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EXCHANGE CONTROL AND DISCRIMINATION

Howard S, Ellis
Division of Research and Statistics
Board of Governors.of ‘the ‘
Federal Reserve System

Instruments of Eichange Control

I Government monopoly of dealing in foreign exchange.

II Government disposition over private holdings of foreign exchange and
assets,

III Enforcement of an overvalped or undervalued rate of exchange,
IV. Multiple exchange rates,
V Government permission to export or to import.
VI Government disposition over the proceeds of exports.,
VIl Government allocation of exchange to imports,
VIII Officisally conducted bilateral clearing.
.IX Officially conducted barter,

. Purposes of Exchange Control

Ao Primarily with respect to international cconomic matters

l. To maintain exchange rate against depreciation or appreciation.
2. To .attain equilibriuprin.the.balance of payments,

3, To "permit trade to go on" without available foreign exchange.
4, To secure more favofable-"tprms of trade",

5. “To control or force capital movements.

6+ To wage ecconomic warfere. \

B. Primarily with respect to domestic economic matters

1, To control inflation or deflation,

I

2, To incrense domestic employment.

3. To foster industrislization, etc., i.e. "protection”,
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4, To prepare for or wage wars
5. To provide revenue for the state..

6. To discriminate favorably or unfavorably with respect to certain
persons or classes within the domestic economy.

Exchange Control and Discriminstion

The purpose of the present analysis is to present in brief compass
the charncter of exchange control with especial reference to the question as
to what forms are and are not compatible with a multilateral convention
designcd to expaond international trade, render it more frcée, and particularly
to eliminate discrimination. It is not proposed to attempt o domplete des=
cription of the economic effects of various types of exchange control, for
in general these can be inferred from a sufficiently lucid exposition of
character and aims. Exchange control is understood generelly to include any
or &1l of the instruments dealt with below; consequently more preécise defi-
nition is unnecessary, and indeed --'in view of the vearieties of meaning
both in popular end technical discussions == probably 1mp0551ble, But to
aid in marking off the field in adveance, it may be said that exchange control
is not generally taken to include the follow1ngx tariffs, quotas, prohibi-
tions cnd embargoes, subsidies, state trading, and commercial agreemonts
end treaties, It impinges upon these at points but does not include them,

In order to set the whole subject in perspectiwve, we begin with
two lists, one giving the main instruments and the other the main purposes
of exchange control. The discussion follows the first outline, with ¢on-
tinuous cross reference to the sccond., An international convention un-
doubtedly aims to eliminate the use of exchange-control for certain pur-
poses; but most objective rules and conventions will have to be made on the
basis of practices or instruments rather than intent.

I. Government monopoly of dealings in foreign exchange,

This characterlzes 0ll exchange control and is essential for an
of its manifold purposes, Monopoly may connote onlJ centralization without
attempt to enforce a price not compatible with basic equilibrium factors.
For a brief period England masintained this mild form of exchange ¢ontrol *
after the devaluation of the pound in September, 1931 merecly to protect the
market against violent fluctuations. There is nothing discriminatory or
restrictive in such action,

To noke the state monopoly effective, however, may require rather
far-reaching controls, particularly if the official rates of exchange diverge
from‘what freedom 1n market dcallngs would establlsh. It usually proves
out or bringlng in tbe domestic money, of dcallng in precious metals, of
receiving or making remittances from or 'to the domestic bank accounts of *
foreigners, of exporting without guaranty that the proceeds will be surrendered
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to the exchange euthority, of exporting at fictitiously high prices; and
finally government -access to business.records, inspection of the person and
bagguage of travellers, and more or less severe penalties for all violations.
All of these may be involved even. 1f the purposa of exchange control is
merely to prevent &-flight of" gapltal.

I1I. Government d13pbsitlon over private holdlng§ of forelgp exchange and
assets.,

Milder forms of exchange control, particularly those oriented
toward meeting temporary balance-of-payments difficulties, may be content
with a monopoly over the current flow of exchange from cxports. But more
drastic controls, particularly if a shortage of’ foreign ‘exchange bide fdir
to continue, include the compulsory declorption and tender to the state of
individual and business holdlnss of foreign exchangs, currencies, bank
asccounts, scourities, and precious metals, The measure discriminetes against
the dcomestic owners of foreign assets, ’

Iil. Enforcement of an overvalued or undervalued rate of exchunge,

Thie is almost as ubiquitous a feature of exchange control as the
state monopoly in exchange dcallng. Indeed it is difficult to find an
example of the latter which doos not have as its purpose the meintenance of
& rite from which the market would tend to diverge., In the overwhelming:
majority of cases, the control is ae51gnod to prevent a-depreciation of the
country's exchange, though oceasionally, as in the operation of. the English
Equalization Account, foreign exchange wos sometimes sold to prevent a

speculative appreciation of sterling and a consequent penalty upon British
exports,

‘Inasmuch as the ordinary casc involves en ‘official rate which over-
values the country's money, nearly all the, international and domestic. purposes
exchange control .involve this pkenomenoﬂ, end furthermore it is this over-
valuation which necessitates -all the other devices of exchange control, It
is therefore the pivotal characteristic of exchango control save for. 1nutunces
to be remorked upon subsequently.

Most of the exchange control systems in Europe and South America
‘in the 'thirtics made stheir advent as privisional sto-gap devices to prevent
a depre01¢tion of the countries' exchan ge whlch would leve: ensued because of
the. withdrawal or flight of Qapltal from debtor countrleq. The .prevelence
cf "inflation~mindedness" coupled with the inability of the man.on the .street

to distinguish between devalustion of the féreign exchange value of -a.eurrency

‘end’ domestic inflation, closed .the.door to.setting the balence of payments in
equilibrium by o devaluation, say to a ‘leyel parallellng -thet of the devalued
pound eterllng after September, 1931, It whs believed that the public-would
éngage in o' domestic flight from money 1nto real ‘velues &nd thus,: ‘through
increasing the velocity of circulation of noney, actually bring. about price
inflation., Thus the original 1ntroduct10n of' exchangé control hnd as its
motlves purposes Al and Bl in the outline, But purpose A2 -~ the attainment
of - equllibrlum in the balénce of payments = en«ued shortly, for it was
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thought that, under cover of the officially stabilized rate, various measures
could be taken to make this rate no longer artificially high, the chief
measurcs being deflation of costs and prices and the prosecution of a
vigorous program to encourage exports and diminish imports.

However sincere this desire may have been, it is noteworthy that
the overvalued exchange rute in itself was a strong force working in the
opposite direction from an equilibrated balance of payments, Here we en-
counter the first important sense¢ in which exchange control is inherently
discriminatory, that the overvalued rate discriminates against exports and
in favor of imports. From this basic fact follow the exchange control
instruments designated by the numbers IV through IX.

Pert of the indisposition of countries which had adopted exchange
control to affect basic economic changes such as to achieve equilibrium
without direect interference in trade is to be explained by the fact that,
while an overvalued exchange rate ‘decreases exports (and thereby eventually
and inevitably also imports) it docs on ordinerily velid assumptions give
o favorable turn to the "terms of trade", i.e., the emount of imports pur-
chased by a given amount of exports (Purpose Al}). Thus the discrimination
which appeared in the preceding paragraph solely as & matter of conflicting
domestic interests (exports vs. importers), now appesrs in a new form, --

a discrimination in favor of the country's nationals as a group as against
outsiders.,

The mointenance of undervalued rates of exchange such as we have
witnessed in neutral countries during the present wor is not motivated by
& desire to secure less favorable terms of trade, but this is accépted as
the price which has to be paid to avoid & currency appreciation which might
represent o peril if subsequently, when the war demand falis off it became
necessary to devalue., Since the supply of foreign exchange is per se
abundant, this variant of Instrumentg III-does not tend as strongly to in-
duce the use of Instruments IV - IX, as in the case of overvaluation.. But
discrimination. of course again appears, in this case causing the nationals
of thc undervaluing country to lose relatively to outsiders, Within the
country the effects are not precisely the reverse of the overvaluation
case. There is discrimination ogainst importers relatively to an equili-
brium rate (the reverse of the overvalustion case); but there is no dis-
crimination fevorable to exporters, because the war causes- the foreign
demand to be inelastic and hence to be no larger than if the currency were
raised in its foreign value, '

. Undervalued rates in and of themselves tend to produce domestic
inflation, But in'conjunction with the present war<time exchange controls
in neutral countries, this effect is offset - and perhops even more than
offset = by delivering to the exporter only part of the proceeds of his
sales in cash, ond the balance in government bonds,

) Motives or purposes of overvaluation (in the past and for the
future the more interesting case) have been found in controlling domestic
. inflation (see III, paragraph 3 above) and in securing more favoruble
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terms of trade, but we may add now alsq: Purpos&s ‘B2, '3, and 4, and A6, all.
of which are per se¢ u;scbamin&tory. Overvaluation on ordlnary elustlcity
assumptions penalizes exports and stimulates’ imports; but since & country
cannot contlnuously (even under exchange control and bllatorulisn) sell more
than it buys, in the long-rum the- overvaluqtlon also reduces 1mportu. This
reduction of imports provides prctectlon for home 1ndustry ‘and this contri-
butes at leust temporarily to the maintenance or increess of domestic pro-
duction (B2), to fostering home industries (BS), and henge to preparation
for war (B4), o

IV Multiple Exchange Rates;

Under exchange control the central authority may depart in a vari-
ety of Ways from a unlforn ‘purchase and sale rote for & given country' s OX=
change and. from “conslstonoy“ (such os would be given by trade and arbitrag-

ing operations under o free exchange aystem) as between the ratés of various
countries,

1. Purchase at .o low pricc, sell dt a higher rate (e.g, the "official rate"),
or purchase at a series of lower prices and sell at a series of higher
prices.

Hero the state exploits its monopolistic position ageinst the merket
generally and transfers to itself some of the windfall gain on the price of
foreign exchange which would accrue to importers had they reccived the "offi-
oial price" without any reduction. In this procedure the favorable. discrimlna—
tion for importers is reduced.

.These remarks appear to.be valid no matter to what purpose the
governnent devotes the funds. Cases are numgrous where the receipts have
been put into the. general budget. But it is also very ocommon to eurmark
these funds to subsidize exports ‘in case of overvaluation., In this event
the discriminction cgainst exports through the official exchanee rate can
be completely ellnlnatod by the subsidy.

A particular ‘instance of IV 1 has been the compulsory sale to the
government of repstristed bonds. When’ exchange control puts & stop to the
service of domestic securities held abroad, their prices naturally decline
and the corporations would be able to purchase such securltlcs for retirement.
at & windfell profit. It seems Monly rlsht" that the government. appropriate
this w1ndf411. It is "natural!, though by no meons necessary that the sums
be devoted to subsicizlnb exports. But agaln, -if “the subyidy merely offsets
overvaluaﬂloa, there is no discrimination: abainst foreign -exporters; relatively
to exporters at home, But tho subsidy s ultimately paid by the dlscrlmlnatorz
treatment of foreign creditors.

Another and similar case is the nonovolization of the purchase and
sale of frozen bank end other balances of forelgn’nationals. Here agoin the
dlfference between the pricec which the foreigner may be W1111ng to . accept in
orer to realize cash 1mned1ately and the noriirval burroncy value may be
apvroprlated by the stote end used to subsicize exports. This is the origin
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of the various categories of "Sperr" marks, The exchange control, in its
moratorium on debt service, discriminates against- the foreign creditor (see
Purpose A5); but the use of the proceeds does not discriminate egainst foreign
gxporters if it does no more than offset the overvalued exchange rete.,

2. Export premia, import surcharges (or exchange rates) differentiated
according to commodity, or country, or both,.

In general this practice represents the most overt type of dis-
crimination, If an absolutely uniform surcharge were added to the official
rate at whioh importers buy bills and if the seme amount were added as &
premium to the price &t which exporters can se 11, then it is obvious that
not only would the overvaluation of the domestie currency be (p&rtlj or
wholly, depending upon the magnitude of premia and surcharges) recognized,
but discrimination would not be present, Nearly all premia and surcharge
systems have, however, been adopted not only as & roundabout device for
recognizing devaluation but as a device for monopolistic diserimination
against buyers or monopsonistic discrimination against sellers, For dis-
crimination to be possible in either case it is necessary that buyers or
sellers be somehow divided into scparate markets, Costs of transportation
and protective tariffs always separate off markets to a certain extent,

But if in addition a system of bilateral clearings exists, the separation
into markets cun be much more merked, since the deviee obliges the seller
of .gbods to accept a market where, because there are corresponding sales to
his own country, he does not have to wait to receive payment; and for the
purchaser of goods, a source of supply for which, because there are corres-
ponding purchases from his own country, he does not have to wait in order
to make peyment,

Discrimination is possible wherever buyers or sellers are sepa-
rated into fuirly distinct markets; snd it is profitable where, in the
language of economic theory, the elasticity of supply or of demand differs
as between markets «- and this would nearly always bec realized because of
differences in incomes and tastes as between countries. Thus a country
with high incomes or a strong internal demand for the exchange~control
country's goods may be forced to pay a high rate of exchange for a2ll its
purchases from that country. -But it is possible to discriminate not only
by country, but also by country and by commedity., Thus .the exchange
control country may with profit to itself be able to churge diffcrent
prices to countries-A, B,:C, etc,.on one and the same commodity export,

or with profit to itsclf pay different prices to A, B, C, etc, on one and
the same import. But instead of doing so explicitly, it does so covertly
by means of differcnt rates of exchange depending upon the partner country
and the trade item, leaving only relatively unimportant items to be covered
by a uniform rate which attempts no discrimination,

Discriminating ratcs of these types are uscd for purpose A4, to
secure more favorable "terms of trade"; but they mey easily be used, in
woys which can easily be imagined, for bestowing favor or meting out punishe
ment either as between outside countries or interests within them, or within
the home economy (purpcses B 3, 4, 5, and 6)s Thus political motives may
supersede economic considerations,
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Ve GovernmentAperﬁissféﬁ”¥d'eprrt“oéﬁimpo¥f.u

ir foreign exchange. is M"scarde™ (the price of foreign excheange too
low to. produce equlllbrlum), the government mey desire to- prevent any imports
Tor which foreign exchenge. will not be dvailables  This measure, often em-
ployed in conjunction with oxahange ratloning for imports (cf. VII below)
would, if rigorously adhered to, prevent an exchange control country - from
running into debt on current account, either in ordinary trade or in the
clearing mechenigm,. It thus serves purpose AS.

The correlative measurc for e country with too high rates on
foreign countries (such as the neutrel countries at present in the war) is
the requirement of permission to export. The mecsure has as its purpose the
prevention of aeccumulating forelgn credits (this has been o motive with some
of Germany's clearing pértners) or the prevention of inflation by restraining
the outflow of certain goods.

Authorltarian interference with the free flow of . 1mports or ex-
ports is inevitébly discriminatory in one sense or anothef, =~ indeed it is
simply one side of tie shield of which an overvelued or undervalued exchange
rate is the other. If the government slmply limits ‘the amount of imports
(or exports in the case of undervoluation of the country's exchange) without
further measures, the consumers of these imports arc discriminated against
end the importers and domestic producers of these goods enjoy & favorable
discrimination against other traders and producers, Pricc maxime and
rationing of the scarce import.elter the form of the discrimination agsinst
consumers from the pricc to the quentity dimension but do not eliminate it,
Importers windfalls would be eliminated by this device, or by competitive
sale of import licences, or by ex post ‘texoition of the windfall gains. The
relative merits of these four procedurés is not considered further in the
present analysis,

V. Government disposition over the procéeds  of exports,

In case of an overvaluation of the country's exchange,. the govern-
ment ordinarily has to take steps to compel the surrender of export proceeds
in order to prevent o concealed copital flight (Purpose A5) in the form of
leqvlng thege sums abroad -on deposit with & bank or.with.a branch or corres=-
pondent ‘of thé firm, Occasionally mercd’ pledges 'are accepted, but & thorough-
going control may involve posting'a bond or dépositing guarantees until the
export prcceeds in foreign exchange are actually delivered,

In the cuse of an undervuluatlon 0f the-country's exchange the
government's interest in seeuring the ‘inflow of exchenge: tq. dtself is largely
the contrcl of inflation (Purpose’ Bl). Thé ‘exporter may recelve the value

of his surrendered bille of exchange only partly in.eash, and partly in
bonds or blocked accounts. '

Neither of these measures udds anything to the "unavoidsble"

diserimination if outward or inward movements of capital are to be con-
trolled, They arc merely enforcement devices,
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VII. Govermment ellocution of exchunge to importers

If e country's exchange is overvalued, foreizn exchange is
scarce and has to be allocated. This may be done with:.an effort to
avold diserimination, but as has been emphasized before, the consumers
of imyorted commodities,as & whole are incvitebly discriminatéd ageinst,
since the country's oxports and e ence eventually its imports must shrink
(barring swb sidies}), ,

+
If the govermmont sold bills of exchange or licenses to im-
porters by compotitive bidding it would absorb the windfall profit on
the activity of importing and provide an asutomatic allocation of scarce
exchange through a price mechanism without resort to rationing,.

The most objective method of rationing exchange is the appli-
cation of a fixed percentage to purchases of exchange in some previous
base period to all imports wi thout distinction. Added to the genecral
discrimination just mentioned, there may be a further discrimination

against firms with abnormally low impor t requirements in the base period,
against now or growing firms and industries. Furthermore, becausc of
divergont olasticitics of domund and supply for different goods, the
distribution of imports would, undor a frce prico mochanism operating

on an all-around roduction, diffcr from a uniform percentual reduction
for cach import,

Anothor basis, less objective but possibly morc juste-in..the
sense of equuliturian--is « discrimination against luxury imports,.

Still less objective is the allocation of exchange on the oa51s
of jpreparation for or the waging of war. Here political considerations
supersede the economic profit calculus, (purpose BlL).

Closely allied to this, but not mecessarily identical, is the
use of exchange ullocation as an instrument of protection (purpose B3).
Somotimes the matter ussumes the familiar "infent™ industry form,

Just as in the caso of multiple exchange rates (ef, IV above),
the allocation of exchange cun be used as an instrumont of oconomic war-
fara aguinst outside countriecs or against political groups in ountside
countries, or against political, ruciel, or othor groups in domsstic
affairs, ‘

To prevent an outward capital movement, the exchange authority
has to discriminate against demand for this purpose whether from its
nationals or foreigners, and whether it arises from interest differencies
or otherwise.
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VIII. Officially conducted bildteral clearing

Clearing involves the maklng of payment for exports into,
recelv1ng of payment for imports from & domestit account conducted by
an agency of the state for trade with a partioular.country, It is the
latter ruather than the first feature Which causes clearing to differ
from ordinary me thods of pdyment which also involve remittances into
and from.-domestic accounts, but thoy mgy b¢ to and:from any country.
Bilateral clearing thus entalls that one partner receiva payment. for
its exports to o particular countrv onily in imports -from that country,
end reciprocally thet it derive imports from a particular.country, only
from its exports to that country. Cloaring can, upon ordinary clusticity
assumptions, always be made %o balence by appropriate edjustment of the
bilateral rate of axchange. If the clearing rate of exchange (which may
or may not be the same as the "official" rate of the oxchunve control)
does not achieve- this balancing, one country is thereby making a tied
logn to another in the form of a favoruble cleuring balance, =

One motive for the maintonance oft cloering may be precisely
this foroing of loans, as in the case of Germany prior to and especially
during thec prosent war. Typically however so far as concerns the reason
for introducing clearing in the first place, the alleged purpose was
rather to provide a‘muchanism to nermit trade to go on" when the country
has oxhausted its foreign exchange reserves, But this is a legitimate
argument for cleurings to a rather limited oxtont. If the country has a
fauvorable balanco, it does not nevd foroign exchange rosorvos. If it has
an unfavorgble halance, the chanco that clearings incroese its total ex-
ports is less thon tho prospoct thdit clearings reduce its:imports, and
thero is no guarantoc thut the gap bo closed ovon by both in conjunction,
Consequently clearings permit only a smaller volume of trade to "go on",
and uncleared balences still remain., ~Hence to this extent clearings
amount to & clandestine device for foreing foreign loans, or a device
whereby the exporters of a given country rersuade their own goverrment
to make the loan through discounting the clearing balences. In either
case discrimination of & gratuitous charucter is involved.

Countries stlll possessing adequate exchenge reserves may im-
pose bilaterel clearing upon their trade with a particular country if
1) having a favorable balance in their trade, they wish to try to assure
themselves of payment on current account; or if 2) having an unfavoruble
balance in this trude, they wish, by thrsatening to suspond current pay-
ment, to "thaw out” some old debts owed them by othor countries. 1In
eithor case discrimination favoruble to tho creditors in a particular
country rolatively to others is involved. With rogard to 1) the con-
soquences may be: a) that exports fall to tho lowel of imports; b) that
imports riso to the level of oxports; c¢) that something likc the old ox-
coss of oxports ovor imports porsists, und the oxyort surplus is "paid"
in un accumulation of clcuring balances. So fur us comcorns c), this
debt muy conccivebly be paid through o subscquent reversal of tho import-
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export balance, which can usually only be done by outright discrimination

in permitted exports and imports. Inasmuch as bilateral cloaring limits

the choice of exporters as to murkets amd of importers as to sources,

it also means that the actual wolume . of trade will fall below the level

of b), i.e.in the dircetion of a). Bilateral cloearing thus results

either in outright di sorimination, merely to preserve volume (under c),

or in « shrinkage of world trode (which itself procecds from the inhorent
discrimination-~1liniting tradors' froe choice--which bilatcralism ncecssarily
involves).

The "outright discrimination" in clearings involves not only
turning exports or imports Irom one country to another in order to pay
off or to be paid accumulated debts, but also the limitlng of the list
of articles admitted to clearings in the first place in order to achieve
88 neerly as possible a balancing of exports and imports EE initio.

IX. Officidlly conducted barter

This usuelly makes its appesarance when bilatercl clearing
brocks down bocuuse of so large & one-sided baluncs that the creditor
refuses to soll further without an immediate quid pro quo. Discrimination
is inevitably greater sincc permission for export or import now involves,
beside & decision ss to country, also & decision us to particulur commodity
end as to onc particulur "deal". Tha necossity for finding tho "double
coincidonce" enteilod by burter reduces tho ficld of froo choice and the
volumc of international trude even below tho level of bilatoeral clearing.
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CONCLUSION

In rétrospect we cah' SumMarize’ the virieties ofrdiserimi-
nation involved in exthange control with especial referoncs to the
types which necessarily-iphere in the institution jtself;, and those
which do not, (The. discussion is limited to.cases of overveluation,
since the opposite case can'in“genéra] be reqadily-inferred).

1, Disérimination,, arisifig from a prohibition of capital ex-
ports, against foreign creditors, or poténtial home lenders to abroad,
Unavoidable exeept by moderating the prohibitions, e.g, for foreigners.

2, Discrimination against home holders of forelgn.monétgry assets,
Avoidable if tho country cen dispense with mobilizing those exchange
rosurves, '

3. Discrimination arising from high rate of exchange, against
home exporters in general and favorable to NOMe LiMpOrters 1N Feneral.
Export penalty svoidable by subsidies; import windfall profits avoidable
by competitive S@lc ol foreign exchange and for import licenses, by
price maxime or imports, by taxes on profits.

L+ Discrimination, arising from high rate of exchange, against
foreign purchusers and loreign sellers (protection). 1ho first dis-
crimination, appoaring immcdiately, makes the home comnodities cost
moro to foreignors; the socond, appoaring whon home imports have fallen
to the level of homo cxports, reduccs the foroigners' market, Noithe
arv avoidable as long us the high rato is muinteinod, -

5e Discrimination, through multiple exchange rates, against or
favorable to particular countries, particular exports or imports,
particular foreign or home groups of persons or individuals, Avoidable
through the use of uUNiform OXchange rates. 1N Some C&SeS (S«ge 3 AbOVe)
diserimination appears as mere by-product of another measurs, as for
example, a by-product of avoiding & downward rate revision. In the pre-
sont case, however, it is impossible to imagine the discriminations us
other than dsliberute. This distinction ought to be borne in mind in
compering tho prosent (5) type of discrimination with those involved
under 6 below, which--it can justly bo maintained--can greatly rescmble
tho rosults of multiple exchange rates. There remains however this
differonce, that wherous multiple exchangoe rates must deliberutely dis-
criminate, retioning doos so only in certain cascs iq.v.).

6. Discrimination, through oxchange allocation for imports against
ar favorable to particular fareign countries, particular imports, particular
foreign or home groups of persons or individuals, Some discrimination
unavoidable. ©ven selling foreign exchange or import licences to the
Tl ghest biddor does not eliminate the protection to home production
following from the limiteod allocution nocessarily attending ovorvaluation,
Rationing relatively little "discriminatory" if mede according to (reason-
sble) objective rulc, c.g.: percentuge of buse ysar, necessitios S,
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luxuries, imports for re-export, atc. Deliberate discrimination, e.g.
allocation to party members, racial groups, etec. Avoidable.

Te Discriminations attending bilateral clearing. Avoidable,
since bilaTeral clearing 18 1tsclf &volduble 0 achiove vxchange--
control purposes not themselves deliberate policies of discrimination.
If bilateral cleering is adopted, the discrimination against third
countrios on current -trede is unuvoidable. By direct discriminetion
in current trade (but only so)) Tho discrimination of Torcod louns
through clearing belances is svojdable. The use of cloarings to forco
ropaymont of old louns is wvoidable, by omitting such provision.

8. Discriminetions attending barter. Avoideble on some basis
as clearing. 1f adopted, dlscriminaffons similar to c]earing« un-

av01dable, except forced loans which are impossible.
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Note on the Concept of Discrimination

by

Alexander»Gérabhquroh_

Broadly speaking adverse diserimination 45 applied in the
foregoing .pages means placing under-a-disadvantege a category ‘of’
persons or .countries by ‘detracting “from -the :economic benefitg which
they would enjoy in absenee of ‘govermment interference with the froo
competitive markets, In‘this broad sense: exchange. control is no
different with raspéct t: dlscrlmlnution from any. price. ceillng.

This means that rostrictions. may obtuin whoro oychgngo cone
trol is introduced in an attempt to corroct discrimination rather than
to ostablish it, c.g. us & woapon ageinst foreign discrimination. If
an wgricultural country producos und sells & .cormodity under competitive
conditions but imports industriel goods monopolistically markoted, it
may ‘500 the torms of trade turning ugeinst it, Thon it moy, LpPlV oX~
chango control in order to improve hér terms-.of trade, The success of
such a policy will depend ‘on the reciprocal elasticities of demand.
The effects of exchange control will be. the same as describsd’ in the
preceding pages. However, we could not call them discrlmlnation,
because the effect is, in some mesasure, to- eorrect. discrimination in-
troduced by monopolistic "domination of the markot by foreign exnortbrs.
It is therefore only when comparison with a frec pompetitive mark@t is
legitimate in torms of 'actusl -situations that exchunge control is dis-
criminating by dufinltion in all 1ts effects.

‘The broad concept of discrimination is useful thercfore if
and whon the use of tho free competitive morket situation is significant
in terms of practical policios.

is broad concept of discrimination, however, is not the
concept which has been used iy foroign commercial policios in what-
may bo callod tho dovelop\d truding 'system of tho 19th century. This
is tho cormcept of dlacrlmanutlon in the nPOPifiC formul or juridical
sense of equallty of trading-opportunity. Since-non-diserimination in
this sense is St111 the rulding rrinciple of our. foreign policy this
concept of discrinination must be considered separately with regard to
.exchange control.: The most favored: nation clause was the instrument
‘which.on the whole very effaotlvely prevented this type of di scrimination.

Absence, of discrimination. in. this- juridlcal sénse is not
;aprenised upon the absence of govermment intorferancao, Truo, thé most-
favored—nat;on clause had tiwo effects-1) It assured its beneficiaries
of equal treatment in compairison to: third countrivs. 2) It reducod the
amount of protection by ‘géneralizing rcduection to one country. But
the second eoffoct took place only if they wurc such roductions. In
othor words, non~dis crimindation in This ‘traditional.or formal sonso
is porfectly computiblo with risivg erd cvon. prqhibitivo tariffs; it
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is compatible with outright export and import prohibitions as long
as they are applied equally to aill:vountries; This type of non-
discrimination is compatible with refusal to allocate exchange for
certein commodities, (luxurics) as long as this refusal is applied
equally to imports from all countries, It is, in fine, competible
with & system of multiple exchange rates, i.e, with difforent rutes
of vxchango estublished for different types of commoditics, &s long
us, say, tourists from aull countries obtuin tho same lower rute of
oxchango or as long us importors of luxuries from «ll countrics
reccoive o lower rate of oxchunge. For this type of "discrimindtion"
is snulogous to the structure of « country's tariff on imports or
system of oxport subsidies., Tho multiplo rates of exchunge aro not:
essentiully different from the "multiple" rutes of &« tariff.

Howover, logical or juridical compatibility is onc thing,
pructicul economic significance is wnother. Most-fuvored-nation clauso
played its useful role not bocuuse it was competible with e genordl
prohibition ugainst forelgn trade but because in an economic environ-
ment where foreign trade was primarily regulated by teriffs, and these
tariffs wora relutively low, not only a large eand growing amount of
foreign trade was possible, but the formal equality of tho most-fevored-
netion clause fitted the fuct thet the determination of the. vo lume of
trade was left to the objcctivo mcchanism of the markot. As long as
government intorvention did not extend to the detorminetion of the
volumo of trado the most-favored-nation clause wes folt to be &
sufficiont puuranty of trading equality, or, moro preclsoly, the formal
cquality of trentmont was regerdod as sufficiont.

The appoarunce of cxchange control and biluteral clewrings
aport from being "discriminatory" in the broudor sonse of the word
presents a speciol problem bocauso thoy cre discrimincting in a quite
spocial sensc: exchange control in conditions of on ovcrvaluation in-:
volves shortage of foroign cxchange. In abscnco of exchunge.control
this shortagse normally is overcome i thor by un outflow.of gold, by
o change in relutive pricos ard incomes, or by a reduction of tho rate
of oxchungo. The oxistence of a o permenent shortage ruises the problem,
of allocution of foreign cxchunge among imports from individual countries
cnd this introduces an element of arbitrury determination of. tho total
value. of trude which is alien to the naturo of the moatvfavored-natlon )
cleuse. Thoroforo discrimination handled in the precoding pagos under 5,%
6, 7, and 8 differs from theo preceding types of discrimination in that
it is not only discrimination in the broad sense of the word, but dis-
crimination from the polnt of view of the formal equality of the most-
favored nation clause. In other words - the problem is how to handle
exchange control so as to meke it compatible with the formal equality
of trestment as required by the clause.

The answer then is, as alroady stated, that any type of
Government allocation of exchange emong countrios is glion to the nsture
of the clause. The makeshift device of base poriod never was satisfactory
and will he fully fictitious uftecr interruption produced by the war, Th

* So far as concerns diserimination against countries.
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only satisfuctory deovico is salo of oxchungoe to the highest bidder
end only to the oxtont thet this is possible can oxchunge control be
mude compatible with the most-favored-nution clauss.

In the case of disceriminations listod undor 7 and 8 the
compatibility with the most-favored-nation clausc could be presorved
only to the extent thut a country undertekes to offer a cloaring ugrec-
ment it has concluded with onc country to all other countrics, Nocdless
to sey this is almost meuningless. The funetioning of tho cloaring
requires onforcement of o coertuin ratio between cxports und imgports
and whother this is wchieved by tomporury oxrport or import prohibitions,
or chungos in exchango rates or pricc changes, thoso dsvices cunnot
be goneralizod and s such uro incomputible with the formuel cqueality
of the most-favored-nation troutmont,
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