An Analysis of the Two-Tier
Foreign Exchange Market*

Introdyction **

The effects of international mobility of capital have recently
attracted increasing attention, In the last few years, capital move-
ments have had important répercussions both on the level of inter-
national reserves and on the autonomy of monetary policy for many
countries. The effect on monetary policy is of particular importance
not only for monetarists but also for Keynesians, in view of the
well-known political and administrative difficulties encountered in
using fiscal policies for anticyclical purposes. These have given rise
to a critical reappraisal of the economic desirability of complete
freedom of capital movements and have led to the formulation of
numerous proposals intended cither to repress financial flows through
administrative controls or to introduce exchange rate systems capable
of discouraging undesired flows. This paper analyses the possible
cffects of one of these systems, namely, the two-tier forcign exchange
market. This system, which has been in operation in Belgium for
over 15 years, has recently found new supporters, as is indicated by
the fact that during the international monetary crisis of May 1971
the EEC Commission counscled its adoption. ' '

Scction I analyses the reasons which may justify restrictions on
the freedom of capital movements, both in the short run and in the
longer term; Section II examines some of the technical characteristics
of a two-tier foreign exchange market; Section III extends the well-
known Mundell analysis of the efficiency of monetary and fiscal

¥ ‘The authors are grateful to Victor Argy, Pascal Salin and William White for their
perceptive comments, All errors or omissions are, however, the authors’ sole responsability.
* This paper was written shortly before the August 15 crisis.
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policy in an open economy to the case of a country having a two-tier
foreign exchange market. Finally, Section IV draws some cqnclw
sions and compares a two-tier system with other instruments designed
to reduce the undesired repercussions of high capital mobility.

I. The Role of International Capital Movements in the Short- and
Long-Run '

The right of Fund members to repress capital flows by introdue-
ing exchange controls is one of the most important characteristics of
the international monetary system created at the Bretton Woods
Conference. In fact most countries retained well into the fifties a
complex structure of controls on capital movements intr_odu-':ed before
World War IL In this way the national authorities maintained some
freedom in their use of monetary policy for internal stabilization
purposes. However, as the European economies grew in strength,
the restrictions were dismantled, and towards the end of 1958 the
major industrial countries made their currencies convertible de facto.
About the same time, the development of the Euro-dollar market,
the growth of multinational corporations and the intensification of
international banking ties caused large amounts of capital to become
internationally mobile, highly interest-elastic and sensitive to every
possibility of a change in parity. The resultant massive capital move-
ments reduced the room for maneuver of the monetary authorities
and frequently caused substantial disequilibria in the balance of
payments, _ .

These difficulties have reversed the process of liberalization that
took place in the 1960’ and stimulated renewed and critical exami.na—
tion of the desirability of substantial freedom for international capital
movements. This question may be discussed theoretically in a shf)rt-
term or a long-term framework. In the short-term the analytical
tools are those of business cycle theory; in the longterm they are
those of welfare economics and growth theory. Assuming perfect
competition, from the point of view of welfare economics the thezfis
in favor of the free movement of capital is quite similar to that in
favor of free trade: capital mobility tends to maximize world welfare
by ensuring the most efficient distribution of the world’s resources.
However, it should be stressed that if the objective is to maximize
national welfare, controls on capital movements can be justified by




356 . Banca Nazionale del Lavoro
roughly the same arguments as are used in favor of the optimal tariff.!
If ideal hypotheses such as perfect competition and price flexibility
are abandoned, controls on capital movements can also be justified as
second-best solutions. This is because they would tend to compensate
possible distortions, important among which are: (a) imperfections
in ftnancial markets; (b) different levels of taxation on income from
interest and profits; (c) quantitative controls on the flows of capital
imposed by other countries; and (d) differentials in interest rates due
to differing combinations of fiscal and monetary policies in various
countries rather than to the differing marginal productivity of
capital 2

In a system of fixed exchange rates one of the major causes of
distortions may be the different rates of inflation in various countries.
At equal real rates of interest, countrics with relatively high rates
of inflation will tend to have higher nominal rates of interest.
Consequently, ignoring expectations of changes in parity, capital
will tend to flow towards the countries with the highest rates of
inflation. In other words, there is no guarantee that international
movements of capital reflect differences in the marginal productivity
of capital in different countries? Moreover, if capital mobility is
high, there is a tendency toward the equalization of nominal rates
of interest in various countries. As a result, countries having relatively
high (low) rates of inflation may be obliged to have real rates lower
(higher) than might be desirable on purely domestic grounds.*

It must be pointed out that the maintenance of a relatively high
rate of inflation is not necessarily incompatible with long-run
equilibrium in the balance of payments, and, therefore, the distor-
tions mentioned above are not necessarily of a temporary nature.
If one compares the United States with the countries that developed
more rapidly than it did in the period 1953-1970, one is struck by
the fact that consumer prices increased by g7 per cent in Japan, by
66 per cent in Italy and by 45 per cent in Germany, compared with

1 N. Prseerr, “ The Wellare Effects of Controls over Capitai Exports from the United
States ®, Essays fn Imternational Finance, Princeton University, January rg71.

2 H. Jomnson, “Theoretical Problems of the International Monetary System”, Pakistan
Developmenz Review, 1967,

3 F. Lurz, “Money Rates of Interest, Real Rates of Interest, and Capital Movements ™,
in Muinsaining and Restoring Balance in Imternaiional Payments, (W. Fellner et af),
Princeton University, 1966,

4 R. Munpsi, Monetary Theory, Goodyear Publishing Co., 1971,
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41 per cent in the United States. Over the same period, thesc
countries left their par values unchanged, with the exception of
Germany which revalued twice. Moreover, the export price index
fell in Italy and Japan while it increased by 30 per cent in the
United States® The different tend of consumer and export prices
can be explained by the differences in the price structure between
less and more mature economies. In the former the prices of services
and of agricultural products are generally lower than prices in the
industrial sector where, however, the greatest increases of productivity
are registered. The prices of industrial products tend to remain
constant in less mature but rapidly growing economies while those
of services and of agricultural products increase. As a result, since
manufactured goods form the greater part of trade between industrial
countries, rapidly growing countries can maintain or increase their
international competitiveness while having increases in consumer
prices higher than more maturc countries. This could add a
permanent character to the distortions mentioned above, resulting
from the tendency of financial flows to equalize nominal rather than
real rates of interest. Long-term analysis does not, therefore, reveal
a priors any intrinsic merit to the freedom of capital movements.

In the sections that follow, analysis will be concentrated on the
short-run aspects, that is to say, on the effect capital movements may
have on internal and cxternal balance in the various phases of the
business cycle. In the classical theory of the gold standard it was
thought that short-term capital movements could play a positive role
since, by compensating for disequilibria in the basic balancc of
payments over the course of the business cycle, they permitted
domestic stabilizing measures to be spread over a longer time span.
In recent years, however, short-term capital movements have fre-
quently had disequilibrating effects. First, even when capital flowed
in opposite direction to basic disequilibria, the high mobility of funds
has resulted in their volume being such that anticyclical changes in
domestic interest rates are very difficult. This, it has been indicated,
has had the effect of reducing the monetary autonomy of countries
in a period when, in view of the wellknown difficulties in the use
of fiscal policy, monetary policy seems to be indispensable as an
anticyclical instrument. Second, uncertainty about par values has

5 R. McKmmon, “Monetary Theory and Controlled Flexibility of Exchange Rates™,
Essays in International Finance, Princeton University, May 1971
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often generated massive speculative flows that are very difficult to
neutralize and that frequently force the authorities to pursue
domestic and external policies that would not be otherwise desirable,

The two-tier foreign exchange market is one of the methods that
have been proposed to limit the damaging effects of short-term flows.
Its characteristics will be examined in the following pages.

II. Technical Characteristics of a Two-Tier Foreign Exchange Market

A two-ier foreign exchange market is commonly meant to be
a system under which current transactions are channcled through
an “official ” exchange market, where the authorities intervene to
maintain the exchange rate within certain margins around par,
while capital transactions are channeled through a © free” market,
in which the exchange rate is free to fluctuate.

In the post-war period only three countries have adopted legal
separation between current and capital transactions. Switzerland
adopted a free market for capital transactions during World War I,
but the authoritics reunified the exchange markets a few years
later.5 A similar system is still used by the United Kingdom, but it
is limited to investments made outside the Sterling Area; the system
is intended to avoid a net capital outflow which might add to the
current account deficit of the United Kingdom with the rest of
the world.

Belgium is the only country that has used a free market for a
large proportion of capital transactions as an instrument of balance
of payments policy and of monetary policy over a long period of
time Although Belgium progressively broadened the range of
financial transactions to be channeled through the free market
during the years 195070, the institutional characteristics of the
foreign exchange markets remained substantially unchanged until
May 1971. From its inception, one of the principal objectives of the
free market in Belgium had been to discourage capital outflows;

6 3, Rurr, A Dollar-Rescrve System as a 'Transitional Solution”, Essays in Interna-
tional Finance, Princeton University, January 1957,

7 For an analysis of the Belgian system, see *Les mouvements conjoncturels enve-
gistrés dans la balance des paiements de PUEBL. de 1961 & 1967 ", Bulletin de Documen-
tation of the National Bank of Belgium, April 1969.
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but towards the end of the 1g6o’s the current account surplus
increased considerably, bringing about substantial speculative inflows,
and these became unusually large during the spring of 1g71. Action
was then taken to reduce the capital influx; in particular, the sale
on the official market of foreign exchange acquired on the free
market was prohibited. As the link between the two markets
— which is what kept the free rate from rising above the official
ratc -—— has been broken, the two-tier market may now be used to
control both the inflow and the outflow of capital.

Technically, the division of the foreign exchange market into
an official market for current transactions and a free market for
capital transactions may be achieved in a number of ways; for
example, the banking system can be instructed to establish two types
of foreign exchange accounts for residents, “ current ” accounts and
“capital ” accounts, and two stmilar categories of domestic currency
accounts for non-residents, The control may be on either type of
account; it is sufficient, for instance, to ensure that all paymeats and
receipts deriving from current transactions are made through the
“current ™ accounts.

In practice, it may prove more difficult to control certain
transactions such as tourism, commercial credits or profits from
forcign investments than it is to control others® Inevitably, the
separation between the two markets will not be perfect, and the
incentive to evasion will increase with any widening of the diffe-
rential between the official and free rates® Such difficulties are of
course common to any kind of administrative control. However,
the Belgian experience suggests that the controls are more effective
if they apply to all financial transactions than if they are directed
sclectively towards particular categorics of transactions such as
short-term bank deposits or direct investments. Notwithstanding
possible evasions, a substantial separation between the two markets
seems feasible, at least for short periods even when the two rates
differ very much. In the pages that follow the practical difficulties
of implementing administrative controls will be disregarded and

8 In this paper it is assumed that foreign profits and interest payments would he
channeled through the official exchange market even when they ate reinvested in the same
country,

2 The frée market does not reduce capital movements due to leads and lags in
commercial payments, which go through the official marker,
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attention will be given only to the economic consequences of an
effective separation of the two markets,?

Tf the authoritics do not intervene in the free market, by defi-
nition there cannot be any net capital movement; that is to say, a
current account surplus or deficit brings about an equal change
in official reserves and in the monetary base. The free exchange
rate will then be at a premium or at a discount vis-a-vis the official
rate depending on whether, at the official rate, there would be a
surplus or a deficit in the capital account”” The hypothesis of no
official intervention in the free market is not however especially
relevant. Normally, the monetary authorities could sell or purchase
foreign cxchange in the free market, depending on whether there
is a surplus or a deficit in the current accouat, so as to reduce or
even completely avoid changes in official reserves* Obviously, the
monetary authorities could also overcompensate a current account
surplus or deficit, losing reserves in the first case and acquiring
them in the second; however, such behavior could well be considered
contrary to the “rules of the game™ and it will not be taken into
constderation here.

Consider the case where the monetary authorities decide to
sell or acquire on the frec market an amount of foreign exchange
equivalent to their net purchases or sales in the official market for
current transactions, so as to avoid anmy variation in the level of
reserves. Such behavior could be defined as automatic compensation
of the current account disequilibrium. When the authoritics operate in
this manner, the two-tier foreign exchange market has an important
characteristic in common with a floating exchange rate system in that
there is no balance of payments constraint. The basic difference
between the two systems consists, of course, in the fact that the
two-tier system shifts the brunt of the adjustment to the capital
account, while a floating rate causes continuous adjustments in both
current and capital accounts.

10 On the administrative difficulties of the two-ticr foreign exchange market, see
A Lammsrussy, The Role of Monetary Gold over the Newt Ten Years and the comments
of G. Carli, The Per Jacobsson Foundation, September 196g.

11 Tt should be borne in mind that a free rate at a discount (premium) vis-2-vis the
official rate is cquivalent to the application of a tax (subsicly) on capital cxports and an
equivalent subsidy (tax) on capital imports, ’

12 Net private capital flows are of course equal to the amounts sold or acquired by
the authorities in the free market. The averall change in reserves is thus the algebraic
sum of the amounts acquired/sold by the authorities in both exchange markets.

An Analysis of the Two-Ticr Foreign Exchange Market 361

. If there is automatic compensation of the current account dise-
quilibrium, the free rate is quoted at a premium when the appli-
cation of the official rate to all transactions would lead to an overall
surl_)lus in the balance of payments and not only to a surplus in the
capital account. There is a discount in the opposite case. The
various possible combinations are indicated in Table 1.

TABLE I

Discount/Premium of the

Imbalances that would be registered if the official rate free rate when there is

were applied to all transactions automatic corupensation
of the current account

imbalance
(a) current account deficit > capital inflow . . .
(b) current account deficit and capital outflow . Discount
(c) current account surplus < capital cutflow .
(d) current account deficit < capital inflow . .
(e} current account surplus = capital outflow . ; Premium

(f} current account surplus and capital inflow .

‘It is interesting to note that with a two-tier market and auto-
matic compensation of the current account disequilibrium, the
official intervention agency records a profit in cases ¢ and 4 in
Table I and a loss in all other cases; the total profit or loss is equal
to the product of the amount of foreign exchange acquired or sold
in Ehe. free market and the premium or discount of the free rate
vis-d-vis the official rate. This has two consequences. In the first
place, a country with a current account surplus (deficit) (except in
the cases ¢ and 4) will face the choice between accumulating (losing)
reserves and sustaining the cost of the intervention in the free
market. At times, this cost could be an important incentive to the

_correction of large and long lasting disequilibria even though

variations in official reserves could be avoided by intervention in the
f.rcc market.”” In the second place, there will be an increase (reduc-
thIl)‘ in the monetary base equal to the loss (profit) of the inter-
vention agency. The maintenance of an unaltered level of inter-
national reserves will therefore not ensure that the balance of

13 ].. M. FLEM_ING, “Dual Exchange Rates for Cortent and Capital Transactions:
A Theoretical Examination”, in Essays in International Economics, Allen and Unwin, 1gyr.
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payments has a neutral effect on the monetary base; instea(_i, thc::r.e
will be variations tending to aggravate the current account disequili-
brium (in cases & and ¢) which could of course be offset by monetary
intervention.

It has been implicitly assumed up to now thz{t the net movement
of capital may be cffectively controlled by t.hc interventions of th.e
monetary authorities on the free market, ie. that the market 1s
sufficiently broad and elastic to .a!asorb almost any volume of
purchases and sales by the authorities, It may now be useful to
examine more carefully the manner in which cap1tz}1 flows are in
fact influenced by changes in the fl’CF rate. A drop in thel free rate
may encourage the inflow of capital in three ways: 'a) by increasing
the effective rate of interest received by the foreign investors because
a larger amount of domestic currency can now be obtained for the
same amount of foreign currency, while interest payments (a current
transaction) are transacted at the (unchangefi).oﬂiqal rate; b) by
increasing the probability of a fut.ure appreciation pf the freF: rate
and consequently of a capital gain; and ¢) reducing the risk of
Josses following a possible devaluation (see Table IT). As an example,
it may be useful to compare the incentive to capital inflow caused
by an increase of domestic interest rates with that from a drgp
in the free exchange rate. Let us suppose that there are two categories
of debt instruments — three-month bills and perpetuities - and that
initially the respective rates of interest are 4 per cent and 5 per cent.

TARBLE 2

Hypothesis A Hypothesis B

(Higher domestic
interest rates but
all transactions
made at par)

(Domestic interest rates
unchanged but free rate
depreciated by 434)

R ) g-month .
3 %?l?th Perpetuity Bill Perpetuity
{a) Increase of the effective interest
rate on new investments . . . .17 0.21 4.00 1.00
(b) Capital gain should there be a
return to the original values . . 400 4.00 about zcro 20.00
{c} Loss in casc of a subscquent 4% .
devaluation . . . . . . . — — —4.00 400 .
o
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Table II illustrates how the profitability of investing in the country
under consideration would change if the free rate were depreciated
by, say, 4 per cent but domestic interest rates remained unchanged
(hypothesis A); or, alternatively, if all transactions with other
countries take place at parity but the rates of interest increase, for
example, from 4 per cent to 8 per cent for the three-month bills and
from 5 per cent to 6 per cent for the perpetuities (hypothesis B).

The example illustrates two extreme positions and neglects
possible combinations in which a depreciation of the free rate is
accompanied by an increase in domestic interest rates. The numbers
in the example have been chosen in a purely arbitrary manner, but
this does not alter the general validity of the conclusions that may
be drawn from Table Il. In brief these are:

(@) If the objective is to have a capital inflow over a fairly
long period, increasing domestic rates of interest is a much more
effective instrument than the free exchange rate because a very large
depreciation in the free exchange rate is required to increase even
modestly the rate of return on new foreign investment; for example,
to increase the interest received by a foreign investor on a perpetuity
from 5 per cent to 6 per cent, it would be necessary to depreciate
the free rate by some 17 per cent.

(b) Depreciating the free rate is a more effective instrument
than increasing domestic interest raes if the target is to attract
substantial amounts of short-term capital, provided however that
investors expect the disequilibrium to be only temporary and the
free rate to return shortly to its original value.

(c) The free exchange rate also secems a very effective instru-
ment when there is a widespread expectation of a change in par
value; if, for example, foreign investors considered a devaluation
likely in the near future, it would be almost impossible to prevent
a substantial outflow of capital by increasing domestic interest rates
since extremely high returns would be required to offset the pro-
bability of capital loss.* With a two-tier market, instead, if the free
rate were sufficiently depreciated to offset the fear of the capital

14 T, Wuiery, S. Karz, W. Brawson, “Exchange Systems, Interest Rates, and Capital
Flows®, Essays in International Finance, Princeton University, January 1971
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loss, a normal flow of capital in response to differences in interest
rates could continue.”

Opposite conclusions hold in the case where the authoritics
desire to reduce rather than increase the inflow of capital: a two-
tier market with a free rate above par is a useful instrument for
reducing speculative inflows of capital, but it is less e.ﬂ:ectivc than
changes in the domestic interest rates when the objective is to
encourage a sustained outflow of capital.

lil. The Two-Tier Foreign Exchange Market and the Efficiency of
Monetary and Fiscal Policies ‘

The preceding observations suggest that the introduction of a
two-tier foreign exchange market could usefully increase the number
of policy instruments available to the authorities. With the use only
of the traditional instruments of monetary and fiscal policy there 18
often little freedom of maneuver in balancing such instruments to
reach internal and external balance simultaneously; the introduction
of a two-tier market could allow for a greater choice among various
policy mixes. :

In order to illustrate the possible use of this additional tool, we
shall employ the familiar Mundell approach, so often followed in
the literature on the effectiveness of monetary and fiscal policies in
an open economy. ¢ It is assumed that unemployment exists at all
times, that returns to scale are constant, and that money-wages and
prices are fixed. Tt is also assumed that there are only four markets:
those for goods, securities, money, and foreign exchange. A sufficient
condition for general equilibrium is that three of these markets are
in equilibrium, e.g. the markets for goods, money and forcign
exchange.

The IS curve in the diagram is the locus of equilibrium points
in the market for goods, ic. of points where savings plus imports

15 Investors might reasonably expect that should the official parity be adjusted
downwards, the free rate would decline by a lesser amount if at all. Indeed, if a devalua-
tion is accompanied by a restrictive monetary policy, the free rate might even appreciate.

16 In particular, sce R.A. Munozrrr, * The International Disequilibrium System *, and
“ Capital Mobility and Stabilization Policy under Fixed and Flexible Exchange Rates™ in
International Fronomics, Macmillan, 1968. For references to the extensive literature on
this subject, see, MinNa von Nepwmay WraTHAM, Policies for Internal and External
Balance®, Special Papers in Intesnational Economies, Princeton University, December 1g70.
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equal the sum of investment, exports and the budget deficit. If the
exchange rate is fixed and expected to persist indefinitely, it may
be assumed that the balance of trade depends only on income;
savings and taxes rise with income, while investment is a declining
function of the interest rate. The IS curve is therefore inclined
downwards as shown in the diagram.

The LM curve is the locus of interest rates and income levels
at which the demand for money equals the existing stock of money.
The LM curve is inclined upwards, since the demand for money
is a rising function of income, and a declining function of the
interest rate. An expansionary monctary policy, defined as an open
market purchase of securities, shifts the LM curve to the right,
since it increases the stock of money. An expansionary fiscal policy,
defined as an increase in government expenditure financed through
an issue of bonds, shifts the IS curve to the right, since, for a given
rate of interest, total expenditure is higher.

The EE curve is the locus of equilibrium points in the balance
of payments, given a fixed exchange rate applied both to current
and capital transactions, It is assumed here that capital mobility
is less than perfect, and more precisely that capital flows are a
function of the differential between domestic and foreign interest
rates./ The EE curve is therefore inclined upwards, since net
imports are a rising function of income, while net capital inflows
are a rising function of the interest rate (assuming that the rate
of interest in the rest of the world remains constant). For a given
propeusity to import, the larger the interest elasticity of capital
movements, the flatter is the slope of the EE curve® There
18 both internal and external balance when the three curves inter-
sect (point # in the diagram).

In this model, 2 permanent increase in the level of income can
be achieved only through fiscal policy. Suppose that the system is
initially in equilibrium (at point ¢ in the diagram) and that sub-
sequently an expansionary fiscal policy increases the level of income
while also pushing up the interest rate (and causing the IS curve

17 For « critical analysis of this hypothesis, see, T. Witrrr & F. Forrn, “Interest
Rate Policy and External Balance™, Quarterly Journal of Ecomomies, May 1960.

18 In the extreme case of perfect capital mobility, that is, when domestic and foreign
securities ave perfect substitutes, the EE curve would be horizontal, indicating that balance
of payments equilibrium is possible only when the domestic and the foreign rate of interest
are equal,
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to shift to the right, to I'8"). Net imports are increased, but there
is also a larger capital inflow, due to the higher rate of interest.
The overall balance of payments, initially, may be ecither in surplus
or in deficit, depending on whether the LM curve is above or
below the EE curve to the right of point ¢ (in the diagram, initially
there would be a movement from « to d, where there is an external

Rate of f
interest '\

e mon income

surplus). However, since the authorities are committed to clearing
any excess supply/demand of foreign exchange at the fixed exchange
rate, any initial surplus/deficit causes an equal increase/decline in
the stock of money, until equilibrivm in the balance of payments
is established, In the diagram, this would be shown as a shift in
the LM curve to the right, to cross the new point of internal and
external cquilibsium (point & in the diagram) which is given by the
intersection of the I'S’ and EE curves. The initial position of the
LM curve is thus irrelevant for the determination of the new point
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of internal and external equilibrium although it determines whether,
when an expansionary fiscal policy is introduced, there 15 an initial
external surplus or a deficit. It follows also that in this model an
expansiopary monetary policy can increase the level of income only
temporarily, since it causes a continuous deficit in the balance of
payments, due both to larger net imports and to capital outflows.
Finally, it must be noted that, at each level of income, there is
only one rate of interest at which it is possible to achieve both
internal and external equilibrium, and this is determined by the
position of the EE curve; that is, given the exchange rate, by the
income elasticity of imports and by the interest elasticity of capital
flows.

We shall now see how within this model the introduction of a
dual foreign exchange market may alter the effectiveness of the two
policy instruments. Consider again a position of equilibrium (point
« in the diagram) and assume for simplicity that both current and
capital transactions are in balance. Let there then be an expansionary
fiscal policy that shifts the IS curve to the new position 'S’ and
brings an initial equilibrfium at point d, where the LM and I'S’
curves intersect. As was shown, point 4 is not a position of stable
equilibrium with a fixed unitary exchange rate, since there s an
external surplus that shifts the LM curve to the right until a stable
equilibrium is reached at point &, where the EE and 'S’ curves
intersect. This need not be the case, however, with a dual exchange
rate, because the authorities could purchase foreign exchange in the
frec market only in an amount equivalent to their sales in the
current market, and thus avoid any external surplus® In general,

19 It should be noted, however, that at any point above the EE curve in the diagram
the free rate is at a premium {and vicevetsa) because, if all transactions took place at
parity, above EE thete would be an overall balance of payments surplus (and viceversa).
As was seen in Section I, if the authorities acquite on the free market an amount of
foreign cxchange equal to the current account deficit and the free rate is at a premium,
the intervention agency tecords a profit; thus, although official reserves remain unchanged,
there is a contraction of the monetary base equal to the product of the foreign exchange
acquired on the free market and the premium of the free rate vis-d-vis par. If, therefore,
the monectary authorities wanted to stabilize income at a level lower than that which
would produce equilibrium in the balance of payments (for example, at level 4), and at
the same time to maintain official reserves unchanged, they would have to create money
continuously to offset the reductions due to the profits of the intervention agency. In the
opposite case, that is, if they wished to stabilize income at a level higher than & in order
to keep official reserves unchanged, the free rate would go to a discount and the intervention
agency would record a loss whose expansionary effects on the quantity of money would
have to be neutralized by appropriate open market operations.
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with a dual exchange masket the balance of payments is no longer
a contraint because it is always possible for the authorities to offset
any surplus/deficit in the current transactions by equivalent sales/
purchases of foreign exchange in the free market?® Since net
capital flows can be regulated independendy from the level of
domestic interest rates by official purchases/sales in the free exchange
market, it is possible to achicve both internal and external equili-
brium at a given level of income at different interest rates — not at
only one rate of interest, as in the case with a fixed unitary
exchange rate.?

In general, with the dual exchange rate, if the authorities offset
all current imbalances through the free market, both fiscal and
monetary policy become effective, and equilibrium is determined
only by the intersection of the LM and IS curves. The possibility
of using effectively both fiscal ¢nd monetary policy — instead of
fiscal policy alone, as with the unitary exchange rate — to increase
the level of income may be of great importance when growth
considerations are taken into account (in the diagram, when income
is increased from om to on, the rate of interest is en if monetary
policy is used, and d# if fiscal policy is used)Z Morcover, there
may be institutional and political obstacles to the use of fiscal policy
for stabilization purposes, that could limit the use of this instrument
in practice.

20 It is possible however that beyond certain limits capital flows would cease to respond
to any further appreciation/depreciation of the free rate, making it impossible for the
authorities to sell/purchase the desired amounts on the free market. Therefore, even apart
from the problem of the incressing incentive to tax evasion, there may be in practice
limits to the possibility of varying the level of income while maintaining external balance
with a two-tier cxchange system.

21 Anothet sspect that should be considered is the wealth effect, When the domestic
interest rate increases there is a negative wealth effect due to the drop in the market value
of existing bonds (assuming that the private sector is a net creditor of the public sector
and hence the losses of private creditors are greater than the profits of private debtors).
This, together with the increase in the rate of interest, tends to reduce domestic demand.
With a twa-tier system, however, when the authorities resort to purchases in the free
matket rather than to changes in interest rates to avoid an external deficit, the depreciation
of the free ratc has an overall negative wealth effect only if the total debts of residents in
foreign currency are greater than their total assets in foreign currency. The two-tier
market may thesefore be utilized to re-equilibrate the balance of payments while scarcely
generating any negative impact on domestic demand,

22 Sece G.K. Suaw, “Monetary - Fiscal Policy for Growth and the Balance of
Payments Constraint ®, Economica, May 1967,
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Of course, under a dual exchange market the authorities could
intervene in the free market so as to offset current imbalances only
partially; in this case there would be a loss/gain in reserves, which
would tend to increase/reduce the stock of money (unless it was
continuously neutralized by appropriate open market operations in
domestic securities), and to shift the LM curve, as in the case of the
unitary exchange rate. Internal and external balance could then
be found along the IS curve only at a level of income where the
trade balance equalled the net purchases/sales by the authorities
in the free market; the effectiveness of monetary policy would
then be limited, as in the case of a uniform fixed exchange rate.

In conclusion, with a dual exchange rate, provided that the
authorities offset all trade imbalances through dealings in the free
market, monetary policy becomes an effective instrument of income
stabilization.® The similarity in the reasoning used when arriving
at the same result for a floating exchange rate systemn is worth
noting, although, for brevity, we do not discuss such a system here.
In neither case is the balance of payments a constraint on decision
making, but while with the flexible exchange rate a potential
balance of payments disequilibrium is corrected through adjustments
in both current and capital transactiovs, with a dual market the
adjustment will be borne by the capital account.

IV. Conclusions

To summarize, one of the more interesting features of the
two-tter foreign exchange market is that it allows the authorities
to regulate the net flows of capital independently of the relative
levels of domestic and foreign interest rates, if only within certain
limits. Not only may the system be used to protect the domestic
economy against massive flows of capital due to expansionary
(contractionary) monetary policies followed by other countries; it

23 In general, if monetary policy is used to achieve an increase in income, reserve
losses can be avoided only by depreciating the free exchange rate because, at parity, in
addition to a trade deficit there would be also a capital outflow; if, instead, fiscal policy
is used, the free exchange rate could even rise because the domestic rate of interest would
be higher.

24 It should also be borne in mind that the major industrial countries have as a
policy target the structure of their balance of payments, In other words, they are not
satisfied sitnply by an overall balance of payments surplus; they frequently desire a surplus
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may also allow substantial autonomy in the use of monetary policy
for stabilization purpose.?’

It has been shown in Section I that the two-tier exchange
market is especially effective as a short-run instrument both for
encouraging and for discouraging net capital flows. In the long-run
the maintenance of a substantial difference between the free rate and
the official rate may prove difficult in practice in view of the in-
creased incentive to evade administrative controls and the cost to
the intervention agency. In general, the two-tier system reduces
or eliminates the inflationary (deflationary) effects that would
otherwise result from a surplus (deficit) in the balance of payments,
if the authorities offset all current account imbalances with equi-
valent purchases/sales on the free market. This characteristic — as
well as the possibility of contralling speculative flows — may enable
the authorities to use vigorous internal policies for an extended
period. There is therefore the danger that the correction of fun-
damental disequilibria may for this very reason be unduly delayed.
It should be noted, however, that the widening of the differential
between the free rate and the official rate may itself represent an
automatic danger signal for the authorities; moreover, the cost of
maintaining a high differential may also be a strong incentive to
adjusting the par value.

The introduction of a free rate could also be desirable from
the point of view of equity as it tends to reduce the substantial
capital losses or gains that occur when the parity is changed under
the adjustable peg systern. If the free rate of a weakening currency
progressively depreciates over time — as one would expect, especially
if the authorities pursue a policy of automatically offsetting the
carrent account deficit — it may alrcady be at a level not far from
the new parity when the devaluation occurs, so that it may not
be much affected by the change in par value. The incentive to
large speculative flows will then no longer exist and concomitantly

on current account and a deficit on capital account. Such a composition of the balance of
payments is not easily achieved with the instruments at present available, See, A. Lamrpa-
Lussy, “ Limitations of Monetary and Fiscal Policy *, in Maintgining and Restoring Balance in
International Payments, op. cir

25 It is also interesting to note that if the goal is to encourage short-term capital
inflows, the free rate can be successfully used even where there is no well-developed money
market and where in consequence the interest rate cannot always be used, The adoption
of a free rate can therefore be advantageous for less developed and less sophisticated
economies.
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the pressures for postponing the adjustment of the par value would
be reduced.?

Of the other solutions proposed for reducing the destabilizing
effects of capital flows, those that seem to have the greatest possibility
of being adopted are the generalized introduction of administrative
controls of various kinds and jor the widening of the margins
around par to some 3-4 per cent.

The imposition of selective controls on specific categories of
capital movements inevitably introduces arbitrary distortions; mo-
reover, given the fungibility of different kinds of capital, selective
controls can bhe evaded more easily than could the rules of a two-tier
market which simply distinguish between current and capital
account transactions. Selective controls are also difficult to eliminate
once introduced, and they cannot be changed without encountering
administrative difficulties. By contrast, the two-tier market is a
highly flexible instrument whose effects can be regulated over time
by the intervention of the monctary authorities in the free market.?

The two-tier market also allows very large gross movements
of capital to take place, while leaving the net flow under the
authorities’ control. There may thus be flows of different types
of capital and these may increase both the competitiveness and
the efficiency of national and international money and capital
markets, irrespective of the net flows?

It seems doubtful whether the widening of the margins around
par could be as effective as the two-tier market in reducing undesired
capital flows? Consider, for example, the case of a country that
has a current account deficit and wishes to pursue a restrictive
monetary policy to reduce domestic demand. To avoid a capital
inflow that would neutralize the restrictive effect of the chosen

2 Two forward cover markets would come jnto cxistence, onc for the official
exchange and the other for the free exchange; the rates on the two markets could at times
be substantially different. If the free rate were, for instance, depreciated vis-3-vis parity,
the cost of forward cover would normally be lower than it would be with 2 single
exchange rate when the operators expect a devaluation. Therefore, with well-coordinated
policies the authorities could mare easily nudge capital movements resulting {rom arbitrage
in the desired direction. The authotities could intervene more casily in the forward market
for current exchange — without having to intervene also in the free market — and thus
reduce the cost of forward cover for current transactions,

27 Selective controls and the two-tier market would entail administrative costs of a
substantially similar magniude,

28 €. Kwnuenercrr, “Balance of Payments Deficits and the International Marker for
Liquidity *, Bssays in International Finance, Princeton University, May 1g6s.
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policy, the authorities would bhave to sell foreign exchange so as
to push the exchange rate quickly towards its upper margins®
In this way, a depreciation of the exchange rate might be expected
by investors over a relatively short period, and capital inflows would
be discouraged in spite of the higher level of domestic interest rates.

However such expectations might not always be realized. Even
if they were, only short-term capital inflows would be discouraged,
not the longer-term movements.”! Finally, if there were, as was
assumed, a current account deficit, an intervention on the foreign
exchange market intended to push the exchange rate to its ceiling
would tend to worsen the current disequilibrium, and could in
addition involve a substantial loss of reserves which may not always
be available. With a two-tier market, a capital inflow could be
avoided regardless of the expectations of investors; no loss of reserves
would be necessary, while the rate for current transactions would
tend to remain substantially unchanged.

Conclusions favorable to the two-tier market can also be reached
in the case of a country that has a current account surplus and
wishes to pursue a restrictive monetary policy. In this case, with
the wider band, once the exchange rate has reached its higher
intervention point, it would be scarcely realistic to assume that
operators would expect a depreciation of the rate, and hence there
would be no disincentive whatsoever to capital inflows.

Vitrorio Barariier: and Gioreio Racazzr

Washington,

29 Tt should be stressed that a wider band would have essentially the function of
helping to correct cyclical disequilibria. Divergent rates of inflation andfor different income
elasticities of imports could well bring about fundamental disequilibria in the balance of
payments, Such disequilibria would have to be corrected through parity changes. For a
detailed analysis of the effects of a widening of the margins and of the crawling peg,
see, V. Bararrimrt and R. Parrr, “Verso un nuovo assetto del sisterna monetatio interna-
zionale®, Economia Internazionale, May 1971; and the Report of the Exccutive Directors,
The Role of Exchange Rates in the Adjustment of International Payments, International
Monetary Fund, 1970.

30 The appreciation of the exchange rate would have to be achieved quite rapidly
so as to aveid a speculative influx of capital. However, this would not always be easily
brought about since the sale of foreign cutrency would have to be coordinated with the
sale of domestic bonds and the increase in the domestic interest rate.

31 Xt can he seen from Table 1 that a drop in the interest rate from & per cent to
5 per cent on & perpetuity gives rise to a capital gain of 20 per cent, more than sufficient
to offset an eventual loss of 3-4 per cent in the exchange rate.
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