
1. The client should be at least eighteen years old, with full contractual
capacity,
2. With due consideration to laws in force, no information should be given
about the client’s account without his/her prior and unequivocal, written

permission.

53 Tbid. Article 4.
5% Ibid. Article 5.
%5 Ibid. Article 6.
%6 Ibid. Article 7.
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3. Digital signatures are accepted only when they meet the following
conditions: There should be a clear agreement between the concerned
parties.

¢ The signatory should use a personal identification code;

o The institution implementing the transaction should confirm it
within 24 hours by electronic mail, and within one week by surface
mail, unless the client requests his/her mail to be kept with the said
institution;

e The implementing institution should provide the client with a
detailed monthly statement of account, to be sent to an address of
his/her choice.

4. The ceiling on aggregate credits extended through electronic means by a
single institution to one real or moral person shall not exceed 20% of its
own funds. In this respect, banks continue to be governed by BDL
regulations concerning the ceilings on their credit facilities.

5. The concerned institution shall indicate on its electronic site:

a. Tts registration number at the Banque du Liban, in the
case of institutions specified in Article 3, par. 1,

b. The date of the authorization (and its number, if
available) granted by the Banque du Liban to undertake
operations covered by this Decision, in the case of

institutions specified in Article 3, par. 2 and 3%,

The institutions specified in Article 3 of this Decision shall:

57 bid. Article 8.
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1. Facilitate control operations on their activities by the Banque du Liban or
the Banking Control Commission, including technical control;

2. Inform the Banque du Liban about their operation’s system and its
technical Basis, and about any modification in this respect;

3. Request their auditors to prepare semi-annual reports on their electronic
banking operations and on their technical and organizational status, with
copies to be sent each year, by end-March and end-September, to the

Banque du Liban and the Banking Control Commission®®.

Institutions among those specified in Article 3, par. 1, which are
undertaking operations regulated by this Decision, shall start to enforce the
provisions of the said Decision within a period of six months. They shall inform
the Central Bank about the measures taken for this purpose and submit to the

Bank the required documents.

Institutions specified in Article 3, par. 2 and 3, which are undertaking
operations regulated by this Decision without the authorization of the Banque du

Liban, must regularize their position within a period of six months™.

The administrative penalties stipulated by the laws and regulations in force
shall apply to violations of the provisions of this Decision®®. This Decision shall

enter into force from the date of its publication in the Official Gazette®'.

%8 Ibid. Article 9.

%9 Tbid. Article 10.
% Ibid. Article 11.
5 1bid. Article 12.
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2.7. The creation of a Commission for Developing and Modernizing Financial

and Banking Laws

The financial sector is a major sector of the Lebanese economy. It absorbs
a sizable fraction of the labor force and makes a significant, direct and indirect (by
providing finance), contribution to GDP growth. It also plays an important role in
attracting resources from the rest of the world through international financial
markets, which would help meeting the financing requirements of reconstruction
in Lebanon. The development of modern and effective financial markets,
however, requires the establishment of a committee to update existing laws and

regulations related to the Lebanese financial and payment systems.

BDL created the Commission for Developing and Modernizing Financial
and Banking Laws (established March 2001, internal circular no. 1612). This
commission resulted from the cooperation between the Banque du Liban, the
Banking Control Commission, the Association of Banks in Lebanon and other
private and public bodies. In accordance with Article 70 of the Code of Money
and Credit, the Banque du Liban has established, in collaboration with the
Ministry of Justice, “the Commission for the Modernization and Development of
Financial and Banking Laws”, in order to contribute to the development of money

and capital markets.

The functions of this Commission are:
e To revise laws and regulations that govern the banking and
financial sectors;

e To adopt relevant international norms and standards;
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¢ To protect investors;
* To ensure market liquidity, transparency and integrity;

* To take into account the creation of new financial instruments (e.g.

derivatives) and other innovations; and

e To regulate financial markets in Lebanon.

Unless otherwise stipulated, “electronic financial and banking
transactions” and institutions handling them are subjected to the laws, rules and
regulations that govern the said institutions or the said transactions, when carried

out with traditional, non-electronic means.

2.8. The creation of a Committee on Modern Banking and Financial

Technigues and Information Technology (COBIT)

Additionally, the BDL formed a Committee on Modern Banking and
Financial Techniques and Information Technology (COBIT) chaired by the First
Vice-Governor of the Banque du Liban. COBIT includes members from the BDL,
the Banking Control Commission and the Association éf Banks in Lebanon.

COBIT reports to the Governor of the BDL.

The main objectives of COBIT:

a. Setting out a comprehensive strategic plan for the
payment and settlement systems in the banking sector
which would include advanced electronic techniques,
with a view to developing and modernizing (1) the
payment and settlement system in Lebanon, with the
objective of adopting electronic means of payment, (2)

the techniques of using the SWIFT network in
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Lebanon, (3) banking operations and services,
including advanced electronic services, and (4) the
circulars and decisions to keep pace with developments
in the fields of electronic banking and financial
services.

b. Obtaining information and keeping abreast of the most
recent technical developments and expertise in all
matters relating to modern banking and financial
techniques and information technology in Lebanon and
overseas, via interaction with specialized committees as
well as with domestic and international institutions and
organizations.

c. Reviewing the project of direct links between the
Banque du Liban and the banking and financial sectors
for the purpose of establishing and developing an inter-
bank communication network.

d. Examining the means and instruments by which the
banking sector may contribute to the development of IT
services and activities.

e. Contributing to the development and modernization of
automated and computerized operations of banks,
financial institutions and other entities supervised by
the Banque du Liban.

f. Designing training programs for the staff involved in
implementing modern banking and financial techniques

and IT.

The committee did not issue any decision until now, and has not published

any studies related to the Electronic Check Collection.
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Chart n.2

The current shape of the check:
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Chapter three: The possibility of implementing an
electronic check collection system in Lebanon

Traditional means of payment have always had security problems, but now
electronic payments retain the same drawbacks and add some risks. Unlike paper,
digital “documents” can be copied perfectly and arbitrarily often, digital
signatures can be produced by anybody who knows the secret cryptographic key,
and a buyer's name can be associated with every payment, eliminating the
anonymity of cash. Without new security measures, widespread electronic
commerce is not viable. On the other hand, properly designed electronic payment
systems can actually provide better security than traditional means of payments, in

addition to flexibility it leads to security.

A brief look at the Banking in Switzerland shows how the electronic

system can be implemented without touching the Banking Secrecy Law.

3.1. The check collection in Switzerland

The Banking system in Switzerland is characterized by stability, privacy
and protection of clients' assets and information. The country's tradition of bank
secrecy, which dates to the Middle Ages, was first codified in a 1934 law. All
banks in Switzerland are regulated by the Federal Banking Commission (FBC),

which derives its authority from a series of federal statutes®”.

62 peter Gumbel. Silence is golden, Time Magazine, September 8, 2002. http://www.palma.com
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Switzerland is an economically advanced and prosperous nation, with a
gross domestic product (GDP) larger than that of some larger western European
nations. In addition, the value of the Swiss franc (CHF) has been growing

relatively compared to that of other currencies.

In 2003, the financial sector comprised an estimated 14% of Switzerland's
GDP and employed approximately 180,000 people (110,000 of whom work in the

banking sector); this represents about 5.6% of the total Swiss workforce.

Swiss neutrality and national sovereignty, long recognized by foreign
nations, have fostered a stable environment in which the banking sector was able
to develop and thrive. Even though it is near Europe's geographical centre,
Switzerland maintained neutrality through both World Wars is not a member of
the European Union or the European Economic Area and was not even a member

of the United Nations until 2002.

In 2001 Swiss banks managed US$ 2.6 trillion. The next year it only
handled US$ 2.2 trillion, US$ 400 billion less than before. This has been
attributed to both a bear market and possibly to stricter regulations on Swiss

banking®.

The Bank of International Settlements, an organization that facilitates
cooperation among the world's central banks, is headquartered in the city of Basel.
Founded in 1930, the BIS chose to locate in Switzerland because of the country's

neutrality, which was important to an organization founded by countries that had

63 1 aura Cohn and David Fairlamb. Swiss Banks: Paradise Lost, Business Week. October 27,
2003.
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been on both sides of World War 1. Foreign banks operating in Switzerland

manage 870 billion Swiss francs worth of assets (as of May 2006).

The Federal Banking Commission, an independent agency of the Swiss
government within the Federal Department of Finance, supervises most banking-
related activities as well as securities markets and investment funds. Regulatory

authority is derived from several statutes.

The office of the Swiss Banking Ombudsman, founded in 1993, is
sponsored by the Swiss Banking Ombudsman Foundation, which was established
by the Swiss Bankers Association. The ombudsman's services, which are offered
free of charge, include mediation and assistance to persons searching for dormant
assets. The ombudsman handles about 1,500 complaints raised against banks

yearly. ,

¢ Electronic payments

Swiss banks, as well as the Post Office (which handles some financial
transactions) use an electronic payment system known as Swiss Interbank
Clearing (SIC). The system is supervised by the Swiss National Bank and is

operated via a joint venture.

¢ Central Bank

The Swiss National Bank headquarters are in Berne.

It serves as the country's central bank. Founded by the Federal Act on the

Swiss National Bank (16 January 1906), it began conducting business on 20 June
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1907. Its shares are publicly traded, and are held by the cantons, cantonal banks,

and individual investors; the federal government does not hold any shares.

Although a central bank often has regulatory authority over the country's
banking system, the SNB does not; regulation is solely the role of the Federal

Banking Commission.
¢ Banking secrecy

The banker’s obligation to maintain banking secrecy has always had to
give way to other legal requirements (e.g., in connection with criminal
investigations brought under Swiss law, inheritance law or debt collection and
bankruptcy proceedings). That said, legislation, case law and the majority of legal
writers have adapted the extent of its application, so that the concept of discretion
in the banking field continues to be supported by a large majority of Swiss voters,
which rejected in 1985 a socialist initiative that would have limited banking
secrecy considerably. Nonetheless, over the last few years, banking secrecy has
not remained unaffected by changes in the legal environment or by increasing
interdependence among states. In order to combat potential or actual cases of

misuse of banking secrecy, adaptations were required.

¢ Banking privacy

Swiss bank secrecy protects private banking information; the protections
afforded under Swiss law are similar to confidentiality protections between
doctors and patients or lawyers and their clients. The Swiss government views the

right to privacy as a fundamental principle that should be protected by all
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democratic countries. While secrecy is protected, in practice all bank accounts are
linked to an identified individual, and a prosecutor or judge may issue a “lifting
order” in order to grant law enforcement access to information relevant to a

criminal investigation.
¢ Money laundering

There are several measures in place to counter money laundering. The
Money Laundering Act sets forth requirements of account holders' identification,
and requires reporting of any suspicious transactions to the Money Laundering
Reporting Office. Switzerland is a major international financial centre vulnerable
to the layering and integration stages of money laundering; despite significant
legislation and reporting requirements, secrecy rules persist and nonresidents are
permitted to conduct business through offshore entities and wvarious
intermediaries...” However, Switzerland's cooperation in transnational financial

issues has been praised by several major U.S. officials.

A Federal Bureau of Investigation anti-terrorism official noted that
Switzerland was one of several countries to participate in joint task forces
targeting financing of Al-Qaeda terrorist cells; a former Assistant Secretary of the
Treasury praised Swiss cooperation and the country's assistance in the finding and

freezing of terrorist and Iraqi assets.
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¢ Numbered bank accounts

Some bank accounts are afforded an extra degree of privacy. Information
concerning such accounts, known as numbered accounts, is restricted to senior
bank officers, rather than being accessible to all the employees of a bank.
However, the information required to open such an account is no different from
that of an ordinary account; completely anonymous accounts are prohibited by
law. Should a criminal investigation take place, law enforcement has access to
information related to a numbered account in the same way it has access to

information about any other account.

3.2. Advantages for implementing this system in Lebanon

e The main purpose of the implementation of this technology is to
accelerate the check collection in terms of seconds instead of days,
and to facilitate these transactions without physically moving the
checks between banks; |

e The acceleration of the clearing will have effects on all major
business transactions in the country, for the payment of the check
will be done on the spot without loosing precious time to be
collected;

o This technology should not contradict with banking secrecy law for
the simple reason that all managers, employees and clerks of all
Lebanese Banks have already signed and approved to respect this

secrecy. The only major problem is that Banks, along with Banque
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Du Liban, will be aware of other Banks clients names but without
necessarily having access on their balances;

Lebanon can move to numbered accounts like the ones used in
Switzerland in order to avoid any violation of the Banking Secrecy
Law. The check will not bear the name of the account holder but
only will bear the name of the Bank, the numbered account, the
amount of the check, its number and its date;

The saving accounts and deposits will remain secret since there
will be no need to provide any information about them, the 6nly
information needed is the availability of enough money in the
checking account to be able to withdraw the amount of check

presented on the counters.

3.3. Disadvantages of this implementation

The cost in creating a team responsible of the technological
implementation (foreign assistance may be needed);

Provide cooperation between banks in order to choose a committee
responsible of this implementation;

Highly costs of material installation.(small Lebanese banks do not
posses the means to pay such high costs);

High fees for trainers to train banks employees to use the new
system;

Interruption of communication which can result from power failure

or war,
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e Suspension of payment by another bank due to the failure of

equipment.

3.4. Conditions for introducing the system

e Technological conditions

This is an entirely new type of negotiable document that creates new
challenges - and opportunities - for banks, check processors, and check-image
aggregators. Source Technologies should be working with all banks to have a very
unique way of leveraging to create new levels of service for their customers or, in

some cases, invent entirely new services based on check imaging.

The creation of a technological committee responsible for the
implementation and the major changes that have to be done in all banks to enable
them to use this new system. This committee should be supported with foreign
and local engineers and computer scientists. This committee has the obligation to
be available whenever needed during the one year essay of this implementation.
Banks should work during this probation year on two systems at the same time

(the old one and the new one) in order to keep all data safe.

The creation of a telecommunication committee required to ensure a
proper communication system without failure over 24 hours between all banks
branches all around the country. This committee would be formed of specialized

personnel in that field.
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e Interbanks cooperation

Regardless of the size of the institution or the volume of the work, the
procedures and systems to be implemented in the data collection and reporting
should fall into the automated system that use one or more applications,
developed in-house for data collection and submission. In most cases, banks that
are totally automated use fully integrated applications, that is, the applications
work together to accomplish all of the tasks required. Banque Du Liban has to
choose one of the automated systems and force ail Lebanese Banks to abide by it

in order to have a fully electronically collection system.

At first glance, interposing new steps in the check-processing workflow in
order to back-stop check-image exchange. Many assume that it should be

standardized for both image-enabled and paper-process banks.

The creation of a bankers committee collecting representatives from all
major Lebanese banks and BDL to help all other committees with their knowledge
on banking transactions. All bank employees should be invited to all kind of

seminars related to that matter before the final adaptation of this system.
e Managerial conditions

A critical aspect of this strategy is maintaining control over business
process. A technology framework must provide this control today. These

processes will change as the check-processing agreements evolve:
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. The functionality that the system must provide for submission, voiding,
and reissuing of specific jobs, pages;

. The functionality that it must provide for reviewing print activity,
exceptions, audit trails and other reporting;

. All the banking systems will need to manage directing jobs to certain
printers with a need to be able to prioritize print jobs the kind of load-
balancing capabilities must have print management platform;

. Built-in logic and functionality for real-time exception handling
including printer problems, voids, and reprints. This logic is completely
configurable by the user, allowing them to implement exception-handling
procedures based on their specific IRD workflow;

. Flexible user access control. Any number of user types can be defined to
manage access to functionality and information. Browser-based functions
can be provisioned to privileged users throughout the enterprise and
beyond, giving users access to just those functions they need to
efficiently do their jobs;

. Complete audit trail and reporting facility. Given the need to efficiently
handle exceptions and the liability issues, and, it is imperative to be able
to demonstrate what was printed, when, where, and who authorized the
output;

. Management of printing and related documents at multiple printers and
multiple locations. Print runs can be directed and prioritized based on a
number of grouping factors such customer, Federal Reserve Region, or

document type;
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8. Thread management and load balancing.

¢ Legal conditions

A legal committee to study all legal issues and protect the Banking
Secrecy Law. This committee is also responsible of creating a new law to adept
with the new processes and finally to see and rule the litigations that will happen
after the full implementation of this system. This committee should be formed
from legal advisors, legal representatives of major Lebanese banks and of course
from BDL along with specialized personnel working in that field from the USA

and Switzerland.

For a year long BDL and Lebanese Banks will be analyzing legal and
cost/benefit issues, and also conducting “hands-on” tests to explore approaches,
such as beginning with low-value checks, and the potential for image technology
to support an electronic return item process and consider a unique form that might

help the banking industry move in stages toward an ideal system.

Getting from today's check system to an ideal system will be an enormous

challenge.

For the Lebanese banking industry to achieve all the above many efforts
should be done on that matter and many committees should be created, each of

which would be specialized in a certain aspect of this transformation.

This new banking regulation will help Lebanon

¢ Reduce time and paper;
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Reduce transportation fees to exchange checks physically;
Create a new legal banking system,;
Eliminate barriers between distant regions;

Improve the Lebanese banking system.
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Chapter four: Conclusion and recommendations

No industry is more competitive than banking. Banks should support the
evolution of safe, convenient new payment options. And when it comes to the
safety issues, such as contingency backup, settlement, and credit judgment,
nobody has as much to contribute to the design and implementation of new

systems as bankers do. Change is more likely to come slowly than swiftly.

Billions of checks are being processed each year in all countries. Even
though the check collection system works pretty well, it is costly, slow relative to
electronic alternatives, prone to delays and errors, and increasingly subject to
criminal exploitation. The more the check will endure as a popular means of
payment, the more commitment is needed to change the check system for the

better.

Electronics can accelerate the collection process, making funds available
faster for banks and their customers. And it can accelerate the return process. It

can reduce costs and reduce risks.

It can reduce the cost burden on banks only when they are supporting
paper payment systems, and other providers are competing with electronic
payment systems. The paper check would be stopped as early as possible in the
collection process, be that at the bank of first deposit, or at an intermediary such
as a Reserve Bank or correspondent bank, or even at the point of sale. The check
payment information would flow to the check-writer's bank, but the check would

not. The check collection process would be all-electronic.
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In this ideal model, the costs for check collection would be reduced.
Payments would be collected faster, with every check presented electronically to
the check-writer's bank on the same day or within one business day of entering the
bank collection system. Payments would be collected more reliably, without
delays due to weather or errors due to repetitive efforts to read the paper. Losses
due to returned check would be reduced by a swifter collection and return process.
Fraud would be deterred by closing the gap between collection times and funds
availability schedules for depositors. And banks could reduce their costs by
reducing the resources needed to process and collect deposited checks, and

process and return the checks written by their customers.

4.1. Recommendations for the implementation of Electronic Technology

In order to implement a safe, secure and fast electronic check collection
system some recommendations are required. They consist of:

o Standards for electronic exchange of check payment information;

e Systems and standards for banks collecting the checks
electronically to be able to provide sufficient information from
each check to meet the needs of the paying bank and the check-
writer;

e Safeguards and services to protect consumers' funds and provide
timely, high-quality access to particular checks, or representations

of checks, when needed; and
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e Legal and regulatory actions to allow for electronics rather than
paper to constitute presentment, and to address risk and liability

issues such as signature verification.

4.2. Benefits

The benefits obtained from the implementation of an electronic check
collection system are the following:

e The atomization of the check collection in Lebanon is being
already effective between branches of the same bank, but what
needs to be done is to use this technology among banks under the
supervision of Banque Du Liban;

e The main purpose of the implementation of this technology is to
accelerate the check collection so that it takes seconds instead of
days;

e The acceleration of the clearing will have effects on all major
business transactions in the country;

¢ This technology should not contradict with banking secrecy law for
the simple reason that all managers, employees and clerks of all
Lebanese Banks have already signed and approved to respect this
secrecy. The only major problem is that Banks, along with Banque
Du Liban will be aware of other Banks clients names but without
necessarily having access to their balances;

e The saving accounts and deposits will remain secret since there

will be no need to provide any information about them, the only
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information needed will be weather there is enough money in the
checking account to be able to withdraw the amount of check

presented on the counters;

The implementation of this technology will provide a major change

in Banking Transactions.
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ANNEX -1 -

The clearing houses in Lebanon
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ANNEX -2 —

Cleared checks in Lebanese Pounds

Bangue du Liban
Economic.and Financial Data
(c) All rights reserved 2004
" Mainvindicators : Cleared Cheqgues in Lebanese Pound
Source - Banque du Liban

Note : Data Not Seasonally Adjustéed

' Period]:Number | - in‘millions ‘of LBP.

Jul-07 286954 1064702.486
Jun-07 278245 989142.4491
May-07 298947 1114223015
Apr-07 273515 956121.7111
Mar-07 287673 1051126,363
Feb-07 249764 945484.0918
Jan-07 285468 1060501.167
Dec-06 271339 1008597.096
Nov-06 262116 1047657.925
Oct-06 250690 980301.5343
Sep-06 226840 849486.564
Aug-06 172153 631062.9256
Jul-06 218754 707819.5275
Jun-06 286420 947643.825
May-06 295335 994719.1447
Apr-06 263306 912416.0892
Mar-06 303097 1060929.349
Feb-06 251477 830455.7072
Jan-06 252439 903318.869
Dec-05 302773 1132860.934
Nov-05 268959 1024620.235
Oct:05 292027 " 1037621.679
Sep-05 283732 967625.1562
Aug-05 287428 932501.4544
Jul-05 287730 1117741.781
Jun-05 289827 974500,7778
May-05 285572 957462.7864
Apr-05 280240 1025325.34
Mar-05 313984 1200290.268
Feb-05 243618 895362.9465
Jan-05 286418 1070601.855
Dec-04 336470 11557429
Nov-04 291263 1012400.73
Oct-04 323967 1256288.13
Sep-04 319081 1204143.02
Aug-04 300780 1182381.01
Jul-04 319475 1152984 .26
Jun04 308781 1051996.69
May-04 289627 1095104.88
Apr-04 286113 1117208.95
Mar-04 309693 1207119.12
Feb-04 266632 10675%5.19
Jan-04 303742 1215783,61
Dec-03 336544 1179365.3
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ANNEX -4 —

Check Clearing for the 21* Century or the Check 21 Act
2004

An Act

To facilitate check truncation by authorizing substitute checks, to foster
innovation in the check collection system without mandating receipt of checks in
electronic form, and to improve the overall efficiency of the Nation's payments

system, and for other purposes.

Be it enacted by the Senate and House of Representatives of the United

States of America in Congress assembled,

SECTION 1. SHORT TITLE; TABLE OF CONTENTS.

(a) SHORT TITLE- This Act may be cited as the Check Clearing for the

21st Century Act' or the Check 21 Act’.
(b) TABLE OF CONTENTS- The table of contents of this Act is as follows:

Sec. 1. Short title; table of contents.
Sec. 2. Findings; purposes.
Sec. 3. Definitions.

Sec. 4. General provisions governing substitute checks.
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Sec. 5. Substitute check warranties.

Sec. 6. Indemnity.

Sec. 7. Expedited recredit for consumers.

Sec. 8. Expedited recredit procedures for banks.
Sec. 9. Delays in an emergency.

Sec. 10. Measure of damages.

Sec. 11. Statute of limitations and notice of claim.
Sec. 12. Consumer awareness.

Sec. 13. Effect on other law.

Sec. 14. Variation by agreement.

Sec. 15. Regulations.

Sec. 16. Study and report on funds availability.

Sec. 17. Statistical reporting of costs and revenues for transporting

checks between Federal Reserve banks.
Sec. 18. Evaluation and report by the Comptroller General.
Sec. 19. Depositary services efficiency and cost reduction.

Sec. 20. Effective date.
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SEC. 2. FINDINGS; PURPOSES.

(a) FINDINGS- The Congress finds as follows:

(1) In the Expedited Funds Availability Act, enacted on August 10,
1987, the Congress directed the Board of Governors of the Federal
Reserve System to consider establishing regulations requiring Federal
reserve banks and depository institutions to provide for check

truncation, in order to improve the check processing system.

(2) In that same Act, the Congress--

(A) provided the Board of Governors of the Federal Reserve
System with full authority to regulate all aspects of the payment
system, including the receipt, payment, collection, and clearing
of checks, and related functions of the payment system

pertaining to checks; and

(B) directed that the exercise of such authority by the Board
superseded any State law, including the Uniform Commercial

Code, as in effect in any State.

(3) Check truncation is no less desirable in 2003 for both financial
service customers and the financial services industry, to reduce costs,
‘improve efficiency in check collections, and expedite funds availability
for customers than it was over 15 years ago when Congress first

directed the Board to consider establishing such a process.
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(b) PURPOSES- The purposes of this Act are as follows:

(1) To facilitate check truncation by authorizing substitute checks.

(2) To foster innovation in the check collection system without

mandating receipt of checks in electronic form.

(3) To improve the overall efficiency of the Nation's payments system.

SEC. 3. DEFINITIONS.

For purposes of this Act, the following definitions shall apply:

(1) ACCOUNT- The term ‘account’ means a deposit account at a

bank.

(2) BANK- The term “bank’ means any person that is located in a State

and engaged in the business of banking and includes—

(A) any depository institution (as defined in section 19(b)(1)(4)

of the Federal Reserve Act);

(B) any Federal reserve bank;

(C) any Federal home loan bank; or

(D) to the extent it acts as a payor—

(i) the Treasury of the United States;

(ii) the United States Postal Service;
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(iii) a State government; or

(iv) a unit of general local government (as defined in

section 602(24) of the Expedited Funds Availability Act).
(3) BANKING TERMS-

(A) COLLECTING BANK- The term ‘collecting bank' means
any bank handling a check for collection except the paying

bank.
(B) DEPOSITARY BANK- The term ‘depositary bank' means—

(i) the first bank to which a check is transferred, even if

such bank is also the paying bank or the payee; or

(ii) a bank to which a check is transferred for deposit in an
account at such bank, even if the check is physically

received and indorsed first by another bank.
(C) PAYING BANK- The term ‘paying bank' means—

(i) the bank by which a check is payable, unless the check
is payable at or through another bank and is sent to the

other bank for payment or collection; or

(ii) the bank at or through which a check is payable and to

which the check is sent for payment or collection.
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(D) RETURNING BANK-

(i) IN GENERAL- The term ‘returning bank' means a bank
(other than the paying or depositary bank) handling a

returned check or notice in lieu of return.

(i) TREATMENT AS COLLECTING BANK- No provision
of this Act shall be construed as affecting the treatment of
a returning bank as a collecting bank for purposes of

section 4-202(b) of the Uniform Commercial Code.

(4) BOARD- The term "Board' means the Board of Governors of the

Federal Reserve System.

(3) BUSINESS DAY- The term “business day’ has the same meaning as

in section 602(3) of the Expedited Funds Availability Act.
(6) CHECK- The term “check'—

(A) means a draft, payable on demand and drawn on or payable
through or at an office of a bank, whether or not negotiable, that
is handled for forward collection or return, including a

substitute check and a travelers check; and

(B) does not include a noncash item or an item payable in a

medium other than United States dollars.

(7) CONSUMER- The term ‘consumer' means an individual who—
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(A) with respect to a check handled for forward collection,

draws the check on a consumer account; or

(B) with respect to a check handled for return, deposits the

check into, or cashes the check against, a consumer account.

(8) CONSUMER ACCOUNT- The term ‘consumer account' has the
same meaning as in section 602(10) of the Expedited Funds

Availability Act.

(9) CUSTOMER- The term ‘customer' means a person having an

account with a bank.

(10) FORWARD COLLECTION- The term forward collection’ means
the transfer by a bank of a check to a collecting bank for settlement or

the paying bank for payment.

(11) INDEMNIFYING BANK- The term ‘indemnifying bank' means a
bank that is providing an indemnity under section 6 with respect to a

substitute check.

(12) MICR LINE- The terms "MICR line' and "magnetic ink character
recognition line' mean the numbers, which may include the bank
routing number, account number, check number, check amount, and
other information, that are printed near the bottom of a check in
magnetic ink in accordance with generally applicable industry

standards.
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(13) NONCASH ITEM- The term ‘noncash item' has the same

meaning as in section 602(14) of the Expedited Funds Availability

Act.

(14) PERSON- The term ‘person' means a natural person,
corporation, unincorporated company, partnership, government unit

or instrumentality, trust, or any other entity or organization.
(15) RECONVERTING BANK- The term ‘reconverting bank' means—
(A) the bank that creates a substitute check; or

(B) if a substitute check is created by a person other than a
bank, the first bank that transfers or presents such substitute

check.

(16) SUBSTITUTE CHECK- The term ‘substitute check' means a

paper reproduction of the original check that--

(4) contains an image of the front and back of the original

check;

(B) bears a MICR line containing all the information appearing
on the MICR line of the original check, except as provided
under generally applicable industry standards for substitute

checks to facilitate the processing of substitute checks;
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(C) conforms, in paper stock, dimension, and otherwise, with
generally applicable industry standards for substitute checks;

and

(D) is suitable for automated processing in the same manner as

the original check.

(17) STATE- The term ‘State' has the same meaning as in section 3(a)

of the Federal Deposit Insurance Act.

(18) TRUNCATE- The term ‘truncate' means to remove an original
paper check from the check collection or return process and send to a
recipient, in lieu of such original paper check, a substitute check or,
by agreement, information relating to the original check (including
data taken from the MICR line of the original check or an electronic
image of the original check), whether with or without subsequent

delivery of the original paper check.

(19) UNIFORM COMMERCIAL CODE- The term “Uniform
Commercial Code” means the Uniform Commercial Code in effect in

a State.

(20) OTHER TERMS- Unless the context requires otherwise, the terms
not defined in this section shall have the same meanings as in the

Uniform Commercial Code.

SEC. 4. GENERAL PROVISIONS GOVERNING SUBSTITUTE CHECKS.
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(a) NO AGREEMENT REQUIRED- A person may deposit, present, or send
for collection or return a substitute check without an agreement with the
recipient, so long as a bank has made the warranties in section 5 with

respect to such substitute check.

(b) LEGAL EQUIVALENCE- A substitute . check shall be the legal
equivalent of the original check for all purposes, including any provision of

any Federal or State law, and for all persons if the substitute check--

(1) accurately represents all of the information on the front and back
of the original check as of the time the original check was truncated;

and

(2) bears the legend: This is a legal copy of your check. You can use

it the same way you would use the original check.".

(c) ENDORSEMENTS- A bank shall ensure that the substitute check for
which the bank is the reconverting bank bears all endorsements applied by
parties that previously handled the check (whether in electronic form or in
the form of the original paper check or a substitute check) for forward

collection or return.

(d) IDENTIFICATION OF RECONVERTING BANK- A bank shall identify
itself as a reconverting bank on any substitute check for which the bank is a
reconverting bank so as to preserve any previous reconverting bank

identifications in conformance with generally applicable industry standards.
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(e) APPLICABLE LAW- A substitute check that is the legal equivalent of the
original check under subsection (b) shall be subject to any provision,
including any provision relating to the protection of customers, of part 229
of title 12 of the Code of Federal Regulations, the Uniform Commercial
Code, and any other applicable Federal or State law as if such substitute
check were the original check, to the extent such provision of law is not

inconsistent with this Act.

SEC. 5. SUBSTITUTE CHECK WARRANTIES.

A bank that transfers, presents, or returns a substitute check and receives
consideration for the check warrants, as a matter of law, to the transferee, any
subsequent collecting or returning bank, the depositary bank, the drawee, the
drawer, the payee, the depositor, and any endorser (regardless of whether the
warrantee receives the substitute check or another paper or electronic form of the

substitute check or original check) that—

(1) the substitute check meets all the requirements for legal

equivalence under section 4(b); and

(2) no depositary bank, drawee, drawer, or endorser will receive
presentment or return of the substitute check, the original check, or a
copy or other paper or electronic version of the substitute check or
original check such that the bank, drawee, drawer, or endorser will be
asked to make a payment based on a check that the bank, drawee,

drawer, or endorser has already paid.
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SEC. 6. INDEMNITY.

(a) INDEMNITY- A reconverting bank and each bank that subsequently
transfers, presents, or returns a substitute check in any electronic or paper
Jform, and receives consideration for such transfer, presentment, or return
shall indemnify the transferee, any subsequent collecting or returning bank,
the depositary bank, the drawee, the drawer, the payee, the depositor, and
any endorser, up to the amount described in subsections (b) and (c), as
applicable, to the extent of any loss incurred by any recipient of a substitute
check if that loss occurred due to the receipt of a substitute check instead of

the original check.
(b) INDEMNITY AMOUNT-

(1) AMOUNT IN EVENT OF BREACH OF WARRANTY- The amount
of the indemnity under subsection (a) shall be the amount of any loss
(including costs and reasonable attorney's fees and other expenses of
representation) proximately caused by a breach of a warranty

provided under section 5.

(2) AMOUNT IN ABSENCE OF BREACH OF WARRANTY- In the
absence of a breach of a warranty provided under section 5, the

amount of the indemnity under subsection (a) shall be the sum of--

(A) the amount of any loss, up to the amount of the substitute

check; and
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(B) interest and expenses (including costs and reasonable

attorney's fees and other expenses of representation).
(c) COMPARATIVE NEGLIGENCE-

(1) IN GENERAL- If a loss described in subsection (a) results in
whole or in part from the negligence or failure to act in good faith on
the part of an indemnified party, then that party's indemnification
under this section shall be reduced in proportion to the amount of

negligence or bad faith attributable to that party.

(2) RULE OF CONSTRUCTION- Nothing in this subsection reduces
the rights of a consumer or any other person under the Uniform
Commercial Code or other applicable provision of Federal or State

law.

(d) EFFECT OF PRODUCING ORIGINAL CHECK OR COPY-

(1) IN GENERAL- If the indemnifying bank produces the original
check or a copy of the original check (including an image or a
substitute check) that accurately represents all of the information on
the front and back of the original check (as of the time the original
check was truncated) or is otherwise sufficient to determine whether

or not a claim is valid, the indemnifying bank shall--
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(A) be liable under this section only for losses covered by the
indemnity that are incurred up to the time that the original

check or copy is provided to the indemnified party; and

(B) have a right to the return of any funds it has paid under the

indemnity in excess of those losses.

(2) COORDINATION OF INDEMNITY WITH IMPLIED
WARRANTY- The production of the original check, a substitute check,
or a copy under paragraph (1) by an indemnifying bank shall not
absolve the bank from any liability on a warranty established under

this Act or any other provision of law.
(e) SUBROGATION OF RIGHTS-

(1) IN GENERAL- Each indemnifying bank shall be subrogated to the

rights of any indemnified party to the extent of the indemnity.

(2) RECOVERY UNDER WARRANTY- A bank that indemnifies a
party under this section may attempt to recover from another party

based on a warranty or other claim.

(3) DUTY OF INDEMNIFIED PARTY- Each indemnified party shall
have a duty to comply with all reasonable requests for assistance from
an indemnifying bank in connection with any claim the indemnifying
bank brings against a warrantor or other party related to a check that

forms the basis for the indemnification.
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SEC. 7. EXPEDITED RECREDIT FOR CONSUMERS.
(a) RECREDIT CLAIMS-
(1) IN GENERAL- A consumer may make a claim for expedited
recredit from the bank that holds the account of the consumer with

respect to a substitute check, if the consumer asserts in good faith

that--

(A) the bank charged the consumer's account for a substitute

check that was provided to the consumer;
(B) either--

(i) the check was not properly charged to the consumer's

account; or

(ii) the consumer has a warranty claim with respect to

such substitute check;
(C) the consumer suffered a resulting loss; and

(D) the production of the original check or a better copy of the
original check is necessary to determine the validity of any

claim described in subparagraph (B).

(2) 40-DAY PERIOD- Any claim under paragraph (1) with respect 1o
a consumer account may be submitted by a consumer before the end

of the 40-day period beginning on the later of--
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(A) the date on which the financial institution mails or delivers,
by a means agreed to by the consumer, the periodic statement of
account for such account which contains information

concerning the transaction giving rise to the claim; or

(B) the date on which the substitute check is made available to

the consumer.

(3) EXTENSION UNDER EXTENUATING CIRCUMSTANCES- If the
ability of the consumer to submit the claim within the 40-day period
under paragraph (2) is delayed due to extenuating circumstances,
including extended travel or the illness of the consumer, the 40-day

period shall be extended by a reasonable amount of time.
(b) PROCEDURES FOR CLAIMS-

(1) IN GENERAL- To make a claim for an expedited recredit under
subsection (a) with respect to a substitute check, the consumer shall

provide to the bank that holds the account of such consumer--
(A) a description of the claim, including an explanation of—

(i) why the substitute check was not properly charged to

the consumer's account,; or

(ii) the warranty claim with respect to such check;
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(B) a statement that the consumer suffered a loss and an

estimate of the amount of the loss;

(C) the reason why production of the original check or a better
copy of the original check is necessdry to determine the validity
of the charge to the consumer's account or the warranty claim;

and

(D) sufficient information to identify the substitute check and to

investigate the claim.

(2) CLAIM IN WRITING-

(4) IN GENERAL- The bank holding the consumer account that
is the subject of a claim by the consumer under subsection (a)
may, in the discretion of the bank, require the consumer to

submit the information required under paragraph (1) in writing.

(B) MEANS OF SUBMISSION- A bank that requires a
submission of information under subparagraph (4) may permit
the consumer to make the submission electronically, if the
consumer has agreed to communicate with the bank in that

manner.

(c) RECREDIT TO CONSUMER-
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(1) CONDITIONS FOR RECREDIT- The bank shall recredit a
consumer account in accordance with paragraph (2) for the amount of

a substitute check that was charged against the consumer account if--

(A) a consumer submits a claim to the bank with respect to that
substitute check that meets the requirement of subsection (b);

and

(B) the bank has not--

(i) provided to the consumer--

(1) the original check; or

(1) a copy of the original check (including an image
or a substitute check) that accurately represents all
of the information on the front and back of the
original check, as of the time at which the original

check was truncated; and

(ii) demonstrated to the consumer that the substitute check

was properly charged to the consumer account.

(2) TIMING OF RECREDIT-

(4) IN GENERAL- The bank shall recredit the consumer’s

account for the amount described in paragraph (1) no later than
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the end of the business day following the business day on which

the bank determines the consumer's claim is valid.

(B) RECREDIT PENDING INVESTIGATION- If the bank has
not yet determined that the consumer's claim is valid before the
end of the 10th business day after the business day on which the
consumer submitted the claim, the bank shall recredit the

consumer’s account for--

" (i) the lesser of the amount of the substitute check that was
charged against the consumer account, Or $2,500,
together with interest if the account is an interest-bearing
account, no later than the end of such 10th business day;

and

(ii) the remaining amount of the substitute check that was
charged against the consumer account, if any, together
with interest if the account is an interest-bearing account,
not later than the 45th calendar day following the business

day on which the consumer submits the claim.

(d) AVAILABILITY OF RECREDIT-

(1) NEXT BUSINESS DAY AVAILABILITY- Except as provided in
paragraph (2), a bank that provides a recredit to a consumer account
under subsection (c) shall make the recredited funds available for

withdrawal by the consumer by the start of the next business day after
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the business day on which the bank recredits the consumer's account

under subsection (c).

(2) SAFEGUARD EXCEPTIONS- A bank may delay availability to a
consumer of a recredit provided under subsection (c)(2)(B)(i) until the
start of either the business day following the business day on which
the bank determines that the consumer's claim is valid or the 45th
calendar day following the business day on which the consumer
submits a claim for such recredit in accordance with subsection (b),

whichever is earlier, in any of the following circumstances:

(A) NEW ACCOUNTS- The claim is made during the 30-day
period beginning on the business day the consumer account was

established.

(B) REPEATED OVERDRAFTS- Without regard to the charge

that is the subject of the claim for which the recredit was made--

(i) on 6 or more business days during the 6-month period
ending on the date on which the consumer submits the
claim, the balance in the consumer account was negative
or would have become negative if checks or other charges
to the account had been paid; or

(ii) on 2 or more business days during such 6-month
period, the balance in the consumer account was negative

or would have become negative in the amount of $5,000 or
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more if checks or other charges to the account had been

paid.

(C) PREVENTION OF FRAUD LOSSES- The bank has
reasonable cause to believe that the claim is fraudulent, based
on facts (other than the fact that the check in question or the
consumer is of a particular class) that would cause a well-
grounded belief in the mind of a reasonable person that the

claim is fraudulent.

(3) OVERDRAFT FEES- No bank that, in accordance with paragraph
(2), delays the availability of a recredit under subsection (c) to any
consumer account may impose any overdraft fees with respect to
drafts drawn by the consumer on such recredited amount before the
end of the 5-day period beginning on the date notice of the delay in

the availability of such amount is sent by the bank to the consumer.

(¢e) REVERSAL OF RECREDIT- A bank may reverse a recredit to a

consumer account if the bank—

(1) determines that a substitute check for which the bank recredited a
consumer account under subsection (c) was in fact properly charged

to the consumer account; and
(2) notifies the consumer in accordance with subsection (f)(3).

() NOTICE TO CONSUMER-
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(1) NOTICE IF CONSUMER CLAIM NOT VALID- If a bank
determines that a substitute check subject to the consumer's claim was
in fact properly charged to the consumer’'s account, the bank shall
send to the consumer, no later than the business day following the

business day on which the bank makes a determination--

(A) the original check or a copy of the original check (including

an image or a substitute check) that--

(i) accurately represents all of the information on the front
and back of the original check (as of the time the original

check was truncated), or

(ii) is otherwise sufficient to determine whether or not the

consumer's claim is valid; and

(B) an explanation of the basis for the determination by the bank
that the substitute check was properly charged, including a
statement that the consumer may request copies of any
information or documents on which the bank relied in making

the determination.

(2) NOTICE OF RECREDIT- If a bank recredits a consumer account

under subsection (c), the bank shall send to the consumer, no later
than the business day following the business day on which the bank

makes the recredit, a notice of--
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(A) the amount of the recredit; and

(B) the date the recredited funds will be available for

withdrawal.

(3) NOTICE OF REVERSAL OF RECREDIT- In addition to the notice
required under paragraph (1), if a bank reverses a recredited amount
under subsection (e), the bank shall send to the consumer, no later
than the business day following the business day on which the bank

reverses the recredit, a notice of—
(A) the amount of the reversal; and
(B) the date the recredit was reversed.

(4) MODE OF DELIVERY- A notice described in this subsection shall
be delivered by United States mail or by any other means through

which the consumer has agreed to receive account information.

(g) OTHER CLAIMS NOT AFFECTED- Providing a recredit in accordance
with this section shall not absolve the bank from liability for a claim made
under any other law, such as a claim for wrongful dishonor under the
Uniform Commercial Code, or from liability for additional damages under

section 6 or 10.

(h) CLARIFICATION CONCERNING CONSUMER POSSESSION- A
consumer who was provided a substitute check may make a claim for an

expedited recredit under this section with regard to a transaction involving
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the substitute check whether or not the consumer is in possession of the

substitute check.

(i) SCOPE OF APPLICATION- This section shall only apply to customers

who are consumers.

SEC. 8. EXPEDITED RECREDIT PROCEDURES FOR BANKS.

(a) RECREDIT CLAIMS-

(1) IN GENERAL- A bank may make a claim against an indemnifying

bank for expedited recredit for which that bank is indemnified if--

(A) the claimant bank (or a bank that the claimant bank has
indemnified) has received a claim for expedited recredit from a
consumer under section 7 with respect to a substitute check or
would have been subject to such a claim had the consumer's

account been charged;

(B) the claimant bank has suffered a resulting loss or is
obligated to recredit a consumer account under section 7 with

respect to such substitute check; and

(C) production of the original check, another substitute check,
or a better copy of the original check is necessary to determine
the validity of the charge to the customer account or any

warranty claim connected with such substitute check.
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(2) 120-DAY PERIOD- Any claim under paragraph (1) may be
submitted by the claimant bank to an indemnifying bank before the
end of the 120-day period beginning on the date of the transaction

that gave rise to the claim.

() PROCEDURES FOR CLAIMS-

(1) IN GENERAL- To make a claim under subsection (a) for an
expedited recredit relating to a substitute check, the claimant bank

shall send to the indemnifying bank--

(4) a description of--

(i) the claim, including an explanation of why the
substitute check cannot be properly charged to the

consumer account; or

(ii) the warranty claim;

(B) a statement that the claimant bank has suffered a loss or is
obligated to recredit the consumer's account under section 7,

together with an estimate of the amount of the loss or recredit;

(C) the reason why production of the original check, another
substitute check, or a better copy of the original check is
necessary to determine the validity of the charge to the

consumer account or the warranty claim; and
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(D) information sufficient for the indemnifying bank to identify

the substitute check and to investigate the claim.

(2) REQUIREMENTS RELATING TO COPIES OF SUBSTITUTE
CHECKS- If the information submitted by a claimant bank pursuant to
paragraph (1) in connection with a claim for an expedited recredit
includes a copy of any substitute check for which any such claim is
made, the claimant bank shall take reasonable steps to ensure that any

such copy cannot be--

(A) mistaken for the legal equivalent of the check under section

4(b), or

(B) sent or handled by any bank, including the indemnifying

bank, as a forward collection or returned check.
(3) CLAIM IN WRITING-

(A) IN GENERAL- An indemnifying bank may, in the discretion
of the bank, require the claimant bank to submit the information
required by paragraph (1) in writing, including a copy of the
written or electronically submitted claim, if any, that the

consumer provided in accordance with section 7(b).

(B) MEANS OF SUBMISSION- An indemnifying bank that
requires a submission of information under subparagraph (4)

may permit the claimant bank to make the submission

126



electronically, if the claimant bank has agreed to communicate

with the indemnifying bank in that manner.

(c) RECREDIT BY INDEMNIFYING BANK-

(1) PROMPT ACTION REQUIRED- No later than 10 business days
after the business day on which an indemnifying bank receives a claim
under subsection (a) from a claimant bank with respect to a substitute

check, the indemnifying bank shall--

(A) provide, to the claimant bank, the original check (with
respect to such substitute check) or a copy of the original check

(including an image or a substitute check) that—

(i) accurately represents all of the information on the front
and back of the original check (as of the time the original

check was truncated),; or

(ii) is otherwise sufficient to determine the bank's claim is

not valid: and

(B) recredit the claimant bank for the amount of the claim up to

the amount of the substitute check, plus interest if applicable; or

(C) provide information to the claimant bank as to why the

indemnifying bank is not obligated to comply with subparagraph

(A) or (B).
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(2) RECREDIT DOES NOT ABROGATE OTHER LIABILITIES-
Providing a recredit under this subsection to a claimant bank with
respect to a substitute check shall not absolve the indemnifying bank
Jfrom liability for claims brought under any other law or from

additional damages under section 6 or 10 with respect to such check.

(3) REFUND TO INDEMNIFYING BANK- If a claimant bank
reverses, in accordance with section 7(e), a recredit previously made
fo a consumer account under section 7(c), or otherwise receives a
credit or recredit with regard to such substitute check, the claimant
bank shall promptly refund to any indemnifying bank any amount
previously advanced by the indemnifying bank in connection with such

substitute check.

(d) PRODUCTION OF ORIGINAL CHECK OR A SUFFICIENT COPY

GOVERNED BY SECTION 6(d)- If the indemnifying bank provides the

claimant bank with the original check or a copy of the original check

(including an image or a substitute check) under subsection (c)(1 )(A),

section 6(d) shall govern any right of the indemnifying bank to any

repayment of any funds the indemnifying bank has recredited to the

claimant bank pursuant to subsection (c).

SEC. 9. DELAYS IN AN EMERGENCY.

A delay by a bank beyond the time limits prescribed or permitted by this Act shall

be excused if the delay is caused by interruption of communication or computer

facilities, suspension of payments by another bank, war, emergency conditions,
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failure of equipment, or other circumstances beyond the control of a bank and if

the bank uses such diligence as the circumstances require.

SEC. 10. MEASURE OF DAMAGES.

(a) LIABILITY-

(1) IN GENERAL- Except as provided in section 6, any person who, in
connection with a substitute check, breaches any warranty under this
Act or fails to comply with any requirement imposed by, or regulation
prescribed pursuant to, this Act with respect to any other person shall

be liable to such person in an amount equal to the sum of—

(A) the lesser of—

(i) the amount of the loss suffered by the other person as a

result of the breach or failure; or

(ii) the amount of the substitute check; and

(B) interest and expenses (including costs and reasonable
attorney's fees and other expenses of representation) related to

the substitute check.

(2) OFFSET OF RECREDITS- The amount of damages any person
receives under paragraph (1), if any, shall be reduced by the amount,
if any, that the claimant receives and retains as a recredit under

section 7 or 8.
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(b) COMPARATIVE NEGLIGENCE-

(1) IN GENERAL- If a person incurs damages that resulted in whole
or in part from the negligence or failure of that person to act in good
Jaith, then the amount of any liability due to that person under
subsection (a) shall be reduced in proportion to the amount of

negligence or bad faith attributable to that person.

(2) RULE OF CONSTRUCTION- Nothing in this subsection reduces
the rights of a consumer or any other person under the Uniform
Commercial Code or other applicable provision of Federal or State

law.

SEC. 11. STATUTE OF LIMITATIONS AND NOTICE OF CLAIM.

(a) ACTIONS UNDER THIS ACT-

(1) IN GENERAL- An action to enforce a claim under this Act may be
brought in any United States district court, or in any other court of
competent jurisdiction, before the end of the I-year period beginning

on the date the cause of action accrues.

(2) ACCRUAL- A cause of action accrues as of the date the injured
party first learns, or by which such person reasonably should have
learned, of the facts and circumstances giving rise to the cause of

action.
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(b) DISCHARGE OF CLAIMS- Except as provided in subsection (c), unless
a person gives notice of a claim to the indemnifying or warranting bank
within 30 days after the person has reason to know of the claim and the
identity of the indemnifying or warranting bank, the indemnifying or
warranting bank is discharged from liability in an action to enforce a claim
under this Act to the extent of any loss caused by the delay in giving notice

of the claim.

(c) NOTICE OF CLAIM BY CONSUMER- A timely claim by a consumer
under section 7 for expedited recredit constitutes timely notice of a claim by

the consumer for purposes of subsection (b).

SEC. 12. CONSUMER AWARENESS.

(a) IN GENERAL- Each bank shall provide, in accordance with subsection

(b), a brief notice about substitute checks that describes—

(1) how a substitute check is the legal equivalent of an original check
for all purposes, including any provision of any Federal or State law,

and for all persons, if the substitute check--

(A) accurately represents all of the information on the front and
back of the original check as of the time at which the original

check was truncated; and

(B) bears the legend: This is a legal copy of your check. You
can use it in the same way you would use the original check.’;

and
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(2) the consumer recredit rights established under section 7 when a
consumer believes in good faith that a substitute check was not

properly charged to the account of the consumer.
(b) DISTRIBUTION-

(1) EXISTING CUSTOMERS- With respect to consumers who are
customers of a bank on the effective date of this Act and who receive
original checks or substitute checks, a bank shall provide the notice
described in subsection (a) to each such consumer no later than the

first regularly scheduled communication with the consumer after the

effective date of this Act.

(2) NEW ACCOUNT HOLDERS- A bank shall provide the notice
described in subsection (a) to each consumer who will receive
original checks or substitute checks, other than existing customers
referred to in paragraph (1), at the time at which the customer

relationship is initiated.

(3) MODE OF DELIVERY- A bank may send the notices required by
this subsection by United States mail or by any other means through

which the consumer has agreed to receive account information.

(4) CONSUMERS WHO REQUEST COPIES OF CHECKS- Notice
shall be provided to each consumer of the bank that requests a copy of

a check and receives a substitute check, at the time of the request.

132



(c) MODEL LANGUAGE-

(1) IN GENERAL- Before the end of the 9-month period beginning on
the date of the enactment of this Act, the Board shall publish model
forms and clauses that a bank may use fo describe each of the

elements required by subsection (a).
(2) SAFE HARBOR-

(A) IN GENERAL- A bank shall be treated as being in
compliance with the requirements of subsection (a) if the bank's
substitute check notice uses a model form or clause published by
the Board and such model form or clause accurately describes

the bank's policies and practices.

(B) DELETION OR REARRANGEMENT- A bank may delete
any information in the model form or clause that is not required

by this Act or rearrange the format.

(3) USE OF MODEL LANGUAGE NOT REQUIRED- This section
shall not be construed as requiring any bank to use a model form or

clause that the Board prepares under this subsection.

SEC. 13. EFFECT ON OTHER LAW.

This Act shall supersede any provision of Federal or State law, including the
Uniform Commercial Code, that is inconsistent with this Act, but only to the

extent of the inconsistency.
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SEC. 14. VARIATION BY AGREEMENT.
(a) SECTION 8- Any provision of section 8 may be varied by agreement of

the banks involved.

() NO OTHER PROVISIONS MAY BE VARIED- Except as provided in
subsection (a), no provision of this Act may be varied by agreement of any

person or persons.

SEC. 15. REGULATIONS.

The Board may prescribe such regulations as the Board determines fo be
necessary to implement, prevent circumvention or evasion of, or facilitate

compliance with the provisions of this Act.

SEC. 16. STUDY AND REPORT ON FUNDS AVAILABILITY.

(a) STUDY- In order to evaluate the implementation and the impact of this

Act, the Board shall conduct a study of—

(1) the percentage of total checks cleared in which the paper check is

not returned to the paying bank;

(2) the extent to which banks make funds available to consumers for
local and nonlocal checks prior to the expiration of maximum hold

periods;

(3) ‘the length of time within which depositary banks learn of the

nonnayment of local and nonlocal checks;
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(4) the increase or decrease in check-related losses over the study

period; and

(5) the appropriateness of the time periods and amount limits
applicable under sections 603 and 604 of the Expedited Funds

Availability Act, as in effect on the date of enactment of this Act.

() REPORT TO CONGRESS- Before the end of the 30-month period
beginning on the effective date of this Act, the Board shall submit a report to
the Congress containing the results of the study conducted under this

section, together with recommendations for legislative action.

SEC. 17. STATISTICAL REPORTING OF COSTS AND REVENUES FOR
TRANSPORTING CHECKS BETWEEN RESERVE BANKS.

In the annual report prepared by the Board for the first full calendar year after
the date of enactment of this Act and in each of the 9 subsequent annual reports
by the Board, the Board shall include the amount of operating costs attributable
to, and an estimate of the Federal Reserve banks' imputed revenues derived from,
the transportation of commercial checks between Federal Reserve bank check

processing centers.

SEC. 18. EVALUATION AND REPORT BY THE COMPTROLLER
GENERAL.

(a) STUDY- During the 5-year period beginning on the date of the
enactment of this Act, the Comptroller General of the United States shall

evaluate the implementation and administration of this Act, including--
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(1) an estimate of the gains in economic efficiency made possible from

check truncation;

(2) an evaluation of the benefits accruing to consumers and financial
institutions from reduced transportation costs, longer hours for
accepting deposits for credit within 1 business day, the impact of
fraud losses, and an estimate of consumers' share of the total benefits

derived from this Act; and

(3) an assessment of consumer acceptance of the check truncation
process resulting from this Act, as well as any new costs incurred by
consumers who had their original checks returned with their regular

monthly statements prior to the date of enactment of this Act.

(b) REPORT TO CONGRESS- Before the end of the 5-year period referred
to in subsection (a), the Comptroller General shall submit a report to the
Congress containing the findings and conclusions of the Comptroller
General in connection with the evaluation conducted pursuant to subsection
(a), together with such recommendations for legislative and administrative

action as the Comptroller General may determine to be appropriate.

SEC. 19. DEPOSITARY SERVICES EFFICIENCY AND COST
REDUCTION.

(a) FINDINGS- The Congress finds as follows:
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(1) The Secretary of the Treasury has long compensated financial
institutions for various critical depositary and financial agency

services provided for or on behalf of the United States by--

(A) placing large balances, commonly referred fto as

‘compensating balances', on deposit at such institutions; and

(B) using imputed interest on such funds to offset charges for the
various depositary and financial agency services provided to or

on behalf of the Government.

(2) As a result of sharp declines in interest rates over the last few
years to record low levels, or the public debt outstanding reaching the
statutory debt limit, the Department of the Treasury often has had to
dramatically increase or decrease the size of the compensating

balances on deposit at these financial institutions.

(3) The fluctuation of the compensating balances, and the necessary
pledging of collateral by financial institutions to secure the value of
compensating balances placed with those institutions, have created
unintended financial uncertainty for the Secretary of the Treasury and
for the management by financial institutions of their cash and

securities.

(4) It is imperative that the process for providing financial services to

the Government be transparent, and provide the information
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necessary for the Congress to effectively exercise its appropriation

and oversight responsibilities.

(5) The use of direct payment for services rendered would strengthen
cash and debt management responsibilities of the Secretary of the
Treasury because the Secretary would no longer need to dramatically
increase or decrease the level of such balances when interest rates
Sfluctuate sharply or when the public debt outstanding reaches the

statutory debt limit.

(6) An alternative to the use of compensating balances, such as direct
payments to financial institutions, would ensure that payments to
financial institutions for the services they provide would be made in a

more predictable manner and could result in cost savings.

(7) Limiting the use of compensating balances could result in a more
direct and cost-efficient method of obtaining those services currently

provided under compensating balance arrangements.

(8) A transition from the use of compensating balances to another
compensation method must be carefully managed to prevent higher-
than-necessary transitional costs and enable participating financial

institutions to modify their planned investment of cash and securities.

(6) AUTHORIZATION OF APPROPRIATIONS FOR SERVICES
RENDERED BY DEPOSITARIES AND FINANCIAL AGENCIES OF THE

UNITED STATES- There are authorized to be appropriated for fiscal years
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beginning after fiscal year 2003 to the Secretary of the Treasury such sums
as may be necessary for reimbursing financial institutions in their capacity
as depositaries and financial agents of the United States for all services
required or directed by the Secretary of the Treasury, or a designee of the
Secretary, to be performed by such financial institutions on behalf of the
Secretary of the Treasury or another Federal agency, including services

rendered before fiscal year 2004.

(c) ORDERLY TRANSITION-

(1) IN GENERAL- As appropriations authorized in subsection (b)
become available, the Secretary of the Treasury shall promptly begin
the process of phasing in the use of the appropriations to pay financial
institutions serving as depositaries and financial agents of the United
States, and transitioning from the use of compensating balances to

fund these services.

(2) POST-TRANSITION USE LIMITED TO EXTRAORDINARY

CIRCUMSTANCES-

(A) IN GENERAL- Following the transition to the use of the
appropriations authorized in subsection (b), the Secretary of the
Treasury may use the compensating balances to pay financial
institutions serving as depositaries and financial agents of the
United States only in extraordinary situations where the

Secretary determines that they are needed to ensure the fiscal
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operations of the Government continue to function in an efficient

and effective manner.

(B) REPORT- Any use of compensating balances pursuant to
subparagraph (A4) shall promptly be reported by the Secretary of
the Treasury to the Committee on Financial Services of the
House of Representatives and the Committee on Banking,

Housing, and Urban Affairs of the Senate.

(3) REQUIREMENTS FOR ORDERLY TRANSITION- In transitioning
1o the use of the appropriations authorized in subsection (b), the
Secretary of the Treasury shall take such steps as may be appropriate

fo—

(4) prevent abrupt financial disruption to the functions of the
Department of the Treasury or to the participating financial

institutions; and

(B) maintain adequate accounting and management controls to
ensure that payments to financial institutions for their banking
services provided to the Government as depositaries and
Jfinancial agents are accurate and that the arrangements last no

longer than is necessary.
(4) REPORTS REQUIRED-

(A) ANNUAL REPORT-
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(i) IN GENERAL- For each fiscal year, the Secretary of
the Treasury shall submit a report to the Congress on the
use of compensating balances and on the use of
appropriations authorized in subsection (b) during that

fiscal year.

(ii) INCLUSION IN BUDGET- The report required under
clause (i) may be submitted as part of the budget
submitted by the President under section 1105 of title 31,
United States Code, for the following fiscal year and if so,
the report shall be submitted concurrently to the
Committee on Financial Services of the House of
Representatives and the Committee on Banking, Housing,

and Urban Affairs of the Senate.
(B) FINAL REPORT FOLLOWING TRANSITION-

(i) IN GENERAL- Following completion of the transition
from the use of compensating balances to the use of the
appropriations authorized in subsection (b) fo pay
financial institutions for their services as depositaries and
financial agents of the United States, the Secretary of the
Treasury shall submit a report on the transition to the
Committee on Financial Services of the House of

Representatives and the Committee on Banking, Housing,

and Urban Affairs of the Senate.
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(ii) CONTENTS OF REPORT- The report submitted under

clause (i) shall include a detailed analysis of--
(1) the cost of transition;

(1) the direct costs of the services being paid from

the appropriations authorized in subsection (b); and

(1) the benefits realized from the use of direct
payment for such services, rather than the use of

compensating balance arrangements.

@ TECHNICAL AMENDMENT- The second undesignated paragraph. of

- section 16 of the Federal Reserve Act (12 U.S.C. 412) is amended—

(1) in the third sentence, by inserting "or any other asset of a Federal

reserve bank' before the period at the end; and

(2) in the last sentence, by inserting -, or are otherwise held by or on

behalf of,’ after ‘in the vaults of .

(e) EFFECTIVE DATE- Notwithstanding section 20, this section shall take

effect on the date of the enactment of this Act.

SEC. 20. EFFECTIVE DATE.

This Act shall take effect at the end of the 12-month period beginning on the date

of the enactment of this Act, except as otherwise speciﬁcally;.provided in this Act.

142




	Page 1
	Page 2
	Page 3
	Page 4
	Page 5
	Page 6
	Page 7
	Page 8
	Page 9
	Page 10
	Page 11
	Page 12
	Page 13
	Page 14
	Page 15
	Page 16
	Page 17
	Page 18
	Page 19
	Page 20
	Page 21
	Page 22
	Page 23
	Page 24
	Page 25
	Page 26
	Page 27
	Page 28
	Page 29
	Page 30
	Page 31
	Page 32
	Page 33
	Page 34
	Page 35
	Page 36
	Page 37
	Page 38
	Page 39
	Page 40
	Page 41
	Page 42
	Page 43
	Page 44
	Page 45
	Page 46
	Page 47
	Page 48
	Page 49
	Page 50
	Page 51
	Page 52
	Page 53
	Page 54
	Page 55
	Page 56
	Page 57
	Page 58
	Page 59
	Page 60
	Page 61
	Page 62
	Page 63
	Page 64
	Page 65
	Page 66
	Page 67
	Page 68
	Page 69
	Page 70
	Page 71
	Page 72
	Page 73
	Page 74
	Page 75
	Page 76
	Page 77
	Page 78
	Page 79
	Page 80
	Page 81
	Page 82
	Page 83
	Page 84
	Page 85
	Page 86
	Page 87
	Page 88
	Page 89
	Page 90
	Page 91
	Page 92
	Page 93
	Page 94
	Page 95
	Page 96
	Page 97
	Page 98
	Page 99
	Page 100
	Page 101
	Page 102
	Page 103
	Page 104
	Page 105
	Page 106
	Page 107
	Page 108
	Page 109
	Page 110
	Page 111
	Page 112
	Page 113
	Page 114
	Page 115
	Page 116
	Page 117
	Page 118
	Page 119
	Page 120
	Page 121
	Page 122
	Page 123
	Page 124
	Page 125
	Page 126
	Page 127
	Page 128
	Page 129
	Page 130
	Page 131
	Page 132
	Page 133
	Page 134
	Page 135
	Page 136
	Page 137
	Page 138
	Page 139
	Page 140
	Page 141
	Page 142
	Page 143
	Page 144
	Page 145
	Page 146
	Page 147

