
NORTH CAROLINA JOURNAL OF
INTERNATIONAL LAW AND

COMMERCIAL REGULATION

Volume 14 | Number 3 Article 6

Fall 1989

The Legal and Economic Impact of the Federal
Reserve Board's Ruling to Allow U.S. Depository
Institutions to Accept Foreign Currency Deposits
Dean C. Alexander

Follow this and additional works at: http://scholarship.law.unc.edu/ncilj

Part of the Commercial Law Commons, and the International Law Commons

This Comments is brought to you for free and open access by Carolina Law Scholarship Repository. It has been accepted for inclusion in North
Carolina Journal of International Law and Commercial Regulation by an authorized editor of Carolina Law Scholarship Repository. For more
information, please contact law_repository@unc.edu.

Recommended Citation
Dean C. Alexander, The Legal and Economic Impact of the Federal Reserve Board's Ruling to Allow U.S. Depository Institutions to Accept
Foreign Currency Deposits, 14 N.C. J. Int'l L. & Com. Reg. 459 (1989).
Available at: http://scholarship.law.unc.edu/ncilj/vol14/iss3/6

brought to you by COREView metadata, citation and similar papers at core.ac.uk

provided by University of North Carolina School of Law

https://core.ac.uk/display/151515885?utm_source=pdf&utm_medium=banner&utm_campaign=pdf-decoration-v1
http://scholarship.law.unc.edu/ncilj?utm_source=scholarship.law.unc.edu%2Fncilj%2Fvol14%2Fiss3%2F6&utm_medium=PDF&utm_campaign=PDFCoverPages
http://scholarship.law.unc.edu/ncilj?utm_source=scholarship.law.unc.edu%2Fncilj%2Fvol14%2Fiss3%2F6&utm_medium=PDF&utm_campaign=PDFCoverPages
http://scholarship.law.unc.edu/ncilj?utm_source=scholarship.law.unc.edu%2Fncilj%2Fvol14%2Fiss3%2F6&utm_medium=PDF&utm_campaign=PDFCoverPages
http://scholarship.law.unc.edu/ncilj/vol14?utm_source=scholarship.law.unc.edu%2Fncilj%2Fvol14%2Fiss3%2F6&utm_medium=PDF&utm_campaign=PDFCoverPages
http://scholarship.law.unc.edu/ncilj/vol14/iss3?utm_source=scholarship.law.unc.edu%2Fncilj%2Fvol14%2Fiss3%2F6&utm_medium=PDF&utm_campaign=PDFCoverPages
http://scholarship.law.unc.edu/ncilj/vol14/iss3/6?utm_source=scholarship.law.unc.edu%2Fncilj%2Fvol14%2Fiss3%2F6&utm_medium=PDF&utm_campaign=PDFCoverPages
http://scholarship.law.unc.edu/ncilj?utm_source=scholarship.law.unc.edu%2Fncilj%2Fvol14%2Fiss3%2F6&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/586?utm_source=scholarship.law.unc.edu%2Fncilj%2Fvol14%2Fiss3%2F6&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/609?utm_source=scholarship.law.unc.edu%2Fncilj%2Fvol14%2Fiss3%2F6&utm_medium=PDF&utm_campaign=PDFCoverPages
http://scholarship.law.unc.edu/ncilj/vol14/iss3/6?utm_source=scholarship.law.unc.edu%2Fncilj%2Fvol14%2Fiss3%2F6&utm_medium=PDF&utm_campaign=PDFCoverPages
mailto:law_repository@unc.edu


The Legal and Economic Impact of the Federal
Reserve Board's Ruling to Allow U.S. Depository

Institutions to Accept Foreign
Currency Deposits

I. Introduction

Prior to December 23, 1988, the Federal Reserve Board (FED)'
maintained a policy discouraging U.S. depository institutions from
accepting foreign currency deposits 2 This policy, though not re-
quired by federal statute or regulation, resulted from the FED's con-
cern that large deposits of foreign currency in the United States
would adversely affect the value of the U.S. dollar. 3 Most banks com-
plied with the FED's policy, but several depository institutions ac-
cepted foreign currency deposits and made foreign currency loans.4

Other U.S. banks limited their foreign currency services to interna-
tional banking facilities5 and eurocurrencies, 6 available only to non-

I The FED was established pursuant to the Federal Reserve Act of 1913, ch. 6,
§§ 10-11, 38 Stat. 251 (codified as amended in scattered sections of 12 U.S.C. (1988)).
For an overview of the Federal Reserve Act, see J.L. LAUGHLIN, THE FEDERAL RESERVE
ACT: ITS ORIGIN AND PROBLEMS (1933); T. CARGILL & G. GARCIA, FINANCIAL DEREGULA-
TION AND MONETARY CONTROL 3-5, 8, 26-29 (1982).

The FED, as the central bank for the United States, conducts monetary policy, includ-
ing controlling the supply of money in the economy. 12 U.S.C. §§ 241-48a (1976). For an
excellent overview of FED activities, see BOARD OF GOVERNORS, THE FEDERAL RESERVE
SYSTEM: PURPOSES AND FUNCTIONS (1974).

2 See infra notes 68-101 and accompanying text.
3 Telephone Interview with Larry Promisel, Senior Associate Director, Division of

International Finance, Board of Governors (BOG) of Federal Reserve System (Jan. 24,
1989).

4 Some foreign-owned banks and agencies of foreign banks located in California ac-
cepted foreign currency deposits and offered foreign currency loans in 1977. Letter from
Kent Sims, Senior Vice President of the Federal Reserve Bank of San Francisco, to John
Ryan, Division of Bank Supervision and Regulation, BOG (July 20, 1977) [hereinafter
Sims-BOG letter] (this letter and all correspondence infra provided by Office of Secretary
of BOG, Washington, D.C.); see also infra notes 100-02 and accompanying text.

5 International banking facilities (IBFs) are sets of asset and liability accounts that
are segregated on the books and records of U.S. banking institutions. 12 C.F.R.
§ 204.8(a)(1) (1988). IBFs are exempt from FED requirements and Federal Deposit Insur-
ance Corporation (FDIC) insurance requirements. BOG, Press Release (June 18, 1981).
IBFs include both time deposits and extensions of credit. 12 C.F.R. § 204.8(a)(1)-(3)
(1988). IBFs may make loans and accept non-dollar monies. 12 C.F.R. § 204.8(a)(3)(i)(a)-
(3)(vi) (1988). See also Comment, International Banking Facilities and the Future of Offshore
Banking, 8 N.C.J. INT'L L. & COM. REG. 61 (1982) [hereinafter Comment, Offshore Banking].

6 See infra notes 29-33, 36-40 and accompanying text.
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U.S. resident customers. 7

The FED's policy differed from that of many other developed
countries, which allowed banks to accept foreign currency deposits
and to offer foreign money loans to resident customers. 8 Further-
more, despite the FED's position, U.S. residents could still deal in
foreign currency: they could transfer foreign currency denomina-
tions abroad in connection with an international financing transac-
tion; 9 they could obtain checks denominated in a foreign currency
from a domestic bank in order to conduct payment abroad;' 0 they
could use foreign currency travelers checks; I' or they could conduct
transactions in foreign exchange markets.

In a significant reversal of policy, the FED ruled on December
.23, 1988, that it would no longer discourage U.S. depository institu-
tions from offering foreign currency deposits.' 2 According to the
FED, globalization and innovation of financial markets warranted
this change in regulation. 13 The FED also predicted that the growth
of foreign denominated deposits will be small due to the availability
of competing instruments 14 and the probability that reserve require-
ments would attach to these funds. 15

This Comment discusses the legal and economic impact of the

7 Plaut, The Case For Domestic Eurobanking, J. RETAIL BANKING, Spring 1988, at 25.
These services are more specialized and restrictive than basic foreign currency deposit
accounts, which can often be opened without significant minimum deposits.

8 Id. Foreign currency deposits are available in many developed countries including
Canada, Belgium, Luxembourg, and Hong Kong. P. BENTLEY, A WORLD GUIDE To Ex-
CHANGE CONTROL REGULATION 1986/87 37, 82, 173 (1986). Due to the instability and
weakness of their national currencies, developing nations, including Peru, Mexico, and
Egypt, have experienced a rapid rise in foreign currency deposits. In Peru, for example,
foreign currency deposits increased from 31% of the total financial sector liabilities in
1980 to approximately 50% in 1984. EI-Erian, Foreign Currency Deposits in LDCs, FIN. &
DEV., Dec. 1987, at 38, 40. Cf Greenhouse, France, Citing Stable Franc, Is Ending Currency
Controls, N.Y. Times, Mar. 10, 1989, at D4, col. 4 (French residents may not hold non-franc
deposits in France or abroad); P. BENTLEY, supra, at 92, 162, 182, 207, 226 (residents of
Japan, West Germany, Italy, Ireland, and Denmark face restrictions on foreign currency
deposits).

9 Interview with Gary Cunningham, Division of Research and Statistics, BOG (Feb.
17, 1989) (stating that foreign funds may be transferred into the U.S. by means of elec-
tronic transfers) [hereinafter Cunningham interview]; interview with Gary Welsh, Esq.,
representing Bankers' Association for Foreign Trade (Feb. 17, 1989) [hereinafter Welsh
interview].

10 Welsh interview, supra note 9.
11 Interview with Paul Smith, Esq., American Bankers Association (Jan. 30, 1989)

[hereinafter Smith interview].
12 53 Fed. Reg. 52,787 (1989) (to be codified at 12 C.F.R. - ); see also letter from

William W. Wiles, Secretary of BOG, to Silas Keehn, President of Federal Reserve Bank of
Chicago (Dec. 27, 1988) [hereinafter BOG-Keehn letter]. For contemporaneous reaction
to the FED's policy reversal, see Commins, Fed Action Could Boost Currency Futures Trade, J.
Com.,Jan. 6, 1989, at 5A, col. 2 [hereinafter Commins I]; Murray & Duke, Fed to Let Small
Investors Keep Savings in Foreign Currencies, Wall St.J.,Jan. 4, 1989, at C1, col. 3; Hinden, Fed
to Allow Foreign Currency Bank Accounts, Washington Post, Jan. 5, 1989, at C3, col. 3.

13 BOG-Keehn letter, supra note 12.
'4 Id.
15 Id. For FED requirements, see generally 12 C.F.R. §§ 204.1-.131 (1988).
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FED's policy reversal. Part II describes the globalization of world
financial markets1 6 and discusses the FED's role in regulating the
value of U.S. currency. 17 Part II also explains the manner in which
increased currency substitution heightens pressure on the exchange
rate of national currency.' 8 Part III summarizes the legal back-
ground surrounding the FED's foreign currency deposit policy and
focuses on the substance of the FED's policy reversal. 19 Part IV criti-
cally analyzes the basis of the FED's ruling and discusses several is-
sues that will arise when depository institutions begin accepting
foreign currency deposits. 20 Part V concludes that significant cur-
rency substitution in the United States, due to the FED's new policy,
will impair the FED's ability to respond to fluctuations in the dollar's
value.

II. Economic Background: Globalization of World Financial Markets

World financial markets include eurocurrencies, international
bond markets, and foreign exchange markets. Foreign currency trad-
ing in these markets, conducted through advanced telecommunica-
tions networks, operates twenty-four hours a day.2 1 The major
foreign exchange trading centers are London, New York, and To-
kyo. 2 2 In addition, Chicago has grown into a leading market for fu-
tures and options. 23

There are various types of transactions in the foreign exchange
market. For example, spot transactions are based on a price set each
day and delivery of the currency occurs immediately. 24 In forward

16 See infra notes 41-61 and accompanying text.
17 See infra notes 62-66 and accompanying text.
18 See infra notes 67-101 and accompanying text.
19 See infra notes 102-15 and accompanying text.

20 See infra notes 115-85 and accompanying text.
21 Automated trading in the financial futures industry results in orders being entered,

matched, and cleared via computer keyboard, thus practically eliminating the prior prac-
tice of trading over phones and in back offices. See, e.g., Futures Markets Will Let Their Fingers
Do the Dealing, THE ECONOMIST, Mar. 19-26, 1988, at 77-78 [hereinafter Futures Markets];
Commins, Futures and Options-Will Goliath Defeat the Davids?, EUROMONEY CORP. FIN. SuPP.,
Nov. 1987, at 12-13 [hereinafter Commins II].

22 See J.O. GRABBE, INTERNATIONAL FINANCIAL MARKETS 63 (1986) [hereinafter J.O.

GRABBE]; see also Currencies Make the World Go Round, THE ECONOMIST, Mar. 21-28, 1987, at
60.

23 The Chicago Mercantile Exchange (CME) and the Chicago Board of Trade
(CBOT) command approximately 60%o of international futures and options trading.
Brown, They May Kick the Puppy-Dog, Fin. Times, Mar. 8, 1989, § III, at I, col. 2; COMMODITY
FUTURES TRADING COMMISSION, 1988 ANNUAL REPORT 98 (1988) [hereinafter CFTC]. In
May 1972 the International Money Market, under the guidance of the CME, opened a
foreign exchange futures market. Chrystal, A Guide to Foreign Exchange Markets, 66 FED.
RESERVE BANK OF ST. LouIs REV. 5, 8 (1984).

The Commodity Futures Trading Commission, established in 1974, regulates options
and futures trading in the United States. Commodity Futures Trading Commission Act of
1974, Pub. L. No. 93-463, 88 Stat. 1389, amending Commodity Exchange Act of 1936, ch.
545, 49 Stat. 1491 (codified as amended at 7 U.S.C. §§ 1-26 (1988)).

24 CFTC, supra note 23, at 145; J.O. GRABBE, supra note 22, at 64.
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transactions foreign currency is delivered at a specified time in the
future at a price quoted at the time of the offer or at the time of
delivery. 25 In swap transactions different currencies are bought and
sold simultaneously, yet delivery dates for the purchase and sale are
different. 26 A futures transaction involves an agreement to purchase
or sell a foreign currency at a specific price, with delivery to occur in
the future.27 Finally, option transactions involve a contract right to
sell or buy foreign currencies at a specific price on a specific date
(European option) or within a specific time (U.S. option).28

Eurocurrencies are deposits in a bank located outside of the ter-
ritory in which the currency is the national currency.29 The

25 See CFTC, supra note 23, at 132; J.O. GRABBE, supra note 22, at 77-78; Goldstein,
Foreign Currency Futures: Some Further Aspects, ECON. PERSP.: FED. RESERVE BANK OF CHICAGO,

Nov./Dec. 1983, at 8 (comparing spot and forward foreign exchange transactions on in-
terbank and International Monetary Market in Chicago); Newberry, When Do Futures
Destabilize Spot Prices?, 28 IT'L EcON. REV. 291 (1987) (stating that length of foreign ex-
change futures contract affects foreign exchange spot rates).

26 H. RIEHL & R. RODRIGUEZ, FOREIGN EXCHANGE AND MONEY MARKETS 104 (1983);
CFTC, supra note 23, at 146. "A swap is a pair of spot and forward transactions in which
the forward transaction offsets or unwinds the spot transaction." M. STIGUM, THE MONEY
MARKET: MYTH, REALITY, AND PRACTICES 134 (1978). For example, a six-month forward
purchase ofJapanese yen for U.S. dollars would be offset by a matching spot market trans-
action to occur immediately. See H. RIEHL & R. RODRIGUEZ, supra, at 104. Swap transac-
tions are categorized as pure, in which one party closes both the purchase and sale, or
engineered, in which a different party closes each transaction. Id. at 106.

27 SeeJ.O. GRABBE, supra note 22, at 93-95; H. RIEHL & R. RODRIGUEZ, supra note 26,

at 272-74, 346. A futures contract is also defined as
an agreement to purchase or sell a commodity for delivery in the future: (1)
at a price that is determined at initiation of the contract; (2) which is normally
traded on a board of trade by members of the exchange; (3) which is used to
assure or shift price risk; and (4) which obligates each party to the contract,
either into an opposite transaction.

CFTC, supra note 23, at 132. See Goldstein, supra note 25, at 8 (describing arbitrage in
foreign currencies futures exchange rate).

28 J.O. GRABBE, supra note 22, at 113-14; H. RIEHL & R. RODRIGUEZ, supra note 26, at
440. "A commodity option is a unilateral contract which gives the buyer the right to buy
or sell specified quantities of a commodity at a specific price within a specified period of
time, regardless of the market price of that commodity." CFTC, supra note 23, at 139. A
call option provides the right to purchase the foreign currency, while a put option confers
a right to sell the foreign currency. Chrystal, supra note 23, at 12. It is important to under-
score that the buyer of an option may determine not to exercise his right specified under
the contract, although the seller of the option must do so. As a result, the buyer of the
option must furnish the seller with adequate compensation, the option price. The price at
which the option is exercised is termed the strike or exercise price. Id.

At the Philadelphia Stock Exchange, options on the spot foreign exchange include
German marks, Swiss francs, Canadian dollars, British pounds, and Japanese yen. Id. at
10. In Chicago, options on the futures foreign exchange are available in the same curren-
cies. CFTC, supra note 23, at 106. Over-the-counter currency options, without the benefit
of a central market to enhance competitiveness, still provide a large market with approxi-
mately $15 billion settled daily. Id. For further discussion of foreign exchange option
contracts, see generally Harding, Some Practical and Legal Aspects of Financial Futures, I BUT-
TERWORTHJ. INT'L BANKING & FIN. L. 30 (1986) (addressing foreign exchange option con-
tracts in London); Giddy, Foreign Exchange Options, J. FUTURES MARKETS, Summer 1983, at
143 (providing an overview of foreign currency options).

2 9 j. COOPER, THE MANAGEMENT AND REGULATION OF BANKS 121-22 (1984); R.B.
JOHNSTON, THE ECONOMICS OF THE EURO-MARKET: HISTORY, THEORY, AND POLICY 1-3
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euromarket is an amalgamation of the international money market
and the international credit market for short- and medium-term bank
and non-bank funds.30 Eurocurrency credits and eurobonds are the
two primary methods for obtaining funds in the eurocurrency mar-
ket. Eurocurrencies are found throughout the world, but are con-
centrated in the principal euromarket centers, 3 ' such as London and
Singapore. Although some domestic banks are active in the eurocur-
rency market,32 the main participants are subsidiaries and branches
of well-known commercial banks located at the eurocenter.33

The international bond market consists of foreign bonds and
eurobonds. Foreign bonds are issued by foreign or international
borrowers in a nation's domestic capital market and denominated in
the nation's domestic currency.3 4 Foreign bond trading exists in nu-
merous currencies including U.S. dollars, German marks, and Japa-
nese yen; and occurs in many markets such as New York, Frankfurt,
and Tokyo.3 5 In contrast, eurobonds are denominated in a particu-
lar currency and are issued simultaneously in the capital markets of
nations outside the country of the borrower.3 6 Eurobonds may be
issued in a particular currency or in mixtures of currencies such as
European Currency Units, Arab Currency Units, and Special Draw-
ing Rights drawn on the International Monetary Fund.3 7

The size of Eurobond issues has varied from $10 million to $500

(1982). For example, the regularly traded eurocurrencies in the London interbank market
include: Austrian shillings, Belgian francs, Canadian dollars, Danish kroner, French
francs, German marks, Italian lira, Japanese yen, Dutch guilders, Norwegian kroner, Span-
ish pesetas, Swedish kronor, Swiss francs, U.K. pounds sterling, and U.S. dollars. SeeJ.O.
GRABBE, supra note 22, at 224. The eurocurrency market arose in 1949, when China feared
confiscation of their dollar funds in U.S. banks. The Chinese government made deposits
in the Banque Commerciale pour L'Europe du Nord, a Soviet-owned bank in Paris. The
cable address for this bank, "Euro-bank," provided a term for this new market. A. SAMP-
SON, THE MONEY LENDERS 109 (1981).

For a thorough discussion of the early history of the eurocurrency market, see Effros,
The Whys and Wherefores of Eurodollars, 23 Bus. L. 629 (1968); Harfield, International Money
Management: The Eurodollar, 89 BANKING L.J. 579 (1972).

30 ORGANIZATION FOR ECONOMIC COOPERATION AND DEVELOPMENT, I REGULATIONS

AFFECTING INTERNATIONAL BANKING OPERATIONS OF BANKS AND NON-BANKS 131 (1981)
[hereinafter OECD].

31 See P. EINZIG & B. QUINN, THE EURODOLLAR SYSTEM: PRACTICE AND THEORY OF

INTERNATIONAL INTEREST RATES 1 (1977); see also J.O. GRABBE, supra note 22, at 223-24.
32 OECD, supra note 30, at 132.
33 R.B. JOHNSTON, supra note 29, at 4; see OECD, supra note 30, at 132.
34 J.O. GRABBE, supra note 22, at 271.
5 Id.

36 See id. at 273-75. Generally, eurobonds are in bearer form, the identity of the ben-
eficial owner is not disclosed, and the bond may be transferred on delivery. Beller & Ber-
ney, Eurobond&, SEC. & COMMODITIES REG., Feb. 19, 1986, at 39, 40. Although there is no
registration requirement in a eurobond issue, a majority of eurobonds are listed on the
Luxembourg or London Stock Exchanges. H. BLOOMENTHAL, 10 INTERNATIONAL CAPITAL

MARKETS AND SECURITIES REGULATION § 1.02[5] (1986). One benefit of eurobonds is that
interest payments on these investments are free of withholding tax. Beller & Berney,
supra, at 40.

37 Swiss BANK CORPORATION, THE SwIss CAPITAL MARKET: A GUIDE FOR INVESTORS 7
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million.3 8 Public borrowers such as governments, nationalized in-
dustries, and industrial institutions as well as large private borrowers
such as large companies and banks, are generally well known names
to investors. Because these bond issuers are so familiar, the risk of
these obligations is decreased.3 9 Eurobond investors include private
individuals and institutional investors such as government agencies,
central banks, bank trust companies, and insurance companies. 40

The globalization of world financial markets is evidenced by sev-
eral significant trends. First, some nations have enacted more ex-
pansive laws regarding quantitative limits and ceilings on foreign
currency deposits and interest rates.4 ' For example, France has al-
lowed issuance of European Currency Unit Certificates of Deposit;42

and the United States has opened international banking facilities to
repatriate dollars transferred to eurocurrency markets. 43 Japan has
also eased banking restrictions. 4 4 Second, national monetary au-
thorities have liberalized capital inflow and outflow regulations. 4 5

For example, Great Britain and Japan have eliminated exchange con-
trols on capital outflows. 4 6 In addition, West Germany has stimu-
lated financial markets by loosening capital inflow restrictions. 4 7

More recently, France, which since 1968 had maintained foreign ex-
change controls, will reduce such controls on all individuals by July
1, 1990. Foreign exchange controls on French corporations would
occur at once. 48 Third, foreign banks now occupy larger roles in
previously protected national financial markets. 4 9 Fourth, legal bar-
riers separating domestic and international sectors of securities mar-
kets no longer exist in many national markets.50 Fifth, many
countries have relaxed regulations concerning nonresident participa-
tion in domestic financial markets. 5 1

(1986) [hereinafter Swiss BANK]; INTERNATIONAL MONETARY FUND, ANNUAL REPORT 40-4 1,
59 (1986).

38 Swiss BANK, supra note 37, at 5-6.
39 Id.
40 Id. at 4.
41 GROUP OF TEN, BANK FOR INTERNATIONAL SETrLEMENT, RECENT INNOVATIONS IN IN-

TERNATIONAL BANKING 149-50 (1986) [hereinafter GROUP]; The Pandemic of Deregulation,
INT'L CURRENCY REV., Oct. 1985, at 18, 22 [hereinafter Pandemic].

42 GROUP, supra note 41, at 149-50.
43 Id.; see also Comment, Offshore Banking, supra note 5, at 61.
44 GROUP, supra note 41, at 149-50.
45 Id. at 150; Llewellyn, The Regulation Implications of the Globalisation of Finance, 3 BUT-

TERWORTH J. INT'L BANKING & FIN. L. 254, 255 (1988); Pandemic, supra note 41, at 21. To
review various foreign exchange controls, see generally INTERNATIONAL MONETARY FUND,
ANNUAL REPORT ON EXCHANGE ARRANGEMENTS AND EXCHANGE RESTRICTIONS (1986).

46 GROUP, supra note 41, at 149-50.
47 Id.
48 Greenhouse, supra note 8, at D4.
49 GROUP, supra note 41, at 150; Llewellyn, supra note 45, at 255; Pandemic, supra note

42, at 21.
50 GROUP, supra note 41, at 150, 153; Llewellyn, supra note 45, at 255.
51 In the United Kingdom, for example, the 1979 Banking Act abolished the 1947

464 [VOL. 14
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The globalization of financial markets is particularly evident in
the futures and options exchanges. 52 U.S. markets, for example,
have extended trading periods in order to compete with Asian ex-
changes. 5 3 The Chicago Mercantile Exchange (CME) has agreed
with Reuters to broadcast after-hours trading in the futures and op-
tions market. 54 The globalization of financial products can also be
witnessed at the London International Financial Futures Exchange
(LIFFE), where U.S. Treasury bond and German government bond
contracts are traded.5 5 Furthermore, both LIFFE and the Chicago
Board of Trade (CBOT) permit traders to initiate positions on one
exchange and liquidate on the other.56

Similarly, the movement of Japanese government bonds abroad
illustrates the integration of Asia into the futures market. 57 In addi-
tion, the Commodity Futures Trading Commission recently allowed
the CBOT to trade futures on Japanese government bonds and the
CME to trade on the Nikkei 225.58 In addition, the CME has 're-
ceived permission to trade on the European, Australian, and Far East
stock index (EAFE) and the CBOT has agreed to trade futures on
Topix, the index for the Tokyo Stock Exchange. 59 Options on fifty
foreign stocks will be available when the New York Coffee, Sugar &
Cocoa Exchange, in unison with the American Stock Exchange,
trades its International Market Index, comprised of fifty foreign
stocks. 60 Finally, the Tokyo Financial Futures Exchange (TFFE) will

Exchange Control Act and allowed banks to offer foreign currency deposits or to raise
foreign currency credits for use in subsequent Eurocurrency transactions. OECD, supra
note 30, at 107.

52 See, e.g., J.O. GRABBE, supra note 22, at 116.
53 Commins II, supra note 21, at 13.
54 See Kanji, Capital Markets: Last of the Dinosaurs?, THE BANKER, Oct. 1987, at 94-95.

The agreement to form an electronic automated system is known as post market trading.
Futures Markets, supra note 21, at 77-78. The proposed CME linkage with Reuters, also
dubbed Globex, was slated to commence on a limited basis in late 1989 or early 1990 in
New York, Chicago, and London. Tokyo officials have been slow to approve Globex, how-
ever, perhaps because of the Tokyo Financial Futures Exchange's slow start. Murray &
Kanabayashi, Chicago Merc Futures Venture Slowed by Japan, Wall St.J., Sept. 26, 1989, at C9,
cols. 5-6; see Campbell, Suspicion Lingers in the Pit, Fin. Times, Mar. 8, 1989, § Ii, at II, col.
3.

55 Crabbs, LIFFE'S Financial Future, EUROMONEY, July 1988, at 102-03; see albo Kanji,
supra note 54, at 94.

56 Kanji, supra note 54, at 94. Additionally, cooperation between the U.S. Commod-
ity Futures Trading Commission and the U.K. Securities and Investment Board has re-
sulted in an agreement permitting commodity firms from each nation to operate in the
other. Cohen, The Bad Apple in the Other Guy's Barrel, Fin. Times, Mar. 8, 1989, § III, at IV,
col. 4.

57 McDougall, Japan joins the International Fray: Exchanges & Contracts, THE BANKER,
Feb. 1988, at 39-41.

58 The Nikkei 225, compiled by the Nihon Keizai Shimbun newspaper, is an index of
diversified stocks traded on the Tokyo Stock Exchange. Hargreaves, A YokeforJapan s Bull,
Fin. Times, Mar. 8, 1989, § Ill, at VII, col. 1.

59 Id.
60 Id.

1989] 465
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soon commence trading in eurodollar interest rate futures as well as
yen-dollar currency futures. 6'

III. Legal Background
A. The FED's Role in Influencing the Value of U.S. Currency

The Federal Reserve Bank of New York carries out the FED's
foreign exchange operations and thereby influences the market de-
mand and supply of the dollar.62 For example, if the dollar is be-
lieved to be overvalued, the Federal Reserve Bank of New York can
purchase German marks with its dollar reserves, thereby increasing
the supply of dollars available in the market and lowering the dollar's
value. On the other hand, to increase demand for dollars and their
value, the FED may conduct swap transactions 63 to obtain foreign
currency with which it purchases dollars in foreign exchange mar-
kets.64 The FED may also influence the value of the dollar through
explicit coordination with other central banks. 65 Generally, FED in-
tervention is limited to smoothing out temporary swings in the ex-
change rate fluctuations of the dollar.

The FED's role in stabilizing exchange rates and the value of the
dollar has been a significant factor in the approach taken towards
foreign currency deposits. When implementing monetary policies,
the FED must keep in mind the effect of increased mobility of capital
in the international financial markets on exchange rates. 66 Failure to
do so will lead to ineffective policies.

61 The TFFE opened on June 30, 1989. Holloway, Securing a Future: Japan Witnesses
Battle for Financial Futures Market, FAR E. ECON. REV., June 29, 1989, at 70. It permits trad-
ing of euroyen interest futures, short-term eurodollar futures, and yen-dollar currency fu-
tures. Other contracts, including currency options and German mark futures will
subsequently be introduced. Wagstyl, Signposts to Expansion, Fin. Times, Mar. 8, 1989,
§ III, at VIII, col. 4; Ridding, New Set of Much-Needed Hedging Instruments, Fin. Times, Mar.
13, 1989, § III, at XI, col. 1.

62 Batten & Ott. What Can Central Banks Do About the Value of the Dollar?, FED. RESERVE
BANK ST. Louis REV., May 1984, at 16, 18; see also Pozo, Monetary Operating Procedures and
Exchange Rate Volatility, QJ. Bus. & ECON., Summer 1988, at 3.

63 j. KLEIN, MONEY AND THE ECONOMY 509 (1982); see Cross, Treasury and Federal Re-
serve Foreign Exchange Operations, FED. RESERVE BANK N.Y., Spring 1987, at 60.

64 Cross, supra note 63, at 60.
65 Id. at 57; see Deane, At Quiet Bank-Fund Meetings, Thoughts of Monetary System, FINAN-

CIER, Nov. 1988, at 13-16 (providing overview of U.S.-Japan agreement whereby United
States buys yen with SDRs in order to finance participation in coordinated exchange-rate
interventions by the two countries); Hampage, Intervention and the Dollar, FED. RESERVE
BANK CLEVELAND ECON. COMMENTARY, Sept. 1988, at 1-4 (arguing that successful interven-
tion is more likely with coordination among central banks).

66 T.M. PODOLSKI, FINANCIAL INNOVATIONS AND THE MONEY SUPPLY 116 (1986); see

Conflict of Regulatory Objectives, INT'L CURRENCY REV., Oct. 1985, at 24-25 (discussing conflict
created by deregulation in global financial markets-promoting efficiency and gains to
public but threatening stability of financial system);Japan. No Longer Immune from the Deregu-
lation Disease, INT'L CURRENCY REV., Oct. 1985, at 52 (deregulation of Japanese foreign
exchange market leading to greater outflow of funds and volatility in yen); see also Debs,
The Development ofInternational Equity Markets, 4 B.U. INT'L L.J. 5, 7 (1986) (internationaliza-
tion of financial products from deregulation leading to extreme exchange rate volatility).
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B. The Evolution of the FED's Policy on Foreign Currency Deposits

U.S. depository institutions have long expressed interest in of-
fering foreign currency deposits, 67 but this interest was almost al-
ways met with opposition by the FED. In 1969, the FED also
discouraged foreign branches of FED-member banks from accepting
deposits from U.S. residents unless such deposits "serve[d] a defi-
nite, necessary purpose outside the United States."'68 The FED
wanted to prevent these foreign branches from competing with do-
mestic banking facilities. 69

In 1973, the Bank of America formally sought to determine
whether U.S. depository institutions could extend foreign currency
loans and accept foreign money deposits in the United States. 70

While the FED's Division of International Finance expressed some
reluctance in permitting such accounts, the Treasury Department
and the Federal Reserve Bank of New York opposed domestic offer-
ings of foreign currency deposits. 7' FED Chairman Arthur Burns
noted two factors underlying his eventual opposition to allowing
banks to accept foreign currency deposits in the United States.7 2

First, U.S. companies would be able to hold foreign currency assets
above the amounts permitted by the capital restraint program. 73

Second, the U.S. market would recapture foreign denominated funds
normally deposited abroad or traded in the forward market. 74 Ulti-
mately, however, Burns concluded that these two factors might
threaten the stability of the dollar and he decided that the Bank of
America, as well as other institutions in the United States, should not
accept foreign currency deposits. 75

In 1974, citing a stronger dollar and the termination of capital

67 Stephen Shock, Vice President of MNC Financial, interviewed in Hinden, supra
note 12, at C3, col. 3; telephone interview with Fred Grede, Vice President of CBOT (Feb.
23, 1989) (stating that commodity exchanges have urged the FED to remove its disap-
proval of U.S. residents' holding foreign currency deposits) [hereinafter Grede interview];
telephone interview with Barbara Wierzynfki, Esq., representing Futures Industry Associa-
tion (Feb. 21, 1989) [hereinafter Wierzynfki interview].

68 Letter from BOG to all FED member banks with foreign branches (June 3, 1969).
69 See id. Additionally, in July 1975, the FED argued that the role of international

banks was to offer services to foreign customers, rather than serve as alternatives to do-
mestic banking services. Letter from Arthur Burns, Chairman of BOG of FED, to all FED
member banks with foreign branches (July 21, 1975).

70 See letter from John J. Balles, President of Federal Reserve Bank of San Francisco,
to BOG (Apr. 4, 1977) [hereinafter Balles-BOG letter].

71 Id.
72 Letter from Arthur Burns, Chairman of BOG of FED, to A.W. Clausen, President

of Bank of America (Oct. 23, 1973) [hereinafter BOG-Clausen letter].
73 Id.; see also letter from A.W. Clausen, President of Bank of America, toJohn Balles,

President of Federal Reserve Bank of San Francisco (Jan. 9, 1974) (suggesting U.S. bal-
ance of payment problems and international monetary reform efforts in 1973 made Bank
of America's request to offer foreign currency deposits inopportune) [hereinafter Clausen-
Balles letter].

74 BOG-Clausen letter, supra note 72.
75 Id.
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restraint programs, the Bank of America approached the Federal Re-
serve Bank of San Francisco to request a reversal of the FED's posi-
tion on foreign currency deposits. 76 After a thorough study of the
issue, the FED reasserted its fear that allowing U.S. banks to accept
foreign currency deposits would destabilize the dollar to the detri-
ment of the public interest. 77

In March 1977, the Bank of America requested from the Board
of Governors a reconsideration of the foreign currency deposit pol-
icy. 7 8 Bank of America argued that significant changes in the world
financial system provided sufficient justification to relieve the FED's
concern over the dollar's stability. 79 In particular, Bank of America
pointed to a healthy floating exchange rate system that allowed the
FED to intervene in order to maintain the value of the dollar.80 Bank
of America also argued that public access to foreign currency depos-
its and loan facilities would be beneficial. 8 1 First, such accounts
would facilitate international transactions by U.S. firms who contract
for payment in foreign currencies. 8 2 Second, foreign currency de-
posits would enable U.S. businesses to borrow funds in a foreign cur-
rency while guarding against foreign exchange fluctuations. 83 Bank
of America recognized that similar transactions could be carried out
abroad, but suggested that doing so presented both political and
transfer risks. 84 Third, denial of foreign currency deposits in the
United States forces those funds to be deposited in foreign accounts,
thereby reducing business by U.S. banks. 8 5 Finally, development of
foreign currency deposits in U.S. banks would increase use of foreign
currencies and relieve some of the pressure on the dollar from its use
as an international currency. 86

The Federal Reserve Bank of San Francisco agreed with Bank of
America's position and noted that previous FED objections to for-
eign currency deposits were no longer relevant. 87 John J. Balles,
President of the Federal Reserve Bank of San Francisco, argued that

76 Clausen-Balles letter, supra note 73.
77 Letter from Theodore Allison, Secretary of BOG, to John Balles, President of Fed-

eral Reserve Bank of San Francisco (Jan. 8, 1975) (regarding Clausen's request). The FED
also expressed its position on foreign currency deposits to the Comptroller of the Cur-
rency and the Federal Deposit Insurance Corporation. Letter from Theodore Allison, Sec-
retary of BOG, to James Smith, Comptroller of the Currency (Jan. 14, 1975); letter from
Theodore Allison, Secretary of BOG, to Frank Wille, Chairman of FDIC Uan. 14, 1975).

78 Letter from A.W. Clausen, President of Bank of America, to BOG (Mar. 28, 1977)

[hereinafter Clausen-BOG letter].
79 Id. at 2.
80 Id.
81 Id.
82 Id.
83 Id. at 3.
84 Id. at 2.
85 Id. at 3.
86 Id.
87 "[I]t is my recommendation that the Board remove its objections to Bank of
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the recognized U.S. policy of a stronger and more flexible exchange
rate monetary system and a reduction of governmental barriers to
international finance and trade justified a reversal in policy.8 8 Addi-
tionally, Balles pointed out that termination of the foreign credit re-
straint program and the current strength of the dollar supported the
establishment of foreign denominated accounts in U.S. banks.8 9 De-
spite these arguments, staff of the FED responded without much dis-
cussion that the dollar's present depreciation made currency deposit
reform unlikely. 90

In November 1977, Dominion National Bank urged the FED to
allow U.S. banks to provide foreign currency facilities.9 Dominion
highlighted the benefits that smaller banks would receive from join-
ing the international finance market. 9 2 Foreign currency accounts in
the United States could attract deposits from U.S. foreign banks to
U.S. resident depository institutions.9 3 With experience in operating
foreign currency facilities small banks could open foreign
branches.9 4 Despite these benefits, the FED continued to refuse to
allow foreign currency deposits at U.S. banks. 95

In February 1980, the FED's position weakened slightly as a
member bank was permitted to establish a demand account denomi-
nated in Canadian dollars. 9 6 However, due to the limited purpose of
the account, serving to ease the administration of a union pension
fund, no modification of FED policy was announced. 9 7 Instead, the

America's proposal to accept foreign currency deposits and to extend foreign currency
loans in the U.S." Balles-BOG letter, supra note 70, at 2.

88 Id.
89 Id.
90 See Letter from Fredrick Dahl, BOG, to Kent Sims, Senior Vice President of Fed-

eral Reserve Bank of San Francisco (Dec. 22, 1977).
91 Letter from George Pinckney, Assistant Branch Manager of Dominion National

Bank of Richmond, to BOG (Nov. 22, 1977) [hereinafter Pinckney-BOG letter]; see also
Pinckney, Time Deposits In Foreign Currencies (Oct. 29, 1977) (unpublished paper ac-
companying letter) [hereinafter Foreign Deposits Paper].

92 Specifically, Dominion noted that:
By allowing member banks to issue foreign currency time deposits, the Fed-
eral Reserve will be: increasing national competition by allowing smaller
banks to enter the international field; better protecting the nation's deposi-
tors by allowing them service at home at a regulated bank and not overseas;
strengthening the dollar by free market competitive forces to which even the
Congress must heed; and increasing international trade.

Pinckney-BOG letter, supra note 91. See also Foreign Deposits Paper, supra note 91, at 3-5.
93 Foreign Deposits Paper, supra note 91, at 3.
94 Id. at 4.
95 See letter from Gilbert Schwartz, Assistant General Counsel, and Anthony Cole,

Senior Attorney, of BOG, to (name of bank not disclosed) (Feb. 19, 1980).
96 Id.
97 Id.

The qualified pension fund maintained by the union includes a limited
number of Canadian participants who submit contributions to the fund in
Canadian dollars. These contributions are presently handled by [name not
disclosed] in Canada. The fund accrues benefits for the participants at a rate
of 2 1/2 per cent a year. . . . [Undisclosed bank] proposes to establish a
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FED underscored that its policy of discouraging U.S. depository in-
stitutions from accepting foreign currency deposits would remain in
effect.98

From 1980 to early 1988, the FED did not formally consider the
issue of foreign currency accounts.99 In April 1988, however, the
issue resurfaced before the Federal Reserve Bank of Chicago.100

With respect to one particular foreign currency transaction proposed
by the petitioning banks, Silas Keehn, President of the Federal Re-
serve Bank of Chicago, suggested that the FED's earlier apprehen-
sions concerning foreign currency facilities were inapplicable.' 0 '
Keehn concluded that numerous mechanisms affect foreign currency
positions and no substantive effect on the dollar's exchange rate due
solely to the existence of foreign currency deposits was foresee-
able. 10 2 Keehn also observed that denial of these deposits harms
U.S. resident banks because the foreign currency funds are redi-
rected to foreign accounts. 10 3

On December 27, 1988, the FED agreed with Keehn's argu-
ments and reversed its longstanding reluctance to permit U.S. de-
pository institutions to accept foreign denominated deposits. 0 4 The
FED asserted that innovation in globalized financial markets was one
factor warranting the policy reversal. 10 5 In addition, the FED rea-
soned that growth of these deposits would be limited because for-
eign currency accounts would be subjected to reserve requirements
and because competing financial facilities already exist. 10 6

C. Substance of FED's New Ruling

Other than setting out the basis for its decision and pointing out
its ramifications, the FED's ruling was not very instructive. Addition-

demand account for the receipt and disbursement in Canadian dollars of the
subject contributions. We understand that the account would be relatively
small and presently would serve only five pensioners who would receive $277
each per month.

Id.
98 Id. at 2.
99 Letter from Silas Keehn, President of Federal Reserve Bank of Chicago, to Edwin

Truman, Staff Director of BOG Division of International Finance (Apr. 25, 1988) [herein-
after Keehn-BOG letter].

100 Id. Given the activity and rapid growth at the CBOT and the CME in the trade of
foreign currencies and foreign denominated products, it is not surprising that the Federal
Reserve Bank of Chicago was approached in this case. See also supra notes 54-59 and ac-
companying text (discussing role of Chicago in futures and options trading).

101 Keehn-BOG letter, supra note 99.
102 Id. "With the wide variety of vehicles available for taking foreign currency posi-

tions, it is unlikely the foreign currency denominated deposits would have any material
affect on exchange rates." Id.

103 Id.
104 BOG-Keehn letter, supra note 12.
105 Id.
106 Id. The FED thus proffered just two sentences to explain its change of a policy

lasting at least 16 years.
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ally, the FED did propose a reporting mechanism to compile weekly
averages of the amounts of outstanding foreign exchange deposits at
depository institutions in the United States.10 7 This new form, FR
2915,108 containing the dollar equivalent of foreign currency depos-
its, would be included in the Report of Transaction Accounts, Other
Deposits, and Vault Cash (FR 2900).109 FR 2915 is useful because it
segregates the foreign exchange deposits from conventional mone-
tary measurements. For example, levels of foreign currency deposits
will not be included in M1 money aggregates.1 0 Also, the exchange
rate used for valuing FR 2900 and FR 2915 will be the rate quoted
every Tuesday at ten o'clock in the morning (or noon) for major cur-
rencies by the Federal Reserve Bank of New York."' Establishing
uniform guidelines for valuation of foreign currency deposits will en-
courage accurate monitoring of these accounts." 2

IV. Analysis of the Basis for the FED's New Policy

A. The Demand for Foreign Currency Deposits in the United States

The FED based its new policy, at least in part, on the assumption
that demand for foreign currency deposits will not be great. A corol-
lary to this assumption is that the impact of foreign currency deposits
on the economy and on financial markets will be marginal. The FED
asserted two factors justifying this assumption. First, the FED be-
lieves that these accounts will not be very popular because they will
be subject to reserve requirements." 13 Second, the FED submits that
there are alternative financial instruments available that can provide
equal or better protection from currency fluctuations." 4 For in-
stance, investors may speculate in foreign stocks as well as futures
and options in foreign exchange." 15

The facts cited by the FED in support of their assumption of low
demand are reasonable, but there are many other factors that point
to a large demand for foreign currency deposits. First, the availabil-
ity of foreign currency deposits in the United States is beneficial both

107 See BOG, Agency Forms Under Review 3 (Dec. 23, 1988) [hereinafter Agency
Form].

108 FR 2915, Report of Foreign (Non-U.S.) Currency Deposits [hereinafter Reporting
Form]; see Supporting Statement for Report of Foreign (Non-U.S.) Currency-Denominated
Deposits (FR 2915; OMB No. 7100-0237) [hereinafter Supporting Statement].

109 Agency Form, supra note 107, at 2.
110 Welsh interview, supra note 9.
11' Id.
112 However, though they will compile values of nonmajor foreign currencies for FR

2900 and FR 2915, banks will not be forced to use the exchange rate quoted by the Fed-
eral Reserve Bank of New York. Thus, an accurate dollar valuation of these funds will be
difficult to determine. Id.

1 13 BOG-Keehn letter, supra note 12.
114 Id.
1 15 Telephone interview with Harry Jorgansen, Esq., Legal Division, BOG (Feb. 14,

1989).
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to depository institutions and their clients.1 16 The offerors of such
accounts, gaining flexibility and diversification in their operations,
will likely attract new clients.11 7 Foreign currency deposits allow
bank clients to hedge against foreign exchange risk, decrease busi-
ness costs, and increase investment flexibility.1 18 Foreign currency
deposits provide importers and exporters with hedging capabilities
that are often cheaper and more flexible than forward contracts.' 19

U.S. manufacturers who import component parts could also reduce
exposure to exchange rate volatility by holding foreign currency de-
posits. 1 20 In addition, institutional investors holding significant
amounts of foreign currency overseas could eliminate country risk,
such as inconvertibility, by depositing the funds in the United
States. '

2 '

Second, significant growth in foreign currency deposits may re-
sult if small investors use these accounts.' 2 2 Tourists who travel fre-
quently may wish to hold a stable, strong currency in order to earn
interest and avoid the transaction cost of multiple conversions.1 23

Also, foreign currency deposits provide small investors with another
method for portfolio diversification.' 24 Other potential foreign cur-
rency depositors might include the following: retail customers look-
ing toward investments in foreign pension funds; 12 5 households
planning to purchase an automobile abroad;' 2 6 and other depositors
with unpredictable foreign exchange transaction dates who would
otherwise be subject to the rigidity of futures foreign currency
contracts. 127

The availability of foreign currency deposits benefits not only
the offering institutions and their clients, but it also benefits U.S. for-
eign exchange markets. Historically, foreign exchange contracts
traded in the United States were denominated in dollars.' 2 8 Conse-
quently, actual delivery of foreign exchange had to occur either

116 Plaut, supra note 7, at 27; Grede interview, supra note 67; Wierzynfki interview,
supra note 67.

117 For example, the FED could deposit into U.S. banks its approximately $18 billion
held abroad in foreign currencies. See Plaut, supra note 7, at 27.

118 The American Bankers Association states "that any kind of increased flexibility like
[permitting U.S. depositories to accept foreign currency deposits] is a good thing." James
McLaughlin, American Bankers Association, as quoted in Murray & Duke, supra note 12,
col. 3; Smith interview, supra note 11.

119 Smith interview, supra note 11.
120 Plaut, supra note 7, at 25.
121 Wierzynfki interview, supra note 67; Grede interview, supra note 67.
122 Foreign exchange contracts are characteristically large scale transactions with odd

maturity dates, and may not be practical for small investors. Plaut, supra note 8, at 26-27.
123 Id. at 26.
124 Id.
125 Murray & Duke, supra note 12, col. 4.
126 Plaut, supra note 8, at 26.
127 Id. at 26-27.
128 Wierzynfki interview, supra note 67; Grede interview, supra note 67.
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outside the United States or within the United States in dollar
equivalents.' 29 The new FED policy will expedite foreign financial
instrument trading because the asset can now be denominated in its
native currency.13 0 Foreign currency instruments, such as Japanese
government bonds, previously were subject to currency fluctuation
in the dollar-denominated yen product as well as to changes in the
underlying instrument. Now these instruments will be subject only to,
the instability of the underlying instrument. 131 This factor alone cre-
ates the potential for growth in foreign currency deposits. 13 2

The commodity futures and options market might also create a
large pool of foreign denominated deposits in the United States.
Prior to the FED's policy change, the payment of margin 133 by a do-
mestic client to a futures commission merchant' 34 to secure a trans-
action was made in dollars.' 35 Domestic customers who wanted to
cover their margin with a payment of a foreign currency had to pay
through a foreign depository institution. 136 Now, however, such
margin payments will be available domestically.' 37 Initial margin

129 Grede interview, supra note 67.
13o Id.; Wierzynfki interview, supra note 67.
131 One commentator notes: "If you have a dollar-denominated deutsche mark prod-

uct, a trader is constantly exposed to currency fluctuations as well as changes in the under-
lying instrument .... If the product is denominated in deutsche marks, the trader doesn't
have to factor in currency risk on a constant basis." Commins I, supra note 12, cols. 2-3.
For example, futures on the Nikkei 225, Topix, as well as Japanese government bonds, all
priced and settled in the underlying foreign currency, will benefit from the FED's ruling.
Hargreaves, supra note 58, col. 1.

132 Commins I, supra note 12, col. 2.
133 Margin is "[tihe amount of money or collateral deposited by a customer with his

broker ... for the purpose of insuring the broker or clearing house against loss on open
futures contracts. The margin is not partial payment on a purchase." CFTC, supra note
23, at 137.

134 Futures Commission Merchants (FCMs) include:
individuals, associations, partnerships, corporations, and trusts engaged in
soliciting or in accepting orders for the purchase or sale of any commodity
for future delivery on or subject to the rules of any contract market and that,
in or in connection with such solicitation or acceptance of orders, accepts any
money, securities, or property.., to margin, guarantee, or secure any trades
or contracts that result or may result therefrom.

7 U.S.C. § 2 (1988).
135 Financial and Segregation Interpretation No. 12-Deposit of Customer Funds in Foreign De-

positories, Comm. Fut. L. Rep. (CCH) $ 7122 (Nov. 16, 1988), modifying Commodity Ex-
change Authority Administrative Determination No. 238 (Sept. 4, 1974).

136 Id. The ability of domestic customers to deposit funds in foreign depositories is a
recent phenomenon. Id. The CFTC determined that, in light of internationalization and
significant changes in the futures and options market, domestic customers should have
such privileges. Id. $ 7126-27. Prior to this agency determination, only foreign domi-
ciled customers could hold funds with a FCM outside the United States. Id. $ 7126. The
CFTC policy statement was intended to reduce the insecurity of holding customer funds
abroad (foreign sovereign risk) as well as to decrease the abatement of customer funds
segregation in the United States. See id. 14 7126-27.

137 Moreover, margins denominated in foreign currencies may be forwarded to a
FCM, who then deposits these funds in a foreign currency account at a U.S. depository
institution. Telephone interview with Alan Seifert, Deputy Director, Trading and Markets
Division, CFTC (Feb. 22, 1989). In light of the FED's new policy, the CFTC will need to
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payments from five to fifteen percent of the total value of the com-
modity,' 38 may generate growth in foreign currency denominated
margins and foreign currency bank deposits. 39

To reiterate, because financial institutions, commodities mar-
kets, business, government, and the public will readily use foreign
currency facilities made possible by the FED's change in policy re-
garding foreign currency deposits, the scope and breadth of these
accounts will be larger than the FED originally predicted. Indeed,
this conversion of dollar holdings into foreign currencies, coupled
with increased international capital mobility will augment pressure
on the exchange rate of the dollar. In turn, the ramification of this
substitution, will be an interference with the FED's dollar exchange
rate targets.

B. Currency Substitution

A second ground for criticism of the FED's new policy is that
increased demand for foreign deposits could lead to greater cur-
rency substitution and, therefore, less control by the FED over the
stability of U.S. foreign exchange. Currency substitution occurs
when an expected rise in the value of a foreign currency, vis-a-vis the
domestic currency, induces domestic residents to hold more of this
foreign asset. 140 Thus, national currency substitution is based on
the relative rates of return of each currency. 14 1 For example, it is
expected that a depreciating dollar, vis-a-vis the Japanese yen, will
result in increased conversion of U.S. dollars into Japanese yen. 142

Varying demand and supply of substitute monies can lead to instabil-
ity in the exchange rate of home currency.143 If the currency of one

study further their interpretation of deposits of customer funds at foreign depositories.
Coordination and discussion with the FED could trigger a change in the CFTC's Nov. 16,
1988 determination. Ultimately, the CFTC will need to determine whether it will permit
FCMs to hold U.S. resident customer margins in the United States or overseas. Id.;
Wierzynfki interview, supra note 67; Grede interview, supra note 67.

138 These levels of margin are established by the exchanges. Generally, the CFTC,
pursuant to § 5(a)(12) of the Commodity Exchange Act (CEA), may not review the margin
levels which the exchanges establish. Yet, during a market emergency, the CFTC may, as
§ 8a(9) of the CEA stipulates, establish margin levels. T. Russo, I REGULATION OF THE
COMMODITIES FUTURES AND OPTIONS MARKETS § 1.20 (1989). The CBOT and the CME,
for example, issue rules regarding sufficient amounts for initial margin.

139 See Hargreaves, supra note 58, col. 1.
140 Girton & Roper, Theory and Implications of Currency Substitution, 13J. MONEY, CREDIT

& BANKING 12 (1981); Daniel & Fried, Currency Substitution, Postal Strikes, and Canadian
Money Demand, 16 CAN. J. EcON. 612, 622 (1983).

141 Daniel & Fried, supra note 140, at 615; Bordo & Choudhri, Currency Substitution and
the Demand for Money, 14J. MONEY, CREDIT & BANKING 48, 48-49 (1982).

142 Bordo & Choudhri, supra note 141, at 48-49.
143 McKinnon, Currency Substitution and Instability in the World Dollar Standard, 72 AM.

ECON. REV. 320, 321 (1982); Zilberfarb, The Effects of Foreign Exchange Risk and Return on the
Demand for Domestic Balances, 32 EUR. ECON. REV. 1359, 1359-60 (1988). Note also El-Er-
ian's discussion of the effect of foreign currency deposits upon exchange rate volatility. El-
Erian, supra note 8, at 38. Increased capital mobility and integration of finance can also
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nation is a ready substitute for another, as is the case when foreign
currency deposits are available, slight shifts in the money supply of
one currency can create significant variance in the exchange rate of
the other. 14

4

Currency substitution destablizes the demand for a particular
currency, thereby interfering with the central bank's efforts to formu-
late effective monetary policy unconstrained by foreign influence.' 45

Therefore, currency substitution due to large influxes of foreign cur-
rency decreases the capacity of monetary authorities to control credit
and money supply. 146 This fact is particularly troublesome if coun-
tries pursue monetary policy while presuming that their domestic
currency is unaffected by finance changes abroad. 147

C. Issues Not Addressed by the FED

The FED's new ruling provided little guidance for its ultimate
implementation and failed to address several important issues. 148

First, the reporting requirements of FR 2900 seem inadequate. Be-
cause the FED estimated that foreign money deposits in U.S. deposi-
tory institutions will be slight, the regulations require weekly rather
than daily totals.149 This might give rise to confusion over when and
how much foreign currency a bank client holds. Also, the regula-
tions require depository institutions to convert the value of foreign
currency accounts into dollars on FR 2915; there will be no indica-

lead to further currency substitution. Willett, Currency Substitution, U.S. Money Demand, and
International Interdependence, CONTEMP. POL'Y ISSUES, July 1987, at 76, 78.

144 Bordo & Choudhri, supra note 141, at 48.
145 Batten & Hafer, Currency Substitution: A Test of Its Importance, FED. RESERVE BANK ST.

Louis REV., Aug.-Sept. 1984, at 7, 10. In industrial countries, currency substitution in-
duces demand shifts for foreign currencies and hastens exchange rate fluctuation. McKin-
non, supra note 143, at 320-21, 331. As a result, central banks find the monitoring of
national currency values more difficult. Cox & Parkin, Currency Substitution and the Interna-
tional Transmission of Economic Disturbances, FED. RESERVE BANK DALLAS ECON. REV., May
1988, at 2-3, 9; see Tullock, Competing Monies, 7J. MONEY, CREDIT & BANKING 491, 491-97
(1975).

Likewise, in developing countries, currency substitution arising from foreign currency
deposits has clearly affected the ability of national monetary authorities to implement ex-
change rate policies. Specifically, currency substitution makes a country's currency devalu-
ation less effective at reducing domestic income. Currency substitution also loosens
governmental control over domestic liquidity, increases the possibilities for tax avoidance,
and reduces seigniorage. EI-Erian, supra note 8, at 38; see also Ramirez-Rojas, Monetary
Substitution in Developing Countries, FIN. & DEV., June 1986, at 36-37 (proposing that cur-
rency substitution aggravates monetary authorities' ability to stabilize national currency).

146 Ramirez-Rojas, supra note 145, at 35; EI-Erian, supra note 8, at 40. The degree of
interference with monetary authorities depends upon the degree of currency substitution.
The larger the degree of currency substitution, the greater the amount of fluctuation and
variability in the foreign exchange. Cox & Parkin, supra note 145, at 2-3, 9; Willet, supra
note 143, at 81.

147 Id.; Batten & Hafer, supra note 145, at 7. See Daniel & Fried, supra note 140, at 613.
148 Cunningham interview, supra note 9 (admitting additional information and gui-

dance by FED is necessary before the policy goes into effect).
149 See id.; see also Supporting Statement, supra note 108, at 3.
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tion of which currencies are deposited. Without a record indicating
which foreign currencies are deposited the FED may not have the
data necessary to assess fully the effect of currency substitution on
the dollar's value. A revised FR 2915 detailing the five largest hold-
ings of foreign currency deposits would increase the FED's ability to
understand the scope and nature of currency substitution occurring
in the United States.

Second, the FED does not restrict the types of depository insti-
tutions permitting foreign currency deposits, and there is no require-
ment that any institutions must offer such accounts.S ° The FED
estimates that approximately one hundred banks will be interested in
offering foreign currency deposits.15' The types of depository insti-
tutions and the specific geographical regions that will be interested
in the new accounts is entirely speculative. 152

Some bankers believe that large international banks and U.S.
subsidiaries of foreign banks will offer foreign currency deposits in
order to be more competitive and flexible. 5 3 Other bankers believe
that these deposits will be popular in all areas of the country, particu-
larly where international trade is active. 154 Some attorneys believe
that client needs and banking goals, rather than bank asset totals or
geographic location, will be the principle factors. 155 Likewise, com-
modities authorities at the CBOT, CME, and the Futures Industry
Association predict that banks whose clients include commodity ex-
changes will offer foreign currency deposits. 156

Third, the new policy makes all foreign currencies eligible for
deposit,157 but banks may themselves decide to limit deposits to cer-
tain currencies. Banks will probably prefer to offer only currencies
that perform well against the dollar, such as the Japanese yen, Ger-
man mark, British pound, and Swiss franc.158 Large deposits of weak

150 See BOG-Keehn letter, supra note 12; Cunningham interview, supra note 9.
151 Supporting Statement, supra note 108, at 4.
152 Smith interview, supra note 11; Cunningham interview, supra note 9; Welsh inter-

view, supra note 9; Jorgansen interview, supra note 115.
153 Jorgansen interview, supra note 115; Welsh interview, supra note 9.
154 Cunningham interview, supra note 9 (suggesting recent U.S.-Canada Free Trade

Agreement could result in significant deposits of Canadian dollars). See generally Koh, The
Legal Markets of International Trade.- A Perspective on the Proposed United States-Canada Free Trade
Agreement, 12 YALE J. INT'L L. 193 (1987); Fried, Barriers to United States-Canadian Trade:
Problems and Solutions, The Canadian Perspective, 19 GEO. WASH. J. INT'L L. & ECON. 433
(1985). Due to a high volume of international trade Florida, Texas, and California are
likely hosts for foreign currency deposits. But despite significant trade between the United
States and Mexico, large peso deposit accounts are unlikely because of the instability and
weakness of Mexican currency. Smith interview, supra note 11.

155 Smith interview, supra note 11.
156 Commins I, supra note 12, cols. 2-3; Grede interview, supra note 67; Wierzynfki

interview, supra note 67.
157 BOG-Keehn letter, supra note 12; see Supporting Statement, supra note 108, at 3 (all

foreign currencies are to be used in calculating FR 2915 dollar equivalent totals).
158 Cunningham interview, supra note 9; Welsh interview, supra note 9; see also CFTC,

supra note 23, at 103 (only strong currencies are normally traded on futures or options
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currencies would be unlikely because of consistent depreciation vis-
a-vis the dollar. In addition, banks probably will not accept foreign
monies subject to restrictive exchange rate controls.1 59 The Cana-
dian dollar, the currency of the United States' largest trading part-
ner, will probably occupy a significant amount of the total foreign
currency deposits. ' 6 0

Fourth, the FED did not discuss how foreign deposit holders will
obtain foreign currency funds or what interest rates will be offered
by the depository institutions. 161 If both the purchase and deposit of
foreign currency occur at the same bank, the client will probably re-
ceive a better exchange rate than if separate banks are used. The
interest rates offered on foreign currency deposits may be compara-
ble with the rates offered on domestic deposit accounts' 62 or they
may follow rates in the currency's home country.163 Two additional
factors will influence the interest rate offered on foreign currency
deposits. First, the interest rate will depend on whether the accounts
are demand or time deposits. 164 Demand deposits often provide a
lower interest rate than time deposits. 165 Many sectors in interna-
tional finance and trade as well as commodities trading conduct nu-
merous transactions and would probably prefer demand deposits.
On the other hand, small investors and overseas travelers would
make infrequent deposits and withdrawals and so would probably

exchanges in U.S.). But cf Smith interview, supra note 11 (customer interest determining
which currencies banks accept). Also, futures trading of the Mexican peso, a weak cur-
rency, exists at the CME. CFTC, supra note 23, at 103.

159 Wierzynfki interview, supra note 67 (identifying risks and dangers of exchange con-
trols to U.S. investors' deposits abroad). Generally, a nation's exchange controls restrict
the conversion of domestic currency into foreign exchange, thus reducing the capacity to
export capital. F. RooT, INTERNATIONAL TRADE and INVESTMENT 9 (4th ed. 1978); Note,
United States Enforcement of Foreign Exchange Control Laws-A Rule In Transition?, 10 N.Y.U. J.
INT'L L. & POL. 535 (1978); Note, Exchange Controls and Foreign Loan Defaults: Force Majeure as
an Alternative Defense, 71 IOWA L. REV. 1499 (1986). Cf Articles of Agreement of the Inter-
national Monetary Fund, art. VIII, § 2(b), Dec. 27, 1945, 60 Stat. 1401, T.I.A.S. No. 1501,
2 U.N.T.S. 39.

Exchange contracts which involve the currency of any member and which are
contrary to the exchange control regulations of that member maintained or
imposed consistently with this Agreement, shall be unenforceable in the ter-
ritories of any member. In addition, members may, by mutual accord, coop-
erate in measures for the purpose of making exchange control regulations of
either member more effective ....

Id.
160 U.S.-Canada trade in services and goods exceeded $166 billion in 1987. 29

U.S.T.R. Ann. Rep. 21 (1988).
161 Hinden, supra note 12, col. 3, citing Stephen Shock, Vice President of MNC

Financial.
162 Cunningham interview, supra note 9.
163 Welsh interview, supra note 9; see also Hinden, supra note 12, col. 4. Foreign de-

nominated deposits in the United States provide an alternative to deposits of the same
currency in the home country. Interest rates may reflect this situation.

164 Cunningham interview, supra note 9; Welsh interview, supra note 9.
165 See 12 C.F.R. § 204.2(xii)(b)(1) (1988).
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choose time deposits.' 66 The second factor affecting the interest
rate on a foreign currency deposit is the strength of the foreign cur-
rency itself against the dollar. Strong currencies receive lower inter-
est rates than weaker currencies. To equalize the net interest
earnings, a strong currency requires only a marginal interest rate as
compared to a weak currency.

Fifth, the FED did not determine whether clients holding for-
eign currency deposits will be able to write checks on their account.
Many current domestic accounts do allow check-writing, but foreign
currency checks may present special problems. Difficulties may arise
when a foreign currency account holder writes a check to someone
without 'an account in the same currency. 16 7 Another complication
arises if one bank permits foreign currency checking and other banks
do not honor the negotiable instruments. 68 Furthermore, it is un-
clear whether the check will be valued in U.S. dollars at the time it
was written or at the time it is received by another bank.' 69 This is
an important issue if the foreign currency supporting the check is
significantly appreciating or depreciating vis-a-vis the U.S. dollar.
Yet, one could argue that any subsequent conversion of the foreign
denominated check would occur regardless of the exchange rate
when the check was written and apply the exchange rate when the
foreign currency is withdrawn from the checking account.

The capacity to write checks in a foreign currency as well as to
receive payment in this currency is especially beneficial for those
U.S. residents who purchase and sell products from abroad and for
U.S. resident businesses seeking to be more efficient by decreasing
costs. For example, importers could make payments for the foreign
goods they purchase in the exporting country's currency. The im-
porter will avoid the costs of multiple conversion by being able to
send payment for goods in a foreign denominated check. Similarly,
exporters could pay foreign fees and taxes associated with selling a

166 Cunningham interview, supra note 9.
167 Id; Welsh interview, supra note 9.
168 Jorgansen interview, supra note 115 (noting only U.S. dollars are legal tender in

the United States for settlement of debt); Welsh interview, supra note 9; Cunningham in-
terview, supra note 9.

169 This problem is similar to the process of determining what conversion rate must be
given to legal judgments arising from disputes involving foreign currencies. Courts have
used three approaches. First, the judgment day rule requires conversion of foreign de-
nominated obligations to the currency of the court's forum at the exchange rate that ap-
plies on the date of the judgment. MANN, THE LEGAL ASPECT OF MONEY 307-08 (2d. ed.
1953). Second, the breach day rule calls for conversion at the exchange rate prevailing on
the day the tort occurred or the contract was breached. Gylfe v. Trujillo, 209 F.2d 386,
387 (2d Cir. 1954); Taubenfeld v. Taubenfeld, 198 Misc. 108, 97 N.Y.S.2d 158 (N.Y. Sup.
Ct. 1950). Last, federal courts use the judgment day rate of conversion when the contract
requires payment in a foreign nation, and the breach date rate when payment is to be
made in the United States. Zimmerman v. Sutherland, 274 U.S. 253 (1927); Sutherland v.
Mayer, 271 U.S. 272 (1926).
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product abroad in the importing country's currency.' 70 Also, per-
sons who speculate on commodity futures and options could send a
foreign denominated check to a futures commission merchant to
cover the margin of a transaction.

Sixth, because the value of a foreign currency deposit is subject
to exchange rate volatility, the FED may require depository institu-
tions offering such accounts to follow strict guidelines regarding dis-
closure, advertising, and other consumer protections, yet the FED
failed to indicate how or if this would be accomplished. Consumer
protection requirements could parallel or be subsumed under pres-
ent FED regulations compelling banks to explain to their clients the
terms and costs of their loan.' 7 ' Presently, banks must inform the
borrower when finance charges on a loan begin as well as the annual
interest rate to be charged.' 72 Additionally, a creditor must provide
the borrower with an annual statement, a form listing payments
made, and a notation of the amount of the outstanding loan.173 In
the case of foreign currency deposits, FED regulations could insist
that depository institutions describe to the client the interest rate de-
positors earn on their account and provide the terms of the deposi-
tory account, the minimum balance, and charge per check.T74

If disclosure statements are required some policy will be needed
to determine which language will be used.m75 Translation of the dis-
closure statements will probably not occur because U.S. residents or
agents of nonresidents who use foreign currency deposits will pre-
sumably understand English.

The FED may also set advertising standards for foreign currency
deposits. Presently, FED regulations ensure that any advertisement
describing specific credit terms must be clear and comprehensi-
ble. 176 Banks offering foreign currencies could also be held to com-
parable responsibilities.

Future FED advertisement requirements could also include dis-
closure by depository institutions of whether withdrawal of funds is
possible in currencies other than those originally deposited. For ex-
ample, if the bank fails to maintain enough funds in a particular for-

170 See Plaut, supra note 8, at 27.
171 Welsh interview, supra note 9. Because bank clients have dealt primarily with do-

mestic dollar currency deposits, some guidance regarding foreign currency deposits may
be helpful for both the client and bank. Such consumer protection measures will enable
banks to protect themselves from suits arising from misinterpretation.

172 See 12 C.F.R. §§ 226.5, 226.6, 226.9, 226.17, 226.18 (1988).
173 Id.
174 It would also be important for the investor to know if the minimum deposit were

calculated by the foreign currency or by a dollar conversion rate. If the latter applied, the
investor would likely also be interested in what exchange rate guidelines will be quoted.

175 See, e.g., 12 C.F.R. § 226.27 (1988) (banks may set out client information on bank-
ing procedures in Spanish).

176 See 12 C.F.R. § 226.24 (1988).

1989]



N.C.J. INT'L L. & COM. REG.

eign currency;,; the deposit account agreement might have
stipulations similar to currency availability clauses (i.e., if there is
scarcity of a currency, the lender has the option to switch loan pay-
ment into a different currency) and multicurrency clauses (allowing
the borrower to request a change in currency payment). ' 77 The FED
could also require banks to keep a portion of their assets in a particu-
lar foreign currency.178

The FED may also attempt to ensure that depository institutions
do not solicit foreign currency deposits unfairly or deceptively. 179

To this end, the FED could require that banks provide information
to potential customers of the difference between foreign currency
deposit risks and domestic dollar deposit risks.180 A bank might also
warn that foreign currency deposits are not the most effective way to
hedge against foreign currency fluctuations.181

Finally, the FED has not addressed how banks should deal with
money launderers who may resort to using these new accounts. 182

The Money Laundering Control Act of 1986,183 coupled with the
Currency and Foreign Transactions Reporting Act,184 require banks
to respond promptly and diligently when conducting unusual or sus-
picious fund transfers. In light of the FED's ruling, awareness and
attention by banks concerning suspicious foreign currency deposits
should be heightened. No new regulations geared at countering for-
eign currency laundering are envisioned, since the statutes and regu-
lations discussed above could be applied both to dollars and foreign
currencies. ' 8 5

V. Conclusion

In essence, the FED's decision no longer to discourage U.S. de-
pository institutions from accepting foreign currency deposits crys-

177 See P.A. WILLONS, BORROWING BY DEVELOPING COUNTRIES IN THE EUROCURRENCY

MARKET 92-93 (1977).
178 Id.; see R.B, JOHNSTON, supra note 29, at 29.
179 See 12 C.F.R. § 227.11 (1988).
180 Welsh interview, supra note 9.
181 Smith interview, supra note 11; see supro notes 24-28 and accompanying text; Little,

Financial Futures and Immunization, 9J. FIN. RES. 1 (1986) (relating capacity of financial fu-
tures to hedge unexpected movement in interest rates).

182 Money laundering occurs when persons or financial institutions conduct transac-
tions with proceeds known to have been gained through certain unlawful activities. See 18
U.S.C. § 1956 (1988).

183 Subtitle H of Pub. L. No. 99-570, 100 Stat. 3207-18 (codified at scattered sections
of 18 U.S.C. (1988)). Although oriented towards- reducing laundering of drug proceeds,
"unlawful activity" includes various crimes such as financial offenses and racketeering. 18
U.S.C. § 1956(c)(7) (1988).

184 Pub. L. 100-690, 102 Stat. 4290 (codified at 31 U.S.C.A. § 5311 and scattered sec-
tions of 31 U.S.C.A. (West Supp. 1989)). See also Crocker & Bellinger, New U.S. Money
Laundering Legislation, 6 INT'L FIN. L. REV. 33-35 (1987) (outlining various provisions of the
Act).

185 Cunningham interview, supra note 9.
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talizes the tension between the gains to the domestic public of
integrated international financial markets and the FED's objective to
manage the exchange rate of national currency. This new policy an-
ticipates marginal growth of nondollar deposits at U.S. banks. How-
ever, there are significant benefits from these new accounts both to
banks and their clients, and it is quite probable that demand for
these accounts will be large. As the demand by U.S. residents for
foreign currencies rises, substitution of dollar deposits into foreign
currencies will increase, thereby destabilizing the exchange rate of
the dollar. Permitting this uncertainty in the value of the dollar un-
dermines the FED's goal to maintain efficient control over the na-
tion's financial markets.

DEAN C. ALEXANDER
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