
CHAPTER VI

ISRAEL AND THE WORLD ECONOMY

1. MAIN DEVELOPMENTS

In 1975 the world economy reached the trough of its most serious recession since World War

II and began to recover. In all major industrial countries, except the U.K., the second

half of the year saw a shift from a negative to a positive growth of real gross national
product, with the U.S. and Japan in the lead and Europe generally lagging one or two

oquarters.
Developments in the Israeli economy both complemented and contrasted with this trend.

As in other countries, both exports and GNP weakened in mid­1975 (although the break in

GNP was less sharp than in the larger industrial nations). However, a mild recovery in

late 1975 was held back, mainly because of deliberate policy measures induced by concern
over I s r ae 1 ' s severe balance of payments problem, which in glaring contrast to the average
of the industrial countries, did not improve this year.

A second notable development in 1975 was the general marked deceleration of inflation.
For OECD members (constituting most of the industrialized world) the annual increase in

consumer prices slov/ed from 13.2 percent in 1974 to 8.4 percent by the third quarter .of

1975. Again, the U.K. was the only major exception to this downward trend, and the best
performances were registered by the U.S­. and Japan.

The basic causes of this slowdown­the one­shot character of the OPEC price revolution
of 1974 plus the moderating effects of the recession on commodity prices and prices in

1. As noted below, the Japanese recovery appearea to falter in the last quarter of
1975.

2. At the time of writing this chapter debate continues, as to the probable speed, and
especially the durability, of the upswing (some causes for doubt are noted below). But
that there was a strong initial recovery in late 1975 and early 1976 is. certain.
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genera !­­affected Israel in common with all other countries . Thus, the Israeli price
advance also lost momentum in 1975. But there was a reversal in the latter part of the
year, owing to the new policy of mini­devaluations, which, like the policy of demand

restriction, was motivated by concern over the;country's balance of payments.

Table VI­1

GROWTH OF REAL GNP IN OECD COUNTRIES, 1960­75

(percent change at annual rates(

1975
1974Average

4th qtr.2nd half1st half2nd half197519741960­72

2.0­2.7­0.5­1.02.85.1Canada
5.08.0­7.7­3.7­3.0­2.14.2U.S.A.

2.75­0.23.11.25­1.810.9Japan
7.02.5­5.0­0.1­2.03.95.9France
13.23.3­7.1­2.8­3.40.44.9W. Germany
7.00.75­5.8­6.7­4.53.25.6Italy

­3.75­5.05.6■ ­2.250.13.3U.K.'
Total above countries
Weighted by OECD

4.5­5.8­1.7­2.25­0.65,5Weighted by Israel's
3.4­5.7­0.8­2.4­0.3exports (1972(

­1.02.75.5Other OECD countries
Total OECD

3.75­5.1­1.7­2.0­0.15.5Incl. U.S.A:
1.0­3.4­0.4­1.51.36.4Excl. U.S.A.

Source: OECD countries ­ Organization for Economic Cooperation and Development. Economic■ Outlook, December
1975; West Germany ­ Deutsche Bundesbank, Monthly Report; data for the fourth quarter of 1975 for France and
Italy are estimates of the First National City Bank of New York.

On a third front , that of international payments and terms of trade, . 1975 witnessed, on

a world scale, a dramatic if still only partial turnabout. The OPEC­induced massive growth
of the current deficit of the industrialized nations (mainly the OECD group) was virtually
wiped out in 1975 (see Table VI­3), as OECD countries greatly stepped up their. exports to
the OPEC and, because of their own recession, reduced imports from all countries . Thu s,
some of the improvement in the OECD payments balance came at the expense not of the OPEC

surplus, but of a further deterioration in the adverse balances of the developing nations
(and the communist bloc), This was largely due to' the slump in the OECD area, since the
developing and communist areas are oriented toward exports to the OECD countries, while
these were in the best position to supply the greatly increased demands of the OPEC

countries for sophisticated industrial and military goods .3

3. 1976 should provide an empirical test of the damage done to the developing
countries' trade balances and terms of trade by the OPEC price revolution alone, as
opposed to the Western economic recession.
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­FigureVI1
GROWTH OF REAL GNP EN SEVEN

MAJOR OECD COUNTRIES,
1969­75

(percent change from previous half­year,
at annual rates'(

The terms 01 international trade (i.e. the export­
import price ratio), which had undergone a revolution
in 1974 in favor of OPEC, showed a reversal of trend
(albeit milder) in 1975 (see Table VI­10). The terms of
trade of the industrial nations (especially those whose.

exports consist mainly ofmanufactures­­ e .g. Western

Europe) rose; those of the oil exporters declined
slightly (for the first time in several years); while
the nonoil developing countries experienced a further
erosion.

Israel shared in these developments to the extent of

greatly boosting overseas sales to the (non­Arab) oil
exporters, But this market is very small. Because of

the sharp break in import demand in the developed countries (Israel's main customers),
combined with the failure of Israel's import demand to drop very much, this country was

able to improve its trade deficit in 1975 only fractionally, On the other hand, the
heavier defense and interest burden added to the deficit, In terms of trade too Israel
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­Source: Table VI1.

­TableVI2

CONTRIBUTIONS TO CHANGES IN REAL CNP, HALF­YEARLY, 1974­75

)as a percent of GNP in previous period; annual rates)

7 major countries"JapanGermanyW.U.S.A.

19751975 .19751975
1974197419741974

11IIIIIIII11IIIIIIII
2.50.30.12.02.02.51.51.20.94.0­0.5­0.8Private consumption
0.50.90.31.02.21.00.50.40.30.50.60Public expenditure

Private residential
0.5­0.8­0.51.0­0.61.0­0.25­0.8­1.00.75­1.1­1.0construction

Private nonresidential
­0.5­2.0­1.1­0.75­1.6­2.10.75­1.7­0.8­0.5­2.4­1.1investment
2.0­4.9­0.60.5­A.I­2.41.0­1.20.93.5­5.5­0.3Stockbuilding
­0.750.80.1­1.02.03.1­1.5­5.1­3.0­0.251.1­0.4Foreign balance
4.5­5.8­1.72.75­2.03.12.0­7.2­2.88.0­7.7­3.7GNP

a U.S.A., W. Germany, Japan, France, U.K., Italy, and Canada.
Source: OECD Economic Outlook, December 1975, Table 4.

4. As noted, this contrasted with the sharp average reduction in the trade deficits of
the industrial countries. Much of the difference lay in the steep fall in imports abroad
as opposed to relatively constant imports by Israel (especially of production inputs­ ■see
Chapter IV).
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did not fare well in the year reviewed. Instead of recovering )­like the industrial
countries) from one­quarter to half the ground lost in 1974, there was a slight further
retreat on a year­to­year basis (although it was checked in the second quarter and the
trend has turned up since then), In this respect Israel's performance has resembled that
of the raw­material oriented nations more than that of the industrialized states, although
the structure of its trade is more like that of the latter group. This calls for an

explanation, and we discuss it further be low .

As to international capital flows and exchange markets, 1975 witnessed a considerable
alleviation of the previous year's anxieties about ■the recycling of oil revenues and, to a

lesser extent, the effects of floating exchange rates. The international banking system

did not collapse, as some had feared, under either of these unfamiliar strains. Although

floating rates sometimes exhibited nervous excessive■fluctuations, their main effect was

to forestall the massive swings in speculative funds which could easily have been induced

(under fixed rates) by the sharp cyclical disturbances to equilibrium in the international
economy. Where important speculative flows did occur, they tended to be concentrated in

Table VI­3

GROWTH OF ISRAEL'S EXPORT MARKETS," 1973­75

(percent change, at annual rates(

1973" 1974­ 1975>­
1974*
II

1975><

II
Weighted by total Israeli exports,
incl. diamonds
Developed countries
Other countries
Total

Weighted by total Israeli exports,
excl. diamonds
Developed countries
Other countries
Total

­8.80.311.1
11.7"15.0"16.6
­2.54.412.6

­8.30.110.3
17.315.614.8
0.44.911.6

­1.4 ­19.3 8.3

" The measure of market expansion is the rate of increase in the total imports of the countries of destination, weighted
by each country's share in Israel's exports, either including or excluding diamonds.

'' 1972 weights.
■. 1974 weights.
(l Based on nine of the 15 developed countries.
" Reflectsthe .much heavier import by the oil producing countries such as Iran.
Source: Import data ­ Developed countires: OECD, Economic Outlook; other countries: OECD, Economic Outlook,
and IMF, International Financial Statistics. Israeli expotr data ­ Central Bureau of Statistics.

5. For example, in 1973 a U.N. breakdown showed that the share of industrial exports
in the developing economies was 24.5 percent (raw materials and food 75,5 percent); in the
developed economies it was 74.5 percent (this average was dominated by the IMF industrial
group); and in Israel it came to 75 percent.
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Table VI­4

SUMMARY OF WORLD TRADE CHANGES, 1973­75

(percentages(

1975

2nd half1st halfEntire year19741973

­6613World trade volume*
Impotr volume

6.119.0­9112.5Industrial countries
2.0­10.3. ­5.5715Other developed countries
27.748.448.54523Major oil exporters

­20.1­10.5­81415Other developed countries
Industrial countries

2.1­12.3­5.06.413.8Expotr markets6
1.0­11.5­5.77.913.9Expotr volume
6.1­19.0­9.11.012.5Impotr volume
2.2­4.9­2.11.15.8Real GNP, trade­weighted

a Average rates of increase in world exports and imports (excluding the communist countries).
b Average change in the imports of the other groups of countries, weighted by the share of each group in the industrial
countries' 1974 exports.

Source: International Monetary Fund.

exchange rates which retained a significant degree of pegging or informal intervention,
such as those of the EEC "snake".

2. SOURCES OF CYCLICAL CHANGE IN 1975

The stage was set for recovery in 1975 mainly by the working­through of the cost­push
effects of the commodity and oil price booms of 1973 and 1974. Since these pressures were
generally not accommodated by expansionary monetary or fiscal policies but, on the
contrary, occurred at a time of tightening policies originally directed mainly against
demand inflation (and later against growing payments deficits as well) , they greatly
deepened the cut in real activity throughout the industrial world. Once this had taken
place, and with a cessation and partial reversal of the cost­push pressures (commodity

prices fell while the rise in oil prices slowed to a crawl), equilibrium was restored
between the money stock and the level of real economic activity. Thus, as the price

6. Although they were superimposed upon an earlier inflationary rise in demand, these
price increases are described as "cost­push" because of their clearly excessive effect
upon the aggregate price level in a world economy characterized by a downward rigidity of
wages and many other prices.

7, The fact the new "oil" deficits shrank (more quickly than expected) because of
increased imports by OPEC countries helped the process of recovery, both directly (through
its effect on real demand) and indirectly, by removing obstacles to a strong policy of
demand reflation.
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advances subsided, a larger part of the nominal demand growth could again find expression
in higher rates of real growth. In addition, in late 1974 and early 1975 policies swung

around toward expansion. TheU.S . conducted a strongly stimulative fiscal policy, while
monetary policy remained tight . In other countries both monetary and fiscal policies
became expansive in' 1975.

(a) U.S.A.

In theU.S . the turnaround took a particularly dramatic form. A long period of very low

consumption and negative investment growth in 1974 failed to evoke a full response in

current production or employment, and inventories tended to accumulate slowly. Hopes for
an early ^^^0^^^^ were not really dashed until a drastic break occurred in real final

Q
demand (entirely in private consumption) in the last quarter of 1974. This induced an

uninhibited cutback in production and in inventories (and a steep rise in unemployment),

which carried over into the first quarter of 1975. By the second quarter most of the
desired destocking had been accomplished and, since incomes and final demand were not only
maintained by unemployment compensation but stimulated by income tax cuts, a continuation
of the negative growth rate of the previous quarters was virtually impossible. Thus the
stage was set for the extraordinary (and obviously temporary) 11.9 percent annual growth

rate of the third quarter. Essentially, this reflected the change from drastic negative to

near­zero inventory investment, while real final demand carried on with a much less

dramatic growth rate of about 4 percent.

The weakest point in U.S . recovery has been the sluggish expansion of the money supply.
The 4.4 percent rise (in A/jJ during 1975 fell well short of even the 5­7 percent goal of

the monetary authorities. Moreover, the trend sagged noticeably from mid­1975 through the
beginning of 1976 (with the slowdown in massive government bond issues and the failure of

business borrowing to rise as expected). To some extent this factor was offset by the
strengthening of the dollar after mid­1975 (by about 7.5 percent). This slightly retarded
the internal price advance, and thus expanded the real money stock in the same way as a
somewhat faster growth of the nominal money stock would have,

The actual advance in prices and in nominal GNP relative to the nominal money stock and

the consequent fall in real M cast some doubt on the average trend of the recovery in 1976

8. This primarily took the form of a steep increase in the rate of private saving,
which may have been more than coincident ally related to the heavily publicized decision
(in the fall of 1974) to emphasize anti­inflation rather than counter­recession economic
policy­an approach which was quickly reversed in early 1975.

9. The magnitude of this effect on prices calls for further study. It would be about 1
percent if based upon the weights of U.S . exports and imports, but it might be
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)and later), although this also depends upon other factors, especially price increases,

which are difficult to predict. A second potential source of trouble, somewhat further

down the road, is the possibility of a renewed commodity price boom which, if.it meets the
same reaction as in 1973 and 1974, will tend to produce similar consequences.

(b) Europe and Japan
Table VI­2 permits us to distinguish some important variations in the cyclical process

and thus major structural characteristics of the world recession which deserve attention.
In particular, a breakdown of real demand changes affecting the German economy helps us to
understand why a relatively expansionary monetary policy (introduced in 1974) in this
country resulted, on the whole, in little obvious edge over the U.S. growth performance in
1975. The significant difference between the two countries lay in the contribution of

inventory liquidation and trade balance changes to the economic slowdown in the first half
of 1975. The loss of exports (due mainly to the recession elsewhere, but partly to the
accumulated effect of earlier revaluations of the Deutsche mark) accounted overwhelmingly

for the slowdown in Germany , whereas internal inventory liquidation claimed the lion' s

Table VI­5 ,

RISE IN OECD CONSUMER PRICES, 1974­75

(percent change, at annual rates(

1975

IVIIIIII19751974

8.514.49.08.910.810.9Canada
6.49.06.47.49.111.0U.S.A.
9.64.014.56.511.724.4Japan
9.19.110.211.411.713.7France
3.63.07.87.96.07.0W. Germany
12.68.811.112.817.219.1Italy
9.28.211.78.710.210.0Netherlands
14.518.941.826.724.116.0U.K.
11.98.411.68.810.413.2Total OECD

Source: 1974­75: OECD, Economic Outlook; quarterly data for 1975: OECD, Main Eco­
nomic Indicators.■

considerably more if the weight of all tradable goods is considered. It should Ke
SndirstooS however, that gthe stimulative effect of a^11 in the exchange rat* ZT
through its reduction of the actual rise in the PriceTle*el: ™18.*Tr™™nfredfbout 9despite this effect, well above the increase in "I­ I* fact­ nominal f//Pexpanded fJZ J
percent during 1975, as against only 4.4 percent for M1 in 1975 and 5­3 Percent xn 197?;

10 It is to be hoped (but the outlook is still very uncertain) that stockpiling
arrangements currently in process of negotiation (e.g at the UNCTAD conference in
Nairobi) and recent investment in commodity industries will bear fruit. In thesJiort run
supplies are ample, but the marked instability of demand has tended to destabilize
investment as well.
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share in the U.S. and almost everywhere else. Domestic demand, which may be expected to
show the main effect of monetary policy, fell much less drastically in Germany than in the
U.S . Since the German recession was much more export­led, the rebounding of the economy in
the second half could hardly have been as strong as in the U.S., as trade balances are
inherently less volatile than changes in inventory investment.

In Europe and Japan, as in the U.S . , one may detect the dampening effect of sluggish
credit demand on monetary growth. Yet, notwithstanding this impact, most of these
countries, including Germany, France, and others, managed to boost their money stock
growth rate to a much greater extent than the U.S. (see Table VI­7).

In 1975 as a whole the monetary growth rate (M­j_) in all other major economies was four
times as great as that of the U.S . (while price inflation was similar to or double that of
the U.S. level, except for the U.K.). In all European countries (apart from the U.S. ) real
money balances (i.e. M^/nominal GNP) rose during 1975, and in most they continued upward

even in the fourth quarter, despite the renewed growth■of real GNP.

Table \l­6
CHANGES IN WAGES AND EXPORT PRICES IN SEVEN MAJOR OECD COUNTRIES, 1974­75

(percent increase over previous year(

19751974

index"Export priceindex"Export price
LocalHourlyLocalHourly

SDRcurrencyearningsSDRcurrencyearnings
5.911.414.034.832.713.5Canada
10.711.98.026.627.78.1U.S.A.
0.32.915.0b28.339.026.6"Japan
19.58.115.013.724.418.6France
12.78.08.2516.614.810.6W. Genrany
11.312.424.025.641.722.4Italy
14.321.428.019.626.517.1U.K.

All industrial countries
11.39.423.326.4)incl. smaller ones)0

a Unit values.
b Monthly earnings.
c Weighted by export values in SDRs.
Source: Export prices ­ IMF; wages ­ OECD, Economic Outlook, December 1975.

11. It might be argued that, in view of the need to cut its huge trade surplus while
substituting adequate domestic demand, Germany should have pursued an even more
expansionary policy. But given the uncertainties of trade forecasts, it .would be more
reasonable to argue that other countries (not only the U.S . ) should have followed a more
stimulative policy.
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Fiscal policy in most countries, as noted, also contributed to the recovery in 1975. It
acted both as the catalyst of monetary growth (which was usually accomplished by financing
larger fiscal deficits through money creation) and as a direct stimulus to aggregate
demand (mainly by increasing private disposable incomes and consumption by more than it
tended to reduce investment expenditure as a result of government competition with the
private sector in the capital market).

According to OECD calculations, net reductions in taxation (or increases in transfer
payments) added almost 4 percent to disposable income in the U , S , , over 5 percent in

Germany, about 2 percent in France, but only 1.4 percent in Italy and Japan, while fiscal
drag still subtracted 1.6 percent in theU.S . Most of these increases required
discretionary action, as the failure of built­in tax stabilizers to move promptly against
a "real" recession accompanied by extraordinary price inflation was one of the special
features of the 1974­75 cyclical experience.

Table VI­7

GROWTH OF MONEY SUPPLY (M!) IN SELECTED COUNTRIES, QUARTERLY," 1974­75

(quarter­to­quatrer percent changes, seasonally adjusted, at annual rates(

19751974

1974IV to1973IV to
1975 IVIVIIIIII1974 IVIVIIIIII

4.43.07.37.60.65.04.14.35.76.1U.S.A.
16.021.518.616.110.510.613.614.17.97.1W.Germany
16.021.026.11.05.113.828.21.415.511.6France
16.0­5.026.530.58.818.433.018.88.8­11.7U.K.
8.514.00.010.911.74.88.217.916.5Italy
12.52.514.410.113.211.15.76.418.414.3Japan
22.0­3.03­4.031.412.09.818.711.05.94.0Netherlands

­­16.016.210.58.412.03.68.79.5Belgium
­­­3.66.57.2­3.0­1.9­5.45.1­9.2Switzerland

* Change in quarterly averages of monthly data.
Source: 1974­75 IU ­ Federal Reserve Bank of St Louis; 1975 IV (approximately( The Economist.

Japan appears to present a rather special and interesting case of a recovery which was

temporarily aborted to a significant degree by monetary stringency. The aggregate figures
for GNP and industrial production show an accelerating fall from late 1973 until the first
quarter of 1975, which was clearly the trough of a steep inventory liquidation. In the
second quarter both series turned up strongly (e.g. industrial production expanded at a 17

percent annual rate in the second quarter after a 30 percent drop in the first). The

advance continued in the third quarter, although at a slower pace, but was suddenly
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braked, and even slightly reversed, in the fourth quarter (although growth appears to have

been renewed since January 1976). The picture is one of an output recovery (consisting
largely of production for stock) based on hopes of a stronger rise in final demand than
actually took p 1 ac e . This rise was apparently prevented mainly by the persisting effects
of the monetary restriction on domestic demand and the more immediate effects of the

­10recession abroad on exports.

( c) Israel
Israel's economic performance in 1975 continued to be dominated by policies designed

almost exclusively to cope with the intensified balance of payments problem by reducing
the current deficit. This motivated a deliberate policy of retarding real GNP growth. To

achieve the payments target and the requisite dampening of real growth, several measures

were employed, even though they directly drove prices up still further. The principal ones

were indirect tax hikes and devaluations. These measures and even a nominal wage increase,
while pushing up costs, helped to slow the monetary expansion engendered by government

deficits and other pressures (influenced, of course, by nominal wage agreements, etc.(,
ך owhich might otherwise have stimulated a much faster real growth.

Nevertheless, Israel's recession in 1975 was more moderate than average, and the
increase in overt unemployment was distinctly below par. It avoided (in 1975 at any rate)
the sharp break in demand and the subsequent steep inventory cycle that characterized the

larger industrial economies (with the partial exception of Germany, as noted above), To

some extent this was due to the smaller number of hours worked per employee and other
forms of hidden unemployment, as well as demand­related factors depressing the labor
supply.I4 The evidence suggests, however, that the balance in this respect was precarious,
and a more serious slump in demand, employment, and production was (and remains) a

distinct possibility. In the final months of 1975 there were signs of an upturn, fueled by

both domestic and export demand.

12. Monetary growth slowed even more sharply than price inflation until the third
quarter of 1975 (despite fluctuations due to credit demand), and especially during 1974.
Official monetary policy was supposed to be eased in mid­11975 (by lowering interest rates
from 9 to 6.5 percent), but this hardly adjusted nominal interest rates to the sharply
decelerating price inflation.

13. These measures of course differed in other significant respects. Devaluation andindirect taxes tended to improve the trade balance by raising the relative prices of
imports and exports, reducing private income and consumption, and (like wage increases)
dampening real monetary gr owt h.

14. See Chapter XII for a detailed discussion of both the demand­ and supply­related
factors.
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3. WORLD TRADE AND PAYMENTS BALANCE IN 1975

The tables in this chapter detail various aspects of Israeli and international trade
and capital movements in 1975. The most crucial data are summarized in Table VI­4, which

shows an extraordinary fall in the volume of world trade that year (actually more unique

than revealed by the table­it was the deepest slump in trade in the entire post­World War

II period). Apart from the sheer size of the decline, its most interesting aspect was the
disproportionate relation to the downturn in real GNP. As may be seen from Table VI­4, in
the first half of 1975 the industrial countries experienced a 19 percent drop in import

volume, as against a 4.9 percent decline in real GNP.

Although this divergence is extraordinarly large, it is important to understand that
disproportionality between cyclical changes in GNP and in imports is the rule rather than
the exception. 15 This is reflected in the other figures in the table. (The elasticity is
somewhat obscured by the fact that the trend relation of imports and GNP is well above

unity for the industrial countries as a group, although not for Israel.) The exceptional
depth of the import drop in 1975 is explained partly by the substitution effects of the
steep relative price rise of imported goods (especially oil) in 1973 and 1974 and partly
by the particular importance of inventory changes in the 1975 cycle. As may be seen from

the tables, complementary changes took place in the trade volume and trade prices (terms
of trade) of the various country groups (classified roughly according to their

Table VI­8

WORLD CURRENT ACCOUNT, 1974­75

($ billion(

Incl. official transfersExcl. official transfers

Change19751974Change19751974

27.25­6­33.2528.56­22.5OECD
­244367­2246.568.5OPEC

Nonoil developing
­9.5­27­17.5­12­38­26countries
­4.5­14:5­10^.5­15­10.5Other*

­4.56.25­0.59.5Discrepancy

a Sino­Soviet area, South Africa, Israel, Cyprus, Malta, and Yugoslavia.
Source: OECD, Economic Outlook, December 1975, Table 29.

15. This has been statistically verified for many nations, including Israel. It is
reflected in the forecasts for a 1976 import recovery (by the IMF, OECD, etc!), which
envisage a rise in imports about twice that of GNP over 1975 (roughly 6.5 vs, 3,5percent( .
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Table VI­9

COMPONENTS OF TRADE BALANCE CHANGES IN SEVEN MAJOR OECD COUNTRIES, 1974­75

($ billion(

due to:1974 to 1975Changes from1973 to 1974 due to:Changes from

TermsOther terms
Totalof tradeVolumeTotalof tradeOil priceVolume

­2.75­1.25­1.5­1.2520.75­ACanada
15.53.512­6.253­17.258U.S.A.
4­3.57.5­24.5­147.5Japan
62.253.75­4.75­.75­6.752.75France
­47­116.755.75­7.58.5W. Germany
7.50.57­4.5­3­5.253.75Italy
5.252.752.5­6.75­1.75­6.251.25U.K.
33.759.524.25­348.5­6825.5Total OECD

Of which:
19­4.523.5­503­62.59.51. with OPEC

2. with nonoil
developing

9.258.7555­0.5­2.58countries
3. with other

non­OECD
5.255.2505.752.75­36countries

Source: OECD, Economic Outlook, December 1975, Table 26.

specialization in international trade), Thus, the industrialized countries continued to
strongly expand their exports to the OPEC group (while reducing their imports of oil more

moderately). They also sharply reduced their imports from the raw­material exporting
developing countries (see Table VI­9). Changes in prices (and thus in terms of trade)
followed these shifts in demand pressure. Industrial export prices rose relative to those
of oil (although the latter were still subject to a bit of cartelized cost­push) and, more

drastically, relative to other more competitively supplied raw materials. Thus the terms
of trade of the industrial countries improved significantly, those of OPEC declined
slightly, and the raw­material exporting countries (including not only the developing
countries but even such advanced countries as Canada) experienced a marked deterioration
(see Table VI­10).

Israel's performance in this area (trade volumes and terms of trade) was unsatisfactory
in sevefal respects. True, its exports fared better than the market trend (i.e. they

expanded slightly despite an absolute reduction in aggregate import demand among its
trading partners­see Table VI­3), This was to be expected in view of previous policy
efforts. But the drop in its imports was definitely below par in relation to the
extraordinary negative growth of the country's real demand.
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Table VI­10

TERMS OF TRADE CHANGES IN SELECTED COUNTRIES AND GROUPS, 1973­75

(percentages(

Unit value ofUnit value of
imports (SDR(exports (SDR(

1975197419751974197519741973

8.546.910.726.62.1­13.8­1.9U.S.A.
6.961.20.328.3­6.1"­20.4­3.9Japan
13.934.819.513.74.9­15.72.0France
4.926.812.716.67.4­8.2­3.0W. Germany
6.653.011.325.64.4­17.9­8.7Italy
5.840.614.319.68.1­14.9­9.3U.K.
8.734.813.920.34.8­10.8­2.7All European countries
8.539.011.523.52.6­11.2­2.0All industrial countries
9.544.53.524.5­5.5­13.810.3Other developed countries
11.024.54.0207.0­6A147.016.2Major oil exporters
9.538.5­4.032.5­12.2­4.36.3Other developing countries
5.541.03.016.0­2.2­18.0Israel

a Connected with the extreme slowdown in price inflation and the devaluation of the yen, which permitted stable export
prices (in foreign currency) while import prices continued to rise.

Source: Israel ­ based on CBS Laspeyres indexes; other countries ­ International Monetary Fund.

Imports sagged at about the same rate as real demand, rather than following the
disproportionate relationship to changes in cyclical demand noted above. Further, we find
that after the unprecedented decline in Israel's terms of trade, followed by a short­lived
upswing in 1974 (see Table VI­II), they turned sharply downward again in the first half of
1975, and only began to recover in the second half of the year.16 The figures reflect
several developments (e.g. the strengthening of the dollar against European currencies in

the second half of 1975, which tended to lower both export and import prices in dollar
terms, and the differential between what the government paid for commodity purchases in

the forward market and world market spot prices).17 Nevertheless, the fact that Israel's
terms of trade deteriorated more than average in 1974 and fell short of the average
improvement in 1975 gives rise to some suspicion of a possible distortion in the data.
There may have been a tendency to exaggerate import prices (figures for consumer durables

■1 g
look especially high) and to understate export prices (e.g. diamonds in 1975). This may

16. The steeper decline in Israel's term of trade in 1974 compared with the industrial
countries was accounted for by the flattening of diamond and citrus prices while world
industrial prices rose 25 percent or more. In 1975 citrus prices turned up, but diamonds
continued to stagnate and prices of other industrial exports went up at only half or less
the average rate for the industrial countries. To some extent this reflected Israel's
devaluations.

17. Another contributory factor was the relatively high prices paid for oil and food
imports, but in the absence of a complete analysis its effect cannot be quantified.

18. See also Chapter IV.
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also help to explain the failure of import volumes to exhibit a normal cyclical
contraction (as in the recession of 1966­67), while the diversion of funds to the black
market almost certainly contributed to the reduced conversion at banks of foreign currency

19receipts per tourist,

VI­11Table

IMPACTS, QUARTERLY, 1974­75TERMS OF TRADEAPPROXIMATEISRAEL'S

)19731=100(

19751974

19751974IVHIII' IIVIIIII1

181.2170.8172.7176.8187.9187.3170.7169.6177.716S.IIndex of import prices"1.
136.2131.2133.9134.5136.5139.0134.4133.2134.3122.5Index of export prices"2.
75.276.877.576.172.674.278.778.575.674.2Terms of trade index (2­M(3.
­24.8­23.2­22.5­23.9­27.4­25.8­21.3­21.5­24.4­25.8Percent change from 1973 I4.
420.1439.2438.0425.8411.2405.4390.0401.9488.3476.4Oil prices (1973 111=100(5.

Terms of trade "import effect"6 as a6.

percent of:
­7.2­6.7­6.5­6.9­7.9­7.5­6.2­7.0­7.5Domestic resource use
­8.7­8.1­7.9­8.3­9.6­9.0­7.4­7.5­8.5­9.0GNP

Terms of trade effect on national in­7.
^1.9­4.6­4.5­4.7­5.4­5.1­4.7­4.3­4.8­5.1come (percent of GNP)C
­0.3Percent change in (7) from 1974 to 19758.

* Laspeyres index.
b Equals the reduction in imports (relative to 1973 I) required if the fall in the purchasing power of capital imports and of export earnings were equal (i.e.
if nominal capital imports changed in proportion to export pirces).

c Computed as the change in the terms of trade (line 4) times expotrs, expressed as a percent of GNP (based on 1972 data). This constitutes the approximate
effect of the terms of trade changes on real national income (percent change from 1973 I). The ifgures in lines 7 and 8 show that 4.6 percent must be de­

­ ducted from the change in constant price GNP from the ifrst quarter of 1973 to 1974, but only 0.3 percent more in 1975 in order to obtain (approx­
imately) the simultaneous changes in Israel's real national income.

4. CAPITAL MARKETS AHD CAPITAL FLOWS IN 1975

World capital markets showed an unexpected ability in 1975 to absorb the remaining
shocks of the oil price revolution. The process was aided by the extremely rapid increase
in imports of OPEC members (see Table VI­8), which reduced the capital flows. The

Eurobanking system recovered from the apparent "indigestion" caused by excessive
short­term deposits in 1974, and proceeded to accept and disperse a large part of the
additional capital flow. One problem remaining '(more a substantive econonic than a
technical financing problem) is the ability of the developing countries to continue

19. See also th3 discussion in Chapter XV.
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financing their greatly enlarged deficits. This, however, remained a potential problem in

1975, and private international banks extended net additional credit to developing
countries in an amount exceeding their entire annual capital import (including aid

onprograms) up to 1973. In 1976 (and afterward) such capital flows will probably diminish,
but their effect on imports should be mitigated by the anticipated increase in the
developing countries' exports.

The year reviewed was also characterized by a shift of capital flows resulting from

cyclical differences in various countries; that is, capital tended to move away from the
relatively more depressed economies toward those with higher growth rates.

This process was complicated, but not basically altered, by the effects of policy
actions upon interest differentials. Thus, for example, late 1974 and early 1975 saw a

tendency for capital to shy away from theU,S . (taking the form of reduced inflows in some

items, such as stock market investments, and increased outflows in others) Later in the
year the U.S. economy rebounded strongly while in most of Europe recovery remained
sluggish. Capital began to flow­ back to the U,S, a tendency strengthened by the
countercyclical monetary policy adopted in the second half of the year21 (see Table VI­12

and Figure TI­2),

5. EXCHANGE RATES AND CAPITAL FLOWS

(a) International Review

Even the briefest survey of capital flows must take some account of exchange market

developments as well. In summary, it can be said that the floating exchange rates between

the major currencies broadly offset the differences in domestic rates of inflation, and

thus maintained fairly constant relative price competitiveness in trade over two­year
periods (e.g. 1974 and 1975), if not in each year separately. A glance at Table VI­G shows

a much wider dispersion of export price changes in local than in common currency (SDR)

terms. Countries with SDR price chang.es sharply diverging from the average in one year

(e.g . Japan) show roughly offsetting variations in the subsequent year. Moreover, extreme

20. According to IMF estimates, bank credit came to over $14 billion in .1975, even
exceeding the 1974 figure of nearly $12 billion. By contrast, the 1973 figure was less
than $4 billion.

21. This development caused some shift of U.S. credit demand to foreign banks, and so
was partly responsible for the unexpectedly weak rise of U.S. bank credit and hence of !.!.
At the same time it tended to raise the exchange rate of the dollar, which, as noted
earlier, exerted a directly offsetting monetary effect.
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variation from average trends, even in single years (again as in Japan), appears to be

correlated with the degree of governmental management of the floating rate. In general,
the short­run large discrepancies between prices and exchange rates which occur from time
to time under the present system do not seem to last long enough to encourage a drastic

22reorientation of exports toward particular market areas. Nevertheless, more moderate

longer­run trends may well appear, which require attention.
As to capital flows, exchange rate flexibility in the major currencies has meant, for

the most part, the avoidance of the massive speculative flows which might well have been

induced by the changes in the supply and demand for various currencies associated with the
steep cyclical fluctuations of this period. Where significant speculative flows have

occurred (e.g . the pressure on the weaker currencies of the EEC "snake"), they have been
associated with efforts to prevent flexible movements in rates (i.e. with deviations in

the direction of the earlier pegged rate system), or with exceptional political
instability (especially the Italian lira) .

Admittedly the amplitude of the fluctuations in major exchange rates has been somewhat

larger than desirable, and indeed than what might be justified by changes in interest
differentials alone (if capital flows were covered in the forward market), It appears that
the presence of uncovered flows and, more importantly, of expectational changes concerning
differences in domestic inflation (largely justified by widely differing policies) lie
behind these excessive swings.

Figure VI­2 and Table VI­12 concisely summarize some

of the main relationships. The figure shows the close
correlation between the U.S,­German short­term interest
differential and average exchange rate of the dollar
relative to a basket of currencies ^the U , S . $­DM rate
is also closely correlated). The U.S. cycle led the
European one, so that U.S, interest rates dipped
sharply in late 1974 and then stabilized, while
European rates came down further in the third quarter
of 1975, The dollar followed these movements, falling
in late 1974 and rising in the third quarter of 1975,

1974 1975

Despite some reversal of international interest rate _ T . . ., _ .^ Source : International Monetary Fund.

­FigureVI2
U.S­GERMAN INTEREST DIFFER­

ENTIAL AND AVERAGE $
EXCHANGE RATE, 1?74­75__

Perceni

5

Index

U.S. cetrificatesof deposit
rate

erate.
terbank
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AverageUS.$ f

\~^.­//י
^/\ j.

­\ \­^

22. Of course, short­run opportunities can sometimes be exploited at­a relatively low
"variable" cost.
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differentials, it remained high in the fourth quarter, partly because of purchases by

foreign monetary authorities.
Table VI­12 clearly shows the effects of the cycle on trade and capital flows between

the U.S . and the rest of the world. Here we see the dramatic strengthening of the current
account balance , lagging one or two quarters behind the drop in real G1IP . Ileanwhile the
same factor, combined with monetary policy impacts upon interest rates, produced an

offsetting decline in the capital balance (i.e. a larger capital outflow). In the second

half of the year the net capital outflow began to lessen (with economic recovery). Due to
lags, the current balance does not yet show the effects of the recovery, but this is
clearly evident in quarterly and monthly figures since the second quarter.

Table VI­12

U.S. BALANCE OF PAYMENTS ­ SUMMARY, 1974­75

($ billion(

1974
2nd half 1st half

1975

2nd half

5.55­1.60Current balance
­10.38­3.15Capital balance11

Balance of payments on
­4.82­4.75oiffcial settlements

6.47
­4.00

2.47

a Includes errors and omissions.
Source: U.S. Department of Commerce.

)b) Developments in Israel
Table VI­13 presents the changes in the average external value of the IL and the dollar

during 1975. Cols. 1 and 3 set forth the changes due to the link to the floating dollar,
and in cols.2 and 4 the changes due to the devaluations of the IL itself relative to the $

are added.

The dollar strengthened significantly in mid­year (by about 7.5 percent), yet its
average value in 1975 hardly differed from that in 1974 (it edged down a little more than

1 percent). .Local exchange rate policy played a much larger role in influencing capital
and trade flows between Israel and the rest of the world. The year reviewed witnessed a
transition from the traditional pegged rate with intermittent large adjustments (the last
in November 1974) to the system of creeping devaluation. 23 The introduction of

23. Specific aspects of the impact of the system of creeping devaluation on trade and
capital movements are discussed in Chapter IV.
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Table VI­13

WEIGHTED AVERAGE CHANGES IN VALUE OF $ AND IL FROM SMITHSONIAN PARITIES
(DECEMBER 1971), 1975­76"

(percentages(

Weighted by imports0

Due to change
in dollar.1

1975
­9.0January
­10.0February
­10.9March
­9.5April
­9.9May
­9.8June
­6.4July
­3.8August
­2.5September
­2.7October
­2.8November
­2.4December

1976
­2.1January
­1.9February
­0.3March

Totale

Weighted by exports0

Due to change
in dollar" Totale Dollar'

­36.3
­37.0
­37.6
­36.7
­36.9
­37.5
­35.8
­35.1
­35.9
­41.6
­41.9
­42.2

^t3.1
­43.8
^3.9

­11.9
­12.9
­13.8
­12.4
­12.9
­12.9
­9.9
­7.7
­6.5
­^.8
­6.9
­63

­6.5
­6.8
­5.9

­38.3
­39.0
­39.7
­38.7
­39.0 .
­39.6
­38.2
­37.7
­38.6
44./
^14.3
^14.5

­45.7
^16.6
­47.0

­12.0
­14.7
­13.1
­12.5
­13.0
­11.9
­7.2
­6.8
­4.3
­6.7
­4.9
­4.9

­4.9
­5.2
­4.4

a These series represent the cumulative changes (since December 1971) in the amount of foreign currency obtainable
per IL or per $, rather than the change in the IL price of foreign currency (the conventional concept of the rate of
exchange in Israel).

b Monthly average position.
" 1972 weights.
(l The change in the IL average value due to fluctuations between the dollar and other currencies. Since June the dol­
lar has tended to strengthen steadily, thus offsetting patr of the effect of IL devaluations.

" Includes the effect of the official devaluation of the IL.
[ Reuter's index; change in­ end­of­month position.

mini­devaluations at a time of payments equilibrium, simply to offset higher internal
inflation, may achieve substantially different results from the earlier system, by

maintaining trade equilibrium without seriously affecting capital f lows . Howe ver ,

pursuance of a policy intended to gradually correct a disequilibrium by devaluing the
currency at a rate exceeding (or expected to exceed) the inflation raises the private rate
of return (or interest) of foreign relative to domestic assets. Thus the rate of
devaluation plus interest on foreign bonds may exceed the expected rate of inflation plus
interest on domestic linked securities. This applies even more strongly to expected
returns abroad relative to those on unlinked financial assets and many real investments
(but not commodity exports and import substitutes). This tends to depress capital imports,
stimulate capital exports, and exert related effects on leads and lags in trade. There is
little doubt that the mini­devaluations of 1975 did produce effects of this kind, partly
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because of the comparatively low rate of domestic inflation which coincided with the
introduction of the system. Prices advanced at a 11­12 percent annual rate in the second

and third quarters of 1975; in the fourth quarter inflation accelerated, but' so too did
the rate of devaluation, ^ for a time at least, as well as expectations about the future
rate .

Table Vl­14

DEVALUATION, INFLATION, AND THE IL­FOREIGN
INTEREST DIFFERENTIAL"

(percentages)

d (annual rate of devaluation)

'1 18 22 26 40

11 ­10.8 ­15.1 ­19.4 ­34.4
25 3.7 ­0.5 ­4.8 ­19.8
30 8.9 4.7 0.4 ­14.6
35 14.1 9.9 5.6 ­9.4

Note: These computations do not, cover the entire array of possibilities available to
economic units. (For example, Natad gains in excess of inlfationary gains are liable to
tax; the, interest rates in IL are sometimes such as to discourage borrowing for specu­
lative purposes.)

a The hypothetical interest differentials shown in the table are computed as follows:
g (IL interestdifferential) =[(l+r,)( 1+1,) ­ (l+'<()l+fr)]X100

where:i,= inflation rate in Israel
77=formal interest in Israel (assuming a 4 percent interest rate on IL linked bonds)
rF=formal interest rate abroad (assuming a Eurodollar deposit rate of 7 percent)
fr=rate of devaluation per year (IL/$) ­ for example, 18 percent=12 devalua­

tions of 1.4 percent; 26 percent=12 devaluations of 2 percent; etc.
g=interest differential (in IL(

Table VI­14 presents some illustrative calculations of IL interest differentials, on

simplified assumptions corresponding to several hypothetical expected rates of devaluation
and local inflation. We cannot of course know the expectations, but col. 1, calculated for

a 11 percent local inflation rate, closely corresponds to the situation in the early
period. It shows that at this rate even a 22 percent devaluation would cause the return on

an ordinary Eurodollar deposit to exceed that on an investment in a typical local asset
(fully linked government bonds) by 15 percent. It should be borne in mind, of course, that
the feasibility calculations of firms, the principal operators in the foreign exchange

24. Had it not been for the introduction of mini­devaluatlons in mid­1975, similar or
even larger speculative flows would certainly have been stimulated if sizable overall
deficits and reserve losses had reappeared and there had been a repetition of the earlier
pattern of delayed devaluation.

25. Another 10 percent adjustment at the end of September.
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market, include not only the returns to alternative investments in assets, but also the
price of credit, and this rose steeply in 1975.

Because an improvement in Israel's price competitiveness merely requires a devaluation
at a rate more than offsetting the extra production costs Ox^luding indirect tax
increases), it is possible formin ^devaluations well below the local inflation rate to
produce a real improvement and yet maintain a positive interest differential on IL
assets. However, the actual effect on speculative movements (jtn both the capital and

current account) depends upon expectations, and in a period of Balance of payments alarm
these may tend to exaggerate the probable rate of devaluation.

Statistical tests suggest that the effect of devaluation expectations accounted for
much of the reduction in private capital inflows Cpersonal remittances, business loans,
and direct investment) in both 1974 and.1975. 28 This is in addition to the stimulus
provided to capital outflows, legitimate or not, by Israeli residents and firms, shifts of

leads and lags in trade, and the diversion of tourist revenues to the black market. All
estimates are tentative, but probably large sums are involved. It appears from related
calculations that the net effect of these and other factors upon foreign currency reserves
has been largely offset since late 1975 by governmental borrowing and credit received by

others with government support.2^
To sum up, the two main policy instruments employed since 1973 (and especially in 1975)

to cope with the exacerbation of Israel's balance of payments problem due to oil prices
and the defense burden are (a) a slowdown in real demand and GNP growth, and (b) currency
devaluation.

Devaluations (whether sudden or gradual) tend to improve the current balance rather
slowly, but the negative impact of a creeping devaluation upon the capital balance,
although not cumulative, is immediate. Moreover, in 1975 the positive effect on the

26, For example, if in 197G foreign export prices go up 6 percent in dollar terms (12
percent in 1975), while the Israeli price level rises 21 percent net of indirect tax
effects (39 percent including these effects), then constant competitiveness requires a
total devaluation .of only 15 percent. Thus, in Table VI­14 the 18 percent devaluation
allows a small (3 percent) real change, while leaving a sizable positive interest
differential in favor of an IL investment. By contrast, a 26 percent devaluation leaves
none, while a 40 percent devaluation drastically shifts the incentives the other way.

27. The change from full to 90 percent linkage of IL bonds and the increased tax on
trade in these assets (in 1976) tend to reduce the leeway of devaluation; that is, they
tend to lower the relative returns to IL assets for any given rate of devaluation.

28. These capital transfers fell from $731 million in 1973 to $500 million in 1974 and
$392 million in 1975 (see Chapter V). The approach used in such experimental estimations
is partly described in "Forecasting Capital Flows­Some Econometric First Steps", Bank of
Israel, Economic Review, No. 43, June 1976.

29. Unfortunately, no data were available on the latter point at the time of writing
this chapter.
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current deficit was blunted and delayed by the recession abroad, 30 Since August 1975

renewed gr owth abroad has permitted a strong export recovery (in goods and services) ,
while imports have been stable or even falling. Continuation of this trend should help to

gradually overcome the speculative effects as well, barring rigid adherence to any

preannounced rate of devaluation, In the meanwhile, however, financing the enlarged
overall deficit remains the crucial and problematic requirement.

30. Israel's performance was more impressive than may appear at first glance. Its
market trend growth rate in 1966­74 came to over 9 percent. The actual 2 percent rise in
commodity exports (3.3 percent in goods and services) represents a 5 percent rise in the
market share.
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