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Abgract

Ragnar Nurkse' s contributions in the 1940s provide rules for internationd policy coordination
complementing the contemporary position outlined by the Chicago economist Henry Smons.
Nurkse's scheme was dgnificantly different from Bretton Woods.  Interwar currency and
inflation experience underscored the ineffectiveness of erilized intervention when proceeding
with incongstent monetary and fiscal policies and vague exchange rate commitments. Credible
exchange rate rules are posshle only with internationd coordination harmonized by inflation
ditipline.  Nurkse uses an accderdionis, naurd rate agument, thereby severdy
cdrcumscribing atempts to subordinete monetary and fiscd policies to the growth of
employment. Ultimatdly, countries participating in policy coordination must use macroeconomic
policies to control the rate and varigbility of inflatiion. Nurkse s scheme depends on the anti-
inflation and imported credibility messages embodied in his palicy rules; indstence that rules be
founded on publidy recognizable criterig; recognition of the NAIRU and negative view of trade
restrictions and exchange controls. His andydis of palicy coordination and scepticism regarding
globd schemes for internationa financid rdaions accord with received wisdom in the late
twentieth century.



I Introduction

Modern literature is replete with economic histories documenting financid ‘crises, causes of
‘crises, and lessons from contemporary policy responses. Retrogpectives on episodes of
internationd mongtary reform, the hisory of internationd monetary standards and proposed
new monetary orders aso abound. ' There are fewer examples of intdlectud hitories in the
fidd of internationd finance athough potentid for fruitful doctrind study is reveded in Handers
(1989) which approaches the subject by dassfying and contradting different streams of thought
over the period 1870-1960. We dso adopt an intellectud history perspective, making Ragnar
Nurkse's especidly neglected work in the 1940s our primary focus. Nurkse sudies various
currency and inflation experiences as well as crids periods in internationd monetary relations,
and then offers a rule-based scheme to reduce the extent and frequency of crises? Thisscheme
was different from Bretton Woods it wasin fact doser to suggestions made on sdlected aspects

of the subject in the immediate postwar years by Henry Smons.

* We would like to acknowledge financial assistance from the Australian Research Council Small
Grant Scheme and the Australian National University which aided the preparation of this paper,
and comments from seminar participants at the University of Western Australia, and Curtin
University of Technology.

1 For example, Eichengreen and Portes (1987), Obstfeld (1995), Bordo and Schwartz (1997), and
Tavlas (1997). On monetary orders past and present see Schwartz (1987), Bordo and Eichengreen
(1993), and McKinnon (1996).

2 A crisis, consistent with Nurkse’s usage, is a ‘disturbance of financial markets, associated
typically with falling asset prices and insolvency among debtors and intermediaries, which
ramifies through the financial system, disrupting the market’s ability to allocate capital’

(Eichengreen and Portes 1987: 10).



By the 1950s, in Lundberg's estimation, Nurkse had become ‘an economigt of world
fame® Flanders (1989: 208, 209) observes that Nurkse's ‘clasic’ work, Internationd

Currency Experience (1944; hereafter |CE) made him a *prototypica crisswriter’. Nurkseis

widdy regarded as having produced an ‘authoritetive sudy of interwar currency experience
(Yeager 1966: 300). According to Harberler (1961: x), he produced a‘dassc in the fidd of
internationd finance. Hiswork had no immediate progenitors; it was the product of an epoch
involving some unique devdopments in internationd fineance  That Nurkse sysemdicaly
documents episodes of finanda disturbance and currency upheavas and their putative causes,
may account for some of his authority, but he adso didils from these episodes a broadly
aoplicable framework of rules and an gpproach to internationd policy coordination which has
modern aspects.

In Section || we condder Nurkse's daboration of governments attempts to ‘gerilize
the monetary impact of externd payments shocks in a context devoid of internationd rules. A
dudy of the foundetions of Nurksan dabilization rules for the princpa dimensons of

meacroeconomic policy follows in Section 11l.  Section IV outlines Nurkse's docirine on the

3 Nurkse’s intellectual profile is briefly summarized by Lundberg (1961: 7 -8) in his introduction to
Nurkse’s 1959 Wicksell Lectures: ‘we were fortunate enough to have as our guest an economist of
world fame - Professor Ragnar Nurkse from Columbia University, New York. Professor Nurkse had
as early as ...the middle of the 1930s published a book in Vienna on international capital
movements. As research worker in the League of Nations’ economic department he was active in
this field for many years and one most important result of his work was a League of Nations’
publication “International Currency Experience” published in the year 1944. | consider this study
to be the best available one we have of the lessons of international monetary relations during the

interwar period’.



international coordination of macroeconomic policy againg the background of an emerging
Bretton Woods sysem; and it dso demondrates continuities between this doctrine, the
immediate postwar Chicago, and late twentieth century trestments of this subject. Wereflect on

the enduring dements of Nurkse' s dassc contribution in the find section.

[ Adjugment Without International Rules The Problem of Sterilized

I ntervention

While ICE is a detailed record of country experiences it contains a core set of ideas generated
from a survey covering a period of compardive internationd exchange and payments ingaility.
Nurkse reviews an internationd mongtary system which was linked to gold but in which there
were heterogeneous means of internationd payment other than gold in drculaion with varying
degrees of acceptability over time- a‘mixed” sysem dubbed the * gold exchange sandard’ and
offigdly sanctioned by the Financid Commission of the 1922 Genoa Conference. In Nurkse's
edimation the exchange sandard was employed to avoid the deleterious effects of deflation in
particular:
The gold exchange sandard was intended to be an anti-deflationary device and
therefore in that sense “inflationary”.  Without it, the shortage of internationd currency
might have led to a generd deflation which would have * corrected’ the Situation through
areduction in the vaue of internationd transactions and an increase in the output of new
gold. With it, the gold shortage was made good by exchange reserves (CE 42,

emphadsin origind).



The sdutary experiences of some countries which atempted to use deflation as a means of
restoring gold parities reinforced widespread adoption of the exchange sandard (ICE: 32).

Since the nudeus of the gold exchange standard system conssted of more than one
centre country, any disturbance in economic activity - even a misperceived macroeconomic
performance problem in any ore centre - lead to eratic vaidhility in the centre country’s
reserves and gold holdings with reverberations dsawhere.  Insufficient cooperation between
centre countries, particularly when it was not anticipated that a new party wanted to become a
full-fledged gold centre (eg. France) without internationa consultation and consensus, lead to
liquidity shocks and exchange indability. The gold exchange dandard was a fragile, fair-
westher sysem such that when ‘the compardive prospects of the various centre currencies
became subject to discussion’, sudden and disruptive capitd movements were unleashed (ICE
46). Nurkse's modd of exchange sandard collgpse, of finandd crigs, turns on understanding
exchange rate management as part of the broader framework of monetary policy, and it points
to the need for credible transnationd rules.

Ronad McKinnon (1996) identifies severd ‘monetary orders with attendant ‘rules of
the game for vaious sub-periods, 1879-1992. However, notable for its absence is ary
Characterization of an ‘orde’ prevaling for the period covered by ICE 1919-1940.
Presumably for McKinnon, there was no identifidble ‘order’ in existence over the interwar
period? Nurkse would have answered in the affirmative subject to the qudlification that there
were short-lived episodes of ‘order’ in the interwar period but these were not governed by any

widdly accepted rules of the game for centra bank action in particular.



The idea that ‘rules operated under the pre 1914 dasscd gold standard was in
Nurkse's view to oversmplify a complex sysem in which the rules ‘were never lad down in
precise terms and were ‘never more than a crude st of sgnds or Sgnposts (ICE 67). The
object in principle was to secure quick, continuous adjusment of payments imbaances, with
centrd banks merdy fadilitating by following the rules which goplied equaly to gold and foreign
credits. However, under the gold exchange slandard regime in particular, there were crucid lags
in response. Fird, there might be an inverse relation between a centra bank’ s domestic assets
and foreign assets from year to year; it may take ‘two or three years for those assets to adjust
in the same direction (ICE 69). Thus adedline in foreign assets consequent upon an improved
trade baance might not be immediatdy reflected in domestic credit conditions. Whether these
delays were designed or undesigned depended on country-specific monetary policy reaction
functions. For example, was there a ddiberatdly built-in policy lag to make domestic
adjustment more gradua? Second, the short term commercid bank response to changesin the
terms of centrd bank lending or to centrd bank open market operations might not be as
expected, or might not be regular, thus derilizing the impact of changesin foreign assets. An
environment favourable to domestic expansion, with a caculated, accommodeting ‘ degree of
activity on the part of the central bank’ may be thwarted by an interes- ‘indagtic demand’ for
credit or a new-found, more risk averse gpproach in commercid bank lending portfolios (I CE
71). In short, endogenous monetary responses dominate and derilize capitd flows in the short

term (two or three years on Nurkse's reading). Commercid banks can behave ‘recdcitrantly’



and not be brought immediately under the control of crude rules of the gold sandard or gold
exchange standard which may have governed centrd banks*

A third factor making for gterilization was evident in cases where changesin fiscal policy
were not coordinated with monetary policy. Here for example, 1CE (pp. 76-77) recounts the
French experience after 1926 in which changes in government debt retirement to the centrd
bank automaticaly acted to serilize the domestic impact of gold inflows. Monetary policy was
rendered ineffective snce the prevailing market ‘mood’ was not favourable to taking up credit
offered under an easy mondtary policy. The Serilization of gold inflows in this case was not
deliberate.  Conversdy, in the mid-1930s, a ‘whole range of fiscd, socdd and politica
contingencies in France led to increased government borrowing from the centra bank in the
face of amonegary policy amed to Serilize gold outflows.

Nurkse's fourth reason for ‘undesigned’ derilization turned on ‘disequilibrating’ capita
flows which weskened the control of centrd banks over monetary conditions. The
heterogeneity of internationa monies and monetary policy inditutions compounded the problem.
There was ‘a compditive rather than a complementary reationship between foreign and
domedtic credit, and the supply of money to any sngle market was highly dagtic’ (ICE 72).
The periods of time are hardly very short - being five years in the cases of Audria, Belgium,
Czechodovakia, and Germany where short term cgpital movements medeit difficult to discarn a

clear rdaionship between foreign and domedtic assets.  Capitd flows aggravated a country’s

4 ICE refers to three examples, the Netherlands, Switzerland and the U.S.A. in the 1930s where
‘movements in international reserves were partly or wholly “neutralized” in the sphere of

commercial as distinct from central banking’ (p. 91).



reserve position under fixed exchange rates rather than acting as passive financing ingruments.
Irrespective of central bank action, capita flowed toward countries in times of prosperity and
conversdy in times of recesson; the problems of debtor countries were accentuated, adjustment
by any supposed ‘rules’ wasthereby delayed?

The sygemdic derilization behaviour of the Federd Reserve in the 1920s is
adumbrated in ICE  The conjuncture of higorica devdopments, induding indtitutiona
arangements, are represented as having created uncertainty in internationd financid markets.
The increesing use d key currendies as financing insruments rested on confidence thet such
currencies would fredy be convertible a afixed rate into another asset and ultimately if required
into gold & any time. However, would the commitment of governments to honor the gold cover
for nationd currencies be time-consstent given the costs of doing s0? A credibility problem lay
a the core of the gerilization of U.S. baance of payments surpluses and the transmission of
ubssquent deflationary impulses dsewhere in the 1920s. More specificdly, in the U.S.
finanda markets the gold influx up to 1925 was not widdly regarded as long term thet is, not
equivaent to specie flows if dl nations payments baances were sdttled on the besis of a
genuine gold sandard. Moreover, dl monetary policies were no longer formaly regulated by
gold resarve ratios thereby rasing doubts about commitment to convertibility. Lagly, Nurkse
dismisses the propogtion that credit expangon in the U.SA. from 1925 was alagged response

to previous gold inflows.  Credit expanson was primarily the result of endogenous factors, for

5 All this lead Nurkse formally to define ‘disequilibrating’ capital flows: ‘a transfer which proceeds
in such a direction that the discount or interest return on comparable assets is higher in the country

of provenance than in the country of destination’ (ICE: 72 note 1).



example, ‘“more economica use of the credit base through a shift from notes to commercid
bank deposits' coupled with agrowing preference for time over demand depaosits (1CE: 76-77).
Throughout the 1930s atempts to Serilize what contemporaries congdered to be
‘disequilibrating’ capital flows continued gpace. I CE gives an account of associated bank
fallures, loss of confidence in both central banks and currencies in the 1930s, and the
breskdown in finendd intermediation (ICE 81-82). The account demondtrates that deliberate
atempts to Serilize the impact of externd shocks in the interwar years were usudly ineffective,
I CE dso documents awide variety of serilizing techniques some of which havelittle connection
to intended centrd bank policy. The notion of adefinite, exiding st of ‘rules of the game inthe
period under review is completdy dispelled. Yet rules that bound committed monetary policy
actions through sgnificant periods of time were vitd a least in lending credence to an exchange
rate commitment, that is to improving the likeihood, but not guaranteaing, the success of
deilizing interventions.  In any case, for Nurkse, foreign exchange intervention cannot be

regarded as a ssparate ingrument of policy; there is no subdtitute for monetary policy.®

[l Stabilization Rulesfor Three Main Dimensions of Economic Policy

6 In reflecting on ‘lessons karned or relearned’ since the publication of ICE, Obstfeld (1995: 185)
enters the following judgement: ‘there was no compelling evidence that sterilized foreign exchange
intervention, even when carried out by several countries acting in concert, is a reliable tool of

expectations management independent of monetary and fiscal policies’ (emphasis added). This

lesson is made lucid in ICE.



While not wishing to provide a Utopian plan, Nurkse inggts that means should be sought to
achieve a ‘maximum degree of internationad dability consgent with freedom to pursue
autonomous palicies to moderate the violence of economic fluctuations (ICE 191). Thefocus
IS on prepaing a dabilization mechaniam to avoid ‘violent' crigs episodes.  Failing that, the
degree of palicy autonomy would inevitably be reduced. With growing internationa demand for
high leves of employment, sable incomes and socid security in mgor indudtridized countries
post-1945, it was a mistake to attempt to achieve these gods usng aggressive bilaterdism,
extenson of commercid policy and exchange control.  To minimize resort to these devices
Nurkse offers a set of generd rules for three dimensions of economic policy: exchange rate
management, monetary and fiscd policy, and internationd investment and stabilizetion loans.

Wewill ded with these dimendons saridim.

1. Exchange Rate Policy

According to Nurkse, leaving currencies ‘free to fluctuate from day-to-day under the influence
of market supply and demand’ was likdly to ‘result in chaos (ICE 137). The movements of
exchange rates during the interwar years seemed much larger than movements judtified by
changesin rdaive nationd price leves (ICE: 114-118). Of note was the quite common case of
a ‘dramdic suddenness of a fdl in a flexible rate after a long period of dow downward
momentum.  Loss of confidence - ‘sudden changes in anticipation’ - made for discrete
digurbances in line with the lumpiness of market information flows (Nurkse 1946a: 47).

However, to express Nurkse' s pogtion as one which perceived two extremes. exchange chaos

10



and capitd misdlocation as the dternative to some fixed but adjustable exchange rate
asodiaed with effident internationd capitd flows would be to trividize his contribution.
Indeed, speculation under flexible rates, given the right conditions, could be equilibrating (I CE
116, 192-93; Nurkse 1946a 46, 48). Neverthdess, on Nurkse's reading of the evidence,
flexible rates were associaied with dgnificant exchange rate volaility and short term capitd
movementsin the interwar years”

With free cgpitd mohility the option for a sngle country in isolaion of fixing the
exchange rae is not feesble. Any suspicion in the market that the rate is misdigned may not
initicte a crigs but could increase short term capitd movements which would become sdif-
fulfilling unless a redlignment was made credible. Lack of credibility will ultimatey be the result
of maket expectations of fundamentds further indating capitdl movements which will be
‘overpowering’ irrespective of ruling interest rate differentids (ICE 114, 116-17, 121).
Prolonged interest rate rises or marked volatility in interest rates, depending on the case, could
gem capitd flows dthough the domestic costs may be considerable.

International cooperation to establish a contingent exchange rate rule was feasble.
Exchange rates should be fixed but adjustable in an orderly manner; ‘absolute rigidity of
exchange rates is rgected (ICE 211). Exchange rate policy is best assgned to the baance of
payments. An exchange rate should be st initidly by usng a centre country currency as
numédre - a currency which may not necessarily be tied to gold. Short term cydicd

movements in the current account would use centra bank reserves, supplemented as the case

7 Some empirical generalizations to this effect in ICE have since been justifiably disputed. See

Friedman (1953: 176 note 9), Yeager (1966: 284-5) and Bordo (1993: 30-31).
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demanded by short term finance and credits from trading partners, the centre country, or an
internationd inditution (ICE 92-4; 221-29 and Nurkse 1946a: 57-8).

A ‘criss, that is, an exceptiona ‘severe and protracted dump’ (Nurkse 1945a 32)
requires exchange rate redlignment in order to soread the burden of necessary rdldive price
adjugment on domestic income and employment. This podition rests on the viability of effecting
relative price changes through exchange rate redignment. If exchange rates are not adjugted, it
could be “difficult or impossible to secure adjusment of domestic money incomes needed to
close a peragent gep in the baance of payments (ICE: 225). It is preferable to restore
confidence and long term capitd flows by currency redignment provided crucidly thet the redl
exchange rate does not suffer further pressure by dlowing the underlying inflation rate to
accdeae  Deficit countries could, on the other hand, achieve dower adjustment by cutting
money incomes with al the atendant initid output losses and unemployment.  Much needed
capita inflows would then, he predicted, be duggish to respond.

The wdl-known ambiguities assodiated with the conditution of the Internationd
Monetay Fund (IMF) which provided for discrete changes in exchange rates of member
countries, is dedt with succinctly in Nurkse's writings post-1944. The IMF rule sipulated a
‘fundamentd disequilibrium’ in the rate of exchange as grounds for redignment. In | CE (1944:
226) there is dready use of the phrase ‘a fundamentd and perastent disequilibrium’. Nurkse
(19453, b) was quick to offer operational guidance. Seasond and cydlicad current account
fluctuations ‘less than a year’ were emphaticaly not grounds for rate changes, wheress a
cumulaive deterioration over ‘two or three years was an indication of disequilibrium. A

sudden, exceptiona net change in a country’ s internationa currency reserve brought on by short

12



term capita flows would have to be assessed againg red trade activity, and the threat of
exogenous shocks such as palitica and socid upheava or war.  In these cases exchange rate
devauation could be warranted (1945a 7-11). Further, there were three additiond indicators
of someimportance. Fird, long term capital investment may dow or hat. Second, if new trade
restrictions or exchange controls are implemented, then it islikely that the exchangeraeisnot in
equilibrium; old trade redtrictions should be eased in countries enjoying persgent surpluses
before resorting to exchange rate adjustments (1947b: 78). Third, ‘it is hardly proper to cal the
exchange rae a true equilibrium rate if it is mantaned for severd years by depressng
aggregate money income. Therefore a * different levels of nationd income and employment in a
given country, equilibrium in the baance of payments can be secured a different rates of
exchange (1945a 11). Nurkse settles on defining a‘fundamenta disequilibrium’ as thet
exchange rate which can only be maintained over the busness cyde - atwo to three year period
- in conjunction with mass unemployment, maor changes in capitd flows, and price indahility.
Usudly the indicators Nurkse refers to are observed in combination.  In the find andyss
exchange rate redignment contains eements of science and at, but it must be decisve to
dampen the impact of anticipatory, speculaive capitd flows. Nurkse's contingent ‘rul€ on
exchange rates, as with al his palicy rules, cruddly turned on having a “publicly recognized and
recognizeble criterion’ (1945a 13). In fact it reduces to a st of imprecisdy weighted
operationd indicators which, even if afforded quantitative expresson dill have to beinduded in

adable, trangparent policy reaction function of some kind.?

8 Bordo (1993: 84) reflects the modern view that the Bretton Woods rule on exchange rate adjustment

collapsed because it was ‘defective’, since the ‘fundamental disequilibrium contingency was never
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Nurkse was wel aware that his contingent exchange rate rule was not by its own right
credible. Credibility had to be earned. Firg, it was asssted by using exchange redignments
only as a defensve measure and not as an aggressive device to gain competitiveness and
expand an extant trade surplus. Second, by securing internationa support using trading partners
or newly developed internationd ingtitutions, redigned exchange rates can be rendered more
credible.  Steilized intervention to support a new rate will need internationa support to be
effective, and exchange rate adjustment would be made only by multilatera agreement. Third,
publicly trangparent monetary and fiscd policy rules must be consstent with the exchange rate

setting over time. Spedificaly, these rules must make it codly to pursue an inflationary policy.

2. FHscd and Mongtary Policy Rules

The foregoing exchange rate rule is underwritten by Nurkse's plea for internationd
cooperation on exchange rates which required ‘mgor powers to determine exchange rates ‘by
mutual agreement’ (ICE 230). To spesk ‘asiif dl countries were more or less economicaly
equd’ is a‘dangerous amplification’ (Nurkse 1945a 21). Pax Americana ramified throughout
internationd monetary relations in the mid-1940s.  Here was an opportunity to establish
internationa economic policy coordination on a hegemonic basis with one or two key currencies

at the centre (ICE: 217-18). Stable, disciplined monetary and fisca policies were a prerequisite

spelled out’. Early on, Nurkse attempted to address this problem.
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for centre countries, anti-inflation policy was pivota in Nurkse s schema, unlikeits subgdiary (if
any) roleinthe list of objectives of the Bretton Woods system’s founders.®

In the Course and Control of Inflation (heresfter CCl), Nurkse (1946a: 76) contributes

the conviction that inflation *is amonetary phenomenon’ and it must be controlled. Anti-inflation
credibility has to be achieved if the exchange rae rule is to endure. Nurkse (1946b: 347)
lamented the lack of explicit rules on both monetary and fiscd policy in the IMF condtitution. °
The incertive to rgpidly inflate or deflate must be avoided to negete detabilizing capitd flows.
The pernicious codts of inflation are fully discussed in CClI (65-68, 76-79). The fiscd policy
rule should aim a long term fiscd balance given thet the ‘main threet of inflation arises from a
current excess of government expenditure over government revenue . In CCl we aso have the
propogtion that ‘ government deficits were the primary cause of inflation’ (p. 68). Government
Oefidt reduction was dways dow given the seemingly ‘irredudblé items in government
expenditure (CCI: 76, 68). Notwithganding fiscd rigidities, in the exceptiona case of acrids
occasoning downward exchange rate adjusment, ‘inflation is to be avoided” by cancelling
‘some or dl the compensatory increase of expenditureé that might have been triggered by
automatic fiscal Sabilizersor discretionary fiscal actions (Nurkse 1947a: 56).

What is Nurkse's monetary policy rule? He wants an ‘gppropriate...financid policy

inaugurated’ as a necessary ‘preiminary’ to exchange rate sabilization a any newly desred

® More than the architects of Bretton Woods, Nurkse wrote extensively on anti-inflation discipline.
Giovannini (1993) and Schwartz (1993: 149) rightly maintain that monetary discipline was not
among the objectives of the Bretton Woods system.

10 Nurkse’s colleagues at the League of Nations had earlier offered such rules, specifically monetary

rules, and had recommended central bank independence. See Endres and Fleming (1998).
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levd. And this requires a disciplined pdicy amed ultimatdy at price gability (CCl: 131). He
presumptively exhorts the ‘mgor powers to use both fiscd and ‘banking policy’ in tandem and
pursue ‘good and seedy employment without inflation’ (1945a 20). He qudlifies this podtion
by ingging that the policy mix mus a lesst not accderae the infletion rate. There is in fact
more than one rule for monetary policy in dl this, dthough it may be consdered a ‘sngle

sequentid rule. The source of the disurbance to an economy meters and in some
crcumgtances short term sacrifice of internd balance may be the legitimate respongbility of

monetary authorities. Monetary policy (supported by fiscd policy) must in the long run maintain
output and employment while avoiding a ‘genera and rapid rise of prices. It must be focussed
on the rate and vaiahility of inflation (CCI: 75). Monetary palicy isessentia to accommodating
the growth of output up to a level of employment congstent with a non accderding rate of

inflation and an exchange rate commitment. The return to high incomes and employment may
neverthd ess take time after aprotracted crigs.

Nurkse adopts an accderationist, naturd rate argument of the kind that dominated
discusson in the Phillips curve literature during the 1970s. He clearly anticipates the concept of
a non-accderating inflation rate of unemployment (NAIRU). It is the *the minimum degree of
unemployment atainable at agiven, condant rate of inflation. When monetary and fiscd policy
is subordinated to the growth of output some countries may find ‘3 or 4 per cet’
unemployment attainable without accderating infletion (i.e,, a‘genera and rapid rise of prices),
others ‘6 or 7 per cent’. The podtulate of rationa expectations is not available to him, dthough
he proceeds as if the trade-off between unemployment and accderation of inflation is quite

vaiable, even ungable depending on labour market inditutions, ‘government controls and
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‘other circumgtances (CCl: 75; 1945: 59-60). Implicit hereis varigble public understanding of
the reaionship between policy and output which may temporarily result in different atainable
unemployment rates.  As tha understanding improves, policy coordinating netions cannot
independently choose an atainable unemployment rate but can contral the nomind inflation
varigble.

A rigid monetary policy rule cannot be specified across countries.  Coercion in the
sense of a binding rule would be sdf-defeeting. It was necessary to have an exchange rate
commitment coupled with sable, time-congstent monetary policy attuned to a commonly held
ultimate god of ‘full’ employment. Exceptionad exogenous disturbances may wel require a
future exchange rate redlignment, but the reputation of monetary policymakersin holding theline
on inflation as the proximate objective, would not thereby evaporate so long as the one-off
exchange rate adjusment was gppropriate. 1dedly, the price level must be conagtent in thelong
term with a high levd of capitd utilization in the internationa economy as awhole, with the first

reference point being stability in leading industrid countries.
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3. Internationd |nvestment and Stahilization Loans

Controls on private capita flows in the post-war years must be liberdized. Exchange control is
described as generdly *harmful and obnoxious , often usad to protect misdigned currencies and
delay inevitable adjugment (CE 222, 224). Stable exchange rates encourage normd capitd

flows for long term investment.  Short term cgpitd and inter-government sabilization loans, or
funds from inditutions such as the IMF, provide liquidity to defend exchange ratesin the face of
current account fluctuations. Once confidence in the future of a currency has returned, long

term private funds and foreign portfolio invesments follow CCI: 58). Nevertheess, Nurkse
provides a warning which should have been heeded snce Bretton Woods while exchange rate
stability was essentid, direct internationd loans and credit fadilities ‘were neither sufficient by
themsdves to bring about effective dability’ (CCl: 131). Monetay and fiscd policy
conggency was indispensable.

Idedlly capitd movements for direct invesment should move in countercydicd fashion
with creditor countries lending more when they were buying less from debtor countries. Capitd
recondruction loans following a crigs were dso rdevant here. That conditions be attached to
such capital flows was axiomatic. Sometimes international agencies provide funds by pooling
risks and equdizing risk premia through the procedure of joint internationd guarantees (Nurkse
1945b; 293). Loan agreements must specify more congstent monetary and fiscd policies.
Loan capitd may be redricted where gppropriate to the support of, or direct production of,
tradegble goods. The rule for creditor countries in terms of their domestic policies was to

maintain incomes at a high enough leve to induce imports from debtor countries (CCI: 82).
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Foreign control over some agpects of borrowing country policies was ‘inevitable and, if
wisdy exercised, desrable’. Auderity programmes were a necessary evil, the more so when
dabilization loans were not provided before a criss had produced ‘ desperate necessty’ in
which case monetary disorder and price ingtability had aready been destructive. The potency
of such loans, not to mention long term private cgpitd flows, in the criss recovery period is

reduced unless carefully targeted and conditiona on specific sructura changes (CCl: 56-59).

v Toward International Coordination: Contemporary and Modern Intelectual

Linkages

Nurkse's coherent “doctrine of internationd coordination of nationd policies has a
diginctly modern flavour partly because it eschews capitd controls and avoids the option of
relying on trade policy interventions (Nurkse 1947a, 1947b). He digtinguishes naively ambitious
post-war plans to abolish the business cyde using Keynesian palicies; badly designed atempts
a internationd policy coordination aimed to ‘ synchronise...business fluctuations' thereby forcing
ocountries to endure high vaihility in price leves (induding deflation); and findly polides which
would redlize higher levels of employment and output with lower rates and variability of inflation
(1947a 58-62). Hefavored thelast gpproach.

Policy coordination would aim to achieve ‘internationd monetary equilibrium’. It would
rest on the broad rules for the main dimensions of economic policy outlined in section 1V aove,
In pleading for autonomy for each country to use broad monetary and fiscal rules Nurkse was

alowing each country to choose the best domestically acceptable compromise given short run
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vaiability in locd awareness of the relationship between the conduct of fiscd and monetary
policy and employment.  The length of the trangtion peth to the long run remains opague in
Nurkse swork, presumably varying initidly between countries undergoing adjusment. Thereis,
however, no compromisng over the NAIRU. Once the NAIRU is gpproached,
macroeconomic palicy is conducted according to the criterion of price dahility.

The Nurksan policy rules are intended to produce internationdly digned price levels,
freer multilaterd trade and some corregpondence among nationa Sabilizetion policies They
depend on a hegemon. Monetary sabilization in the leading centre was important: thet way an
exchange rae anchored to the centre currency could import credibility but monetary
independence would be sacrificed. Thisimported credibility argument has been made popular in
modern international monetary economics (eg., Giovannini 1993: 113). If the centre country
drayed the stability of income, output and prices dsawhere would be jeopardized. Nurkse
would doubtless have viewed the breskdown of internationa monetary orders after Bretton
Woods as being located in the failure to maintain price sability in the U.SA. after 1965.

Nurkse harbored scepticiam about the prospects for a globa regulatory agency or
internationd governance dructure, preferring indead spontaneoudy developed, mutudly self-
interested responses to organizing internationa monetary arrangements. That the IMF had been
created did not mean that it need be anything more then a flexible agency for coordination and
conaultation among countries with Smilar macroeconomic objectives and for coordinaing criss
advice and recovery measures.  In the predicted turbulent recondruction period post-1945
Nurkse provided a digtinctive approach to inditutiona emergence in this respect: ‘even without

an internationd agreement, the spontaneous adoption and pursuit by different countries of the
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same badc objective - economic gability and full employment - isnat an impossible hypothesis

in these crcumgtances (1CE: 231). When the Bretton Woods system had been established he
averred that

this idea of “combined internationd action”, pleesing though it may be to the

imaginaion, can be caried too far...Any scheme aming, however discregtly, & some

super-nationd regimenteation of domestic fiscd and monetary policies would be certain

to encounter political and psychologica obgstaclesin the world aswefind it. Besides, it

would be unnecessarily ambitious (1947a: 60).

Nurkse atributed only loose policy rules to the pre-1914 gold sandard. Just as that standard
emerged ‘fredy and spontaneoudy’ among participating nations with common objectives, any
new successful system of loose rules mugt be the product of spontaneous inter-country
collaboration (19470: 74).

Centraly planned international cooperation utilizing forma binding rules and inditutiond
arrangements could not be regarded as universaly optima. Optima design was an ongoing
collaborative process. Internationd financid crises were unique, requiring episodic cooperation
in different forms and in different geo-politica regions or groupings. Cross-border spillover
effects were a0 often spatidly and tempordly concentrated.  The exigtence of a hegemon and
‘gpontaneous recognition of a common policy objectiveé were dl that was required to provide

that rationde for some modicum of explicit multilateral coordination (ICE: 232).

11 Many of Nurkse’s nsights on policy coordination are comparable with modern treatments,

especially Frenkel and Goldstein (1996), and Frenkel, Goldstein and Masson (1996).
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The exactly contemporary intdlectud linkages for Nurkse's rule-based scheme are
closer to the emerging, embryonic Chicago School position than has been hitherto recognized.
Nurkse and Henry Simons both held a common perspective favoring trade policy liberdization
and remova of exchange controls (a theme clearly expressed in Smons 1943 and 1944b).
Furthermore, a contemporary Chicagoan view on rules for internationd mongtary palicy is
canvased briefly in Simons (1943).  Like Nurkse, Smons argued for ‘ cooperative or united
action in matters of monetary and fiscd policy’ (p. 244). Smons (1936), like Nurkse,
conddered the rules of the gold sandard regime anachronigtic while accepting that ‘a gold-
plated greenback — a dollar sandard with a facade of gold — may prove more acceptable to
other nations...and thus facilitate international cooperation’ (Smons 1944b: 263). Smons
recommended ‘monetary gahility’ effeded by a monetary policy conducted according to a
price gability rule. His rule for fiscd policy was to minimize the degree of deficit monetization
by conducting fiscd policy within the ambit of the same price gability objective as monetary
policy (Smons 1943: 245; 1944a 223). Indeed, Smons urged a policy of fisca prudence
which mugt be designed as an inextricable part of a monetary policy targeting price sability.
Later Smons (1945: 294-95) favored ‘vigorous leedership’ on the part of the USA ashegemon
insetting ‘rules ... for domestic fiscal policy’. He aso viewed the Bretton \Woods agreement as
nothing more than an ‘invesment in international monetary-fisca consultation and collaboration’
and warned againg overemphasizing the importance of ‘globd arrangements .

The scope for a week form of policy coordination in Nurkse's work (as in Simons
1%4a 256) is ddimited by the need to preserve some policy autonomy at the nationd leve. It

rested on the existence of a nascent consensus about internationa economic policy objectives.
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Nurkse favored minima cooperation insofar as nationa policy decisons should normdly be
decentrdized. There would be mutud recognition of the potential for disruptive cross border
consequences from monetary mismanagement and regular inter-country consultation and
information exchange.  Significant trade interdependencies may give rise to gpontaneous
devdopment of more forma arrangements epecidly if one or other trading partner endures a
magjor disturbance. The incentive to coordinate on an ongoing basis may indeed depend on the
degree of an economy’s openness (Frenkd and Goldstein 1996: 23). Nurkse's doctrine of
spontaneity dlows expliditly for this possihility.

The depth of coordination will vary but a least the method is cdear: macroeconomic
policy would follow some broad rules, policy indruments being assgned in common across
coordinating countries to specific macroeconomic objectives. Both Nurkse and Smons redized
tha rues induding the fixed, adjustable exchange rate rule, were means of enhancing the
predictability of policy actions among co-operating countries (CE 222; 1945a 19-21, and
Simons 1943: 245). While not consstent with later Chicago views (i.e. Friedman’s 1953 case
for flexible exchange rates), Smons (1944b: 265- 66) accepted the foregoing exchange rate rule
as a ‘readily ataingble method of disciplining infletion in the immediate postwar years. Thus
Simons proposed a ‘dollar gabilized in terms of a good, broad index of domestic prices.
Further, ‘[l]arge disturbances...probably would necesstate occasond dteration of exchange
rates, but large disturbances are not to be expected with monetary sability in a subgtantidly
peaceful world” (Simons 1944b;: 263-64; emphasis added).

Nurkses generd assgnment prescriptions and broad rules ae represented

schematicaly beow:
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TABLE 1
NURKSE'SRULE-BASED SCHEME

Palicy Ingruments Assgnment Rule
Exchange Rate Policy Externd baance Contingent rule: fixed, adjustable
rate
Fiscd Policy Interna balance, but externd | Sequentia rule: balanced budget
bdanceinthecrigs in long run; mantenance of
income and employment to the
NAIRU
Monetary Policy Interna balance, but externd | Sequentid rule: price Sability in
bdanceinthecriss the long run but subordinete to

exchange rate in the short run;
Support expangon of income
and employment to the NAIRU

Commercid Policy Externd baance Liberdize surplus countriesto
lower barriers

Invesment Externd baance 1. Liberdize capitd controls

Policy/Sabilization Loans 2. Cooperate with trading

partners to enhance liquidity for
credible gerilization

3. Provide inter-governmentd,
conditiond loans and specid
fadlitiesin crigs

V Conclusons

Nurkse's rule-basad gpproach to internationa macroeconomic policy in ICE and CCl was a
pioneering contribution. 1t condiituted an early atempt to address the assgnment problem.
Policy coordination did not necessxily require sgnificant modification of exiging netiond

policies. For Nurkse, there mugt be a common framework of objectives avalable &b initio.
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This presumption is acceptable in retrogpect given the increesing degree of internationd
economic integration in progpect in the mid-1940s.

Nurkse's doctrine depended criticdly on three factors: (i) multilateral, spontaneous
adherence to common policy objectives, (ii) the stahilizing role of the hegemon’s (or centre
countries) inflation discipling and (iii) a common attitude to mantaning a low rae ad
varigbility of inflaion. Wide digperson in atainable unemployment rates among participeating
countries and the eventud surrender of sovereignty over monetary policy may have to be
accepted by policymakers. These factors have been discussed in many guises since the 1940s,
for example, in the contemporay work of Henry Smons and in the modern Europeen
Monetary Union debate.

The anti-inflation and imported credibility messages embodied in Nurkse's monetary
and fiscd rules his inggence that rules be founded on ‘publicly recognizable criterig the
avowed macroeconomic policy congraint represented by the NAIRU and his negative attitude
to trade redrictions and exchange controls dl accord with lae twentieth century wisdom.
Nurkse st asde early solicitude in such métters as the disruptive effects of short term capital
flows, prefaring ingeed to reflect on a rule-based scheme which, taken as a whole, would
render these flows more gabilizing. All this was tantamount to making his perspective different
from that which dominated Bretton Woods, we have presented evidence digning Nurkse's
scheme with contemporary Chicago.  Moreover, Nurkse renounced rigidly planned globa
schemes for the solution of spedific crids difficulties and for governing internationd monetary

redionsin generd.
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At the core of ICE is recognition that arrangements for the trandfer of savings from
suppliers to demanders in the internationd economy were inherently fragile so long as there
were many naiond fia monies and muitiple reserve assets of variable quaity. The coexistence
of exchange rate sability and free cgpitd mohility was aways seen as problematic with the
former being taken as a prerequiste for the expandon of world trade and high employment.
Capitd flows were indirectly managegble in a sysem of trangparent, commonly adopted policy
rules, supplemented by concerted inter-governmentd actionin crises. Like Smons, Nurkse did
not presume that IMF-type arrangements would be universdly optimd, only thet greater power
must be ceded to a hegemon when any multilateral scheme is organized. The laiter is more
often viable in crigs and recovery episodes when the common objective is to reduce trangtion
costs and cross-border spillovers.

Nurksg's contribution represents one of the mogt outstanding mid-twentieth century
atempts to explan how regponsss to internationd financid crises and to more mundane
monetary reaions among countries, can be made more credible by commitment to rules
Policy coordination through broad rules could occur spontaneoudy and was very likdly to be
hisoricadly contingent, episodic and trandent. Nurkse's message was modest by comparison

with Bretton Woods though more enduring.
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