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Th e r e  a r e  t w o  k in d s  of criticism that every 
central bank in a market economy encoun
ters when the limits it imposes on further 

expansion of money and credit are exerting some 
effect. One is that the accompanying rise of inter
est rates is too great, or unnecessary, or causing 
much more harm than good. The other is that 
rising wage rates are the primary cause of any 
general price increases or particular dislocations 
that are disturbing the balance of the economy, 
and that restrictions upon the availability of 
money and credit are futile gestures without any 
real relevance to the basic problem: that is, the 
need to limit wages, or the “ cost-push.”

It is important, but not enough, to point out in 
reply that the central bank cannot purport to 
fulfill alone the entire range of ultimate objec
tives that should be pursued by all economic 
policy, nor to remind critics that the better 
criterion probably is “ what might have hap
pened” without some monetary limitation rather 
than “what more should be done” by monetary 
and credit policy or by other means. What seems 
to me even more important is to ask whether the 
criticism has been formulated with a clear view 
of its implications for the conditions essential to 
the functioning of a market economy. To be sure, 
those conditions themselves are not immutable; 
they can be, and are, modified by changes in the 
framework of public economic policy year by 
year. But it should be the economist’s task to sort 
out the issues for evaluation, and in that respect,

I question whether we have done enough during 
recent years in appraising the role of uncertainty. 
Can a market economy function with fullest effec
tiveness, over time, if the scope for uncertainty 
with respect to interest rates, or wage rates, for 
example, is narrowed appreciably more than has 
already occurred ? Has the United States or some 
other countries, perhaps, already gone too far, 
so that some pulling back may be appropriate?

Flexibility and Uncertainty 
in Interest Rates

The theory of interest rates and the central 
bank’s concern with them is much too vast and 
exciting a subject for me to undertake here. I 
should at least assert, however, on the basis of 
fairly continuous observation of the experience of 
most leading central banks since World War II, 
that flexibility of interest rates, under the play 
of shifting competitive pressures, has been essen
tial to the performance of the market economies. 
There were many who attempted, as we did here, 
to peg, or stabilize, or support some or all seg
ments of the maturity range. In the end, every 
country that chose to preserve the essence of a 
market economy gave up the effort to maintain 
interest rates at what were thought to be 
“ socially tolerable” levels, when these proved in 
practice to be sustainable only by inflating the 
rest of the economy with increasing quantities 
of central bank credit. Some instead forthrightly 
turned to the full apparatus of a planned econ
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omy, and began a proliferation of special devices 
for insulating parts of the market, and shelter
ing others. But even these efforts, in economies 
that were extensively “planned,” have now 
largely broken down because a national plan 
could not build effective barricades against the 
forces of competition at work in international 
trade. The actual or suppressed inflation gener
ated by the effort to hold interest rates down had 
done more damage to the domestic economy as a 
whole, in its ability to produce goods that could 
be sold abroad to pay for essential imports, than 
could possibly be offset by any supposed advan
tages in making low-interest credits available to 
all at home.

The evidence would seem persuasive that so 
long as a country is heavily dependent upon in
ternational trade, or if not, so long as it chooses 
to have a market economy (which is necessarily 
responsive to many of the same forces that are 
conspicuously revealed in international trade), 
interest rates must be flexible. There must, at any 
time, be good grounds for uncertainty as to where 
interest rates will be in the weeks or years ahead. 
Any attempt to remove or limit uncertainty by 
establishing pegs, or ceilings, for interest rates 
is, therefore, certain to collapse in time, unless a 
country is prepared to shut itself off from the 
Western world and convert to a planned economy.

It is quite possible, of course, having recog
nized the need for flexibility and uncertainty, still 
to argue that particular actions of the central 
bank, in a particular set of circumstances, have 
led, among other things, to limitations upon 
money and credit and increases in interest rates 
that were unwise. To do so is not to qualify as an 
advocate of planning, or the outvoted minorities 
in many central banks would find themselves 
among the many who might feel quite uncom
fortable. To be sure, no central bank is always 
right. But the issue to be joined with these critics 
is whether the central bank has found the best 
balance among its ultimate objectives, and 
whether it has found the best translation of its 
policy judgments into intermediate and opera
tional objectives. Once the “ right” judgments, 
whatever they are, have been found for any given 
situation, there should not be any question that

any interest rate changes which emerge should 
be the result of interaction between the policy 
action taken and all other market forces—not an 
arbitrary “ given” inserted on the basis of some 
independent judgment of “what ought to be.”

Recently, particularly in the United States, 
criticism has centered on the level of interest 
rates, not on the need for rate flexibility or rate 
uncertainty. Rates are said to be generally higher 
than they need to be. They have reached such 
levels, so the argument runs, because the Federal 
Reserve has let out too little of the marginal 
supply of money and credit. With more bank 
credit, interest rates would be lower and users 
of credit would do more to expand the employ
ment of men and resources. The Federal Reserve 
has failed to permit this expansion because it is 
preoccupied with potential inflation. Yet that is 
misguided quixotry, we are told, since prices have 
been rising mainly because of wage increases. 
And the Federal Reserve can do nothing about 
that. High interest rates, and a slow growth rate, 
it is argued, are the unnecessary price of an un
successful effort to combat wage inflation. Does 
this mean that a stage has been reached for 
elevating wage policy to comparable importance 
with monetary and credit policy?

Are Wage Policy and Credit Policy 
Complementary?

Most other countries have, indeed, gone much 
further toward the formulation of a national 
wage policy, and toward various means of making 
such policy effective, than has ever been con
templated in this country except in wartime. In 
some, the traditional patterns of wage bargain
ing—industry by industry on a national scale— 
seem to lend themselves more readily to pro
cedures for joining spokesmen for management 
and labor from a number of industries in con
sultations, at which the public interest is also 
represented, to determine the basic conditions of 
the wage bargain for the country as a whole. In 
some, long-established procedures of arbitration 
provide a basis for giving effect to nation-wide 
“ norms” worked out by consultative groups, or 
by cabinet ministers. In some, strong national 
labor confederations and employer groups re
spond to appeals of “ national interest” , particu
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larly with a view to maintaining exports, and 
voluntarily establish restraints of their own upon 
the general pace of advance in wage rates. And 
at the other extreme, there are instances of legal 
authorization for ministerial intervention to set 
wage rates, as well as prices and profits, al
though little use has apparently been made of 
such powers.

Enough has happened in the other market 
economies to justify a question whether some 
method may be needed, and appropriate, for re
flecting national considerations with respect to 
economic stability and growth in the wage bar
gaining process, year by year. But this question, 
too, should be referred back to the essential ele
ments of a market economy, as outlined early in 
this paper and as further elaborated in apprais
ing the concept of uncertainty as it relates to 
price stability and interest rate flexibility. Though 
quite unqualified to say, I should think that any 
independently determined pegs, or arbitrary in
crements, for wage rates or other labor benefits 
would be as contrary to the conditions needed 
for the functioning of a market economy as fixed 
prices, or pegged interest rates, or arbitrary 
profit margins. The risk even in any search for 
“norms” is that they then become universal 
minima, with most contracts set at the “norm” 
or higher. And yet it may be important for the 
vitality of a market economy that the range of 
variable wage demands and settlements be kept 
uncertain—both as a spur to the introduction of 
newer techniques of higher productivity, and as a 
spur to labor mobility and exertion.

Perhaps it is when single contracts become so 
important as to exert a general and notable in
fluence upon wages and prices throughout the 
country that any consideration of new approaches 
is justified. That seems to have been the case 
abroad. But even then, the various formalized 
approaches to a national policy for wages do 
not appear to have been successful, either in 
noticeably limiting the actual averages of wage 
increases or in reducing the burden still to be 
carried by the central bank through limiting the 
availability of money and credit. The outstanding 
instance of governmentally imposed cost-of-living 
factors in wage contracts, for example, has been 
abandoned after many years of trial. And al

though wide differences in national conditions 
make generalization dangerous, there does seem 
to be some basis for a conclusion that the best 
results have been achieved in those countries 
where the government’s role has been to provide 
improved data and emphasize the relevance of 
certain broad criteria, with the wage bargain left 
to contending forces in the market.

Actual experience in dealing with “ cost-push” 
on the wage side has, at the least, provided an
other stem reminder that there are no easy 
choices between absolute solutions for the causes 
of instability. It appears doubtful that a national 
wage policy could be developed and implemented, 
within the framework of a market economy, that 
could achieve a degree of general effectiveness, or 
of general acceptability, comparable to that of 
monetary and credit policy. The most effective 
corrective for distortions among the various parts 
of the price mechanism, so long as the elements 
of a market economy are preserved, is to be 
found in the functioning of the price mechanism 
itself. In time, any industry that prices itself 
out of its market will find its own correction, and 
the same may apply to labor, so long as no arti
ficial props are erected to support or perpetuate 
a distorted situation.

That proviso brings me back to monetary and 
credit policy. For it does have a responsibility to 
avoid being used as one of the props. Can it, 
should it, when unemployment seems large but 
wage rates are rising, add to the supply of money 
and credit in the hope of providing quick em
ployment opportunities? If existing credit is al
ready fully used, what are the chances that new 
increments will result mainly in general price 
increases, in an accentuation of cyclical in
stability, and in stunting longer-range projects 
that could otherwise provide part of the basis 
for sustained growth? These are the questions 
that a responsible central bank must try to re
solve, when confronted by a “cost-push” situa
tion. It does not, in practice, have the choice of 
merely deciding that, because “ cost-push” forces 
are operating, it can give up the effort to find 
that limit for money and credit which will provide 
the best balance among all objectives, in the light 
of all the existing circumstances. It cannot sim
ply open the valve and step aside.
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