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Attention: Docket No. OP-1164
Electronic Address: regs.comments@federalreserve.gov

Re:  Proposed Federal Reserve Bank Currency Recirculation Policy

This letter is submitted on behalf of Wachovia Corporation and its subsidiary companies,
including Wachovia Bank, National Association (collectively referred to as “Wachovia”).

Introduction:

Wachovia continues to strongly support the concept of a Custodial Inventory (Cl) asa
means to avoid the opportunity costs associated with recirculating currency. The CI Pilot
has given Wachovia and the Federal Reserve Bank (FRB) an opportunity to understand
its costs, benefits, limitations, and potential. The pilot has proven to Wachovia the value
of the CI concept in fostering recirculation of $5, $10, and $20 notes. Efficient
recirculation and ClI management are also dependent on the removal of unfit notes from
circulation. Wachovia is recommending improvements in the areas of CI limits and unfit
notes to align more closely with both the intentions of the proposed recirculation policy
and commercial banking drivers.

The CI pilot limited inventory to a percentage of historical vault inventories and
restricted holdings to a specified amount for each day of the week. The proposed
recirculation policy monitors cross shipping on aweekly basis. Depository Institution
(DI) order activity is variable in volume and timing throughout the week and from week-
to-week. The methodology used to set CI limits did not track with the variable volume
and timing of DI order activity, nor did it align with the proposed policy’s intentions,
“...to alow the depository institutions to transfer into custodial inventories $5, $10, and
$20 notes that they might otherwise cross-ship.” Under the pilot program limitations, the
majority of order needs, if cross-shipped today, would remain as potential cross-shipped
volume.



Various methods of calculating Cl caps, increasing caps, and shipment scheduling
scenarios have been explored each with their own sets of limitations. Wachovia proposes
asimple concept for managing Cl levels, accommodating commercial banking drivers,
and aligning the program with the proposed policy.

There has also been concern surrounding the quality of currency once the policy is
implemented. Not only is there an expectation that quality will decline, but also thereis
concern regarding the instability of currency quality and associated processing costs.
DI’s may be motivated to recirculate notes including unfit notes instead of incurring
processing costs or risking cross shipping fees. More unfit notes equates to higher
processing costs, higher opportunity costs, and greater Cl capacity dedicated to unfit
notes further inhibiting recirculation. The FRB isin the beginning stages of developing a
currency quality policy. DI’s have been informed that the final recirculation policy will
offer some direction regarding quality. Again, Wachovia recommends a simple remedy
to currency quality issues that assiststhe FRB in their efforts to remove unfit notes from
circulation.

Cl Cap:
The recommendation isto replace the current methods for calculating the daily CI cap

with aweekly method that encourages recirculation through the ClI. Specifically,
deposits of $5, $10, and $20 notes as prescribed in the proposed policy and the Manual of
Procedures would be allowed from Friday through Thursday as long as the following
Friday’ s inventory does not exceed some percentage (e.g., 25%) of the total Cl deposits
for the period. The following commercial banking drivers and policy requirements
would control CI’s:
» Deposit $5, $10, and $20 notesin bundled form only.
»  Withdraw Customer, Branch and ATM order needs through the recirculation
period.
» Withdraw excess currency to be shipped to the FRB.
» Manage inventoriesto avoid excess liability charges and risk.
» End the cross shipping period with a percentage of total deposits that fosters
recirculation at the beginning of the next period.

Under this method, DI’ s have no incentive and no means to hold currency in their Cl
beyond that which is needed to augment order needs through the week. DI’swould
deposit to and withdraw from the CI during the cross shipping period and hold only
enough to begin the next weekly period. There is no such requirement in the current
program. DI’swould manage their Cl’sto levelsthat help augment order needs, while
avoiding excess liability charges, unnecessary risk, cross shipping fees, and opportunity
costs. This method is equally effective for al levels of FRB depositing and ordering
activity in minimizing or eliminating cross shipping.

Quality:
Wachovia further recommends that unfit $5, $10, and $20 notes deposited to the FRB be
credited againgt fit ordersto encourage the discovery and shipment of unfit notesto the



FRB. Unfit notes are of no useto DI’s yet they carry the same opportunity costs as fit
notes. Unfit notes would consume a portion, if not all, of the ClI cap under the current
program. An overall decline or temporary declines in quality, would introduce instability
and added costs into the currency processing system. At some point, there is more
motivation to recirculate unfit notes rather than incur processing and opportunity costs, or
risk potential cross-shipping fees by depositing to the FRB. Wachovia believesit isin
the best interest of DI’s and the FRB to encourage the removal of unfit notes from
circulation.

The unfit credit recommendation works to the benefit of all DI’ s that deposit unfit notes
to the FRB and is proportional to each DI’ s effectiveness in removing them from
circulation. It also worksto minimize societal costs attributable to long-term or short-
term declines in quality. The unfit credit recommendation is a more scalable and
equitable approach to managing quality than suspending cross shipping fees when quality
drops below a given quality threshold. It could also provide the FRB with the meansto
manage quality issues by adjusting the level of credit to something other than a one-for-
one relationship as conditions warrant.

Summary:
The proposed changes enhance recirculation by adapting to each participant DI’ s unique

volume circumstances and processing environment. The retooled CI would become the
recirculation mechanism missing from today’ s commercial banking operation. ClI’'s
would be bounded by the requirements of the recirculation policy and operational drivers
in commercial banking. Placing a value on removing unfit notes from circulation will
stabilize quality and processing costs.

The recommended changes in managing Cl levels and quality address:
» Theremaining potential for cross shipping.
Variability in DI deposit and order activity.
» The opportunity costs of unfit notes.
» Potential instability in currency quality and associated processing costs.

Additional Considerations:

In addition to the above recommendations, Wachovia has worked with the FRB to
address procedural issues with the CI program. We look forward to seeing these
procedural modifications in the final CI program, and continuing to assist the FRB in
addressing currency processing issues.
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