
INFORMATION TO USERS

This material was produced from a microfilm copy of the original document. While 
the most advanced technological means to photograph and reproduce this document 
have been used, the quality is heavily dependent upon the quality of the original 
submitted.

The following explanation of techniques is provided to help you understand 
markings or patterns which may appear on this reproduction.

1.The sign or "target" for pages apparently lacking from the document 
photographed is "Missing Page(s)". If it was possible to obtain the missing 
page(s) or section, they are spliced into the film along with adjacent pages. 
This may have necessitated cutting thru an image and duplicating adjacent 
pages to insure you complete continuity.

2. When an image on the film is obliterated with a large round black mark, it 
is an indication that the photographer suspected that the copy may have 
moved during exposure and thus cause a blurred image. You will find a 
good image of the page in the adjacent frame.

3. When a map, drawing or chart, etc., was part of the material being 
photographed the photographer followed a definite method in 
"sectioning" the material. It is customary to begin photoing at the upper 
left hand corner of a large sheet and to continue photoing from left to 
right in equal sections with a small overlap. If necessary, sectioning is 
continued again — beginning below the first row and continuing on until 
complete.

4. The majority of users indicate that the textual content is of greatest value, 
however, a somewhat higher quality reproduction could be made from 
"photographs" if essential to the understanding of the dissertation. Silver 
prints of "photographs" may be ordered at additional charge by writing 
the Order Department, giving the catalog number, title, author and 
specific pages you wish reproduced.

5. PLEASE NOTE: Some pages may have indistinct print. Filmed as 
received.

University Microfilms International
300 North Zeeb Road
Ann Arbor, M ichigan 48106 USA
St. John 's  Road, Tyler’s G reen
High Wycombe, Bucks, England H P10 8HR



77- 28,229

TEMPLEMAN, J o s e p h ,  1946- 
AN EMPIRICAL ANALYSIS OF ISRAEL'S DEMAND 
RESPONSE TO HER BALANCE OF PAYMENTS SITUATION, 
1956 -1973 .

C i ty  U n i v e r s i t y  o f  New Y o rk ,  P h . D . ,  1977 
E conom ics , com m erce-busi n e s s

Xerox University Microfilms t Ann Arbor, M ich igan  48106



AN EMPIRICAL ANALYSIS OF ISRAEL'S DEMAND RESPONSE 

TO HER BALANCE OF PAYMENTS SITUATION 

1956-1973

by

JOSEPH TEMPLEMAN

A d i s s e r t a t i o n  subm itted  to  th e  G raduate  
F a c u l ty  i n  Economics i n  p a r t i a l  f u l f i l l m e n t  
o f  th e  requ irem en ts  f o r  the  degree  o f D octo r  
o f  P h ilo so p h y ,  The C ity  U n iv e rs i ty  of New York.

1977



This m an u sc r ip t  has been re a d  and accepted  f o r  th e  
Graduate F a c u l ty  i n  Economics in  s a t i s f a c t i o n  o f  th e  
d i s s e r t a t i o n  req u irem en t f o r  the  degree of D octor o f 
P h ilo so p h y .

6./ i s | T l
d a te

i f / s !  77
' ' d a te

P ro fe s so r  E l l i o t  Zupnick

P ro fe s so r  H erbert Geyer

P ro fe sso r  Hugo Kaufmann_____
Supervisory  Committee

The C ity  U n iv e rs i ty  
of New York



ABSTRACT

AN EMPIRICAL ANALYSIS OF ISRAEL'S DEMAND RESPONSE 

TO HER BALANCE OF PAYMENTS SITUATION 

1956-1973

JOSEPH TEMPLEMAN

A d v is o r :

T h is  s tu d y  i s  an  e m p i r ic a l  a n a l y s i s  o f  how a r e l a t i v e l y  sm all  coun try  

( i . e . ,  I s r a e l )  used h e r  m onetary and f i s c a l  t o o l s  o f  c o n t r o l l i n g  a g g re g a te  

demand to  respond  to  h e r  b a la n c e  o f  payments s i t u a t i o n .  The f i r s t  and 

in t r o d u c to r y  c h a p te r  c o n ta in s  an o v e r a l l  o u t l i n e  o f  th e  problem , th e  

m ethodology w hich  i s  used to  g a in  i n s i g h t  in to  th o se  p rob lem s , as w e l l  

as some t h e o r e t i c a l  and background m a t e r i a l .

C h ap te r  I I  o f  t h i s  s tu d y  i s  p r im a r i l y  d es igned  f o r  th e  econom ist 

u n f a m i l i a r  w i th  th e  I s r a e l i  economy. I t  c o n ta in s  b a s ic  background i n f o r ­

m a tio n  a b o u t  t h e  h i g h l i g h t s  and im p o r ta n t  a re a s  o f  th e  I s r a e l i  economy. 

C h ap te rs  I I I  and IV c o n t in u e  in  t h i s  manner w i th  more d e t a i l e d  and in -d e p th  

d a ta  t h a t  even someone f a m i l i a r  w i th  th e  I s r a e l i  economy could  f in d  

v a lu a b le .

The r e s t  o f  t h i s  s tu d y  (C hap te rs  V -VIII) c o n ta in s  th e  e m p ir ic a l  ana­

l y s i s  o f  th e  d a t a ,  and th e  r e s u l t s  o f  t h a t  a n a ly s i s  two maj.or ty p e s  o f 

a n a l y t i c a l  te c h n iq u e s  a r e  used — su b p e rio d s  o f  payments im balances and 

fo rm al r e g r e s s i o n  a n a l y s i s .  The r e s u l t s  o f  th e se  two te c h n iq u e s  a r e  then  

compared w i th  each  o t h e r .  In  th e  ca se  o f  f i s c a l  p o l ic y  a  proxy was de­

v e lo p ed  due to  th e  l a c k  o f q u a r t e r l y  f i s c a l  d a t a .

C h ap te r  8 c o n ta in s  c o n c lu d in g  remarks i n  which I  a t ta m p t  t o  p u t th e  

a n a l y t i c a l  r e s u l t s  o b ta in e d  in  the  p re v io u s  c h a p te r s  in  t h e i r  p ro p e r  

p e r s p e c t i v e .
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CHAPTER I

INTRODUCTION

O u tl in e  o f  th e  Problem

T his  s tu d y  seeks  to  a n a ly ze  and shed l i g h t  on th e  fo llo w in g  

prob lem s. Has I s r a e l i  demand p o l i c y  been re sp o n s iv e  to  th e  ba lance  

o f  payments? I f  i t  has been  u n re sp o n s iv e ,  o r  only  p a r t i a l l y  r e sp o n s iv e ,  

can t h i s  be a t t r i b u t e d  to  th e  use o f  demand p o l ic y  f o r  th e  achievem ent 

o f  o th e r  economic g o a ls  t o  which th e  I s r a e l i  government might have a s ­

s ig n ed  a h ig h e r  p r i o r i t y ?  Which in s t ru m e n ts  o f  a g g re g a te  demand p o l ic y  

were used  fo r  b a la n c e  o f  payments a d ju s tm e n ts?  Which were n o t ,  o r  were 

even m an ipu la ted  in  a  manner o p p o s i te  to  b a lan ce  o f payments r e q u i r e ­

ments? How re sp o n s iv e  were exchange r a t e  changes (bo th  e x p l i c i t  and 

i m p l i c i t )  to  th e  b a la n c e  o f  paym ents, and d id  they  work to g e th e r  w ith  

o r  a t  c ro s s -p u rp o se s  to  demand p o l ic y ?

Throughout t h i s  s tu d y  th e  focus w i l l  be on the  r e l a t i o n  between 

p o l ic y  in s tru m e n ts  and th e  b a la n c e  o f  paym ents0 In  a d d i t i o n ,  however, 

s e v e ra l  o th e r  m ajor economic t a r g e t s  w i l l  be a n a ly zed .  This w i l l  

s e rv e  a  dua l f u n c t io n .  The f i r s t  i s  to  a s s u re  t h a t  what app ears  to  be 

a c o n s i s t e n t  a s s o c i a t i o n  between an  im balance o f  payments and a  p a r t i ­

c u l a r  p o l i c y  v a r i a b l e  i s  indeed  what i t  ap p ea rs  to  b e ,  and could no t 

be a t t r i b u t e d  to  th e  e f f e c t  o f  a d i f f e r e n t  t a r g e t  v a r i a b l e .  For ex­

ample, i f  ba lan ce  o f  payments d e f i c i t s  a r e  p o s i t i v e l y  c o r r e l a t e d  w i th  

th e  r a t e  o f  i n f l a t i o n ,  m easures ta k e n  t o  slow the  r a t e  o f  i n f l a t i o n  

cou ld  be m is tak en ly  i n t e r p r e t e d  as b e in g  in te n d e d  f o r  th e  sake of 

b a lan ce  o f  payments e q u i l ib r iu m ,  u n le s s  t h i s  a d d i t i o n a l  t a r g e t  were 

s p e c i f i c a l l y  in c o rp o ra te d  i n t o  th e  model. The second purpose  o f 

o b se rv in g  competing t a r g e t  v a r i a b l e s  i s  to  d e te rm in e  to  what degree
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th e  absence  o f  a c o n s i s t e n t  r e l a t i o n  betw een payments im balances and a 

p a r t i c u l a r  p o l ic y  in s tru m e n t cou ld  be due to  th e  preem pting  o f  t h i s  

p o l ic y  in s tru m e n t f o r  some o th e r  t a r g e t  o f  h ig h e r  p r i o r i t y .

I s r a e l  has been  chosen a s  the  s u b je c t  o f  t h i s  s tu d y .  Most of th e  

m ajor t r a d in g  c o u n t r ie s  o f  th e  f r e e  w orld  have a l r e a d y  been s tu d ie d  in  

a  m ajor tf& rk  sponsored  by th e  N a t io n a l  Bureau o f  Economic R esea rch .^  

Those c o u n t r ie s  n o t  in c lu d ed  i n  t h a t  s tu d y  a r e  e i t h e r  o f  l e s s e r - i m p o r t ­

ance i n  term s o f  w orld  t r a d e  o r  ( l i k e  Canada) had a f l e x i b l e  exchange 

r a t e  which o b v ia te d  th e  need t o  r e a c t  to  im balances o f  payments (what­

e v e r  an  'im balance  o f  paym ents ' m ight mean under such a sy s te m ) .  I t  

shou ld  be i n t e r e s t i n g ,  t h e r e f o r e ,  to  lo o k  a t  a m inor t r a d in g  cou n try  and 

se e  i f  th e  g e n e ra l  p a t t e r n s  uncovered  by P r o fe s s o r  M ichaely in  the 

N.B.E.R. s tu d y  s t i l l  ho ld  and w h e th e r  b e in g  u n im p o rtan t  r e s u l t s  in  added 

f l e x i b i l i t y  o r  added c o n s t r a i n t s .

The y e a r s  in c lu d ed  in  t h i s  s tu d y  a r e  1956-1973. From 1948 through 

1952 th e  I s r a e l i  a u t h o r i t i e s  t r i e d  to  ru n  th e  economy w i th  r i g i d  p r ic e  

c o n t r o l s ,  r a t i o n i n g ,  and q u a n t i t a t i v e  r e s t r i c t i o n s * o n  im p o r ts .  At the  

peak  o f  th e  c o n t r o l  system  (d u r in g  th e  e a r l y  1 9 5 0 's )  e n t i r e l y  f r e e  

m arke ts  were few and m ain ly  co n f in e d  to  s e r v i c e s .  The m ajor economic 

d i s l o c a t i o n s  and i n e f f i c i e n c i e s  b ro u g h t  on by t h i s  p o l ic y  was f i n a l l y  

to o  much even f o r  th e  s o c i a l i s t i c a l l y  o r i e n te d  government to  swallow.

On F ebruary  14, 1952 the  New Economic P o l ic y  was announced. A lthough 

t h i s  new p o l ic y  was q u i t e  com plex, ( in c lu d in g  such  f e a tu r e s  as  m u l t ip le  

exchange r a t e s ) ,  in  essen ce  i t  in v o lv ed  th e  s u b s t i t u t i o n  o f  th e  p r ic e  

system  f o r  t h a t  o f  r a t i o n i n g  and q u a n t i t a t i v e  r e s t r i c t i o n s  o v er  a  per io d  

o f  th r e e  y e a r s .  T h is  was accom plished  th ro u g h  c o n t r o l  o f  demand th rough  

m onetary  and f i s c a l  p o l i c i e s ,  m ajo r  d e v a lu a t io n s ,  and heavy im port
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d u t i e s .  By the  end o f  1955 q u a n t i t a t i v e  r e s t r i c t i o n s  had been e f f e c t i v e l ;  

sc rap p ed  as  th e  m ajor p o l ic y  in s tru m en t f o r  th e  r e g u l a t io n  o f  im p o r ts .

Thus th e  p re -1956  e r a  p r e s e n ts  a lm ost insu rm oun tab le  a n a l y t i c a l  d i f ­

f i c u l t i e s  in  i t s  own r i g h t  and i n  com parison w i th  l a t e r  p e r io d s —even 

i f  d a ta  were r e a d i l y  a v a i l a b l e .  Of c o u rse ,  d a t a  f o r  t h a t  p e r io d  i s  n o t 

com plete  s in c e  th e  Bank o f I s r a e l  was f i r s t  c r e a te d  i n  1954. Thus 1956 

was p icked  a s  th e  s t a r t i n g  p o in t  o f  t h i s  s tu d y .

The Yom Kippur War o f  October 1973 e f f e c t i v e l y  ended th e  good tim es 

o f  th e  p o s t - S ix  Day-War e r a  and t h r u s t  I s r a e l  i n t o  a  new and s t i l l  un­

f o ld in g  p e r io d  o f  Jew ish  h i s t o r y .  A lthough th e  war o f f i c i a l l y  ended in  

3 weeks, i t s  a f t e r s h o c k s  in c lu d in g  a b lo a te d  d e fe n se  b u rden  co n t in u e  to  

th e  time o f  t h i s  w r i t i n g .  An a n a ly s i s  o f  th e s e  tim es must a w a it  a  l a t e r  

d a t e .  This  s tu d y ,  t h e r e f o r e ,  ends b e fo re  th e  Yom Kippur War b e g in s .

Methodology

T his  s tu d y ,  as  s t a t e d  above, seeks  to  s e p a r a t e  p o l ic y  r e a c t io n s  to  

b a la n c e  o f  payments d i s e q u i l i b r i a  from re a c t io n s ,  to  o th e r  m ajor p o l ic y  

g o a l s .  The o th e r  m ajor goa ls  c o n s id e re d  a r e :  p r i c e  s t a b i l i t y ,  f u l l

employment, and economic growth. I n c o rp o ra t in g  th e s e  o th e r  g o a ls  in to  

th e  model w i l l  e n ab le  us to  e x p la in  what m ight o th e rw ise  a p p ea r  to  be 

i n c o n s i s t e n t  b e h a v io r  w ith  r e s p e c t  to  im balances o f  paym ents. The problem 

o f  s e p a r a t in g  o u t  re sp o n se s  to  a g iven  p o l ic y  goal from re sp o n ses  to  

o th e r s  c a l l s  f o r  a  m u l t ip le  r e g r e s s io n  a n a l y s i s ,  w h ere in  a  p o l ic y  i n s t r u ­

ment (such  as r a t e  o f  growth o f  th e  money su p p ly ,  f o r  example) i s  the 

dependen t v a r i a b l e  and p o l ic y  o b je c t iv e s  (b a lan ce  o f  paym ents, f u l l  em­

p loym ent, p r i c e  s t a b i l i t y ,  and economic growth) a r e  th e  independen t 

v a r i a b l e s .
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A lthough  d e r iv in g  c o n s i s t e n t  e s t im a te s  o f  p aram eters  in  a form al 

r e g r e s s i o n  a n a l y s i s  w i l l  c o n s t i t u t e  a major p o r t io n  o f  t h i s  s tu d y ,  the  

r e g r e s s io n s  a lo n e  w i l l  n o t  so lv e  a l l  the  q u e s t io n s  r a i s e d .  F i r s t  o f  a l l ,  

s in c e  we a r e  lo o k in g  a t  th e  e f f e c t  o f  our p o l ic y  o b j e c t i v e s  on p o l ic y  

in s t ru m e n ts  th e r e  c l e a r l y  w i l l  be some time la g  in v o lv ed .  T his  i s  com­

posed o f  th e  tim e i t  ta k e s  th e  a u t h o r i t i e s  to  reco g n ize  th e  problem, 

d e c id e  on which in s tru m e n ts  to  use  to  so lv e  th e  problem, and to  im ple­

ment t h e i r  d e c i s io n .  S ince  we w i l l  be d e a l in g  w i th  a  whole v a r i e t y  o f  

p o l i c y  in s t ru m e n ts  (which we w i l l  d i s c u s s  in  d e t a i l  l a t e r ) ,  d e te rm in in g  

th e  a p p r o p r i a t e  l a g  f o r  each  in s tru m e n t  i s  by no means a s im p le  t a s k .

I  have ex p er im en ted  w i th  v a r io u s  la g  s t r u c t u r e s  and w i l l  p r e s e n t  the  

b e s t - f i t t i n g  la g s  in  th e  a p p r o p r i a t e  c h a p te r .  In  a d d i t i o n ,  t h e r e  a re  

o th e r  q u a l i t a t i v e - t y p e  q u e s t io n s  (such as  examining th e  p o s s i b i l i t y  o f  

changes in  p o l ic y  p a t t e r n s  over  tim e) f o r  which r e g r e s s io n  tech n iq u es

would n o t  be a p p r o p r i a t e .  To an a ly ze  t h i s  kind o f  q u e s t io n s  we w i l l  
3

fo l lo w  M ichaely  i n  d i s t i n g u i s h i n g  su b p erio d s  o f im balances o f  payments.

A s u b p e r io d  o f  im balances o f  payments i s  th e  p e r io d  o f  tim e d u r in g  

w hich th e  b a la n c e  o f  payments i s  c o n t in u o u s ly  in  d e f i c i t  o r  c o n t in u o u s ly  

i n  s u r p l u s .  ( I t  shou ld  be p o in te d  ou t t h a t  " c o n t in u o u s ly "  can be i n ­

t e r p r e t e d  l i b e r a l l y :  a  b r i e f  d iv e rg en ce  i n  th e  d i r e c t i o n  o f  movement

cou ld  be i n t e r p r e t e d  as  a  random f l u c t u a t i o n  and n o t  as s t a r t i n g  a new 

s u b p e r io d . )  In  th e  case  o f  I s r a e l ,  however, th in g s  a r e  n o t  q u i t e  t h a t  

s im p le .  S ince  (due to  I s r a e l ' s  unique s i t u a t i o n  and problem s) th e  

I s r a e l i  a u t h o r i t i e s  u s u a l ly  c o n s id e re d  c e r t a i n  l e v e l s  o f  d e f i c i t  to  be 

normal and e x p e c te d ,  we can a l s o  d e f in e  a  ' s u r p l u s '  su b p erio d  as  a move 

to  a  s m a l l e r  d e f i c i t  o r  a  d e c e l e r a t i o n  o f  the  d e f i c i t  and a ' d e f i c i t '  

a s  a  move i n  th e  o p p o s i te  d i r e c t i o n  o r  an  a c c e l e r a t i o n  o f  th e  d e f i c i t .
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The ex am in a tio n  o f  su b p e r io d s  w i l l  focus on the  movements o f p o l ic y  i n ­

s tru m e n ts  and p o l ic y  o b je c t iv e s  w i th in  each p e r io d .  P o licy  re sp o n se  to  

th e  b a la n c e  o f  payments w i l l  be i n f e r r e d  from an exam ination  o f th e  

d i r e c t i o n  o f  change o f  in s tru m e n ts  and o b je c t i v e s .  In  o th e r  w ords, we 

w i l l  d e te rm in e  w hether  the  p o l i c y  in s tru m en ts  re a c te d  to  th e  b a la n c e  o f  

payments i n  an a d j u s t i n g ,  d i s a d j u s t i n g ,  o r n e u t r a l  manner ( th e s e  terms 

w i l l  be more c l e a r l y  e x p la in e d  i n  a l a t e r  d i s c u s s io n ) .

I f  an  in s t ru m e n t  ap p ears  to  be m anipu la ted  in  an a d ju s t in g  manner 

( i n  term s o f  th e  b a la n c e  o f  paym ents) ,  th e  movement o f  o th e r  p o l ic y  g o a ls  

w i l l  be examined. T h is  w i l l  a id  in  d e te rm in in g  w hether th e  a s s o c i a t i o n  

o f  a  p o l i c y  in s t ru m e n t  w ith  th e  b a la n c e  o f  payments i s  t r u l y  th e  r e s u l t  

o f  an  a t te m p t  to  a d j u s t  th e  payment im balance, o r  m erely  th e  c o i n c i d e n t a l  

r e s u l t  o f  a  movement des igned  to  c o r r e c t  a  d i f f e r e n t  p o l ic y  o b j e c t i v e .

Thus we w i l l  be u s in g  two s e p a r a te  b u t  complimentary approaches  i n  

th e  i n v e s t i g a t i o n  o f  th e  re sp o n s iv e n e ss  o f  p o l ic y  in s tru m en ts  to  th e  

b a la n c e  o f  payments. One i s  th e  subperiod  a n a l y s i s ,  and th e  o th e r  i s  th e  

fo rm al r e g r e s s i o n  a n a l y s i s .  However, th e  e n t i r e  s tudy r e s t s  on two m ajo r  

a s su m p tio n s ,  v i o l a t i o n  o f  which would make our r e s u l t s  open to  s e r io u s  

q u e s t io n .

The f i r s t  assu m p tio n  i s  t h a t  changes i n  p o l ic y  in s tru m e n ts  t h a t  

o c c u r re d  were a c t u a l l y  d e s i r e d  by the  a u t h o r i t i e s .  For example, i f  we 

have a  d e f i c i t  i n  com bination  w i th  a d e c l in in g  o r  s lu g g is h  growth o f the  

money s u p p ly ,  i t  cou ld  be argued  t h a t  t h i s  t i g h t  money i s  sim ply th e  

r e s u l t  o f  th e  s h r in k in g  monetary b ase  due to  th e  d e f i c i t ,  and does n o t  

r e f l e c t  a  co n sc io u s  p o l i c y  d e c i s io n  on the  p a r t  o f  the  monetary a u t h o r i ­

t i e s .  I  w i l l  assum e, on th e  o th e r  hand, t h a t  th e  a u t h o r i t i e s  a re  n e i t h e r  

a s l e e p  n o r  in co m p e ten t ,  and had they  n o t  d e s i r e d  the  t i g h t  money c o n d i t io n s
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they had ample t o o l s  a t  t h e i r  d i s p o s a l  to  c o u n te r a c t  i t .  The f a c t  

t h a t  they remained p a s s iv e  and  a l lo w ed  a  g iven  c o n d i t io n  to  develop 

means t h a t  the a u t h o r i t i e s  i n  a l l  p r o b a b i l i t y  d e s i r e d  t h a t  s i t u a t i o n ,  

and i t  can be an a ly zed  on t h a t  b a s i s .  This assum ption  w i l l  have to be 

somewhat m odified l a t e r  on, a s  we s h a l l  s e e .

The second assum ption  i s  t h a t  p o l i c y  m easures do n o t  have an  im­

m ediate  impact on th e  t a r g e t  g r e a t  enough to  r e v e r s e  th e  d i r e c t i o n  of
4

change which o r i g i n a l l y  gave r i s e  to  th e  p o l ic y  a c t i o n .  This assump­

t io n  i s  necessary  to  in su re  t h a t  we a r e  a n a ly z in g  th e  e f f e c t s  o f  ob­

j e c t i v e s  on p o licy  in s t ru m e n ts  and n o t  the  e f f e c t  o f  p o l ic y  instrum ents  

on o b je c t iv e s .  We would hope to  be a n a ly z in g ,  f o r  example, how an im­

b a lance  of payments caused t h e  m onetary  a u t h o r i t i e s  to  change th e  ra te  

o f  growth of the  money s u p p ly ,  and we would hope n o t  to  be in a d v e r ta n t ly  

p ick in g  up how a change o f  m onetary  p o l ic y  a f f e c t e d  th e  b a lan ce  o f 

payments. Both assum ptions  a p p e a r  to  be r e a s o n a b le ,  and we proceed on 

th a t  b a s i s .

So f a r  we have only  d e f in e d  th e  p o l ic y  o b je c t iv e s  ( i . e . ,  balance 

o f  payments, f u l l  employment, p r i c e  s t a b i l i t y ,  and economic growth) 

which a r e  being in c o rp o ra te d  i n t o  t h i s  s tu d y .  P o l ic y  in s tru m e n ts  a re , 

however, somewhat more complex, and numerous th a n  p o l ic y  o b je c t i v e s .

They inc lude  the  fo l lo w in g :  r a t e  o f  growth o f  th e  money su p p ly ,  to ta l

c r e d i t  to  the p u b l i c ,  c e n t r a l  bank n e t  le n d in g  t o  th e  government, 

c e n t r a l  bank le n d in g  to  com m ercial b a n k s ,  minimum r e s e r v e  r a t i o ,  open 

market o p e ra t io n s ,  d i s c o u n t  r a t e ,  b u d g e ta ry  b a la n c e  (as a  measure of 

excess government demand) and th e  e f f e c t i v e  exchange r a t e  ( i . e . ,  formal 

r a t e  + taxes  - s u b s i d i e s ) .  Some o f  th e s e  p o l ic y  in s tru m e n ts  w arran t a 

b r i e f  comment h e re ,  a l th o u g h  th e y  w i l l  be d is c u s s e d  in  g r e a t e r  d e t a i l  

l a t e r .
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Minimum Reserve R atio  -  T h is  i s  th e  Bank o f  I s r a e l ' s  most im portan t  
(and f o r  many y e a rs  o n ly )  method o f  c o n t r o l l i n g  m onetary expans ion  
and c o n t r a c t io n .  Due to  a p o l i c y  o f  " d i r e c te d  c r e d i t "  which ex ­
empted c e r t a i n  d e p o s i t s  from l i q u i d i t y  re q u ire m e n ts ,  th e  form al 
minimum re s e rv e  req u irem en t  m ust be s u b s t a n t i a l l y  a d ju s te d  to  
g e t  a  c l e a r  p i c tu r e  o f  how t h i s  in s t ru m e n t  was a c t u a l l y  b e in g  
m an ip u la ted .

T o ta l  C re d i t  to  P u b l ic  -  T h is  r e f e r s  t o  th e  t o t a l  c r e d i t  o f  
th e  commercial banking  system  o t h e r  t h a n  to  th e  government.
The amount o f  t h i s  c r e d i t  was t h e o r e t i c a l l y  c o n t r o l l e d  by the  
r e s e r v e  r a t i o  re q u ire m e n ts ,  w hich  were v e ry  h ig h  (90% a t  th e  
m argin  f o r  d e p o s i t s  added a f t e r  a  g iv e n  b ase  d a t e ) ;  b u t  banks 
could  lend  "beyond the  r e s e r v e  r e q u ire m e n t"  by s p e c i f i c  gov­
ernment a u th o r i z a t io n  (which u s u a l l y  was fo r th c o m in g ) . Loans 
a u th o r iz e d  in  t h i s  manner were c o n s id e re d  p a r t  o f  th e  b anks ' 
r e s e r v e s .

Open M arket O perations  -  Due to  th e  underdeveloped  s t a t e  o f  
th e  I s r a e l i  s e c u r i t i e s  m ark e t ,  a u t h o r i t y  was n o t g ra n te d  to  
th e  Bank of I s r a e l  to  buy and s e l l  s h o r t  t e r n  t r e a s u r y  b i l l s  
u n t i l  November 1966, and even th e n  i t  g o t o f f  to  a slow s t a r t  
f o r  reaso n s  to  be d i s c u s s e d .

D iscoun t Rate -  In  I s r a e l  th e  d i s c o u n t  r a t e  was f ro z e n  f o r  
y e a r s  a t  a tim e a t  a ( a r t i f i c i a l l y  low) f ix e d  r a t e .  T i l l  
1957 i t  fo llow ed th e  Ottoman r a t e  o f  9%, a f t e r  which i t  was 
r a i s e d  to  11%. The d is c o u n t  r a t e  was n e v e r  used as  a to o l  
o f  monetary p o l ic y  in  I s r a e l .  R a th e r  i t  was used a s  an  i n ­
d i r e c t  in s tru m en t to  s u b s id iz e  e x p o r t e r s  by e n a b l in g  banks 
to  len d  to  e x p o r te r s  a t  6 % even when t h a t  r e p re s e n te d  a  
n e g a t iv e  r e a l  r a t e  o f  i n t e r e s t .

C e n tra l  Bank Net Lending to  th e  Government -  This r e p r e s e n t s  
th e  n e t  indeb tedness  b f  th e  government (4- o r  - )  t o  th e  c e n t r a l  
bank. I t  can be d e r iv e d  by s u b t r a c t i n g  government d e p o s i t s  
a t  th e  c e n t r a l  bank from government bo rrow ing  from th e  c e n t r a l  
bank. Only changes i n  n e t  le n d in g  w i l l  a f f e c t  th e  amount of 
l i q u i d i t y  in  th e  economy. T h is  v a r i a b l e  i s ,  o f  c o u r se ,  h ig h ly  
c o r r e l a t e d  w ith  th e  i n t e r n a l  d e f i c i t  o r  s u r p lu s .

Each p o l ic y  in s tru m en t w i l l  be loo k ed  a t  i n d i v i d u a l l y  to  see  w hether 

i t  moved in  a n  a d ju s t i n g  o r d i s a d j u s t i n g  m anner. Thus i i '  th e r e  i s  a 

d e f i c i t  i n  th e  ba lan ce  o f  payments, any in s t ru m e n t  which moves in  th e  

d i r e c t i o n  o f  low ering  a g g re g a te  demand w i l l  be termed r.o have moved in  

a n  " a d ju s t in g "  manner. And, o f  c o u rse ,  had i t  moved to  r a i s e  ag g re g a te  

demand i t  would have been c o n s id e re d  to  be " d i s a d j u s t i n g " .  A f t e r  each
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p o l ic y  in s t ru m e n t  i s  looked a t  i n d i v i d u a l l y ,  th e  o b s e rv a t io n s  o f  i n ­

d i v id u a l  in s t ru m e n ts  w i l l  be combined to  see  w hether  they  imply a 

re a so n a b le  p a t t e r n  o f  r e a c t i o n ,  and w he the r  o r  n o t t h i s  p a t t e r n  i s  o f  

an  a d j u s t i n g  n a t u r e .  There a r e  s e v e r a l  c o m p l ic a t io n s ,  however, which 

should  be m entioned a t  t h i s  p o in t .

When we look  a t  th e  governm ent 's  budget b a la n c e ,  we a r e  r e a l l y  

a t t e m p t in g  to  measure th e  governm ent 's  excess  demand f o r  goods and 

s e r v i c e s .  Any in c r e a s e  i n  excess  demand, be i t  th ro u g h  an  in c r e a s e  

i n  d e f i c i t  o r  a  r e d u c t io n  i n  s u rp lu s  adds to  th e  economy's a g g re g a te  

demand, and must ( e v e ry th in g  e l s e  b e in g  h e ld  c o n s ta n t )  add to  th e  ex­

t e r n a l  d e f i c i t .  The r e v e r s e  w i l l  ho ld  t r u e  f o r  any d e c re a se  i n  excess  

demand th ro u g h  an  i n c r e a s e  i n  s u rp lu s  o r  a  r e d u c t io n  i n  d e f i c i t .  T he re­

fo re  we must i n v e s t i g a t e  th e  d i r e c t i o n  o f  change o f  th e  i n t e r n a l  b a lan ce  

from p e r io d  to  p e r io d .  But how do we know t h a t  th e  a c t u a l ,  r e a l i z e d  

movements o f  th e  b u d g e ta ry  b a lan ce  (which our d a ta  shows) i s  a c t u a l l y  

e q u iv a le n t  to  th e  movements p lanned  and a n t i c i p a t e d  by th e  p o l ic y  maker? 

Under c e r t a i n  extrem e assum ptions  ( i f  in v e s tm e n t  i s  a  f u n c t io n  o f  tax  

r a t e s ,  f o r  example) an in te n d e d  ex p an s io n ary  f i s c a l  p o l i c y  cou ld  th e o ­

r e t i c a l l y  push in v e s to r s  i n t o  h ig h e r  income b ra c k e t s  w i th  h ig h e r  

m arg in a l  t a x  r a t e s ,  th e re b y  re d u c in g  in v es tm en t enough to  r e s u l t  i n  a 

c o n t r a c t i o n  o f  a g g re g a te  demand. G ranted t h a t  t h i s  i s  v e ry  u n l i k e l y .

But i t  h i g h l i g h t s  th e  c o n cep tu a l  problem  o f  u s in g  e x - p o s t  d a t a  to  i n f e r  

abou t e x -a n te  p la n s .  N e v e r th e le s s ,  s in c e  e x -p o s t  d a ta  i s  f rag m en ta ry ,  

in co m p le te ,  and p robab ly  d o e s n ' t  r e a l l y  r e f l e c t  th e  t r u e  a n t i c i p a t i o n s  

o f  p o l i c y  m akers; and s in c e  the  p r o b a b i l i t y  o f  b e in g  m is led  in  the  

f i s c a l  sp h e re  i s  sm all  (and i n  th e  m onetary  sp h e re  even s m a l l e r ) ,  we 

w i l l  use a c t u a l  perform ance as a measure o f  p lanned  a n t i c i p a t i o n s .
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A nother  a n a l y t i c a l  drawback i s  our i m p l i c i t  assum ption  o f  e v e ry ­

th in g  e l s e  b e in g  e q u a l .  For example, i f  i n  a  time o f  d e f i c i t s  the  

ex cess  demand o f  th e  government were to  r i s e ,  we would conclude t h a t  

t h i s  was a movement in  a d is a d  ju s  t i n g  d i r e c t i o n .  But what i f  due to  

exogenous f a c t o r s  o u t s id e  our  model ( i . e . ,  a  te n se  b o rd e r  s i t u a t i o n )  

ex cess  demand would have r i s e n  even h ig h e r  th a n  i t  i n  f a c t  d id ,  b u t  was 

r e s t r a i n e d  from r e a c h in g  th o se  h e ig h ts  by a  government concerned w i th  

i t s  b a la n c e  o f  paym ents. Here c l e a r l y  excess  demand moved i n  f a c t  i n  

an a d j u s t i n g  manner, b u t  the  r e s e a r c h e r  i s  m is led  i n to  m i s i n t e r p r e t i n g  

i t  as a  d i s a d  ju s  t i n g  movement. This i s  a type  o f  problem t h a t  e x i s t s  

i n  a lm o s t  a l l  e m p ir ic a l  economic s tu d i e s ,  and i s  u s u a l ly  n o t  p o s s ib le  

to  c o m p le te ly  overcome.

F i n a l l y ,  we shou ld  g lan ce  a t  how we w i l l  de term ine  im balances o f  

payments and th e  t h r e e  o th e r  p o l ic y  t a r g e t s  ( p r ic e  s t a b i l i t y ,  low un­

employment, and economic g row th ) .  S ince  our prim ary g oa l  i n  t h i s  s tudy  

i s  to  i d e n t i f y  and examine th e  p o l ic y  r e a c t i o n  o f  th e  I s r a e l i  government 

to  payments im b a la n c e s , th e  i d e a l  v a r i a b l e s  f o r  m easuring  th e se  im balances 

a r e  th o s e  used  i n  th e  I s r a e l i  d ec is io n -m ak in g  p ro c e s s .  In  th e  absence  

o f  s p e c i f i c  in fo rm a t io n  t o  th e  c o n t r a r y ,  i t  can be assumed t h a t  th e  

I s r a e l i  a u t h o r i t i e s  fo llow ed  th e  g e n e ra l ly  a c cep ted  s ta n d a rd  p ro ced u res  

o f  i d e n t i f y i n g  im b a lan ces .  We w i l l  experim en t w ith  s e v e ra l  o f  th e se  

methods o f  i d e n t i f y i n g  payments im balances to  de term ine  which y i e l d s  

th e  b e s t  r e s u l t s .

The s im p le s t ,  most e a s i l y  observed  v a r i a b l e  i s  th e  l e v e l  o f  

I s r a e l ' s  e x t e r n a l  r e s e r v e s .  This  w i l l  be r e p re s e n te d  by I s r a e l ' s  

"g ro s s  o f f i c i a l  r e s e r v e s '^  which in c lu d e s  d e p o s i t s  abroad o f  b o th  com­

m e rc ia l  banks and th e  governm ent, as  w e l l  as f o r e ig n  a s s e t s  o f  th e  Bank
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o f  I s r a e l ,  An in c r e a s e  i n  th e s e  r e s e r v e s  would i n d i c a t e  a  s u r p lu s ,  and 

a d e c re a se  would i n d i c a t e  a  d e f i c i t .  O ther measures w hich we w i l l  t e s t  

in c lu d e  th e  b a la n c e  o f  paym ents, th e  s e c u la r  t r e n d  o f  e x t e r n a l  r e se rv e s  

(whereby l e v e l s  above th e  lo n g - te rm  t re n d  r e p r e s e n t  a  movement towards 

s u r p lu s ,  and below r e p r e s e n t s  a movement towards d e f i c i t )  , th e  r a t i o  of 

e x t e r n a l  r e s e r v e s  to  im p o rts  w i th  r e s p e c t  to  i t s  movement from a d e s i r e d  

l e v e l .  These w i l l  be d i s c u s s e d  in  g r e a t e r  d e t a i l  l a t e r  on. I t  i s  to  

be expected  t h a t  th e s e  v a r io u s  m easures o f  payments im balances w i l l  tend  

to  move in  c o n c e r t  q u i t e  o f t e n .

The rem ain ing  th r e e  p o l i c y  t a r g e t s  a r e  p r i c e  s t a b i l i t y ,  low unem­

ploym ent, and economic grow th . The consumer p r i c e  index  w i l l  se rv e  as  

our measure o f  p r i c e  s t a b i l i t y ,  th e  p e rc e n ta g e  r a t e  o f  unemployment

w i l l  r e p r e s e n t  i t s e l f ,  and economic growth w i l l  be r e p re s e n te d  by the

r a t e  o f  change o f  th e  in d ex  o f  i n d u s t r i a l  p ro d u c t io n .  We th e n  must face  

th e  problem o f  how to  judge  and i n t e r p r e t  each o f  th e se  time s e r i e s .

Each t a r g e t  w h ile  o bserved  i n  th e  form o f  a g iv en  time s e r i e s ,  could 

be judged in  any o f  s e v e r a l  ways. I t  could  be judged by i t s  l e v e l ,  i t s  

d i r e c t i o n  o f  change, o r  by i t s  r a t e  o f  change. For exam ple, a h igh  

r a t e  o f  unemployment (compared l e t ' s  say  to  i t s  mean v a lu e )  which is  

r i s i n g  would c e r t a i n l y  be c o n s id e re d  a d i s tu r b a n c e .  But what i f  unem­

ployment were h ig h  b u t  f a l l i n g ?  Or i f  i t  were low b u t  r i s i n g ?  What i f  

GNP is  below i t s  t r e n d  l e v e l  b u t  th e  r a t e  o f  in c r e a s e  i s  above average? 

Or i f  th e  GNP i s  above i t s  t r e n d  b u t  th e  r a t e  o f  in c r e a s e  i s  f a l l i n g ?

And s im i l a r l y  w i th  th e  i n f l a t i o n  r a t e .  I t  w o n 't  be p o s s ib l e  to  examine 

every  p o s s ib le  co m b in a t io n ,  b u t  our o v e r r id in g  concern  w i l l  be to  t ry

to  look a t  th e s e  i s s u e s  th ro u g h  the  eyes o f  th e  p o l ic y  makers and t ry

to  judge th e se  s e r i e s  i n  a manner which app ears  c o n s i s t e n t  w ith  how the
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I s r a e l i  a u t h o r i t i e s  judged them.

T h e o r e t i c a l  A spec ts

I t  has been shown a lg e b ra ic a l ly " *  t h a t  e x t e r n a l  d e f i c i t s  a r e  th e  

r e s u l t  o f  excess  a g g re g a te  e x p e n d i tu re  ( a l s o  known as t o t a l  dom estic  

" a b s o rp t io n " )  over r e a l  n a t io n a l  income ( i . e . ,  o u tp u t ) .  Any n a t io n  

whose l e v e l  o f  n a t i o n a l  e x p e n d i tu re  (o r  t o t a l  a b s o rp t io n  o f  r e s o u rc e s )  

exceeds th e  sum of i t s  home o u tp u t  p lu s  i t s  normal c a p i t a l  in f lo w  must 

ru n  a d e f i c i t  (which can be te m p o ra r i ly  f in a n c e d  th rough  gold  and 

f o r e ig n  c u rren cy  o u tf lo w s  a n d /o r  by an accommodating c a p i t a l  i n f l o w ) . 

Thus th e  e x t e r n a l  im balance i s  s im ply  a r e f l e c t i o n  o f  th e  i n t e r n a l  d i s ­

e q u i l ib r iu m ,  and i t  would be e q u a l ly  c o r r e c t  to  r e f e r  in te rc h a n g e a b ly  

to  e i t h e r  ex cess  spend ing  o r  to  an im balance o f  payments. I t  fo llo w s  

t h a t  n e i t h e r  im port r e s t r i c t i o n s  n o r  d e v a lu a t io n  a lo n e  w i l l  be s u c ­

c e s s f u l  i n  c o r r e c t i n g  an e x t e r n a l  im balance . Such measures must be 

implemented i n  c o n ju n c t io n  w ith  p o l i c i e s  t h a t  reduce  a g g re g a te  demand 

o r  they  w i l l  be i n e f f e c t i v e .

Long-term  im port c o n t r o l s  a n d /o r  d i r e c t e d  in v es tm en t ( i . e . ,  towards 

e x p o r t  o r  im port-com peting  i n d u s t r i e s )  a r e  poor s u b s t i t u t e s  f o r  p ro p er  

c o n t r o l  o f  a g g re g a te  demand. Behind th e  p r o t e c t i o n  o f  im port r e g u la ­

t i o n s ,  monopoly and o l i g o p o l i s t i c  e lem en ts  ten d  to  be enhanced, and 

d i s t o r t i o n s  i n  p ro d u c t io n  le a d  to  in v e s tm e n ts  o f  low s o c ia l  m arg ina l  

p ro d u c t  y i e l d i n g  h igh  p r iv a te  p r o f i t s . In  a d d i t i o n ,  im port c o n t r o ls  

ten d  to  in c r e a s e  c o s ts  th e re b y  b o th  underm ining  th e  c o m p e t i t iv e  p o s i ­

t i o n  o f  e x p o r t  i n d u s t r i e s  and d i v e r t i n g  r e s o u rc e s  from e x p o r t  d ev e lo p ­

ment t o  im port-com peting  i n d u s t r i e s .  This d i v e r s io n  must be w a s te fu l  

s in c e  r e so u rc e s  a r e  b e in g  s h i f t e d  from a  more e f f i c i e n t  i n d i r e c t  

p ro d u c t io n  of im p o rtab le  goods t o  a  l e s s  e f f i c i e n t  d i r e c t  p ro d u c t io n
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o f  im port s u b s t i t u t e s  a t  h ig h e r  r e a l  c o s t .  S im i la r ly  w ith  d i r e c t e d  

in v e s tm e n t .  The investm en t t h a t  w i l l  a c t u a l l y  be most b e n e f i c i a l  to  

th e  b a la n c e  o f  payments i s  t h a t  which makes th e  g r e a t e s t  p o s s ib le  

c o n t r ib u t i o n  to  n a t i o n a l  o u tp u t .  A r b i t r a r i l y  a l l o c a t i n g  in v es tm en t  

to  im port-com peting  o r  e x p o r t  i n d u s t r i e s  a lm ost g u a ra n te e s  t h a t  such 

in v es tm en t w i l l  n o t  y i e l d  the  maximum p o s s ib le  m arg ina l  p r o d u c t iv i t y ,  

and thus  w i l l  n o t  be o f  maximum b e n e f i t  to  th e  b a la n c e  o f  paym ents.

A l l  th e s e  ad v e rse  a f f e c t s  w i l l  r e s u l t  when im port c o n t r o l  i s  a t ­

tem pted w i th o u t  c o n t r o l l i n g  ag g reg a te  demand. That a t te m p t  i s  a lm o st 

always doomed to  f a i l u r e ,  and the  r e s u l t i n g  m is a l lo c a t io n  o f  r e s o u rc e s  

can  be v e ry  ex p en s iv e  in  term s o f  a lower r e a l  income a v a i l a b l e  to  t h a t  

s o c i e ty .  On th e  o th e r  hand, a  combined p o l ic y  o f  b o th  c o n t r o l  o f  ag ­

g re g a te  demand a lo n g  w ith  d e v a lu a t io n  o r im port c o n t r o l ,  can be f a r  

more e f f e c t i v e  th a n  j u s t  r e d u c in g  ag g reg a te  demand a lo n e .  By combin­

in g  a d e v a lu a t io n  w i th  a r e d u c t io n  in  demand, we can a c h ie v e  a  g iv en  

improvement in  th e  b a lan ce  o f  payments a t  a  h ig h e r  l e v e l  o f  employment 

th a n  i f  d e f l a t i o n  were used a lo n e .

A ggregate  demand p o l ic y  i t s e l f  can be broken up i n t o  m onetary and 

f i s c a l  p o l i c y .  T his  i s  u n im p o rtan t  i f  a co u n try  i s  e x p e r ie n c in g  o v e r ­

employment and an e x te r n a l  d e f i c i t .  A g e n e ra l  demand d e f l a t i o n  w i l l  

s u f f i c e .  I t  i s  a l s o  u n im p o rtan t i f  a coun try  i s  e x p e r ie n c in g  unemploy­

ment and an  e x t e r n a l  s u r p lu s .  Then an expansion  o f  a g g re g a te  demand i s  

c a l l e d  f o r .  S e p a ra t in g  monetary and f i s c a l  p o l i c i e s  does become im port­

a n t  however in  th e  o th e r  two p o t e n t i a l  s i t u a t i o n s .  R ecess io n  combined 

w i th  e x t e r n a l  d e f i c i t ,  and i n f l a t i o n  combined w i th  s u rp lu s  r e s u l t  in  

p o t e n t i a l  c o n f l i c t s .  In  th e  f i r s t  c a s e ,  s te p s  tak en  to  r a i s e  a g g re g a te  

demand to  f i g h t  th e  r e c e s s io n  would tend  to  in c r e a s e  th e  e x t e r n a l
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d e f i c i t ,  w h ile  d e f l a t i n g  to  reduce  th e  d e f i c i t  would worsen th e  r e c e s ­

s io n .  In  the  second  c a s e ,  s te p s  taken  to  d e f l a t e  to  c o n t ro l  th e  i n f l a ­

t io n  would tend  to  a g g re v a te  th e  e x t e r n a l  s u r p lu s ,  and s te p s  taken  to 

r a i s e  demand to  re d u c e  th e  s u rp lu s  would tend  to  a g g re v a te  the  i n f l a ­

t i o n .  What the  th e o ry  ad v o ca te s  in  t h i s  case  i s  to  a s s ig n  one i n s t r u ­

ment to  th e  i n t e r n a l  im balance , and one to  th e  e x te r n a l  im balance. I t  

i s  p r e f e r a b l e  to  a s s i g n  f i s c a l  p o l ic y  to  th e  i n t e r n a l  imbalance and 

monetary p o l ic y  t o  th e  e x t e r n a l  im balance , s in c e  th e r e  a r e  c o n d i t io n s  

under w hich the  r e v e r s e  ass ignm en t would n o t  work.

In  p r a c t i c e ,  how ever, t h i s  s im ple  r u l e  would b re a k  down i f  p o l ic y  

ad ju s tm e n t  d o e s n ' t  t a k e  p la c e  i n  a  smooth co n tin u o u s  manner as assumed 

by th e  th e o r y .  S in ce  i n  th e  r e a l  w orld  we have la g s  in  rec o g n iz in g  th e  

problem, d e c id in g  to  do som ething about i t ,  im plem enting t h a t  d e c i s io n  

w ith  p o l i c y  in s t r u m e n ts ,  and w a i t in g  f o r  th o se  in s tru m e n ts  to  take  e f ­

f e c t ,  th e  a ss ig n m en t r u l e  m entioned above i s  r e a l l y  q u i t e  u s e le s s .  

In s te a d  a  two s t a g e  r u l e  shou ld  be fo l lo w e d .  F i r s t  employ the  one 

p o l ic y  t o o l  whose r e q u i r e d  ad ju s tm en t  i s  unambiguous, u n t i l  one goal 

i s  r e a c h e d ;  the  d i r e c t i o n  o f ad ju s tm en t o f  th e  second to o l  w i l l  then 

a l s o  be unambiguous. F o r  example, assume t h a t  we know th a t  f i s c a l  

p o l ic y  m ust be e x p a n s io n a ry ,  b u t  we a r e  u n su re  as  to  th e  c o r r e c t  d i r ­

e c t io n  o f  m onetary p o l i c y .  Then we shou ld  i n s t i t u t e  an expansionary  

f i s c a l  p o l i c y  u n t i l  th e  economy reach es  e i t h e r  e x te r n a l  ba lance  or 

i n t e r n a l  b a lan ce  ( i . e . ,  f u l l  employment). I f  e x t e r n a l  ba lance  comes 

f i r s t  ( i . e . ,  no s u r p lu s  o r  d e f i c i t ) ,  w h ile  th e r e  i s  s t i l l  unemployment, 

then  an  ex p an s io n a ry  m onetary p o l ic y  i s  c a l l e d  f o r  ( in  a d d i t io n  to  

f u r t h e r  f i s c a l  e x p a n s io n ) .  I f  th e  i n t e r n a l  b a la n c e  i s  reached f i r s t
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( i . e . ,  f u l l  employment), w i th  e x t e r n a l  im balance s t i l l  rem ain ing , then 

a c o n t r a c t io n a r y  monetary p o l ic y  i s  c a l l e d  f o r  (ag a in  in  c o n ju n c tio n  

w i th  an ex pansionary  f i s c a l  p o l i c y ) .  We w i l l  have occas io n  to  p o in t  

o u t l a t e r ,  however, t h a t  th e  h ig h ly  underdeveloped  s t a t e  o f  the  s e c u r i t y  

m arket in  I s r a e l  c r e a te d  m ajor o b s ta c le s  to  th e  s u c c e s s fu l  implementa­

t i o n  o f s im ple  m onetary p o l i c y ,  l e t  a lo n e  s o p h is ic a te d  a s s ig n m e n t . r e ­

sp o n se s .  The th e o ry  j u s t  p r e s e n te d  w i l l  c o n s t i t u t e  th e  background o r 

framework which w i l l  be used f o r  th e  e s sen ce  o f  th e  s tu d y ,  which con­

s t i t u t e s  an e m p ir ic a l  a n a l y s i s  o f  th e  I s r a e l i  p o l ic y  response  to  im­

b a la n c e s  o f  paym ents. I t  w i l l  be th e  p rim ary  o b je c t iv e  o f  t h i s  study 

to  focus  a t t e n t i o n  on th e  m a n ip u la t io n  o f  a g g re g a te  demand in  response  

to  b a la n c e  o f  payments f l u c t u a t i o n s .  S ince  d e v a lu a t io n s  a r e  in  gen era l  

i n e f f e c t i v e  w ith o u t  a s im u ltan eo u s  r e d u c t io n  in  ag g reg a te  demand, they  

w i l l  n o t be t r e a t e d  w i th  th e  same r i g o r  and a t t e n t i o n  g iven  to  chances 

in  a g g re g a te  demand.

Economic Background

B efore  independence i n  1948, I s r a e l  was governed as a  B r i t i s h  co lony ,

and a l l  m ajor d e c i s io n s  were made in  London. Local economic autonomy 

was v e ry  s m a l l ,  and such  item s as  th e  annual budget and ta x  p o l ic y  needed 

B r i t i s h  a p p ro v a l .  No c e n t r a l  bank e x i s t e d  i n  p re -independence  I s r a e l ,  

and no f i a t  money was i s s u e d .  The l o c a l  c u r re n c y  was named the  P a le ­

s t i n i a n  Pound by th e  B r i t i s h  ( a f t e r  1927) and was managed from London 

by an e n t i t y  t h a t  went by th e  name o f  th e  P a l e s t i n e  Currency Board.

This cu r re n c y  had 100% b ack in g  in  th e  form o f  B r i t i s h  t r e a s u r y  b i l l s .

In  1954 I s r a e l  e s t a b l i s h e d  i t s  own c e n t r a l  bank , known a p p r o p r ia t e ly  

enough as  th e  Bank o f  I s r a e l .  In  th e  i n t e r v e n in g  y ea rs  between indepen­

dence i n  1948 and the  e s ta b l i s h m e n t  o f  th e  Bank o f I s r a e l  in  1954 the
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th e  government a u th o r iz e d  the c o u n t r y 's  l a r g e s t  commercial bank (Bank 

Leumi) to  i s s u e  c u r re n c y .  At f i r s t  th e  government r e q u i re d  t h a t  50% 

o f a l l  cu rren cy  issu ed  be  covered by f o r e ig n  a s s e t s .  But t h i s  was 

r a p id ly  changed to  in c lu d e  I s r a e l i  T reasu ry  bonds and b i l l s  as a c c e p t ­

a b le  coverage , th u s  e f f e c t i v e l y  removing a l l  b a r r i e r s  to  i n t e r n a l  govern ­

ment borrow ing .

Independence a l s o  b rough t s i g n i f i c a n t  changes to  I s r a e l i  t r a d e  and 

f o r e ig n  exchange p o l ic y .  The v e ry  l i b e r a l  f o r e ig n  t r a d e  p o l ic y  d u r in g  

th e  B r i t i s h  mandate p reven ted  s i g n i f i c a n t  l o c a l  i n d u s t r i a l  developm ent. 

W ithout p r o t e c t iv e  r e g u la t io n s  l o c a l  p ro d u c t io n  was n o t  c o m p e t i t iv e ,  and 

th u s  d id  n o t  d eve lop . The o u tb re ak  o f war in  1939 changed a l l  t h a t .  The 

a lm o st com plete i s o l a t i o n  o f  th e  Middle E a s t  d u r in g  World War I I  se rv ed  

j u s t  as  w e l l  as  h ig h  t a r i f f s  in  f o s t e r i n g  l o c a l  i n d u s t r i a l i z a t i o n .  Local 

demand, r e g io n a l  demand, and demand from th e  armed fo rc e s  s t a t i o n e d  i n  the  

a r e a  gave a huge impetus to  m an u fac tu rin g  (which was p redom inan tly  J e w is h ) . 

W ith th e  end o f  th e  war, as  w artim e d i f f i c u l t i e s  were overcome, th e  newly 

e s t a b l i s h e d  i n d u s t r i e s  d isc o v e re d  th a t  th e y  c o u ld n ’t  s u c c e s s f u l ly  com­

p e te  and most o f  them van ished  from  th e  s c e n e .  The few i n d u s t r i e s  s t i l l  

e x i s t i n g  a t  the  tim e of independence in  1948 were c o m p e t i t iv e .  But th e  

memory o f  th e  i n d u s t r i a l  boom d u r in g  th e  war when n o t  faced  w i th  f o r e ig n  

c o m p e t i t io n  remained v iv id  and was a s t r o n g  in f lu e n c e  in  shap ing  p o s t ­

independence t r a d e  p o l ic y .

From independence i n  1948 th ro u g h  th e  end o f  1951 a  v e ry  s t r i n g e n t  

a l l o c a t i o n  system  was in t ro d u c e d .  The f o r e i g n  exchange r a t e  was k ep t  

v i r t u a l l y  c o n s ta n t ,  f o r e ig n  cu rren cy  was a l l o c a t e d  to  approved im ports  

(under a complex l i c e n s i n g  scheme), r i g i d  p r i c e  c o n t r o l s  and r a t io n i n g  

w ere in t ro d u c e d ,  and l o c a l  in d u s t ry  was en co u rag ed . ( I s r a e l  was a t  th e
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t im e  i n  the  p ro c e ss  o f r a p i d ly  doubling  h e r  p o p u la t io n ,  and i t  was f e l t  

t h a t  s c a rc e  f o r e ig n  exchange sho u ld  be a l lo c a te d  to  th e  n e c e s s i t i e s  o f  

t h e  low-income groups r a t h e r  th a n  the lu x u r ie s  o f h ig h e r  income g r o u p s ) .  

L o c a l  in d u s t r y  was promoted to  th e  ex te n t  th a t  any consumer goods t h a t  

c o u ld  p o s s ib ly  be l o c a l l y  produced rece iv ed  a fo r e ig n  c u r re n c y  a l l o c a ­

t i o n  o f  z e ro ,  i . e . ,  t h e i r  im p o r ta t io n  was p ro h ib i te d .  Of c o u r s e ,  o v e r  

t im e  th e  gap betw een th e  o f f i c i a l  exchange r a t e  and i t s  f r e e  e q u i l i b r i u m  

l e v e l  k e p t  w id en in g , and th e  f r a c t i o n  o f  d e s ire d  im ports  a c t u a l l y  g e t t i n g  

a  f o r e i g n  cu r re n c y  a l l o c a t i o n  k e p t  s h r in k in g .  I n t e r n a l l y ,  r i g i d  p r i c e  

c o n t r o l s  combined w ith  ex p an s io n a ry  monetary and f i s c a l  p o l i c y  w orsened 

t h e  d e g re e  o f  d i s e q u i l i b r i u m  in  th e  system , and th e  economy began  t o  un­

r a v e l .  B lack m arke ts  developed  and p r o l i f e r a t e d ,  f o r e ig n  exchange r e ­

s e r v e s  became co m p le te ly  e x h a u s te d ,  lo c a l  p ro d u c tio n  was o f t e n  b ro u g h t  

t o  a  h a l t  f o r  l a c k  o f  im ported  raw m a t e r i a l s ,  and d i s c o n te n t  became w id e ­

s p r e a d .  I t  became obvious even to  the s o c i a l i s t i c a l l y  o r i e n t e d  I s r a e l i  

l e a d e r s h i p  t h a t  th in g s  co u ld  n o t  go on t h i s  way, and t h a t  t h e  tim e  f o r  a 

m a jo r  p o l ic y  o v e rh a u l  had a r r i v e d .

The change began i n  mid-1951 with a  sw itch  to  a r e s t r i c t i v e  m onetary  

an d  f i s c a l  p o l i c y .  But t h e  key p o licy  r e v e r s a l  f i r s t  took  p l a c e  i n  Feb­

r u a r y  1952 w i th  th e  announcement o f the "New Economic P o l i c y " .  A sy s tem  

o f  t h r e e  d i f f e r e n t  exchange r a t e s  was in tro d u c e d ,  th e  h ig h e s t  o f  w hich 

( IL  1 p e r  d o l l a r )  was ro u g h ly  t r i p l e  the previous r a t e  (IL 0 .3 5 7  p e r  

d o l l a r ) . More and more item s w ere  s h i f t e d  from th e  lower r a t e  to  th e  

h i g h e r ,  th u s  r a i s i n g  th e  w eigh ted  average o f  the t h r e e  exchange r a t e s .

By 1954 an  even low er r a t e  o f  IL 1.80 p e r  d o l la r  was i n  e f f e c t  f o r  most 

t r a n s a c t i o n s ,  and t h a t  r a t e  was to  remain in  e f f e c t  u n t i l  th e  d e v a lu a ­

t i o n  o f  1962. Thus a  co m b in a tio n  of m ajor d e v a lu a t io n s  w i th  a r a t h e r
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r e s  t r i c t i v e  m onetary  and f i s c a l  p o l ic y  succeeded in  s h a rp ly  re d u c in g  th e  

d i s e q u i l i b r i u m  i n  th e  system . P r ic e  c o n t r o l s  were a l s o  g r a d u a l ly  l i f t e d ,  

and as  a  r e s u l t  b l a c k  m arke ts  d im in ish ed  and r a t i o n i n g  became l e s s  s e v e re .  

By th e  end o f  1954 th e  economy was b e g in n in g  to  fu n c t io n  once a g a in ,  and 

e q u i l ib r iu m  had been  p r e t t y  much a c h ie v e d ,  b o th  i n t e r n a l l y  and e x t e r n a l l y .

By th e  b e g in n in g  o f  1955 (as  a  r e s u l t  o f  th e  e x t e r n a l  e q u i l ib r iu m  

t h a t  had been  a c h ie v e d )  em phasis s h i f t e d  from p r o t e c t i o n  to  save f o r e ig n  

cu r re n c y  to  p r o t e c t i o n  to  encourage  l o c a l  i n d u s t r i a l i z a t i o n .  Thus im ports  

o f  consumer goods was s t i l l  p r a c t i c a l l y  p r o h ib i t e d  in  th o se  a r e a s  where 

t h e r e  was e i t h e r  a c t u a l  o r  p o t e n t i a l  dom estic  p ro d u c t io n ,  b u t  t h e r e  was 

a r a p id  l i b e r a l i z a t i o n  o f  im ports  o f  th o se  raw m a te r i a l s  n o t  l o c a l l y  

a v a i l a b l e  (and a  somewhat s low er  l i b e r a l i z a t i o n  o f  inves tm en t g o o d s) .

This l i b e r a l i z a t i o n  p o l ic y  c o n t in u e d  f o r  s e v e r a l  y e a rs  and l e d  to  th e  d e ­

v a l u a t i o n  o f  1962.

In  F e b ru a ry  1962 th e  second "New Economic P o l ic y "  was d e c la r e d .  The 

form al r a t e  was r a i s e d  from IL 1 .8 0  p e r  d o l l a r  to  IL 3 .00  p e r  d o l l a r ,  a 

fo rm al d e v a lu a t io n  o f  67%. However, as  we w i l l  s e e  in  much g r e a t e r  d e t a i l  

l a t e r ,  th e  e f f e c t i v e  o r  n e t  d e v a lu a t io n  was s u b s t a n t i a l l y  l e s s  th a n  t h i s  

form al change would i n d i c a t e ,  s in c e  most e x p o r t  s u b s id ie s  were a b o l i s h e d ,  

and many im p o rt  d u t i e s  were lo w ered . In  e f f e c t  between 1955 and 1962 

a l th o u g h  th e  fo rm al r a t e  o f  exchange rem ained  c o n s ta n t  a t  IL 1 .80  to  th e  

d o l l a r ,  s lo w ly  i n c r e a s i n g  e x p o r t  s u b s id ie s  had been  r a i s i n g  th e  e f f e c t i v e  

exchange r a t e  and i m p l i c i t l y  d e v a lu a t in g  th e  c u r re n c y .  Thus t h i s  d e v a lu a ­

t i o n  o f  1962 when combined w i th  th e  o th e r  p o l i c y  changes on t a r i f f s  and 

s u b s id ie s  d id  n o t  r e s u l t  in  a m ajo r  e f f e c t i v e  d e v a lu a t io n  a t  a l l .  I t  was 

m ostly  i n s t i t u t e d  to  u n i fy  and c o n s o l id a t e  th e  mess t h a t  had deve lo p ed , 

and to  b r in g  th e  fo rm al and e f f e c t i v e  r a t e s  more in to  l i n e  w i th  each o t h e r .
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In  a d d i t i o n ,  th e  re m a in in g  q u a n t i t a t i v e  r e s t r i c t i o n s  were to  be re p la c e d  

under  th e  New Economic P o l i c y  by t a r i f f s  (so t h a t  th e  economic c o s t  o f  

th e s e  r e s t r i c t i o n s  would be more a p p a r e n t ) .  This was completed by 1969.

In  1967 th e  fo rm al r a t e  o f  exchange was r a i s e d  to  IL 3 .50  to  th e  

d o l l a r ,  and in  1971 to  IL 4 .2 0 ,  and in  June 1975 to  IL 6 .0 0 .  Since then  

th e r e  have been a  c o n t in u in g  s e r i e s  o f  m in i-d e v a lu a t io n s  known in  I s r a e l  

a s  " c re e p in g  d e v a l u a t i o n s " .  These have been  re a c h in g  a maximum of 2% a 

month and g iv e  ev ery  a p p ea ran ce  o f  so c o n t in u in g .  At th e  time o f  t h i s  

w r i t i n g  th e  o f f i c i a l  r a t e  o f  th e  I s r a e l i  pound s ta n d s  a t  rough ly  IL 9 to  

th e  d o l l a r .  B a r r in g  sudden peace  o r  a  m ajor o i l  d isc o v e ry  i t  i s  c e r t a i n l y  

go ing  to  c o n t in u e  i t s  r a p id  d e c l i n e .
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CHAPTER I I  

MACROECONOMIC OVERVIEW 

This c h a p te r  i s  d es igned  p r im a r i ly  f o r  th e  r e a d e r  who i s  u n fa m il ia r  

w i th  the  I s r a e l i  economy. I t  c o n ta in s  a d e s c r i p t i o n  o f  such item s as 

GNP, f o re ig n  t r a d e ,  th e  banking  system , money supp ly ,  and i n f l a t i o n .

Gross N a t io n a l  P roduct

I s r a e l  ( p r io r  to  th e  Yom Kippur War) had the  good fo r tu n e  o f  having  

one o f  th e  f a s t e s t  r e a l  r a t e s  o f  growth o f  GNP in  th e  w o r ld ,  so much so . 

t h a t  i t  was o f te n  r e f e r r e d  as 'm i r a c u lo u s 1. I t  was based  on a combina­

t i o n  o f  r a p id ly  r i s i n g  p o p u la t io n  w i th  l a r g e  c a p i t a l  in f lo w s .  What i s  

more i n t e r e s t i n g  however i s  t h a t  even p e r  c a p i t a  r e a l  GNP showed a  r e -  

markedly r a p id  r a t e  o f  g row th , as  Table  2 .1  below d e m o n s tra te s .

A g lan ce  a t  t h i s  t a b l e  shows t h a t  even i n  th e  w o rs t  o f  tim es (such

as  th e  r e c e s s io n  o f  1966-67, th e  m ajor d i s l o c a t i o n s  i n i t i a l l y  b rough t

abou t in  1952 and 1953 by th e  im p lem en ta tio n  o f  th e  "New Economic P o lic y "  

o f  F ebruary  1952; and th e  post-Yom Kippur War p e r io d )  r e a l  GNP always 

co n tin u ed  to  r i s e ,  a l th o u g h  r e a l  p e r  c a p i t a  GNP d id  f a l l  on o c c as io n .

In  o rd e r  to  g ive  as com plete  a p i c t u r e  a s  p o s s i b l e ,  Table 2 .1  has

been  expanded to  in c lu d e  y e a r s  p r i o r  to  and beyong th e  form al scope of

t h i s  s tudy  (which i s  1956-1973). In  a d d i t i o n  d a ta  on annua l p o p u la t io n  

growth i s  p re se n te d ,  s in c e  t h i s  was a  m ajor in f lu e n c e  on th e  r a t e  of 

growth o f r e a l  GNP.
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YEAR % CHANGE IN REAL

TABLE

GNP

2 . 1

% CHANGE IN REAL 
PER CAPITA GNP

% INCREASE IN 
AVG. POPULATION

1949

1950

1951 30.9 1 1 . 0

35 .4

16 .7

15 .2
1952 7 .4 - 0 . 1 3 .3
1953 1 . 2 - 1 .5 2 .4
1954 21 .9 19.2 2 .9
1955 1 2 . 2 8 .3 4 .2

1956 1 0 . 0 3 .9 4 .5

1957 1 1 . 0 3 .4 5 .6

1958 8 . 1 5 .6 3 .6

1959 1 1 . 0 7 .8 3 .1

1960 8 . 0 5.2 2 .7

1961 1 0 . 2 6 . 6 3 .4

1962 12 .7 7 .8 4 .5

1963 11 .5 7 .2 4 .0

1964 10 .3 6 . 0 4 .1

1965 8 .4 4 .8 3 .4

1966 1 . 1 - 1 .5 2 . 6

1967 2 .7 - 0 . 5 3.2

1968 14 .0 1 0 . 2 3 .4

1969 1 2 . 0 9 .2 2 . 6

1970 8 . 0 5 .1 2 . 8

1971 8 . 8 5 .7 3 .0

1972 10.3 6 . 8 3 .3

1973 6 .7 3 .2 3 .3

1974 6 .7 3 .5 3 .0

1975 1 . 0 - 1 .3 2 .3

Source :  Bank o f  I s r a e l ,  Annual R eport 1955-1975^ .
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I t  i s  o f  i n t e r e s t  in  t h i s  c o n te x t  to  b r i e f l y  g lan ce  a t  th e  s e c t o r a l  

breakdown o f  I s r a e l i  o u tp u t ,  and th e  changes t h a t  have tak en  p la c e  over  

th e  y e a r s .  Table  2 .2  below p r e s e n ts  t h i s  d a ta  f o r  s e l e c t e d  y e a r s .  Over 

th e  y e a r s  th e  r o l e  o f  a g r i c u l t u r e  has tended  to  d e c l i n e ,  r e a c h in g  a b o t ­

tom in  1973 (n o t  shown in  Table  2 .2) o f  6.07. o f  Net Domestic P ro d u c t .

S ince  th e n  i t  has begun to  s ta g e  a  comeback and reached  6 . 8 % in  1975. 

I n d u s t ry  has been bouncing between 20% and 25% o f  Net Domestic P ro d u c t 

i n  a  r a t h e r  random manner, n ever  s in k in g  a l l  th e  way to  2 0 % and n ev er  

r i s i n g  to  25%. C o n s t ru c t io n  and T r a n s p o r t a t i o n  have r i s e n  in  im portance  

o v er  th e  y e a r s ,  w h ile  f in a n c e  and s e r v i c e s  have tended  to  d e c l in e  s l i g h t l y  

i n  r e l a t i v e  im portance . P u b l ic  S e c to r  S e rv ic e s  have remained f a i r l y  

c o n s ta n t  th roughou t t h i s  p e r io d .

TABLE 2 .2  2

SECTORAL ORIGIN OF ISRAELI NET DOMESTIC PRODUCT 
(S e le c te d  y e a r s ; i n  p e rc e n ta g e  form)

1955 1960 1965 1970 197
1 . A g r i c u l tu r e ,  F o r e s t r i e s ,  F i s h e r i e s : 11 .9 11 .5 8 .3 6 .4 6.1

2 . I n d u s t r y ,  M ining, Q u arry in g : 2 0 . 8 2 4 .5 2 4 .C 23 .7 24.
3. C o n s t ru c t io n ,  E l e c t r i c i t y ,  W ater: 8 .9 8 . 2 9 .9 1 2 . 0 1 2 .:

4 . T r a n s p o r t a t i o n  & Communication: 7 .8 7 .6 8 . 1 8 . 8 9.1

5. F in a n c e ,  T rade , P e rso n a l  S e r v ic e s ;  
& B usiness  S e rv ic e s :

3 1 .73 2 7 .8 2 3 .9 2 2 . 8 20.1

6 . Imputed Housing S e r v ic e s : 4 .6 6 .7 7.2 7.;

71 P u b l ic  S e c to r  S e rv ic e s : 18 .9 15 .8 19 .1 19.1 19.:

T o ta l  Net Domestic P ro d u c t: 1 0 0 . 0 1 0 0 . 0 1 0 0 . 0 1 0 0 . 0 100. 1
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T able  2 .3  below b reak s  GNP down in to  the  s ta n d a rd  C, I ,  and G 

(consum ption , in v e s tm e n t ,  and governm ent). In s te a d  o f  GNP, however, we 

w i l l  u se  GNP+ Net Im ports  which measures th e  t o t a l  r e so u rc e s  a v a i l a b l e  

f o r  consum ption , in v e s tm e n t ,  and government. In  an economy such as  

I s r a e l  where n e t  im ports  adds a s i g n i f i c a n t  amount o f  a d d i t i o n a l  a v a i l ­

a b l e  r e s o u rc e s  beyond th e  c a l c u l a t e d  GNP, i t  i s  a b e t t e r  p ro ced u re  to  

lo o k  a t  C, I ,  and G as p e rc e n ta g e s  o f t o t a l  r e s o u rc e s ,  and t h i s  i s  t h e r e ­

f o r e  th e  method used by th e  Bank o f  I s r a e l .

TABLE 2 .3  4

PERCENT OF TOTAL AVAILABLE RESOURCES BY COMPONENT

YEAR PRIVATE TOTAL INVESTMENT GOVERNMENT
CONSUMPTION ( p u b l ic + p r iv a te )  CONSUMPTION

1950 61.5 15 .6 22.9

1951 61 .6 17 .2 2 1 . 1

1952 63.1 16.7 2 0 . 1

1953 65 .3 13 .0 21 .7

1954 61 .7 2 3 .4 14.9

1955 58 .6 2 5 .4 15.9

1956 57.5 21 .9 20.7

1957 59 .0 24 .1 16.9

1958 6 0 .0 2 3 .5 1 6 .4

1959 60 .4 23 .2 16 .4

1960 6 1 .0 2 2 . 2 16.8

1961 60 .3 2 3 .1 16.6

1962 56 .5 2 5 .8 17.7

1963 57.7 25 .1 17.2

1964 56.7 27.1 16.2

1965 58 .0 2 4 .3 17.7

1966 61 .4 18 .7 19.8

1967 61 .8 1 2 . 8 25 .4

1968 58 .5 1 6 .8 24.7
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TABLE 2 .3  (co n tin u ed )  

PERCENT OF TOTAL AVAILABLE RESOURCES BY COMPONENT

PRIVATE
CONSUMPTION

TOTAL INVESTMENT 
(p u b l ic + p r iv a te )

GOVERNMENT
CONSUMPTION

1969 5 3 .4 21 .1 25 .5

1970 49 .2 21 .9 28.9

1971 47 .2 2 4 .8 27.9

1972 48 .1 2 5 .5 2 6 .4

1973 4 3 .3 2 3 .8 32.8

1974 44 .1 25 .6 30.3

1975 43 .1 . 23 .9 33 .0

I t  i s  c l e a r  from t h i s  d a ta  t h a t  th e r e  has been  a marked d e t e r i o r a t i o n  

over  th e  y e a r s  o f  th e  s h a re  o f  th e  t o t a l  p ie  going to  p r iv a t e  consum ption, 

and an in c r e a s e  i n  th e  sh a re  devoted  to  government consumption and i n ­

v es tm ent (a  l a r g e  p a r t  o f  which i s  government financed). The government 

o f  I s r a e l  has  succeeded  i n  a p p r o p r i a t i n g  a s i g n i f i c a n t  amount o f  r e so u rc e s  

( th ro u g h  h ig h e r  income and s a le s  t a x e s ,  heavy im port d u t i e s ,  and a ta x  on 

c ash  b a la n c e s  — c a l l e d  i n f l a t i o n )  f o r  use in  th e  p u b l ic  s e c t o r .

F o re ig n  Trade

Over th e  y e a r s  th e  I s r a e l i  economy has become in c r e a s in g ly  dependent 

on f o r e ig n  t r a d e .  Both im ports  and e x p o r ts  have r i s e n  much f a s t e r  th a n  

th e  r i s e  i n  GNP. Table  2 .4  h i g h l i g h t s  t h i s  t r e n d .
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TABLE 2 .4  5

YEAR

IMPORTS AND EXPORTS AS A PERCENT OF GNP

EXPORTSIMPORTS EXPORTS YEAR IMPORTS

1955 36.2 12.2 1966 31.5 21.1

1956 3 8 .0 12 .3 1967 35.9 23.2

1957 32.8 13 .1 1968 45.0 28.7

1958 30.2 12 .3 1969 53.1 30.5

- 1959 28 .9 14 .3 1970 55.0 2 9 .4

1960 30.3 16 .4 1971 57.9 33.6

1961 2 8 .0 14 .0 1972 57.0 35.2

1962 41 .2 21 .9 1973 71.8 34.1

1963 38.2 22.9 1974 71.1 34.0

1964 38.2 2 1 .0 1975 77.2 36.3

1965 33.9 20 .1

E x p o r ts ,  i t  i s  i n t e r e s t i n g  to  n o te ,  took sharp  upward jumps a f t e r  

th e  d e v a lu a t io n s  o f  F ebruary  1962 and November 1967* Imports began t h e i r  

heavy a c c e l e r a t i o n  a f t e r  th e  S ix  Day War o f June 1967»

Banking System

Modern banking  i n  th e  Land o f  I s r a e l  had i t s  o r ig in s  w i th  the  i n ­

a u g u ra t io n  o f  B r i t i s h  r u l e  in  1918, and th e  r e s u l t i n g  e s ta b l ish m e n t  o f  the  

A n g lo -P a le s t in e  Bank ( o r i g i n a l l y  known as th e  A n g lo -P a le s t in e  Company). 

A f t e r  th e  e s ta b l i s h m e n t  o f  th e  S t a t e  o f  I s r a e l  i n  1948, th e  A n g lo -P a le s t in e  

Bank became banker to  th e  government and bank o f i s s u e ,  w h ile  a t  th e  same 

tim e rem ain ing  I s r a e l ' s  l a r g e s t  commercial bank. In  1951, th e  Anglo- 

P a l e s t i n e  Bank was renamed Bank Leumi, which to  t h i s  day i s  I s r a e l ' s  

le a d in g  commercial bank. However, Bank Leumi l o s t  i t s  p o s i t i o n  o f  banker 

to  th e  government and bank o f  i s s u e  w ith  th e  e s ta b lish m e n t  o f  th e  Bank o f 

I s r a e l  i n  December 1954.
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There i s  a h igh  d e g re e  o f  s p e c i a l i z a t i o n  in  the  I s r a e l i  banking 

system. Commercial banks a r e ,  on th e  whole r e s t r i c t e d  to  sh o r t - te rm  

b u s in e s s .  Medium and lo n g - te rm  t r a n s a c t i o n s  a r e  handled by s p e c ia l iz e d  

i n s t i t u t i o n s  s p e c i f i c a l l y  e s t a b l i s h e d  to  s e r v ic e  a g r i c u l t u r e ,  in d u s t ry ,  

housing , to u r ism , and s h ip p in g .  Some of th e se  i n s t i t u t i o n s  a re  com pletely 

government owned and o th e r s  a r e  j o i n t l y  owned by the  commercial banks and 

government in  p a r t n e r s h i p .

There a r e  a  t o t a l  o f  ro u g h ly  15 commercial banks i n  I s r a e l ,  w ith  the  

th re e  l a r g e s t  (Bank Leumi, Bank Hapoalim, and I s r a e l  D iscount Bank) ac ­

coun ting  fo r  abou t 78% o f  a l l  bank b ran ch es  and 87% of t o t a l  a s s e t s  a t  

th e  end o f  1974, Table 2 ,5  below g iv e s  th e  a c tu a l  f i g u r e s .

TABLE 2 .5

OFFICES AND ASSETS OF COMMERCIAL BANKS 

December 1974

Number o f  O f f ic e s  A sse ts  (IL M ill io n )

Bank Leumi 280 31,049

Bank Hapoalim 234 25,408

I s r a e l  D iscount Bank 190 14,436

A l l  Others 195 10,749

As was mentioned p r e v i o u s l y ,  th e  Bank o f  I s r a e l  was e s ta b l i s h e d  in  

December 1954, I t  i s  p r e s id e d  over  by a NAGID ( i . e . ,  g o v e rn o r) ,  who a lso  

s e rv e s  as c h i e f  economic a d v i s o r  t o  th e  government. From 1954 to  1971 

t h i s  pos t  was f i l l e d  by David H orow itz , from November 1971 t i l l  e a r ly  

1977 i t  was f i l l e d  by Moshe S anbar ,  and j u s t  a few weeks ago (Spring of 

1977) Arnon Gafny took o v e r .  The Bank o f  I s r a e l  i s  I s r a e l ' s  c e n t r a l  bank, 

w i th  th e  s o le  r i g h t  to  i s s u e  c u r re n c y .  I t s  s p e c i f i c  t a s k s  as s t a t e d  in
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th e  law s e t t i n g  up the  bank a r e :  " to  a d m i n i s t e r ,  r e g u l a t e ,  and d i r e c t  

th e  c u r re n c y  system , and to  r e g u l a t e  and d i r e c t  th e  c r e d i t  and banking  

sy s te m , in  accordance w ith  th e  economic p o l i c y  o f  the  governm ent, w i th  

a  view  to  promoting by m onetary  m easures  (1) th e  s t a b i l i z a t i o n  o f  th e  

v a lu e  o f  th e  currency  in  I s r a e l  and a b ro a d ,  and (2) a  h ig h  l e v e l  o f  

p r o d u c t io n ,  employment, n a t i o n a l  income and in v es tm en t  i n  I s r a e l " .  The 

n a g id  i s  a s s i s t e d  by a seven  man a d v i s o r y  com m ittee and a  f i f t e e n  man 

a d v is o ry  board (which i s  composed o f  th e  seven  peo p le  on th e  a d v iso ry  

com m ittee p lu s  e ig h t  o th e r  r e p r e s e n t a t i v e s  o f  v a r io u s  economic i n t e r e s t s  

and p o l i t i c a l  p a r t i e s ) .

I n  a d d i t i o n  to  i t s  r e s p o n s i b i l i t y  f o r  and c o n t r o l  o v er  m onetary  

p o l i c y ,  th e  Bank of I s r a e l  has  o th e r  t a s k s  a s s ig n e d  to  i t .  P e r i o d i c a l l y  

i t  must examine bank o p e ra t io n s  ( in c lu d in g  s p e c i a l  c r e d i t  banks and o th e r  

f i n a n c i a l  i n s t i t u t i o n s )  to  p r e v e n t  unsound p r a c t i c e s  and p r o t e c t  th e  

p u b l i c  i n t e r e s t .  I t  se rv e s  a s  a  c e n t r a l  c l e a r i n g  house f o r  b an k s ,  ad ­

m i n i s t e r s  s t a t e  lo a n s ,  and r e p r e s e n t s  th e  s t a t e  a t  th e  I n t e r n a t i o n a l  

M onetary Fund, the  I n t e r n a t i o n a l  Bank o f  R e c o n s t r u c t io n  and Development, 

and a f f i l i a t e d  b o d ie s .  L a s t  b u t  c e r t a i n l y  n o t  l e a s t ,  w i t h i n  f i v e  months 

o f  th e  end o f  every  f i s c a l  y e a r  th e  n a g id  must subm it an  an n u a l r e p o r t  

on th e  B ank 's  o p e ra t io n  and a n  a n a l y s i s  o f  th e  c o u n t r y 's  economic and 

f i n a n c i a l  s i t u a t i o n .  These an n u a l r e p o r t s  have proven in v a lu a b le  in  

w r i t i n g  t h i s  d i s s e r t a t i o n .

Money Supply and I n f l a t i o n

We w i l l  have occas ion  t o  u t i l i z e  t h e s e  v a r i a b l e s  i n  d e t a i l  on a 

q u a r t e r l y  b a s i s  i n  the  a n a l y t i c a l  s e c t i o n s  o f  t h i s  p a p e r .  At t h i s  p o in t  

t h e  r e a d e r  m ight be i n t e r e s t e d  i n  f a m i l i a r i z i n g  h im se lf  w i th  th e  o v e r a l l  

t r e n d s  o f  monetary growth and i n f l a t i o n  on an  annua l b a s i s .  Table  2 .6
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below i s  in c lu d ed  f o r  t h a t  p u rp o se .

TABLE 2 .6  6 

MONEY SUPPLY AND INFLATION 1955-1975

YEAR TOTAL MONEY SUPPLY YEARLY RATE PERCENT INCREASE
ANNUAL AVERAGE OF INCREASE OF CONSUMER PRICE

(IL m i l l i o n s )  ( p e rc e n t )  INDEX

1955 395 2 0 .4 5 .9
1956 465 17.7 6 .5

1957 558 2 0 .0 6 .4
1958 642 15.1 3 .4

1959 724 1 2 .8 1 .5

1960 820 1 3 .3 2 .3

1961 970 18 .3 6 .7

1962 1126 16.1 9 .4

1963 1474 30.9 6 .6

1964 1679 13.9 5 .2

1965 1826 8 .8 7 .7

1966 1963 7 .5 8 .0

1967 2344 1 9 .4 1 .0

1968 2815 2 0 .1 2 .1

1969 3015 7 .1 2 .5

1970 3167 5 .0 6 .1

1971 3876 2 2 .4 12 .0

1972 5034 2 9 .9 12.9

1973 6315 2 5 .3 2 0 .0

1974 7566 29 .9 39.7

1975 9913 31 .0 39.3
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CHAPTER I I I

THE BALANCE OF PAYMENTS AND FOREIGN EXCHANGE POLICY

This c h a p te r  w i l l  b r i e f l y  d is c u s s  the  h i s t o r y  o f  form al d e v a lu a t io n s

i n  I s r a e l ,  why form al exchange r a t e  changes were used so in f r e q u e n t ly ,

and how and why nonform al exchange r a t e  changes were s u b s t i t u t e d  f o r  

fo rm al changes .  In  th e  i n t e r e s t  o f  h i s t o r i c a l  com pleteness  we w i l l  d i s ­

cuss  th e s e  i s s u e s  from th e  very  b e g in n in g  o f  I s r a e l ' s  e x i s t e n c e .  The 

n e x t  c h a p te r s  w i l l  c o n ta in  the  more fo rm al a n a ly s i s  o f  demand p o l i c i e s  

and th e  b a la n c e  o f  paym ents, w hich f o r  re a so n s  d is c u s s e d  e a r l i e r  w i l l  be 

c o n f in e d  to  th e  p e r io d  between 1956-1973.

The I s r a e l i  pound s t a r t e d  l i f e  in  August 1948 on a  p a r  w i th  th e

pound s t e r l i n g .  However, a  b r o k e n - c r o s s - r a t e  system  e x i s t e d ,  s in c e  th e  

pound s t e r l i n g  was w orth  $4.00 a t  th e  t im e ,  w h ile  th e  I s r a e l i  pound went 

f o r  - on ly  $3 .00 . When th e  B r i t i s h  deva lued  th e  pound s t e r l i n g  i n  S ep t­

ember 1949 to  $2.80 , I s r a e l  used th e  o p p o r tu n i ty  t o  r e p a i r  i t s  broken 

c r o s s - r a t e  system  by m a in ta in in g  p a r  w i th  th e  pound s t e r l i n g ,  w h ile  de­

v a lu in g  on ly  s l i g h t l y  a g a in s t  th e  d o l l a r  to  $2.80 p e r  I s r a e l i  pound.

Thus I s r a e l ' s  f i r s t  d e v a lu a t io n  was ab o u t 7% a g a i n s t  th e  d o l l a r  (and a s ­

s o c ia te d  c u r r e n c i e s ) ,  and 0% a g a in s t  s t e r l i n g  (and a s s o c ia te d  c u r r e n c i e s ) .

The n ex t  form al d e v a lu a t io n  took  p la c e  i n  F eb ruary  1952 w i th  th e  

d e c l a r a t i o n  o f  th e  New Economic P o l i c y .  As d is c u s s e d  p r e v io u s ly ,  a 

m u l t i p l e  e x c h a n g e - ra te  system  was in t ro d u c e d .  T h is  c o n s is te d  o f  th re e  

s e p a r a t e  r a t e s ,  known sim ply  as  A, B, and C. Rate A was s e t  a t  $2.80 

p e r  I s r a e l i  pound, and was known as  th e  o f f i c i a l  r a t e .  Rate B was $1.40 

p e r  pound, and r a t e  C was $1.00 p e r  pound. Even i n  1952 few t r a n s a c t io n s  

were conducted  a t  r a t e  A ( th e  o f f i c i a l  r a t e )  — th ey  were t r a n s a c t e d  in  

g e n e ra l  under  e i t h e r  r a t e s  C o r  B. D uring 1952 and 1953 p ro g re s s iv e
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d e v a lu a t io n s  were q u i e t l y  accom plished by g ra d u a l ly  s h i f t i n g  t r a n s a c t io n s  

from r a t e s  A to  B and then  from B to  G. In  A p r i l  1953 a  new r a t e ,  C-2, 

was e s t a b l i s h e d  a t  55^0 per I s r a e l i  pound. Once a g a in  t r a n s a c t i o n s  were 

r a p i d ly  s h i f t e d  to  t h i s  r a t e ,  and by th e  end o f  1953 t h i s  r a t e  a p p l ie d  

to  most t r a n s a c t i o n s .  In December 1953 r a t e s  A and B were done away 

w i th ,  and r a t e  C was d e c la re d  th e  o f f i c i a l  r a t e ,  a l th o u g h  by t h a t  tim e 

a lm o st  a l l  t r a n s a c t i o n s  were ta k in g  p la c e  a t  r a t e  C-2 (55%0 p e r  pound).

In  August 1954 r a t e  C was a l s o  o f f i c i a l l y  done away w ith  l e a v in g  only 

r a t e  C-2. By J u ly  1955 i t  had dawned on th e  a u t h o r i t i e s  t h a t  only r a t e  

C-2 (55%0 p e r  pound, o r  IL 1 .8 0  per d o l l a r )  was l e f t ,  and so i t  was 

fo rm a lly  e s t a b l i s h e d  t h a t  month as the  o f f i c i a l  r a t e ,  w hich remained in  

e f f e c t  u n t i l  th e  nex t form al d e v a lu a t io n  i n  1962. Thus, from February 

1952 to  m id-1954 th e  t r a n s a c t io n s  r a t e  o f  th e  I s r a e l i  pound f e l l  from 

$2.80  p e r  pound to  55%<? p e r  pound, a f i v e f o l d  in c r e a s e  i n  th e  c o s t  o f  

f o r e ig n  exchange, or a d e v a lu a t io n  of o v er  400%.

The n e x t  form al d e v a lu a t io n  took p la c e  in  F e b ru a ry  1962 when the  

I s r a e l i  pound was re v a lu e d  from IL 1.80 p e r  d o l l a r  to  IL 3 .00  p e r  d o l l a r ,  

a  d e v a lu a t io n  o f  40% (o r  an upward v a lu a t io n  o f  67%). As we w i l l  soon 

s e e ,  however, th e  e f f e c t i v e  d e v a lu a t io n  was much s m a l l e r .  The new r a t e  

o f  IL 3 .0 0  = $1.00  was m a in ta in ed  u n t i l  November 1967 when I s r a e l  f o l ­

lowed th e  14.3% B r i t i s h  d e v a lu a t io n ,  th e re b y  m a in ta in in g  p a r i t y  w i th  

s t e r l i n g  w h ile  d e v a lu in g  17% a g a in s t  th e  d o l l a r .  Thus i n  term s o f  th e  

d o l l a r  th e  I s r a e l i  pound f e l l  from IL 3 .0 0  p e r  d o l l a r  to  IL 3 .50 per 

d o l l a r .  In  a u g u s t  1971, the  pound was deva lued  a n o th e r  16.7% a g a in s t  

th e  d o l l a r  from IL 3 .50  p e r  d o l l a r  to  IL 4 .2 0 .  A f u r t h e r  d e v a lu a t io n  

o f  30% took  p la c e  in  June 1975 w ith  th e  I s r a e l i  pound d e c l in in g  to  

IL 6 .0 0  to  th e  d o l l a r .  Since each major d e v a lu a t io n  was ( d e s p i t e  s t r i c t
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c u r re n c y  c o n t r o l s )  p receeded  by s u b s t a n t i a l  b la c k  m arket s p e c u l a t io n  

a g a i n s t  th e  I s r a e l i  l i r a ,  w ith  th e  r e s u l t i n g  l a r g e  t r a n s f e r s  from the  

p u b l i c  to  th e  s u c c e s s fu l  s p e c u l a t o r s ,  th e  government i n s t i t u t e d  a  p o l ic y  

o f  c r e e p in g  d e v a lu a t io n s ,  n o t  t o  exceed 2% p er  month. I t  was hoped th a t  

t h i s  new method o f  d e v a lu in g  th e  cu r re n c y  g ra d u a l ly  would a t  l e a s t  h e lp  

l i m i t  and c o n ta in  th e  " u n j u s t i f i e d "  e a rn in g s  o f  th e  cu r re n c y  s p e c u la to r s  

and th e  a s s o c i a t e d  lo s s e s  to  th e  t r e a s u r y .  Most r e c e n t l y  in  1976 a 

f u r t h e r  m inor ad ju s tm en t was made by pegging  th e  l i r a  to  a  " b a sk e t"  of 

( i . e . ,  a  w eigh ted  av erag e  o f )  m ajo r  European c u r r e n c ie s  and th e  U.S. 

d o l l a r ,  r a t h e r  th a n  j u s t  to  th e  d o l l a r  a lo n e  as had been  th e  case  up 

t i l l  t h e n .  T h is  was des ig n ed  sim ply to  l i m i t  th e  e f f e c t  o f  changes in  

th e  d o l l a r s 1 v a lu e  r e l a t i v e  to  th e  m ajor European c u r r e n c ie s  on th e  v a lu e  

o f  I s r a e l ' s  cu r re n c y  v i s - a - v i s  th o se  o f Europe. In  o th e r  w ords , I s r a e l  

had been  ta k e n  by s u r p r i s e  s e v e r a l  tim es by th e  unexpected  s t r e n g t h  o f 

th e  d o l l a r  w hich tended to  r a i s e  th e  v a lu e  o f  th e  I s r a e l i  l i r a  in  terras 

o f  European c u r r e n c ie s  th u s  h u r t i n g  I s r a e l ' s  European e x p o r t s .  Pegging 

th e  l i r a  to  a b a sk e t  o f c u r r e n c ie s  would s h a rp ly  red u ce  any f u tu r e  

f l u c t u a t i o n s .

Looking o n ly  a t  th e  form al I s r a e l i  d e v a lu a t io n s  i s  h ig h ly  m is le a d ­

in g ,  however. U n t i l  th e  Yom Kippur War o f 1973, form al d e v a lu a t io n s  

were few and f a r  betw een. But to  c a l c u l a t e  th e  e f f e c t i v e  exchange r a t e  

a c c o u n t  must be tak en  o f  im port t a r i f f s  and e x p o r t  s u b s i d i e s .  The d a ta  

shows t h a t  th e s e  were m an ipu la ted  betw een form al d e v a lu a t io n s  to  c r e a te  

a  c o n t in u o u s  e f f e c t i v e  d e v a lu a t io n  which would e v e n tu a l ly  be fo rm alized  

by an  o f f i c i a l  d e v a lu a t io n .  Upon form al d e v a lu a t io n ,  th e  nonform al com­

p o n en ts  would be d r a s t i c a l l y  reduced , to  s h a rp ly  reduce  th e  e f f e c t  o f  the  

change on th e  e f f e c t i v e  r a t e  o f  exchange.'*'
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The 1962 upward r e v a l u a t i o n  (IL 1 .80  to  IL 3 .00 p e r  d o l l a r )  o f  

67% i s  a  good i l l u s t r a t i o n  o f  th e  above p o in t .  While th e  fo rm al d e ­

v a l u a t i o n  was indeed  c lo s e  to  67%, th e  in c r e a s e  i n  th e  av e ra g e  e f f e c t i v e  

r a t e  o f  exchange for. e x p o r ts  was only  abou t 13%. This was th e  r e s u l t  o f  

th e  a b o l i t i o n  o f  most e x p o r t  s u b s id ie s  t h a t  had been s lo w ly  i n c r e a s in g  

i n  th e  y e a r s  p r i o r  to  th e  d e v a lu a t io n .  On th e  im port s id e ,  t a r i f f s  

w ere reduced  enough to  keep th e  e f f e c t i v e  r i s e  i n  r a t e s  down to  a b o u t  

37%, r a t h e r  th a n  th e  o f f i c i a l  67%. This  same p a t t e r n  r e p e a te d  i t s e l f  

(on a s m a l l e r  s c a l e )  d u r in g  th e  s m a l le r  d e v a lu a t io n s  o f  November 1967 

and A ugust 1971. The nonform al components o f  th e  exchange r a t e  was i n  

e f f e c t  m a n ip u la te d  ( p r im a r i ly  th ro u g h  e x p o r t  s u b s i d i e s ,  w hich were a b ­

o l i s h e d  o r  reduced  d u r in g  fo rm al d e v a lu a t io n s )  as  a  s u b s t i t u t e  f o r  

fo rm al d e v a lu a t io n .  Thus, c o n t r a ry  to  th e  im p ress io n  one g e t s  by f o c u s ­

in g  on th e  few fo rm al d e v a lu a t io n s ,  t h e r e  was r e a l l y  a  c o n s ta n t  con-

2t in u o u s  d e v a lu a t io n  i n  p ro g re s s  d u r in g  t h i s  p e r io d .

D e v a lu a t io n  th e n  was a r e l a t i v e l y  s t a b l e  and con tinuous  p ro c e ss  

( p r i o r  to  th e  Yom Kippur War o f  1 9 7 3 ) , - and was execu ted  by a  p ro c e ss  o f  

r a i s i n g  e x p o r t  s u b s id i e s  in  th e  y e a r s  between form al d e v a lu a t io n s  and 

th e n  s h a rp ly  r e d u c in g  o r  even a b o l i s h in g  them w i th  announcement o f  a  

fo rm al d e v a lu a t io n .  Why was such  a  cumbersome method o f  d e v a lu a t io n  

em ployed, e s p e c i a l l y  when i t  o b v io u s ly  would tend  to  in c r e a s e  the  d eg ree  

o f  d i v e r s i f i c a t i o n  and d i s c r i m i n a t i o n  invo lved  i n  th e  e x c h a n g e - ra te  

system ? T h is  q u e s t io n  ta k e s  on added s ig n i f i c a n c e  when i t  i s  r e c a l l e d  

t h a t  I s r a e l  i s  so sm a ll  a  t r a d in g  e n t i t y  on th e  world scene  t h a t  i t  had 

l i t t l e  to  f e a r  t h a t  a  form al d e v a lu a t io n  would induce i t s  t r a d in g  p a r t ­

n e r s  to  r e c i p r o c a t e .

P ro b a b ly  one o f  th e  most im p o r ta n t  rea so n s  f o r  d e v a lu in g  in  t h i s
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in fo rm al manner was to  av o id  to o  r a p id  a r a t e  o f  growth i n  the  money 

su p p ly ,  which cou ld  have r a i s e d  a g g re g a te  demand enough to  undo the 

form al d e v a lu a t io n .  From 1957 on , r e c i p i e n t s  o f  German r e s t i t u t i o n  

payments were p e rm it te d  to  keep p a r t  o f  t h e i r  r e c e i p t s  in  f o re ig n  ex­

change d e p o s i t s  o r  (which amounts a lm o st t o  th e  same th in g )  d e p o s i ts  

denominated in  f o r e ig n  exchange. At f i r s t  th e s e  d e p o s i t s  were o f  minor 

im p o rtan ce , b u t  d u r in g  th e  1 9 6 0 's  (w ith  th e  sh a rp  in c r e a s e  o f  German 

p e r so n a l  r e s t i t u t i o n  payments) th e s e  d e p o s i t s  became a very  im portan t 

economic f a c t o r .  F or  exam ple, i n  1957, th e  r a t i o  o f  th e se  d e p o s i t s  to
t

th e  money supp ly  was on ly  3.9%, i n  1962 i t  was 43.5%, i n  1967 i t  was

63.1%, in  1970 i t  was 88.7%, and by 1971 i t  had su rp a sse d  th e  money
3

supp ly  i t s e l f ,  b e in g  eq u a l  to  110.2% o f  th e  money supply.1

I t  can now be u n d e rs to o d  why th e  I s r a e l i  a u t h o r i t i e s  were so r e ­

l u c t a n t  to  u n d e r ta k e  fo rm al d e v a lu a t io n s .  Any fo rm al d e v a lu a t io n  would 

have a u to m a t ic a l ly  in c r e a s e d  th e  v a lu e  ( i n  term s o f  I s r a e l i  l i r a )  of 

th e  fo re ig n -ex ch an g e  d e p o s i t s  by th e  p r o p o r t io n  o f  th e  d e v a lu a t io n .

This would have made h o ld e r s  o f  th e s e  d e p o s i t s  w e a l t h i e r  w i th  th e  r e ­

s u l t i n g  in c r e a s e  i n  t h e i r  p r o p e n s i ty  to  consume, th u s  r a i s i n g  ag g reg a te  

demand. Secondly , a  p o r t f o l i o  a d ju s tm e n t  would tak e  p la c e  i n  th e  form 

o f  a s h i f t  away from ( th e  now e x c e s s )  l i q u i d  a s s e t s  to  r e a l  a s s e t s  ( a t  

l e a s t  i n  p a r t ) ,  th u s  f u r t h e r  in c r e a s in g  a g g re g a te  demand. And l a s t ,  

b u t  c e r t a i n l y  n o t  l e a s t ,  th e  above e x p e n d i tu re s  n e c e s s i t a t e  the  con­

v e r s io n  o f  th e  fo re ig n -e x c h a n g e  d e p o s i t s  to  I s r a e l i  c u rren cy  d e p o s i t s ,  

th e re b y  in c r e a s in g  th e  l i q u i d i t y  o f  th e  bank ing  system  and in c re a s in g  

th e  money supp ly  th ro u g h  th e  money m u l t i p l i e r  w i th  a l l  th e  im p l ic a t io n s  

which t h a t  has f o r  a g g re g a te  demand and f o r  th e  p r i c e  l e v e l .  In  p r in ­

c i p l e  th e se  developm ents  cou ld  have been  co u n te re d  and o f f s e t  by a
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s u f f i c i e n t l y  t i g h t  f i s c a l  and monetary p o l i c y .  In  th e  case  o f I s r a e l ,  

however, a  com bination  o f  f a c t o r s  which w i l l  be d isc u sse d  l a t e r  have 

c o n t r ib u te d  to  making th e  government u n w i l l in g  and p o s s ib ly  unable  to 

ta k e  m easures extreme enough to  o f f s e t  th e  m ajor f i s c a l  and monetary 

ex p an s io n ary  e f f e c t s  in h e r e n t  in  a  fo rm al d e v a lu a t io n .  I t  was th e r e f o r e

f e l t  t h a t  form al d e v a lu a t io n s  shou ld  be used in f r e q u e n t ly ,  w h ile  a t  th e

same tim e m a in ta in in g  I s r a e l ' s  c o m p e t i t iv e  a b i l i t y  by 

s u b s id ie s  a s  n e c e s s a ry .

TABLE 3 .1

FOREIGN-EXCHANGE DEPOSITS OF LOCAL RESIDENTS. 1957

in c re a s in g  e x p o r t  

-1971

YEAR END-OF YEAR VALUE 
(IL m i l l io n )

(1)

RATIO TO MONEY
SUPPLY
(per  c e n t )

(2>

RATIO TO ANNUAL 
GNP 

(p e r  c e n t )
(3)

1957 23 3 .9 0 .8

1958 38 5 .8 1 .1

1959 85 11 .7 2 .2

1960 174 19.8 4 .0

1961 247 25.5 4 .7

1962 547 43 .5 8 .7

1963 633 39.3 8 .4

1964 780 45 .7 8 .9

1965 965 50.8 9.2

1966 1124 56.0 9.8

1967 1601 63.1 13 .4

1968 1924 66 .4 13.7

1969 2498 84.1 15.7

1970 3000 88.7 16 .3

1971 4783 110.2 2 1 .0

Source : M ichaely , M ichael,  F o re ig n  Trade Regimes & Economic Development:

I s r a e l ,  N a t io n a l  Bureau o f  Economic R esea rch , 1971, p .  131.
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This f e a r  o f  monetary e x p lo s io n  took on an e x t r a  d im ension a f t e r  

January  31, 1958. Up t i l l  th e n ,  d e p o s i t s  o f  b o th  I s r a e l i  and fo re ig n  

c u r r e n c ie s  were t r e a te d  a l i k e ,  in  t h a t  they  b o th  r e q u i r e d  th e  same 

bank r e s e rv e s  and thus c o n t r ib u te d  e q u a l ly  t o  c r e d i t  expan s io n . How­

e v e r ,  a f t e r  t h i s  d a te  a d i s t i n c t i o n  was made betw een d e p o s i t s  denomin­

a te d  in  I s r a e l i  cu rrency  f o r  which normal r e s e r v e  re q u ire m e n ts  had to

be m a in ta in e d ,  and those  deriominated i n  f o r e ig n  c u r re n c y  f o r  which 100%
4

r e s e r v e s  were now r e q u i r e d .  Thus w h ile  d e p o s i t s  (from  German r e s t i ­

t u t i o n  paym ents, e t c . )  o f  f o r e ig n  exchange w ere k e p t  i n  t h a t  form in  

th e  s p e c i a l  f o r e ig n  exchange acco u n ts  (known in  I s r a e l  as PAZAK and 

TAMA.M), they  would be com ple te ly  s t e r i l i z e d  by th e  100% l i q u i d i t y  r e ­

q u ire m e n t.  I f ,  however, th e y  were to  be exchanged f o r  d e p o s i t s  denomin­

a te d  i n  I s r a e l i  cu rrency  i t  would have had an  e x p lo s iv e  e f f e c t  on th e  

l i q u i d i t y  o f  th e  banking system . The a u t h o r i t i e s  f e l t  t h a t  as  long  as 

e x p e c ta t io n s  o f  d e v a lu a t io n  were t o  e x i s t ,  p e o p le  would be r e l u c t a n t  to  

s w i tc h  i n t o  I s r a e l i  c u r re n c y ,  whereas a f t e r  a  m ajor d e v a lu a t io n  t h i s  

r e lu c ta n c e  would be s u b s t a n t i a l l y  d im in ish e d .

A lthough t h i s  d e s i r e  t o  avoid  e x p lo s iv e  m onetary  growth was c e r ­

t a i n l y  a m ajor c o n s id e r a t io n  o f  th e  a u t h o r i t i e s ,  and undoubted ly  he lped  

induce them to  avo id  formal d e v a lu a t io n s ,^  i t  i s  c e r t a i n  t h a t  th e re  

were o th e r  c o n s id e ra t io n s  r e i n f o r c i n g  th e  d e s i r e  to  avo id  form al d e ­

v a lu a t io n s  as long as  p o s s i b l e .  These o th e r  c o n s id e r a t io n s  were by no 

means unique to  I s r a e l ,  b u t  were o f  im portance  even i n  th e  developed and 

i n d u s t r i a l i s e d  n a t io n s  d u r in g  the  p e r io d  of f ix e d  exchange r a t e s  p r i o r  

t o  1971.

One m ajor c o n s id e r a t io n  i n  a v o id in g  fo rm al d e v a lu a t io n s  was to  

l i m i t  p e rc e iv e d  i n f l a t i o n .  A form al d e v a lu a t io n  would in c r e a s e  the
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l o c a l  p r i c e  o f im ported  goods (which were and s t i l l  a r e  a  v e ry  s i g n i f i ­

c a n t  p a r t  o f  t o t a l  consumption goods), thereby d r i v i n g  up th e  consumer 

p r i c e  in d e x .  T h is  in  tu r n  would be followed by c o s t - p u s h  p r i c e  in c r e a s e s  

a s  I s r a e l i  la b o r  ( m i l i t a n t ,  pow erfu l,  and o rg a n iz e d )  fo u g h t  to  keep up.

I  r e f e r  to  t h i s  a s  l i m i t i n g  'p e rc e iv e d '  i n f l a t i o n  s in c e  i n  r e a l i t y  th e  

d e v a lu a t io n  would be m erely  confirm ing  previous l o c a l  i n f l a t i o n  and 

b r in g in g  f o r e ig n  p r i c e s  i n  terms o f  loca l c u r re n c y  in to  a l ig n m e n t  w i th  

t h e  ch eap er  l o c a l  c u r re n c y .  Thus p r ic e  in c re a se s  b ro u g h t  on by t h i s  

ty p e  o f  d e v a lu a t io n  a r e  n o t  th e  cause  of i n f l a t i o n ,  bu t t h e  r e s u l t  o f  

p re v io u s  i n f l a t i o n .  Not d ev a lu in g  i s  a subsidy f o r  im p o rts  and s e rv e s  

t o  e x p o r t  ab road  p a r t  o f  th e  l o c a l  in f l a t i o n .  N e v e r t h e l e s s ,  appearances  

a r e  o f te n t im e s  more im p o rtan t  th an  r e a l i t y .  A fo rm a l  d e v a l u a t i o n  w i th  

i t s  p e rc e iv e d  i n f l a t i o n a r y  impact could induce s e r i o u s  l a b o r  c a tc h -u p  

p r e s s u r e ,  and th u s  i t s  avo idance became d e s i r a b l e .  The m ethod used was 

t o  avoid  fo rm al d e v a lu a t io n  f o r  len g th y  periods o f  t im e, w h i l e  a t  th e  

same tim e a b o l i s h in g  th e  im port subsidy  and e x p o r t  p e n a l ty  by ta x in g  

im p o rts  and s u b s id i z in g  e x p o r t s .

A no ther  c o n s id e r a t i o n  beh ind  the  policy o f  a v o id in g  fo rm a l  d e v a lu a ­

t i o n s  f o r  a s  long  as  p o s s ib le  m ight have been t h e  d e s i r e  t o  p r o j e c t  an  

image o f  a  s t a b l e  co u n try  w ith  a s t a b l e  currency t o  a t t r a c t  f o r e ig n  

c a p i t a l  in f lo w s .  I s r a e l  always d e s i r e d  and a t te m p te d  to  a t t r a c t  f o r e ig n  

in v e s tm e n ts  (a l th o u g h  i t s  s o c ia l  i s  t i c a l l y - o r i e n t e d  b e a u ra c r a c y  o f t e n  

su cceed ed  i n  f r u s t r a t i n g  t h i s  d e s i r e ) ,  and the  knowledge t h a t  they  could  

r e p a t r i a t e  t h e i r  h o ld in g s  a t  th e  same ra te  of exchange  w ould  c e r t a i n l y  

b e  en co u rag in g  to  p o t e n t i a l  f o re ig n  in v e s to rs .  S i m i l a r l y  t h e  f e a r  o f  

fo r th c o m in g  d e v a lu a t io n s  would tend  to  d iscourage  f o r e ig n  in v e s tm e n t .

Thus a b a la n c e  had to  be s t r u c k .  Too many d e v a lu a t io n s  a n d  an  image o f
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an  u n s ta b le  c u r re n c y  i s  g e n e ra te d .  Too few d e v a lu a t io n s  and d e v a lu a ­

t i o n  e x p e c ta t io n s  cou ld  be g e n e ra te d ,  which a l s o  would be in im ic a l  to  

c a p i t a l  in f lo w s .

F i n a l l y ,  t h e r e  i s  th e  e v e r - p r e s e n t  p o l i t i c a l  a s p e c t .  The p u b l ic  

o f t e n  te n d s  to  i n t e r p r e t  a d e v a lu a t io n  as  a s ig n  o f  governm ental m is ­

management. A f t e r  a l l ,  our cu r re n c y  i s  g e t t i n g  cheaper and so our 

government must be do ing  som ething  wrong. Once a g a in  th e  p e r c e p t io n  o f  

r e a l i t y  i s  o f t e n  more im p o r ta n t  th a n  th e  r e a l i t y  i t s e l f .  I f  t h i s  i s  how 

th e  v o t in g  p u b l i c  r e a c t s  to  form al d e v a lu a t io n s  then  th e  e l e c t e d  o f ­

f i c i a l s  w i l l  be v e ry  r e l u c t a n t  to  u n d e r ta k e  one. B e l t e r  t o  d ev a lu e  

q u i e t l y  and in fo rm a l ly  th rough  ta x e s  and s u b s id ie s  (even w ith  th e  a s ­

s o r t e d  d i s t o r t i o n s ,  i n e f f i c i e n c i e s ,  and m is a l l o c a t i o n  o f r e s o u rc e s  t h a t  

t h i s  i m p l i e s ) ,  th a n  r i s k  th e  i r e  o f  an a ro u sed  e l e c t o r a t e .  Thus f o r  a l l  

th e s e  r e a s o n s ,  in  th e  p e r io d  p r i o r  to  th e  Yom Kippur War fo rm al d e v a lu a ­

t i o n s  w ere few and f a r -b e tw e e n ,  a l th o u g h  i m p l i c i t  changes i n  th e  exchange 

r a t e  w ere c o n t in u o u s ly  t a k in g  p l a c e .
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CHAPTER IV

OVERVIEW OF THE ISRAELI MONETARY EXPERIENCE 

From th e  tim e o f  I s r a e l ' s  c r e a t i o n ,  th e  S t a t e ' s  economy was f u n c t io n ­

in g  under c o n d i t io n s  o f  ex cess  demand, caused by an i n a b i l i t y  to  co m p le te ly  

f in a n c e  th e  heavy s e c u r i t y  burden  and th e  heavy immigrant a b s o rp t io n  

b u rden  th ro u g h  t a x e s ,  bo rrow ing , and g i f t s  a lo n e .  The Bank o f  I s r a e l  had 

t o  make up th e  d i f f e r e n c e  by i n  e f f e c t  p r i n t i n g  money, which had th e  u su a l  

e f f e c t s  on th e  b ank ing  system  th ro u g h  th e  money m u l t i p l i e r .  In  a d d i t i o n ,  

by 1958 f o r e ig n  c u r re n c y  accu m u la t io n s  ( i n  no sm all p a r t  caused by German 

r e p a r a t i o n  paym ents) became a n o th e r  m ajor sou rce  o f l i q u i d i t y .  The goal 

o f  th e  m onetary p o l i c y  o f  th e  Bank o f  I s r a e l  was to  t r y  to  c o n ta in  th e se  

f o r c e s  from c r e a t i n g  runaway l i q u i d i t y  and h ig h  r a t e s  o f  i n f l a t i o n . ^ - 

T h is  goa l was n o t  easy  f o r  th e  Bank o f  I s r a e l  to  ach iev e  f o r  rea so n s  which 

we w i l l  now tu r n  our a t t e n t i o n  t o .

For most o f  th e  p e r io d  under  d i s c u s s io n  th e  on ly  m onetary to o l  a v a i l ­

a b l e  to  th e  c e n t r a l  bank was s e t t i n g  th e  minimum r e s e rv e  r e q u ire m e n ts ,

( th e  T re a su ry  d i d n ' t  t r a n s f e r  c o n t r o l  o f  th e  S hort Term Loan to  th e  Bank 

o f  I s r a e l  f o r  use  i n  open m arket o p e ra t io n s  u n t i l  November 1966) and i t  

was d i f f i c u l t  to  s e t  th e  e x t r a o r d i n a r i l y  h ig h  r e se rv e  re q u irem en ts  n ec ­

e s s a r y  to  c o n t r o l  th e  f lo o d  o f  l i q u i d i t y .  Extremely h ig h  r e s e r v e  r e ­

q u ire m e n ts  r e s u l t e d  i n  a  tendency  f o r  f i n a n c i a l  a c t i v i t i e s  to  be u n d er­

ta k e n  o u t s id e  th e  b ank ing  system  in  a l t e r n a t e  frameworks over  which th e r e  

was no c o n t r o l  a t  a l l .  T h is  was e s p e c i a l l y  t r u e  in  th e  p e r io d  p r i o r  to

1970 when a b la c k  money m arket e x i s t e d  anyway due to  th e  l e g a l  c e i l i n g
2

on i n t e r e s t  r a t e s .

The ex trem e ly  h ig h  r e s e r v e  r a t e s  t h a t  th e  c e n t r a l  bank m ight have 

d e s i r e d  to  e s t a b l i s h  was p o l i t i c a l l y  very  d i f f i c u l t  to  impose. O bviously ,
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th e  banking  i n s t i t u t i o n s  whose p r o f i t s  would be reduced by h ig h er  r e ­

se rv e  re q u ire m e n ts  w ere f i rm ly  opposed to  such a c t i o n .  Other s e c to r s  o f  

th e  economy in c lu d in g  i n d u s t r y ,  s e r v i c e s ,  e t c .  were e q u a lly  opposed.

Each f i rm  and in d u s t r y  would see  th e  economic p i c tu r e  from i t s  narrow 

m icro  v iew . I t  i s  t r y i n g  t o  grow and expand and f o r  some u n c le a r  reaso n  

th e  monetary a u t h o r i t i e s  a r e  t r y i n g  to  make c r e d i t  d i f f i c u l t  to  o b ta in  

and th u s  th w ar t  th e  in te n d e d  e x p an s io n .  Of course  from the  macro p o in t  

o f  view th e r e  were no r e a l  unemployed re so u rc e s  l e f t  fo r  th e  in tended 

expansions  and f u r n i s h in g  th e  d e s i r e d  c r e d i t  would only d r iv e  up the  

p r i c e  l e v e l .  But th e  a f f e c t e d  s e c t o r s  w o u ld n 't  see  i t  from the macro 

p o in t  o f  v iew , and th e y  would b r in g  t h e i r  p o l i t i c a l  c lo u t  t o  bear  a g a in s t  

th e  Bank o f  I s r a e l .  In  some o th e r  c o u n t r ie s  t h a t  k ind  o f  p re ssu re  

w o u ld n 't  move th e  m onetary a u t h o r i t i e s  from t h e i r  in tended  course by one 

i o t a .  In  I s r a e l ,  however, e v e ry th in g  b o i l s  down to  p o l i t i c s ,  c lo u t ,  

whom you know, and how loud you s c r e a n .  Thus th e  f e a r  o f  a n tag o n iz in g  

th e  b u s in e s s  community o f te n  p re v e n te d  th e  Bank o f  I s r a e l  from ta k in g  

th e  k in d  o f  s t r i n g e n t  s te p s  t h a t  i t  d e s i r e d  t o ,  th e  kind o f  s te p s  t h a t  

i t  knew i t  r e a l l y  sh o u ld  ta k e  f o r  th e  h e a l t h  o f  th e  economy.

The m onetary a u t h o r i t i e s  were a l s o  c o n s t r a in e d  by th e  f e a r  t h a t

h ig h e r  i n t e r e s t  r a t e s  m ight a t t r a c t  s i g n i f i c a n t  amounts o f  s h o r t  term 

f o r e ig n  c a p i t a l  ( e s p e c i a l l y  in  th e  l a t e r  y e a rs  w ith  th e  l i b e r a l i z a t i o n  

o f  c o n t r o l s  on f o r e ig n  c u r re n c y ) ,  thus  a g g ra v a t in g  th e  very  c o n d i t io n  

they  were t r y i n g  to  c o n s t r a i n .  T h is  was e s p e c i a l l y  dangerous in  p e r io d s  

o f  time when t h e r e  was no e x p e c ta t io n  o f  d e v a lu a t io n .

A nother c o n s t r a i n t  on th e  a b i l i t y  o f th e  Bank o f  I s r a e l  to  accom plish

i t s  g o a ls  was th e  governm en t 's  c r e d i t  p o l i c y ,  f i r s t  e s ta b l i s h e d  in  1950.

That p o l ic y  c o n s i s t e d  o f  s u b s id i z in g  p r e f e r r e d  s e c to r s  o f  the  economy



th rough  a p o l ic y  o f  d i r e c t e d  c r e d i t  a t  a r t i f i c i a l l y  low r a t e s  o f  i n t e r ­

e s t ,  (we w i l l  have o c c a s io n  to  r e t u r n  to  t h i s  p o l ic y  in  g r e a t e r  depth  

when d i s c u s s in g  r e s e r v e  re q u ire m e n ts  and how t h i s  p o l ic y  o f  'd i r e c t e d  

c r e d i t '  a f f e c t e d  th e  l i q u i d i t y  o f  the  banking  system  and the  c a l c u l a ­

t i o n  o f  i t s  r e s e r v e  r e q u ire m e n ts )  and was determ ined  n o t  by the c e n t r a l  

bank b u t  by a d m i n i s t r a t i v e  f i a t .  Thus, a t te m p ts  to  t i g h t e n  the  r a t e  o f  

growth o f  l i q u i d i t y  i n  th e  economy would on ly  a f f e c t  f r e e  n o n -d ir e c te d  

bank c r e d i t .  C o n tro l  o f  th e  q u a n t i t y  o f  d i r e c t e d  c r e d i t  could  on ly  be 

accom plished  th ro u g h  long  and drawn o u t  n e g o t i a t io n s  between th e  Bank 

o f  I s r a e l  and v a r io u s  government o f f i c e s .  In  t h i s  manner, every  a t tem p t 

to  c o n t r o l  th e  q u a n t i t y  o f  d i r e c t e d  c r e d i t  became a p o l i t i c a l  s t r u g g le  

between th o se  borrow ers  who d e s i r e d  t o  r e c e iv e  t h i s  c r e d i t  and th e  

c e n t r a l  b a n k 's  d e s i r e  to  r e s t r a i n  i t .  In  many in s ta n c e s  t h i s  r e s u l t e d  

i n  a  compromise u n s a t i s f a c t o r y  from th e  p o in t  o f  view o f  th e  Bank o f 

I s r a e l . ^

Minimum R eserve R equirem ents

As has been p o in te d  o u t ,  th ro u g h o u t  most o f  I s r a e l ' s  h i s to r y  changes 

i n  r e q u i re d  r e s e r v e s  was th e  key to o l  used by th e  m onetary a u t h o r i t i e s  

to  r e g u l a t e  m onetary  g row th . H i s t o r i c a l l y ,  t h i s  to o l  was used as fo llow s

(1) In  November 1950, r e s e r v e  req u irem en ts  o f  45% were e s ta b l i s h e d  

on check ing  acco u n t b a la n c e s  and tim e d e p o s i t s  o f  l e s s  th a n  e ig h te e n  

months d u r a t io n .

(2) Beginning  in  March 1951, r e s e r v e  req u irem en ts  were r a i s e d  to  

50%, w ith  m arg in a l  r e s e r v e  re q u ire m e n ts  on a d d i t i o n a l  d e p o s i t s  s e t  a t  

th e  r a t e  o f  75%. This  m a rg in a l  r a t e  was r a i s e d  to  90% in  A p r i l  o f  1952.

(3) The e s ta b l i s h m e n t  o f  th e  Bank o f  I s r a e l  a t  the  end o f 1954 

b ro u g h t  ab o u t s e v e r a l  changes i n  r e s e r v e  re q u ire m e n t  p o l i c y .  For the
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f i r s t  t im e ,  r e s e rv e  d e f i c i e n c i e s  were pun ished  by a f in e  o f  seven  p e r ­

c e n t  o f  th e  d e f i c i e n c y .  D ep o s its  a t  th e  Bank o f  I s r a e l  were in c lu d ed  as 

p a r t  o f  th e  b a n k 's  l i q u i d  r e s e r v e s .  I t  shou ld  be n o te d ,  however, t h a t  

t i l l  th e  end o f  1957, th e  Bank o f  I s r a e l  was n o t  a c t i v e l y  u s in g  minimum 

r e s e r v e  re q u ire m e n ts  a s  a n  in s t ru m e n t  o f  monetary p o l i c y .  R a th e r  i t  was 

used  as  a  means o f a s s u r in g  b an k in g  s t a b i l i t y .

(4) In  January  1958 s e v e r a l  m ajor changes came in t o  e f f e c t .  M ini­

mum r e s e r v e  re q u irem en ts  were made an e x p l i c i t  t o o l  o f  m onetary  p o l i c y ,  

and th e  f i n e  f o r  l i q u i d i t y  d e f i c i e n c i e s  was r a i s e d  to  10%. M arginal 

l i q u i d i t y  re q u irem en ts  were r a i s e d  to  58%, and to  100% on f o r e ig n  c u r ­

rency  d e p o s i t s  ( in  an  a t te m p t  to  s t e r i l i z e  th e  l a r g e  in f lo w s  in  f o re ig n  

cu r re n c y  and p re v e n t  them from in d u c in g  a  l i q u i d i t y  e x p lo s io n ) ,  and a 

maximum l i m i t  l i q u i d i t y  exem ptions ( p r im a r i ly  f o r  d i r e c t e d  c r e d i t  no t 

r e q u i r i n g  l i q u i d  co v er)  was s e t  a t  20% o f  t o t a l  o rd in a ry  d e p o s i t s  which 

r e q u i r e d  r e g u la r  l i q u i d  r e s e r v e s .

(5) From 1961 th ro u g h  th e  mid 1 9 7 0 's  b o th  th e  fo rm al r e s e r v e  r e ­

qu irem en ts  and th e  l e v e l  o f  l i q u i d i t y  exem ptions p e rm it te d  were a d ju s te d

upwards and downwards in  acco rd an ce  w i th  th e  need a t  th e  t im e .  By the

4e a r l y  1970 's  th e  fo rm al r a t e  had reach ed  72%.

I n t e r e s t  C e i l in g s

An i n t e r e s t i n g  f a c e t  o f  I s r a e l ' s  economy p r i o r  to  1970 was the  ex­

i s t e n c e  o f  l e g a l  c e i l i n g s  on i n t e r e s t  r a t e s .  T i l l  1957 th e  maximum annual 

r a t e  was s e t  a t  9% in  acco rd an ce  w i th  an  Ottoman s t a t u t e  d a t i n g  back to  

1887. In  March 1957 th e  c e i l i n g  was r a i s e d  to  10% f o r  in d u s t r y  and 

fa rm in g ,  and 11% f o r  c r e d i t  t o  o th e r  s e c t o r s  o f  th e  economy. This  r e ­

s u l t e d  i n  v e ry  low and even n e g a t iv e  r e a l  r a t e s  o f  i n t e r e s t  f o r  most of 

th e  y e a r s  t h a t  t h i s  c e i l i n g  was in  e f f e c t .  O bviously  th e  q u a n t i t y  o f



c r e d i t  demanded f a r  exceeded the  q u a n t i ty  s u p p lie d  a t  th e  l e g a l l y  s e t  

r a t e  o f  i n t e r e s t .  Under th o se  c i rcu m stan ces  we would e x p e c t  a  'b l a c k  

m a rk e t '  f o r  c r e d i t  to  d ev e lo p , and t h i s  i s  e x a c t ly  what took p l a c e .

During th e  1.950's  a  grey  m arket came in to  e x i s te n c e  in  which th e  o b l i g a ­

t i o n s  o f  b o th  p u b l i c  and p r iv a t e  i n s t i t u t i o n s  t ra d e d  a t  r a t e s  o f  i n t e r e s t  

s u b s t a n t i a l l y  above th e  c o n t r o l l e d  r a t e .  By th e  end o f  th e  1 9 5 0 's  t h i s  

p r a c t i c e  had become le g i ta m iz e d  to  such a  deg ree  t h a t  th e  b an k in g  i n s t i ­

t u t i o n s  began  a c t i n g  as  b ro k e rs  by buying and s e l l i n g  th e s e  bonds and 

n o te s  ( f o r  a commission, n a t u r a l l y )  f o r  t h e i r  c l i e n t s ,  d e s p i t e  th e  f a c t  

t h a t  th e  e f f e c t i v e  i n t e r e s t  r a t e s  on th e s e  in s t ru m e n ts  was n o t  i n  com­

p l i a n c e  w i th  l e g a l  i n t e r e s t  c e i l i n g s .

The i n t e r e s t  c e i l i n g  (which were in  e f f e c t  t i l l  March 1970) made 

l i f e  more d i f f i c u l t  f o r  th e  Bank o f  I s r a e l .  S ince  th e  b an k in g  i n s t i t u ­

t i o n s  cou ld  n o t  a v a i l  them selves o f  the  v a r io u s  methods t h a t  deve loped  

to  c ircum ven t th e  l e g a l  r e s t r i c t i o n s  on i n t e r e s t ,  they  had to  le n d  a t  o r  

below  th e  c e i l i n g  r a t e .  These very  low and o f te n  n e g a t iv e  r a t e s  o f  r e a l  

i n t e r e s t  were re c o g n iz e d  by p o t e n t i a l  borrow ers  as b e in g  a f r e e  su b s id y  

(which i n  f a c t  th e y  w e re ) , and th u s  the  clammer f o r  a d d i t i o n a l  bank 

c r e d i t  was c o n s ta n t ly  very  lo u d .  The banks(w hich n a t u r a l l y  c o u l d n ' t  

meet th e  f lo o d  o f  demand f o r  c r e d i t )  would c la im  to  t h e i r  c l i e n t s  t h a t  

they  would be more th a n  happy t o  ex tend  them a d d i t i o n a l  c r e d i t  i f  on ly  

th e  c e n t r a l  bank would make i t  p o s s ib le  by lo w erin g  th e  r e s e r v e  r e q u i r e ­

m en ts . So everyone - -  banks and custom ers - -  ganged up on th e  mean Bank 

o f  I s r a e l  and accused  i t  o f  'ch o k in g  o f f  c r e d i t ' ,  o f  ' s t r a n g e l i n g  th e  

econom y', e t c .  e t c .  These c la im s were c l e a r l y  f a l s e .  I t  i s  q u i t e  p rob­

a b le  t h a t  even an i n f i n i t e  amount o f  c r e d i t  would n o t  have s a t i s f i e d  th e  

demand a t  th e  a r t i f i c i a l l y  m a in ta in ed  nominal r a t e  o f  11% (why? s c e n e r io



-4 2 -

more c r e d i t* * *  h ig h e r  r a t e  o f  i n f l a t i o n * * *  lower r e a l  r a t e  o f  i n t e r e s t  

*** g r e a t e r  demand f o r  c r e d i t ) .  But in  I s r a e l  p o l i t i c a l  c lo u t  c a r r i e s  

much more w e ig h t  th a n  r a t i o n a l  economic a n a l y s i s ,  and so  th e  c e n t r a l  

bank found i t  im p o ss ib le  p o l i t i c a l l y  to  t i g h t e n  c r e d i t  to  th e  e x te n t  

i t  f e l t  n e c e s s a r y .  In  c o n t r a s t ,  when th e  law s e t t i n g  i n t e r e s t  c e i l i n g s  

was f i n a l l y  a b o l i s h e d  i n  1970, c la im s  t h a t  îhe c e n t r a l  bank was "choking 

o f f  c r e d i t "  s to p p ed  b e in g  h e a rd .  In  f a c t  th e  r e v e r s e  took  p la c e !  In ­

s te a d  o f  c o n t r a c t o r s  scream ing  t h a t  they  were g e t t i n g  i n s u f f i c i e n t  

c r e d i t  ( a t  th e  a r t i f i c i a l l y  low r a t e ) ,  now th e  banks were com plain ing  

t h a t  n o t  enough p eo p le  wanted to  borrow ( a t  th e  m arket ra te ) ."*

D uring i t s  e x i s t e n c e ,  th e  i n t e r e s t  r a t e  c e i l i n g  made i t  im p o ss ib le  

f o r  th e  Bank o f  I s r a e l  to  pay banks a h ig h  enough r a t e  o f  i n t e r e s t  on 

t h e i r  e x cess  r e s e r v e s  t o  g iv e  them an in c e n t iv e  n o t  to  ru n  a l i q u i d i t y  

d e f i c i t .  A f t e r  th e  a b o l i t i o n  o f  th e  i n t e r e s t  c e i l i n g s  b o th  the  payments 

f o r  e x cess  r e s e r v e s  and th e  p e n a l t i e s  f o r  r e s e r v e  d e f i c i e n c i e s  were 

r a i s e d  s u f f i c i e n t l y  to  v i r t u a l l y  h a l t  th e  a lm ost c a s u a l  manner in  which 

banks had been  ru n n in g  l i q u i d i t y  d e f i c i t s  i n  th e  p a s t .  I t  was thus w ith  

a s ig h  o f  r e l i e f  t h a t  th e  Bank o f  I s r a e l  g re e te d  th e  a b o l i t i o n  o f  i n t e r e s t  

c e i l i n g s ,  a  goal f o r  which i t  had campaigned f o r  15 y e a r s .

F o re ig n  Exchange

A c q u ir in g  and m a in ta in in g  ad eq u a te  l e v e l s  o f  f o r e ig n  exchange to  

f in a n c e  th e  p e r e n i a l  gap i n  I s r a e l ' s  b a la n c e  o f  payments was always a 

c e n t r a l  o b j e c t i v e  o f  th e  a u t h o r i t i e s .  Success in  t h e i r  o b j e c t i v e ,  how­

e v e r ,  would b r in g  i n  i t s  wake sh a rp  l i q u i d i t y  in c r e a s e s  from the  f o re ig n  

c u r re n c y  in f lo w .  This  problem  became p a r t i c u l a r l y  s e v e re  i n  the  l a t e  

1 9 5 0 's  when German r e p a r a t i o n  payments began to  assume m ajor p ro p o r t io n s .  

One s o l u t i o n  t h a t  was d e v ise d  was th e  e s t a b l i s h i n g  o f  s p e c i a l  accoun ts



-43 -

(known as  "PAZAK" and "TAMAM") f o r  the  s o le  use  o f  r e c i p i e n t s  of r e s t ­

i t u t i o n  payments. These acc o u n ts  pa id  a h ig h  r a t e  o f  r e t u r n ,  were tax  

f r e e ,  and were indexed to  th e  exchange r a t e ,  (To avoid  con fusion  i t  

so u ld  be p o in te d  o u t  t h a t  a  "PAZAK(B)" acco u n t was a l s o  s e t  up fo r  non­

r e c i p i e n t s  o f  r e s t i t u t i o n  payments who had th e  r i g h t  to  m a in ta in  fo re ig n  

cu rren cy  d e p o s i t s  f o r  some o th e r  r e a so n .  T his  accoun t never equa lled  

20% o f  th e  r e g u la r  "PAZAK" a c c o u n t ) . The r a p id  growth o f  th ese  accounts  

proved how s u c c e s s fu l  t h i s  method o f  d i v e r t i n g  t h a t  p o t e n t i a l  l i q u i d i t y .  

S ince  they were d e p o s i te d  co m p le te ly  w ith  th e  Bank o f  I s r a e l  they could 

n o t  c o n t r ib u te  to  monetary grow th . On the  o th e r  hand, by the  l a t e  6 0 's  

t h e i r  v a lu e  was g r e a t e r  th a n  th e  m onetary b ase  i t s e l f ,  and the  c e n t r a l  

bank was f o r e v e r  d e v is in g  p l o t s  to  make i t  a t t r a c t i v e  f o r  th e  owners of
g

th e s e  b a la n c e s  to  m a in ta in  them and no t c o n v e r t  them in to  I s r a e l i  L i r a .  

S ince  e x p e c ta t io n s  o f  d e v a lu a t io n s  was an in c e n t iv e  no t to  co n v e r t ,  the 

a u t h o r i t i e s  t r i e d  to  av o id  fo rm al d e v a lu a t io n s  as  much as p o s s ib le .

A f t e r  a l l ,  a f t e r  a  d e v a lu a t io n  e x p e c ta t io n s  o f  a upcoming d e v a lu a t io n  

tend  t o  be weak and peop le  would be more tempted to  c o n v e r t  p a r t  o f  

t h e i r  h o ld in g s  to  I s r a e l i  L i r a  acco u n ts  ( th u s  add ing  to  th e  l i q u i d i t y  

o f  t h e  banking  system ) .

Open Market O pera tions

The I s r a e l i  T re a su ry  began i s s u in g  s h o r t - t e r m  b i l l s  denominated in  

I s r a e l i  cu r re n c y  in  J u ly  1960. For th e  n ex t  s i x  y e a rs  th e se  t r e a s u ry  

b i l l s  were used sim ply  to  r a i s e  s h o r t - t e r m  funds f o r  th e  government, 

and they  were n o t  u t i l i z e d  a t  a l l  a s  a  consc ious  in s tru m en t of monetary 

p o l i c y .  A f te r  y e a r s  o f  p r e s s u r e  and p le a s  from the  Bank o f I s r a e l  an 

agreem ent was reached  i n  November 1966 in  which th e  T reasu ry  agreed to 

tu r n  over c o n t r o l  o f  p u rch ases  and s a le s  o f  th e s e  s h o r t - t e r m  b i l l s  to
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the  c e n t r a l  ban k .^  This was a very  im p o r ta n t  advance i n  the  dev e lo p ­

ment o f  m onetary c o n tro l  i n  I s r a e l ,  s i n c e  t i l l  th e n  the  only  major 

p o l ic y  in s tru m en t a v a i l a b le  was th a t  o f  m a n ip u la t in g  th e  minimum 

r e s e rv e  r e q u ire m e n ts .  One can say w i th o u t  f e a r  o f  e x a g g e ra t io n  th a t  

a t te m p ts  to  f in e - tu n e  an economy w ith  o n ly  one m onetary to o l  a r e  un­

l i k e l y  to meet w ith  overwhelming s u c c e s s .  In th e  case  o f  I s r a e l ,  the 

monetary a u t h o r i t i e s  were more concerned  w ith  m a in ta in in g  some c o n t ro l  

over th e  economy th a n  in  t r y in g  to  accom plish  th e  im p o ss ib le  dream o f  

f i n e - t u n i n g  i t .  Thus the  r e c e i p t  of an a d d i t i o n a l  p o l ic y  in s tru m en t 

was g re e te d  w i th  u n b r id e le d  en thusiasm  by the  c e n t r a l  bank .

At f i r s t  open market o p e ra t io n s  w ere  unable  to  p la y  th e  m ajor r o l e  

t h a t  such o p e ra t io n s  perform  in  th e  more developed  econom ies. The under­

developed s t a t e  o f  the  I s r a e l i  s e c u r i t i e s  market was one m ajor o b s ta c le .  

In a d d i t i o n ,  most o f  the s h o r t - t e r m  s e c u r i t i e s  s o ld  were bought by 

households  and sm all firm s (and i n  sm all d e n o m in a t io n s ) .  The l a r g e  

f i n a n c i a l  i n s t i t u t i o n s  bought v e ry  l i t t l e  o f  th e s e  t r e a s u r y  b i l l s ,  thus 

compounding th e  d i f f i c u l t i e s  o f  co n d u c t in g  open m arket o p e r a t i o n s .  The 

absence  of l a r g e  i n s t i t u t i o n s  can be t r a c e d  to  th e  l e g a l  c e i l i n g  on 

i n t e r e s t .  T reasu ry  b i l l s  i n  o rd e r  to be m a rk e ta b le  had to  pay c o n s id e r ­

ab ly  more th a n  th e  l e g a l  maximum o f  11%. In  o rd e r  to  c ircum vent th e  

11% c e i l i n g ,  th e se  b i l l s  were s o ld  a t  a d i s c o u n t  and t h e i r  a p p r e c ia t io n  

was c o n s id e re d  a c a p i t a l  g a in  r a t h e r  th a n  an i n t e r e s t  payment. P r iv a te  

in d iv id u a l s  were n o t  taxed on c a p i t a l  g a i n ,  w h ile  f i n a n c i a l  i n s t i t u t i o n s  

w ere. Thus a d i s t o r t i o n  s im i l a r  to  t h a t  o f  t a x - f r e e  m u n ic ip a ls  in  the 

United S ta te s  was c re a te d  i n  I s r a e l ,  and on ly  th o s e  who b e n e f i t e d  from 

th e  t a x  sav in g s  found i t  w orthw h ile  to  p u rc h a se  t h e s e  b i l l s .  N everthe­

l e s s ,  d e s p i t e  th e se  s t a r t - u p  d i f f i c u l t i e s  and p rob lem s, by the  1970 's



open m ark e t  o p e r a t io n s  had become an im p o rtan t in s tru m en t o f  I s r a e l  

m onetary  p o l i c y .
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CHAPTER V 

SUBPERIODS OF PAYMENTS IMBALANCES 

In  t h i s  c h a p te r ,  su b p e r io d s  in  th e  b a lan ce  o f  payments w i l l  be used 

to  a n a ly z e  th e  re sp o n se  o f  I s r a e l i  p o l ic y  makers to  t h e i r  payments im­

b a la n c e s .  Norm ally a su b p e r io d  o f  payments imbalance would be a p e r io d  

o f  tim e when th e  b a la n c e  o f  payments were c o n t in u o u s ly  in  s u r p lu s ,  con­

t in u o u s ly  in  d e f i c i t ,  o r  c o n t in u o u s ly  i n  rough e q u i l ib r iu m .  In  th e  ca se  

o f  I s r a e l ,  however, th e  b a la n c e  o f  payments was always in  d e f i c i t  from 

1948 t i l l  th e  tim e o f  t h i s  w r i t i n g .  D e f i c i t s  were e x p e c te d ,  p lanned on, 

and a c c e p te d  as  norm al,  a s  lo n g  as  they  were w i th in  re a so n  and could  be 

a d e q u a te ly  f in a n c e d  by c a p i t a l  im ports  and u n i l a t e r a l  t r a n s f e r s .  Thus 

f o r  th e  p u rposes  o f  t h i s  su b p e r io d  a n a l y s i s ,  we w i l l  c o n s id e r  a s u rp lu s  

as  a movement tow ards a  s m a l l e r  d e f i c i t  and we w i l l  c a l l  i t  a  " d e c e le r a ­

t i o n  o f  th e  d e f i c i t " ,  and a  d e f i c i t  as a movement towards a  l a r g e r  

d e f i c i t  w hich we w i l l  te rra  an  " a c c e l e r a t i o n  o f  th e  d e f i c i t " .  A n e u t r a l  

su b p e r io d  i s  one whose l e v e l  o f  d e f i c i t  was rough ly  c o n s ta n t .  This 

method o f  d e f in in g  s u r p lu s  and d e f i c i t  ap p ea rs  to  c o in c id e  w ith  t h a t  o f  

th e  I s r a e l i  p o l i c y  m akers . Q u a r te r ly  d a ta  i s  u t i l i z e d ,  th e  su b p erio d s  

a r e  lag g ed  one q u a r t e r  b eh in d  th e  p o l i c y  instrum ents,^"  and a one q u a r t e r  

d iv e rg e n c e  from an a p p a re n t  su b p e r io d  t r e n d  i s  ignored  as  a  random 

f l u c t u a t i o n .

Each su b p e r io d  w i l l  be an a ly z e d  by d i s s e c t i n g  th e  movements o f  p o l ic y  

in s t ru m e n ts  and o b j e c t i v e s  w i th in  th e  s u b p e r io d .  I t  i s  p o s s i b l e ,  o f  

c o u r s e ,  t h a t  an  in s t ru m e n t  may a p p e a r  to  be moving i n  a  d i r e c t i o n  n e ces ­

s a ry  f o r  b a la n c e  o f  payment a d ju s tm e n t  as a  c o in c id e n ta l  r e s u l t  o f  a 

movement r e q u i r e d  to  a c h ie v e  an a l t o g e t h e r  s e p a r a te  p o l ic y  o b j e c t i v e .

Thus i t  i s  im p o r ta n t  to  examine th e  movements o f  a l t e r n a t e  p o l ic y
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o b j e c t i v e s .  This  ty p e  o f  ex am in a tio n  would be h e lp f u l  in  co n c lu d in g  

w h e th e r  what a p p ea rs  to  be an a s s o c i a t i o n  o f  a  p a r t i c u l a r  p o l ic y  i n ­

s tru m e n t  w i th  th e  b a la n c e  o f  payments can be b e t t e r  e x p la in e d  in  terms 

o f  an  a s s o c i a t i o n  w i th  some d i f f e r e n t  p o l ic y  o b j e c t i v e .  Such an i n ­

v e s t i g a t i o n  w i l l  be u n d e r ta k e n  tow ards th e  end o f  t h i s  c h a p te r ,  and to  

a  g r e a t e r  e x te n t  i n  th e  n e x t  c h a p te r  th ro u g h  th e  use  o f  the  techn ique  

o f  m u l t i p l e  r e g r e s s i o n .

The p o l ic y  in s t ru m e n ts  u t i l i z e d  in  t h i s  s tu d y  w i l l  be ana lyzed  to  

make a d e te r m in a t io n  as  to  w hether  they  r e a c te d  to  th e  b a la n c e  o f  pay­

ments in  an  a d j u s t i n g ,  d i s a d j u s t i n g ,  o r  n e u t r a l  manner. The subperiod  

a n a l y s i s  u t i l i z e d  in  t h i s  s tu d y  draws w i th  some m o d i f i c a t io n  on th e  

te c h n iq u e s  developed  by th e  famous I s r a e l i  econom ist M ichael M ichaely

i n  h i s  s tu d y  o f  th e  re sp o n s iv e n e s s  o f  demand p o l ic y  to  th e  b a la n c e  o f
2

payments o f  th e  m ajo r  w orld  t r a d in g  c o u n t r i e s .  As in  M ic h a e ly 's  s tu d y ,  

an  a d j u s t i n g  movement i n  a p o l ic y  in s t ru m e n t  i s  d e f in e d  as a movement 

w hich  ten d s  to  r e v e r s e  th e  im balance , o r  a t  l e a s t  to  h e lp  m i t ig a t e  and 

c o u n te r a c t  what would o th e rw ise  have been a  worse b a la n c e  o f  payments 

p o s i t i o n  i n  th e  absence  o f  t h a t  p o l i c y  a c t i o n .  A d i s a d j u s t i n g  movement 

o f  a  p o l ic y  in s t ru m e n t  i s  one w hich ten d s  to  w orsen th e  im balance o f  

paym ents, o r  which ten d s  to  c o u n te r a c t  what would o th e rw ise  be a te n d ­

ency tow ards improvement in  th e  payments p o s i t i o n .  A n e u t r a l  movement 

o f  a  p o l ic y  in s tru m e n t  w i l l  be c o n s id e re d  as  one t h a t  n e i t h e r  improves 

n o r  w orsens th e  b a la n c e  o f  paym ents. T h is  cou ld  ta k e  p la c e  in  two d i f ­

f e r e n t  m anners. A p o l i c y  in s t ru m e n t  cou ld  e x h i b i t  d iv e r s e  random 

f l u c t u a t i o n s  so  t h a t  no c o n s i s t e n t  p a t t e r n  o f  ad ju s tm en t  o r  d i s a d j u s t ­

ment can be a s c e r t a i n e d .  A l t e r n a t i v e l y ,  i f  a p a r t i c u l a r  p o l ic y  i n s t r u ­

ment were observed  to  be f a i r l y  s t a b l e  over  th e  p e r io d  i n  q u e s t io n
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( i n  re sp o n se  to  s u rp lu s  o r  d e f i c i t ) ,  t h a t  response  w i l l  a l s o  be termed 

n e u t r a l .

3As p o in te d  o u t  by P r o fe s s o r  M ichaely , th e r e  i s  a c e r t a i n  degree  

o f  s u b j e c t i v i t y  and some l i m i t a t i o n s  connected  w i th  t h i s  p rocedure  o f  

d e te rm in in g  p o l i c y  re sp o n ces  to  payments im balances . S p e c i f i c a l l y ,  a 

p o l i c y  in s t ru m e n t  i s  co n s id e re d  a d j u s t i n g  i f  i t  c o n t r i b u t e s  to  a re d u c ­

t i o n  in  a g g re g a te  demand i n  re sp o n se  to  a movement tow ards d e f i c i t ,  or 

c o n t r i b u t e s  tow ards an  in c r e a s e  in  a g g re g a te  demand i n  re sp o n se  t o  a 

movement tow ards s u r p lu s .  But d i f f i c u l t i e s  in  d i s c e r n in g  between d i s ­

c r e t i o n a r y  and a u to m a tic  r e s p o n s e s ,  between e x -p o s t  and e x -a n te  movements, 

and th e  d i s t i n c t i o n  betw een l e v e l s  and changes can  i n j e c t  a  deg ree  o f  

s u b j e c t i v i t y  in to  th e  a n a l y s i s .

The problem  o f  a u to m a tic  re sp o n ses  i s  e s p e c i a l l y  s i g n i f i c a n t  in  the  

ca se  o f  I s r a e l ,  as  w i l l  be c l e a r l y  dem onstra ted  l a t e r .  For example, a 

r i s e  in  th e  l e v e l  o f  e x t e r n a l  r e s e rv e s  (b rought ab o u t l e t ' s  s a y ,  by a 

d e c l in e  i n  th e  d e f i c i t  w ith o u t  a co rre sp o n d in g  d e c l in e  i n  c a p i t a l  and 

u n i l a t e r a l  t r a n s f e r s )  would be r e f l e c t e d  in  a  r i s e  in  th e  money su p p ly ,  

w h i le  a d e c l in e  in  th e  l e v e l  o f  e x t e r n a l  r e s e rv e s  would cause  a  c o n t r a ­

c t i o n  (o r  a t  l e a s t  a g ro w th -c o n t ra c t io n )  in  th e  money su p p ly .  The un­

wary eye cou ld  i n t e r p r e t  th e se  r e s u l t s  as  s ig n i f y i n g  a  d i s c r e t i o n a r y  

a d j u s t i n g  p o l i c y ,  a l th o u g h  when changes i n  e x te r n a l  r e s e r v e s  a r e  taken  

i n t o  a c c o u n t  in  th e  m u l t ip le  r e g r e s s io n  a n a ly s is  i t  can be shown t h a t  

th e  changes i n  th e  money supp ly  were m ostly  au to m a tic  and n o t  d i s c r e ­

t i o n a r y .  The easy  way o u t o f  t h i s  d i f f i c u l t y  i s  to  assume th a t  even in  

th e  e v e n t  o f  an au to m a tic  re sp o n s e ,  th e  government could  have o f f s e t  

s a id  re sp o n se  had i t  so  d e s i r e d .  I t ' s  f a i l u r e  t o  do so j u s t i f i e s  th e  

c o n c lu s io n  t h a t  th e  au to m a tic  re sp o n se  was d e s i r e d  by th e  a u t h o r i t i e s ,
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and can t h e r e f o r e  be l a b e le d  d i s c r e t i o n a r y .  I t  i s  no t a l t o g e t h e r  c e r t a i n ,  

however, t h a t  t h i s  was alw ays t r u e  in  th e  case o f  I s r a e l .  In  many i n ­

s ta n c e s  th e  a u to m a tic  re sp o n se  was o f  a m agnitude th a t  could  have come 

c lo s e  to  overwhelming th e  l e v e l  o f  coun term easures  th a t  th e  a u t h o r i t i e s  

were a b l e  a n d /o r  w i l l i n g  to  u n d e r ta k e .  N e v e r th e le s s ,  i t  i s  n o t  u n reaso n ­

a b le  t o  assume t h a t  i f  ad eq u a te  coun term easures  were s e r io u s ly  d e s i r e d  

and s t r o n g ly  implemented they  cou ld  have s u c c e s s f u l ly  c o u n te ra c te d  any 

a u to m a t ic  r e s p o n s e .

The problem  r a i s e d  by th e  d i f f i c u l t y  in  s e p a r a t in g  e x -a n te  and 

e x - p o s t  movements i s  i m p l i c i t  whenever r e a l i z e d  movements o f  p o l ic y  

in s t ru m e n ts  ( f o r  which d a t a  i s  a v a i l a b l e )  i s  used as a proxy f o r  th e  

in te n d e d  movements o f  th e  p o l i c y  in s tru m e n t  by th e  p o l i c y - s e t t e r s  (which 

i s  what we a r e  a c t u a l l y  t r y i n g  to  m easure) . This  would be somewhat more 

s i g n i f i c a n t  in  th e  case  o f  m onetary v a r i a b l e s  s e v e ra l  s ta g e s  removed from 

d i r e c t  c o n t r o l  by th e  a u t h o r i t i e s ,  such as  c r e d i t  to  the  p u b l i c .  I t  

would n o t  e x i s t  i n  a r e a s  which th e  a u t h o r i t i e s  had d i r e c t  c o n t r o l ,  such 

a s  i n  s e t t i n g  minimum r e s e r v e  re q u ire m e n ts .

F i n a l l y ,  d i s t i n g u i s h i n g  betw een l e v e l s  and changes can  p r e s e n t  an  

a n a l y t i c a l  prob lem . I t  i s  p o s s ib l e  t h a t  a p o l ic y  in s tru m e n t  m ight no t 

move i n  a n  a d j u s t i n g  f a s h io n  becau se  i t s  e x i s t i n g  h igh  (o r  low) l e v e l  

was c o n s id e re d  on th e  p a r t  o f  th e  a u t h o r i t i e s  to  be a s u f f i c i e n t  a d j u s t ­

ment to  th e  s i t u a t i o n .  T h is  ty p e  o f  p o l i c y  r e a c t i o n  i s  more d i f f i c u l t  

t o  d e t e c t ,  b u t  where p o s s ib l e  i t  w i l l  be ta k e n  i n t o  a c c o u n t .  D esp ite  

th e s e  l i m i t a t i o n s  t h i s  su b p e r io d  approach  can y i e l d  u s e fu l  and s i g n i f i ­

c a n t  r e s u l t s  w hich m ight n o t  be c l e a r l y  re c o g n iz e d  i f  we were co n fin ed  

s o l e l y  to  th e  fo rm al r e g r e s s i o n  a n a l y s i s .

S e le c t in g  th e  a p p r o p r i a t e  su b p e r io d s  r e p re s e n t in g  payments im balances
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p re se n te d  some d i f f i c u l t y .  For our purposes  the  b e s t  b a la n c e  o f  pay­

ments m easures a r e  th o se  which were o f  concern  to  th e  p o l ic y  makers, 

s in c e  i t  i s  t h e i r  r e a c t i o n s  which a r e  b e in g  a n a ly z e d .  D esp ite  an i n ­

t e n s iv e  s tu d y  o f  th e  r e p o r t s  and p u b l i c a t io n s  o f  th e  p o l ic y  makers, 

such as  th e  Bank o f  I s r a e l s i t  was n o t  u s u a l ly  c l e a r  p r e c i s e l y  which 

b a la n c e  o f  payments m e a su re (s )  most concerned  them. As a r e s u l t ,  many 

o f  th e  g e n e r a l ly  re c o g n iz e d  m easures o f  th e  b a la n c e  o f  payments were 

u t i l i z e d  i n  th e  d e te r m in a t io n  o f  th e  su b p e r io d s  o f  payments im balances . 

They in c lu d e :  th e  b a la n c e  o f  payments on c u r r e n t  a c c o u n t ,  t h e  l e v e l  o f  

e x t e r n a l  r e s e r v e s  (where an  in c r e a s e  r e p r e s e n t s  a  s u rp lu s  and a d e c re a se  

r e p r e s e n t s  a d e f i c i t ) ,  and th e  r a t i o  o f  e x t e r n a l  r e s e r v e s  t o  im ports  

w i th  r e s p e c t  to  i t s  movement from a d e s i r e d  l e v e l .  These b a la n c e  of 

payments v a r i a b l e s  were s e a s o n a l ly  a d ju s t e d  and lagged  one q u a r t e r .

I t  was hoped t h a t  th e s e  v a r io u s  m easures would be c lo s e  enough to  enab le  

a s t r a ig h t f o r w a r d  s e l e c t i o n  o f  a p p r o p r i a t e  b a la n c e  o f  payments su b p e r io d s .  

This was n o t  t r u e  i n  th e  c a s e  o f  I s r a e l .  Large c a p i t a l  in f lo w s  and 

u n i l a t e r a l  t r a n s f e r s  ( i . e . ,  German r e p a r a t i o n s  and r e s t i t u t i o n  to  in ­

d i v i d u a l s ,  U nited  Jew ish  A p p ea l,  U.S. Government g r a n t s ,  e t c . )  r e s u l t e d  

i n  p e r io d s  in  which I s r a e l  had a s h a rp ly  r i s i n g  c u r r e n t  a cco u n t  d e f i c i t  

c o n c u r re n t  w i th  s h a rp ly  r i s i n g  e x t e r n a l  r e s e r v e s .1 Thus two s e p a ra te  

t a b l e s  o f  su b p e r io d s  were t e s t e d ,  one b ased  on e x t e r n a l  r e s e r v e s ,  and 

th e  o th e r  based  on th e  b a la n c e  o f  payments on c u r r e n t  a c c o u n t .  I  

concluded  t h a t  I s r a e l i  p o l i c y  makers tended  to  be more concerned  w ith  

th e  l e v e l  o f  f o r e ig n  c u r re n c y  r e s e r v e s  th a n  w i th  th e  b a la n c e  o f payments 

and i t  i s  t h i s  measure w hich we too  w i l l  u se  i n  th e  s u b p e r io d  a n a l y s i s .

I f  th e  b a la n c e  o f  payments movement d u r in g  a p a r t i c u l a r  subperiod  

i s  tow ards a n  a c c e l e r a t i o n  o f  th e  d e f i c i t ,  a l e t t e r  "D" w i l l  be a s s ig n e d
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to  t h a t  su b p e r io d .  I f  i t  i s  moving toward s u r p l u s ,  i . e . ,  a  d e c e l e r a ­

t i o n  o f  th e  d e f i c i t ,  a l e t t e r  "S" w i l l  be a s s ig n e d ;  and i f  i t  i s  s t a b l e  

o r  f l u c t u a t e s  w i th o u t  a  c o n s i s t e n t  p a t t e r n ,  a  l e t t e r  "N" i s  a s s ig n e d .

Symbols a r e  a l s o  a s s ig n e d  to  th e  v a r io u s  p o l ic y  in s t ru m e n ts  ex­

amined d u r in g  each su b p e rio d  o f  im balance to  i n d i c a t e  t h e i r  com pliance , 

noncom pliance, o r  n e u t r a l i t y  to  I s r a e l ' s  b a la n c e  o f  payments s i t u a t i o n .  

I f  th e  p o l ic y  in s tru m e n t  moves in  a d i r e c t i o n ‘which i s  n e c e s sa ry  f o r  

b a la n c e  o f  payments ad ju s tm en t a p lu s  s ig n  (+) i s  r e c o rd e d .  In  th e  

ev en t  o f  a  p o l ic y  in s tru m e n t  moving in  a d i r e c t i o n  o p p o s i te  to  t h a t  

n e c e s sa ry  f o r  b a la n c e  o f  payments a d ju s tm e n t ,  a minus s ig n  ( - )  i s  r e ­

c o rd e d .  I f  th e  p o l ic y  in s tru m e n t  was n e u t r a l  to  th e  im balance o f  pay­

ments ( i . e . ,  i f  i t s  movements were s t a b l e  o r  f l u c tu a t e d  w i th  no d i s ­

c e r n i b l e  p a t t e r n )  an  a s t e r i s k  (*) i s  r e c o rd e d .  In  T ab le  5.1 b o th  th e

movement o f  th e  p o l ic y  in s tru m e n t  i s  p r e s e n te d ,  and one o f  th e  t h r e e

symbols i s  a s s ig n e d  to  each in s tru m e n t  f o r  every  s u b p e r io d .
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Subperiod BOP Minimum Reserve 
re q u irem en t

Open Market % A 
MI

% £ c r e d i t  
to  th e  p u b l ic

c r e d i t  
to  th e  govern­
ment

F i s c a l
proxy

I I  5 6 - IV 57 D n o t  y e t  used as  a 
m onetary i n s t r u ­
ment

n o t  i n  e f f e c t S ta b le
growth

S ta b le  growth 
*

S ta b le  growth

*

I n s u f f i ­
c i e n t  com­
p a ra b le  
d a ta

I  58-1 64 R is in g S ta b le
growth

S ta b le
growth

*

F lu c tu a te s F lu c tu a te s

*

I I  64- IV 64 D e c lin in g Slow
growth

+

Slow growth 

+

Rapid d e c l in e  

+

Budgetary
d e f i c i t

I  65- I  66 D ec lin in g
+

Slow . 
growth

S ta b le
growth

*

Rapid growth F lu c tu a te s

*

I I  66-111 66 D
( r e c e s ­
s io n )

D ec lin in g N egative  
growth 

(d e c l in e )

F a s t
growth

Slow growth Budget
d e f i c i t

IV 66-1 68 S ta b le F a s t
growth

+

S ta b le
growth

Rapid growth 

+

F lu c tu a te s

I I  6 8 - IV 69 I D S ta b le
*

F lu c tu a te s
*

Slow
growth

+

F a s t
growth

Rapid
d e c l in e

F lu c tu a te s

*

I  70-111 73 S
(Boom)

R is in g A bsorbing F a s t
growth:

+

S ta b le
growth

*

F lu c tu a te s

*

F lu c tu a te s
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Before d i s c u s s in g  th e  r e s u l t s  o f  th e  subperiod  a n a l y s i s ,  a few 

words shou ld  be s a id  e x p la in in g  th e  absence o f  the  d isc o u n t  r a t e  from 

t h i s  d i s c u s s io n .  As p a r t  o f  my r e s e a r c h  e f f o r t  I  f lew  to  I s r a e l  and 

had th e  p le a s u re  o f  m ee ting  w i th  some o f  I s r a e l ' s  top  econom ists ,  i n ­

c lu d in g  w i th  t h r e e  s e n io r  econom ists  from the  Bank of I s r a e l .  I t  was 

made c l e a r  to  me t h a t  th e  d i s c o u n t  r a t e  (whether i t  be measured by the  

r a t e  i t s e l f  o r  by th e  q u a n t i t y  o f  d i s c o u n ts )  was never used by the Bank 

o f  I s r a e l  as  a t o o l  o f  m onetary p o l i c y .  R a th e r ,  each y e a r  e s tim a te  

would be made as  to  how much c r e d i t  e x p o r te r s  would need, and the q u a n t i ty  

o f  r e d i s c o u n ts  would be a d ju s te d  a c c o r d in g ly .  The d isc o u n t  r a t e  i t s e l f  

was k e p t  a r t i f i c i a l l y  low which meant t h a t  banks were a b le  to  extend 

d i r e c t e d  c r e d i t  tow ards e x p o r te r s  a t  what o f te n  was n e g a t iv e  r e a l  r a t e s  

of i n t e r e s t .  In  e f f e c t  th e  d is c o u n t  window was used as a n o th e r  to o l  o f  

s u b s id iz in g  e x p o r ts  and n o t  a t  a l l  as  a  to o l  o f  monetary p o l ic y .  I f  a 

p e r io d  o f  t i g h t  money were d e s i r e d ,  f o r  example, o th e r  monetary i n s t r u ­

ments would be u t i l i z e d  to  accom plish  i t ;  th e  d is c o u n t  r a t e  would rem ain 

u n a f f e c te d .  Thus i t  i s  n o t  in c lu d e d  in  th e  subperiod  d i s c u s s io n .

Minimum R eserve Requirem ent

This  i s  by f a r  th e  most im p o r ta n t  t o o l  a v a i l a b l e  to  th e  monetary 

a u t h o r i t i e s ,  and f o r  most o f  th e  p e r io d  under d i s c u s s io n  i t  was v i r t u a l l y  

the  o n ly  m onetary to o l  a v a i la b le ." *  P r io r  to  January  1958 the  minimum 

r e s e r v e  re q u ire m e n ts  were p r im a r i ly  used as a s a f e ty  d ev ice  to  a s su re  

the  s t a b i l i t y  o f  th e  bank ing  system . The p o l ic y  o f  u s in g  re q u ire d  r e ­

s e rv e s  as  an  in s t ru m e n t  o f  m onetary p o l i c y  was announced in  1957 and
g

went i n t o  e f f e c t  i n  January  1958. Hence our use o f  t h i s  ins trum en t in  

the  su b p e r io d  a n a l y s i s  a l s o  b e g in s  in  19580

The ev id en ce  would ap p ear  a t  f i r s t  g lan ce  to  i n d i c a t e  t h a t  the
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minimum r e s e rv e  requirem ents w ere  not r e s p o n s iv e  t o  the  b a lan ce  o f 

payments. For the seven su b p e r io d s  in  w hich  th e  minimum r e s e r v e  r e ­

qu irem ents  were used as a m onetary t o o l ,  i n  only  one d id  i t  r e a c t  in  

an  a d j u s t i n g  manner. In  four i t  responded  in  a d i s a d j u s t i n g  manner, 

and in  two i t  was n e u t r a l .  On second g la n c e ,  however, i t  can be shown 

t h a t  the  minimum re se rv e  too l was used n o t  to  resp o n d  d i r e c t l y  to  the  

b a la n c e  o f  payments, b u t to re sp o n d  i n d i r e c t l y  to  th e  b a la n c e  o f  pay­

ments and d i r e c t l y  to  the  m onetary  f l u c t u a t i o n s  induced by th e  b a la n c e  

o f  payments. This conc lus ion  w i l l  be d r a m a t i c a l l y  confirm ed in  the  

n e x t  c h a p te r  which h ig h l ig h ts  t h e  r e s u l t s  o f  th e  r e g r e s s io n  a n a l y s i s .

In  essen ce  what happened was t h a t  a good b a la n c e  o f  payments su b p erio d  

f e a tu r e d  .massive fo re ig n  cu rren cy  in f lo w s  (m assive  in  r e l a t i o n  t o  t in y  

I s r a e l ' s  a b i l i t y  to  absorb) w i th  a  r e s u l t i n g  e x p lo s iv e  growth i n  bank 

l i q u i d i t y .  Rather than  follow  t h e  c l a s s i c  app roach  and lo o se n  th e  

monetary r e i g n s ,  the  monetary a u t h o r i t i e s  had to  do e v e ry th in g  w i th in  

t h e i r  power to  avoid being  swamped in  e x c e s s  l i q u i d i t y .  S im i la r ly  in  

g r e a t e r  d e f i c i t  subperiods ,  th e  f a l l  i n  f o r e ig n  c u rren cy  r e s e r v e s  caused  

v e ry  sharp  d e c l in e s  in  lo ca l  l i q u i d i t y ,  much s h a rp e r  d e c l in e s  th a n  the  

Bank o f I s r a e l  d e s i r e d .  Thus i t  had to  low er r e s e r v e  re q u ire m e n ts  to  

r e s t o r e  p a r t  o f  the l o s t  l i q u i d i t y .  Once th e se  induced l i q u i d i t y  

changes a r e  taken  in to  account, i t  becomes obvious t h a t  t h i s  t o o l  was 

r e a l l y  no t as  unresponsive as i t  f i r s t  a p p e a re d .  As was p o in te d  o u t ,  

t h i s  w i l l  be shown much more c l e a r l y  w i t h i n  th e  form al r e g r e s s i o n  

framework.

Open Market Operations

I t  has a lread y  been mentioned th a t  open  m arke t o p e ra t io n s  i s  a 

r e l a t i v e  newcomer to  the  I s r a e l i  scene. In  the  two su b p e rio d s  for- 

which d a ta  i s  a v a i l a b l e ,  i t
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was n e u t r a l  in  one ( i . e i t  tended to  f l u c t u a t e ) 'a n d  was h ig h ly  

d i s a d j u s t i n g  d u r in g  th e  o t h e r .  J u s t  as in  th e  case  o f  minimum r e s e r v e  

r e q u i r e m e n t s ,  t h i s  shou ld  be ta k e n  w ith  a g r a in  o f  s a l t .  The heavy 

l i q u i d i t y  a b s o r p t io n  d u r in g  a  p e r io d  o f s u rp lu s  ( I  70— I I I  73) cou ld  be 

i n t e r p r e t e d  as  a  re sp o n se  to  th e  s h a rp ly  in c r e a s in g  l i q u i d i t y  b ro u g h t  

a b o u t  by th e  a ccu m u la t io n  o f  f o r e ig n  cu rren cy  r e s e r v e s .  In  th e  r e g r e s ­

s io n  s tu d y  we w i l l  d e m o n s tra te ,  however, t h a t  t h i s  e x p la n a t io n  i s  n o t  

c o n firm ed  by th e  a v a i l a b l e  d a t a .

Money Supply

D uring  th e  1956-1973 p e r io d  th e  money supply  (Ml) grew a t  an  a v e ra g e  

compound r a t e  o f  4.0% p er  q u a r t e r . Any su b p e rio d s  w i th  a  r a t e  o f  growth 

s u b s t a n t i a l l y  below t h a t  .w i l l  be c o n s id e re d  as b e ing  a su b p e r io d  o f 

' t i g h t  m o n ey '.  S ubperiods  s i g n i f i c a n t l y  h ig h e r  i n  t h e i r  m onetary  growth 

w i l l  be c l a s s i f i e d  as  'e a sy  money' s u b p e r io d s .  On t h i s  b a s i s  i t  i s  ap ­

p a r e n t  t h a t  th e  r a t e  o f  expansion  o f  th e  money supply  le n d s  s u p p o r t  to  

t h e  c o n t e n t i o n  t h a t  th e  I s r a e l i  a u t h o r i t i e s  were a t t e m p t in g  to  conform 

to  t h e  c l a s s i c a l  ' r u l e s  o f  th e  gam e'. In  f iv e  o f  th e  su b p e r io d s  th e  

r a t e  o f  change o f  th e  money supp ly  moved i n  an a d j u s t i n g  manner, i n  two 

i t  moved i n  a  n e u t r a l  f a s h io n ,  and i n  on ly  one o f  th e  s u b p e r io d s  in  a 

d i s a d j u s t i n g  f a s h io n .  Even th e  one d i s a d j u s t i n g  movement i s  e x p la in a b le  

i n  te rm s  o f  th e  d e c i s io n  l a t e  in  1964 to  v ig o ro u s ly  f i g h t  th e  e s c a l a t i n g  

i n f l a t i o n .  T h is  d e c i s io n  r e s u l t e d  in  th e  only p re-1973  r e c e s s i o n  in  

I s r a e l ' s  h i s t o r y  ( I I I  1965-11 1967). I t  a l s o  le d  to  an am azing 1967, 

th e  o n ly  y e a r  i n  th e  h i s t o r y  o f  th e  S ta te  t h a t  saw com plete  p r i c e  s ta b - ,  

i l i t y .  The e v id en ce  a l s o  seems to  i n d i c a t e  t h a t  m onetary p o l ic y  was 

m a n ip u la te d  i n  acco rd an ce  w i th  th e  b a la n c e  o f  payments to  a g r e a t e r  

e x t e n t  d u r in g  th e  l a t t e r  p a r t  o f  th e  p e r io d  under s tu d y .  In t h e  l a s t
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fo u r  s u b p e r io d s ,  which encompasses h a l f  th e  su b p erio d s  under s tu d y ,  

th e  money supp ly  moved in  an  a d j u s t i n g  d i r e c t i o n  each t im e .

C r e d i t  to  th e  P u b l ic

For th e  f i r s t  fo u r  s u b p e r io d s  a n a ly z e d ,  th e  r a t e  o f  exp an s io n  o f  

t o t a l  c r e d i t  to  th e  p r i v a t e  s e c t o r  r e v e a l s  a p a t t e r n  s i m i l a r  to  t h a t  o f  

th e  money s u p p ly .  The av e ra g e  q u a r t e r l y  r a t e  o f  growth o f  t h i s  type  o f  

c r e d i t  was 5.2% d u r in g  th e  1956-1973 p e r io d .  Rates  s i g n i f i c a t l y  below 

t h i s  l e v e l  r e p r e s e n t  t i g h t  c r e d i t ,  w h i le  r a t e s  s u b s t a n t i a l l y  above 

r e p r e s e n t  easy  c r e d i t  ( j u s t  a s  i n  th e  c a s e  o f  th e  growth o f  M l). J u s t  

as  in  th e  ca se  o f  m onetary g row th , th e  f i r s t  fo u r  su b p e r io d s  c o n ta in  

on ly  one i n  which t h i s  in s t ru m e n t  moved in  an a d j u s t i n g  manner. U nlike 

th e  money su p p ly  which moved i n  an a d j u s t i n g  manner in  a l l  fo u r  o f  th e  

l a s t  fo u r  s u b p e r io d s ,  t o t a l  bank c r e d i t  t o  th e  p u b l ic  d id  n o t  d em o n s tra te  

such  good w i l l  and d id  n o t  come c lo s e  to  behav ing  t h a t  c o n s i s t e n t l y .

In  f a c t ,  d u r in g  th e  l a s t  fo u r  su b p e r io d s  i t  a c te d  i n  a  d i s a d j u s t i n g  

manner in  two and i n  an  n e u t r a l  manner i n  two. O v era l l  c r e d i t  to  th e  

p u b l ic  was m o stly  n e u t r a l ,  a c t i n g  i n  an  a d j u s t i n g  manner i n  on ly  one 

su b p e r io d ,  i n  a  d i s a d j u s t i n g  manner i n  two s u b p e r io d s ,  and behaving  

n e u t r a l l y  i n  a  t o t a l  o f  f i v e  s u b p e r io d s .  T h is  la c k  o f re sp o n s iv e n e ss  

o f  c r e d i t  to  th e  p u b l ic  ( i . e . ,  to  th e  p r i v a t e  s e c to r )  i s  n o t  s u r p r i s i n g  

when i t  i s  r e c a l l e d  t h a t  t h i s  f i g u r e  in c lu d e s  b o th  f r e e  c r e d i t  (which 

can be in f lu e n c e d  by th e  a c t i v i t i e s  o f  th e  c e n t r a l  b a n k ) ,  and d i r e c t e d  

c r e d i t .  I t  has been  p o in te d  o u t  t h a t  th e  l e v e l  o f  d i r e c t e d  c r e d i t  was 

s e t  by a d m i n i s t r a t i v e  f i a t  w i t h  s e v e r a l  governm ental o f f i c e s  hav ing  a 

s t r o n g  v o ic e  i n  a d d i t i o n  t o  th e  Bank o f  I s r a e l .  The sh a re  o f  d i r e c t e d  

c r e d i t  i n  t o t a l  c r e d i t  to  th e  p u b l i c  was on th e  r i s e  th ro u g h o u t  th e  

p e r io d  an a ly z e d  ( re a c h in g  ro u g h ly  50% by th e  e a r ly  1 9 7 0 's ) ,  and t h i s
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co u ld  h e lp  e x p la in  why t h i s  in s t ru m e n t  perform ed p a r t i c u l a r l y  p o o r ly  in  

th e  l a s t  fo u r  su b p e r io d s  p r e s e n te d .  The p o l i t i c a l  f a c t s  o f  l i f e  in  

I s r a e l  were such t h a t  th e  l e v e l  o f  d i r e c t e d  c r e d i t  o f t e n  bore  l i t t l e  i f  

any resem blence to  th e  o b j e c t i v e s  t h a t  t h e  Bank of I s r a e l  was t r y i n g  to  

accom plish  a t  th e  t im e .  Thus we would n o t  e x p ec t  a  p r i o r i  to f in d  t h i s  

in s t ru m e n t  h ig h ly  c o r r e l a t e d  w i th  th e  b a la n c e  o f  paym ents, and our ex ­

p e c t a t i o n s  were indeed n o t  d i s a p p o in te d .

C r e d i t  t o  th e  Government

C e n t ra l  bank c r e d i t  to  th e  government i s  p r im a r i ly  a f u n c t io n  o f  

t h e  governm en t 's  need f o r  c r e d i t  ( i . e . ,  th e  rem ainder  o f  th e  bud g e ta ry  

d e f i c i t  t h a t  cou ld  n o t  be covered  by th e  s a l e  o f  bonds and n o te s  to  

everyone e x cep t  th e  c e n t r a l  b an k ) ,  and i s  th e  r e s u l t  o f  many c o n s id e ra ­

t i o n s  in  a d d i t i o n  to  th e  b a lan ce  o f  paym ents. There seems to  be a  b ia s  

i n  th e  d i r e c t i o n  o f  a d ju s tm e n t f o r  t h i s  in s t r u m e n ts .  In  fo u r  o f  th e  

e i g h t  su b p e r io d s  examined i t  moved i n  an  a d j u s t i n g  manner, i n  th re e  

i n  a n e u t r a l  manner, and i n  one i t  behaved i n  a d i s a d j u s t i n g  manner.

S ince  t h i s  in s t ru m e n t  i s  so dependent on th e  f i s c a l  p o s tu r e  o f th e  
7

i n t e r n a l  b u d g e t,  i t  would be more u s e f u l  to  t u r n  our a t t e n t i o n  to  

d e v e lo p in g  a  proxy t h a t  w i l l  more c l o s e ly  app rox im a te  f i s c a l  p o l ic y  th an  

does c r e d i t  to  th e  government.

F i s c a l  P o l ic y

There i s ,  o f  c o u rse ,  no d i r e c t  q u a r t e r l y  d a ta  i n  I s r a e l  on th e  

i n t e r n a l  bu d g e ta ry  b a la n c e ,  as i s  th e  case  i n  most c o u n t r i e s .  In  I s r a e l  

th e  problem  i s  f u r t h e r  compounded by th e  l a c k  even o f  r e l i a b l e  annual 

d a ta  f o r  most o f  the  p e r io d  under s tu d y .  D efense e x p e n d i tu re s  have 

alw ays been a  very  m ajor p a r t  o f  th e  I s r a e l i  b u d g e t ,  and y e t  th e se  ex­

p e n d i tu r e s  have only  been f u l l y  and a c c u r a t e l y  d i s c lo s e d  s in c e  th e  l a t e
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1 9 6 0 's .  For the  p e r io d  p r i o r  to  t h i s  ( i t  has s in c e  been acknowledged) 

th e  d e fen se  budget r e p o r te d  i n  th e  governm ent's  p u b l ic  budget was s i g n i -  

f i c a n t l y  d i s t o r t e d  f o r  s e c u r i t y  re a so n s .  In  the absence o f  u se a b le  

d i r e c t  d a ta  t h e r e f o r e  we w i l l  t r y  to  measure f i s c a l  movements by con­

s t r u c t i n g  a proxy t h a t  w i l l  h o p e fu l ly  be h ig h ly  c o r r e l a t e d  w ith  t h i s  

p o l ic y  in s t ru m e n t .

My appro ach  towards e s t im a t in g  f i s c a l  p o l ic y  on a q u a r t e r l y  b a s is  

i s  to  t a k e  th e  t o t a l  I s r a e l i  d e b t  f o r  t h a t  q u a r te r  (both  i n t e r n a l  and 

e x t e r n a l )  and s u b t r a c t  from t h a t  th e  amount n ecessa ry  to  f in a n c e  th e  

b a la n c e  o f  payments d e f i c i t .  The rem ainder presumably su p p o r ts  th e  i n ­

t e r n a l  d e f i c i t ,  and th u s  i s  a measure o f  f i s c a l  p o l ic y .  Simply m easur­

in g  i n t e r n a l  borrow ing  a lo n e  would no t s u f f i c e  s in c e  p a r t  o f  th e  e x t e r n a l  

borrow ing n o t  r e q u i r e d  to  f in a n c e  th e  e x te r n a l  d e f i c i t  cou ld  a l s o  be 

used to  f in a n c e  th e  i n t e r n a l  d e f i c i t .  In e f f e c t  what we want i s  th e  

sum o f  th e  i n t e r n a l  d e b t  p lu s  t h a t  p a r t  o f  th e  e x te r n a l  d e b t  n o t needed 

to  f in a n c e  th e  e x t e r n a l  d e f i c i t .  P r a c t i c a l l y  th e  most s t r a ig h t f o r w a r d  

way o f  acco m p lish in g  t h i s  i s  to  ta k e  the  sum of th e  change o f  th e  i n ­

t e r n a l  d e b t  ( f o r  a  g iv en  q u a r t e r )  p lu s  th e  change i n  th e  e x te r n a l  d e b t  

a f t e r  th e  e x t e r n a l  d e b t  has been  reduced by th e  d e f i c i t  on c u r r e n t  a c ­

coun t and by th e  f o r e i g n  exchange s a v in g s .  The ph ilosophy  beh ind  t h i s  

p ro ced u re  i s  s im p le .  We a r e  assuming t h a t  th e  e n t i r e  i n t e r n a l  borrow ­

in g s  su p p o r t  th e  i n t e r n a l  d e f i c i t .  In  a d d i t i o n ,  th e  e x t e r n a l  borrow ­

in g s  ( n e t ,  o f  c o u rse )  can be used to  cover th e  d e f i c i t  in  th e  b a la n c e  of 

paym ents, t o  b u i ld  up f o r e ig n  exchange b a la n c e s ,  and to  h e lp  cover th e  

i n t e r n a l  b udge ta ry  gap. Once we remove th e  f i r s t  two i te m s ,  we rem ain  

w i th  t h a t  p o r t i o n  o f  e x t e r n a l  borrow ing t h a t  was used to  h e lp  f in a n c e  

th e  i n t e r n a l  d e f i c i t .  T h a t ,  added to  the  l e v e l  o f  i n t e r n a l  borrow ing
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g iv es  us a proxy f o r  th e  change in  the  i n t e r n a l  b u d g e ta ry  b a la n c e  from 

q u a r t e r  t o  q u a r t e r ,  o r  i n  o th e r  words, a re a so n a b le  proxy f o r  th e  d i r e c ­

t i o n  o f  f i s c a l  p o l i c y .

The d a ta  i t s e l f  when ana lyzed  in  th e  su b p erio d  model does n o t  sup ­

p o r t  th e  h y p o th e s is  t h a t  f i s c a l  p o l ic y  was u t i l i z e d  in  a manner t h a t  was 

a d j u s t i n g  tow ards th e  b a la n c e  o f  payments. Of th e  seven su b p e r io d s  f o r  

which com parable  d a ta  i s  a v a i l a b l e ,  th e r e  was n o t  even one in  which t h i s  

in s t ru m e n t  was used i n  an  a d j u s t i n g  manner. In f i v e  o f  th e  seven  sub­

p e r io d s  i t  behaved n e u t r a l l y ,  and i n  two su b p e r io d s  i t s  b e h a v io r  was 

d i s a d j u s t i n g .  When one c o n s id e rs  th e  whole mix o f  economic, p o l i t i c a l ,  

and p e r s o n a l  p r e s t i g e  c o n s id e r a t io n s  t h a t  shape th e  b u d g e ta ry  p ro c e ss  

i n  I s r a e l ,  th e s e  r e s u l t s  a r e  n o t  s u r p r i s i n g .

P o l ic y  Mix

In  th e  f i r s t  c h a p te r  we d isc u s se d  some of th e  t h e o r e t i c a l  a s p e c ts  

o f  a p p r o p r i a t e  com bina tions  o f  monetary and f i s c a l  p o l ic y  to  be u t i l i z e d  

under v a r io u s  c i r c u m s ta n c e s .  To b r i e f l y  r e c a p i t u l a t e ,  we in d ic a te d  t h a t  

when fa c e d  w i th  a  b a la n c e  o f  payments s u rp lu s  and a d om estic  boom, 

m onetary ex p an s io n  combined w i th  f i s c a l  c o n t r a c t i o n  i s  a p p r o p r i a t e .  On 

th e  o th e r  hand , when faced  w ith  a  com bination  o f  r e c e s s io n  and e x te r n a l  

d e f i c i t ,  m onetary c o n t r a c t i o n  combined w ith  f i s c a l  ex p an s io n  would be 

most a p p r o p r i a t e .  O ther p o s s ib le  s i t u a t i o n s  a r e  more s t r a i g h t f o r w a r d .

In  a s i t u a t i o n  o f  overemployment and e x te r n a l  d e f i c i t  b o th  m onetary  and 

f i s c a l  p o l i c y  sh o u ld  be a d d re sse d  to  red u c in g  a g g re g a te  demand. I f  i t  

i s  a tim e o f  unemployment combined w ith  e x te r n a l  s u r p l u s ,  th e n  b o th  

m onetary and f i s c a l  p o l ic y  shou ld  be employed to  r a i s e  a g g re g a te  demand.

I s r a e l i  re sp o n se  to  a dom estic  boom and e x t e r n a l  s u rp lu s  ( i . e . ,  

d e c e l e r a t i o n  o f  th e  d e f i c i t )  can r e a l l y  be only  t e s t e d  i n  th e  l a s t  o f
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th e  s u b p e r io d s .  Almost f u l l  employment w i th  m oderate  r a t e s  o f  i n f l a t i o n  

was c o n s id e re d  normal and d e s i r a b l e ,  and thus  we would n o t  expec t th e  

a p p l i c a t i o n  o f  f i s c a l  r e s t r a i n t  u n le s s  th e  r a t e  o f  i n f l a t i o n  got com­

p l e t e l y  ou t o f  hand . But in  th e  l a s t  su b p erio d  we d id  have an e x te r n a l  

s u rp lu s  in  co m b in a tio n  w i th  an i n t e r n a l  boom, and we would ex p ec t  an 

ex p an s io n a ry  m onetary p o l ic y  and a  c o n t r a c t io n a r y  f i s c a l  p o l i c y .  Mone­

t a r y  p o l ic y  responded  a p p r o p r i a t e l y  w i th  a f a s t  r a t e  o f  growth o f  th e  

money su p p ly ,  b u t  f i s c a l  p o l ic y  f l u c t u a t e d  i n  an  ambiguous manner.

The re sp o n se  to  a com bina tion  o f  e x t e r n a l  d e f i c i t  ( i . e . ,  a c c e l e r a ­

t i o n  o f  th e  d e f i c i t )  and i n t e r n a l  r e c e s s io n  can  on ly  be t e s t e d  i n  th e  

f i f t h  su b p e r io d ,  which happens to  be a v e ry  s h o r t  one ( I I  1 9 6 6 - - I I I  1966). 

The re a so n  f o r  t h a t  i s  th e  f a c t  t h a t  I s r a e l  had on ly  one r e c e s s io n  in  

i t s  h i s t o r y  ( I I I  1 9 6 5 - - I I  1967), and t h i s  i s  th e  on ly  su b p e r io d  com ple te ly  

i n  th e  r e c e s s i o n .  T h e o r e t i c a l l y ,  under th e se  c o n d i t io n s  we would ex p ec t 

m onetary c o n t r a c t i o n  combined w i th  f i s c a l  ex p an s io n .  Once a g a in  we f in d  

t h a t  m onetary  grow th behaved c o r r e c t l y  . ( t ^  money supp ly  a c t u a l l y  d e ­

c l in e d  d u r in g  t h i s  p e r io d ) ,a n d  t h i s  tim e f i s c a l  p o l ic y  a l s o  co o p e ra ted  

and was e x p a n s io n a ry .  Of c o u r s e ,  one mink does n o t  make a c o a t ,  b u t  

s in c e  we have j u s t  th e s e  two c a se s  we can a t  l e a s t  s t a t e  t h a t  the  sub­

p e r io d  d a ta  does n o t  c o n t r a d i c t  th e  h y p o th e s is  t h a t  th e  I s r a e l i  a u t h o r i ­

t i e s  d id  ta k e  th e s e  t h e o r e t i c a l  c o n s id e r a t io n s  in to  acco u n t  when formu­

l a t i n g  t h e i r  p o l i c y .

C onclus ion

Our su b p e r io d  a n a l y s i s  shows a  l a r g e  deg ree  o f  re sp o n s iv e n e ss  to  

th e  b a la n c e  on th e  p a r t  o f  m onetary  grow th, and somewhat l e s s  in  th e  

c a s e  o f c r e d i t  t o  th e  governm ent. C re d i t  to  th e  p u b l ic  and th e  f i s c a l  

p o l i c y  proxy were ambiguous t o  d i s a d j u s t i n g ,  w h i le  th e  d i r e c t  p o l ic y
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in s t ru m e n ts  o f  minimum re se rv e  req u irem en ts  and open m arket o p e ra t io n s  

responded  to  th e  b a la n c e  o f  payments in  a d i s a d j u s t i n g  manner. Of 

c o u r se ,  we a l r e a d y  p o in te d  out t h a t  t h e r e  could  be very  good re a so n s  

f o r  th e s e  r e s u l t s .  For example, a b a lan ce  o f payments o f  s u rp lu s  cou ld  

(and i n  f a c t  d id )  r e s u l t  i n  such a m assive l i q u i d i t y  in f lo w  t h a t  th e  

a u t h o r i t i e s  had to  respond  w ith  a r e s t r i c t i v e  m onetary p o l ic y  and v ic e  

v e r s a .  S e p a ra t in g  t h i s  o u t ,  as w e l l  as s e p a r a t i n g  o u t th e  p o l ic y  r e ­

a c t i o n s  to  th e  o th e r  m ajor p o l ic y  goa ls  in  a d d i t i o n  t o  t h a t  o f  b a la n c e  

o f  payments e q u i l i b r i a  ( i . e . ,  p r i c e  s t a b i l i t y ,  f u l l  employment, and 

economic grow th) i s  n o t  f e a s i b l e  w i th in  th e  c o n te x t  o f  th e  su b p e r io d  

methodology developed  in  t h i s  s e c t io n .  We w i l l  a t te m p t  to  accom plish  

t h i s  i n  th e  r e g r e s s i o n  a n a ly s i s  o f  Chapter VI.
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CHAPTER VI 

REGRESSION ANALYSIS 

In  t h i s  c h a p te r  we w i l l  a t te m p t  to  e s t im a te  and q u a n t i fy  the  r e l a ­

t i o n s h i p  betw een p o l ic y  in s tru m e n ts  and p o l ic y  o b j e c t i v e s ,  as  w e l l  as 

th e  t r a d e o f f s  o f  d i f f e r e n t  p o l ic y  o b je c t iv e s  w ith  each o t h e r .  This i s  

accom plished  by d ev e lo p in g  th e  r e l a t i o n s h i p  between a p a r t i c u l a r  measure 

o r  in s t ru m e n t  (as a  dependant v a r i a b l e )  and th e  d e c la re d  o b je c t iv e s  o f 

th e  I s r a e l i  a u t h o r i t i e s ,  namely, p r i c e  s t a b i l i t y ,  economic growth, f u l l  

employment, and b a lan ce  o f  payments e q u i l ib r iu m .  In a d d i t i o n  to  th e se  

e x p la n a to ry  v a r i a b l e s ,  dummy v a r i a b l e s  a r e  used to  c o n t r o l  f o r  s easo n a l  

f a c t o r s ,  d e v a lu a t io n s ,  and w ars ;  and th e  in f lu e n c e  o f  f o r e ig n  exchange 

flow s on some o f  th e  p o l ic y  in s tru m e n ts  mandated an a d d i t i o n a l  v a r i a b l e  

t o  c a p tu r e  th e s e  movements.

M u l t ip le  r e g r e s s io n s  were run  r e l a t i n g  the  v a r io u s  p o l ic y  i n s t r u ­

ments to  th e  p o l i c y  o b je c t iv e  v a r i a b l e s .  Various forms o f  th e  e x p lan a ­

to r y  v a r i a b l e s  were experim ented  w i th ,  and some a r e  in c lu d ed  in  t h i s  

s tu d y .  V arious  time la g s  were a l s o  experim ented  w ith ,  and i t  was d e t e r ­

mined t h a t  a  two q u a r t e r  l a g  o f  th e  e x p la n a to ry  v a r i a b l e s  gave a  con­

s i s t e n t l y  b e t t e r  f i t  th a n  any o t h e r .  In  o th e r  w ords, p o l ic y  a c t i o n  a t  

t im e t  i s  c o n s id e re d  to  be a f u n c t io n  o f th e  tim e t - 2  l e v e l  o f  th e  

o b j e c t i v e  v a r i a b l e s  (w ith  th e  e x c e p t io n  o f  open m arket o p e ra t io n s  whose 

re sp o n se  tim e was more r a p i d ) .  This approach  i s  p l a u s ib le  when one con­

s i d e r s  th e  v a r io u s  l a g s  in v o lv ed  i n  g a th e r in g  d a ta  on th e  i n d i c a t o r s ,  

e v a lu a t in g  t h a t  d a t a ,  d e c id in g  how to  re spond , and implementing t h a t  d e ­

c i s i o n .  This  i s  e s p e c i a l l y  t r u e  in  th e  case  o f  I s r a e l  where th e se  th in g s  

move s low er  th a n  in  most o th e r  p l a c e s .
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Independent V a r ia b le s

These v a r i a b l e s  r e f l e c t  th e  p o l ic y  goa ls  o f  most c o u n t r ie s ,  and a r e  

a l s o  th e  s t a t e d  g o a ls  o f  th e  I s r a e l i  a u t h o r i t i e s .  These then a re  our 

e x p la n a to ry  v a r i a b l e s ,  s in c e  presumably changes in  them w i l l  cause th e  

p o l ic y  makers to  r e a c t  th ro u g h  th e  use o f  a p o l ic y  instrum ent (our de­

pendent v a r i a b l e ) . Each o f  th e s e  independen t o r  ex p lan a to ry  v a r ia b le s  

w i l l  now be examined i n d i v i d u a l l y .

The b a la n c e  o f  payments v a r i a b l e  r e p r e s e n t in g  a payments su rp lu s  

o r d e f i c i t  i s  r e p re s e n te d  by t h r e e  d i f f e r e n t  m easures. The f i r s t  i s  

termed "BOP 1" and i s  th e  r a t i o  of e x t e r n a l  r e s e rv e s  to t h a t  q u a r t e r ' s  

im p o r ts .  The second measure i s  "BOP 2" and i s  th e  d o l l a r  value o f  the  

im port s u r p l u s .  The t h i r d  i s  "BOP 3" which i s  simply BOP 2 minus u n i ­

l a t e r a l  t r a n s f e r s .  T h is  l a s t  i s  in c lu d ed  to  t e s t  the  p o s s i b i l i t y  t h a t  

I s r a e l i  p o l ic y  makers d id  n o t  concern  them selves  overly  much w ith  the  

l e v e l  o f  th e  im port s u r p lu s ,  b u t  r a t h e r  w ith  t h a t  p o r t io n  o f  the im port 

s u rp lu s  n o t  covered  by f o r e ig n  g i f t s .  Thus each  r e g re s s io n  shown in  

upcoming t a b l e s  i s  p re se n te d  t h r e e  t im e s ,  each time w ith  a d i f f e r e n t  

measure o f  th e  b a la n c e  o f  payments. As d is c u s s e d  in  the in t ro d u c t io n ,  

s e v e r a l  forms o f  each  v a r i a b l e  were t e s t e d  b u t  no t n e c e s s a r i ly  p re se n te d  

in  th e s e  t a b l e s .  U nlike th e  o th e r  v a r i a b l e s  (where one f i n a l  form of 

th e  v a r i a b l e  was s e l e c t e d  and p re se n te d )  th e  p iv o ta l  p o s i t io n  o f th e  

b a la n c e  o f  payments s i t u a t i o n  to  t h i s  s tu d y  r e q u i re s  a more thorough 

p r e s e n t a t i o n  o f  some o f  th e  m easures o f  th e  b a lan ce  o f payments t h a t  

were t e s t e d .

The v a r i a b l e  GROWTH r e f e r s  to  th e  p e rc e n ta g e  change i n  the Index o f  

I n d u s t r i a l  P ro d u c t io n  from th e  same q u a r t e r  one y e a r  e a r l i e r .  I t  would 

have been p r e f e r a b l e  to  use  G.N.P. d a t a ,  b u t  u n fo r tu n a te ly  G.N.P. on a
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q u a r te r ly  b a s is  i s  only a v a i l a b l e  from  1964, and even th e  d a ta  f o r  th e  

p e r io d  1964-1967 is  under d i s p u t e  i n  I s r a e l  and was n o t  confirm ed by the 

C e n tra l  Bureau o f S t a t i s t i c s  I t  sh o u ld  be r e c a l l e d  t h a t  th e  I s r a e l i  

p o l ic y  makers a l s o  did n o t  have any o t h e r  so u rce  of q u a r t e r l y  growth 

d a ta  on which to  base t h e i r  d e c i s i o n s  d u r in g  t h i s  p e r io d .

I n f l a t i o n  i s  simply th e  p e r c e n ta g e  change in  th e  Consumer P r ic e  

Index. Unemployment r e f e r s  t o  th e  r a t i o  o f  th o se  unemployed and a c t i v e l y  

se e k in g  work to  the e n t i r e  c i v i l i a n  l a b o r  f o r c e .  Comparable d a ta  i s  

o n ly  a v a i la b le  from 1960 o n ,  s i n c e  i n  1959 th e  system  o f  unemployment 

r e g i s t r a t i o n  was changed. T h e re f o re  t h i s  e x p la n a to ry  v a r i a b l e  i s  om it­

t e d  from those  re g re s s io n s  t h a t  i n c lu d e  p e r io d s  p r io r  to  1960.

So f a r  we have covered t h e  fo u r  m ajo r  p o l ic y  g o a l s ,  nam ely, p r i c e  

s t a b i l i t y ,  h igh  r a t e  of g ro w th ,  low unemployment, and b a la n c e  o f  payments 

e q u i l ib r iu m .  In  a d d i t io n  some o th e r  v a r i a b l e s  had to  be in c lu d e d  f o r  

s t a t i s t i c a l  r e a so n s .  One s u c h  v a r i a b l e  i s  l a b e le d  "FOREIGN CURRENCY" 

i n  th e  r e g re s s io n  ta b le s ,  and  i t  r e p r e s e n t s  th e  p e rc e n ta g e  change o f  

g ro ss  e x te rn a l  rese rves  o v e r  t h e  p r e v io u s  q u a r t e r .  T h is  w i l l  t u r n  o u t 

to  be im portan t in  c e r t a in  c a s e s  i n  e x p l a i n i n g  f l u c t u a t i o n s  i n  th e  d e ­

pendent v a r i a b le  ( i . e . ,  m o n e ta ry  change)  n o t  ex p la in e d  by th e  fo u r  p o l ic y  

g o a l s .  This p a r t i c u l a r  form o f  m e a su r in g  f o r e ig n  c u r re n c y  changes was 

chosen s in ce  i t  i s  the  l e a s t  c o r r e l a t e d  w i th  the  b a lan ce  o f  payments 

from amongst those  experim ented  w i t h .  And f i n a l l y ,  we a l s o  had to  i n ­

c lu d e  seasona l dummies to  c o r r e c t  f o r  s e a s o n a l  f l u c t u a t i o n s ,  a s  w e l l  as 

war and d ev a lu a t io n  dummies t o  c o r r e c t  f o r  wars and d e v a lu a t io n s .  The 

c o n t r ib u t io n  o f  these  dummies i s  p r e s e n te d  s e p a r a t e ly  from t h a t  o f  the  

ex p lan a to ry  v a r ia b le s  in th e  r e g r e s s i o n  t a b l e s .
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Dependent V ar iab les

The dependent v a r i a b l e s  a r e  the  in s t ru m e n t  v a r i a b l e s  w hich th e  

a u t h o r i t i e s  m an ip u la te  to  ach iev e  t h e i r  p o l i c y  o b j e c t i v e s ,  and which 

t h e r e f o r e  respond to  movements in  the p o l i c y  o b j e c t i v e  v a r i a b l e s .  In  

t h i s  s e c t io n  we w i l l  a n a ly ze  th e  g e n e ra l  c r e d i t  c o n t r o l s  o f  th e  Bank o f  

I s r a e l  and compare th e s e  r e s u l t s  w ith  th e  s u b p e r io d  a n a l y s i s .  These 

g e n e ra l  c r e d i t  c o n t r o l s  in c lu d e  th e  minimum r e s e r v e  r a t i o  and th e  open 

m arket r a t e  (as d is c u s s e d  in  C hapter  IV th e  d i s c o u n t  r a t e  was no t used 

as  a m onetary t o o l ,  and thus  i s  n o t  in c lu d e d  i n  t h e  r e g r e s s i o n s ) .  They 

r e p r e s e n t  th e  most d i s c r e t i o n a r y  to o l s  a v a i l a b l e  t o  th e  c e n t r a l  bank, 

and th ey  can be m an ip u la ted  c o m p ara t iv e ly  f a s t .  A b i t  l a t e r  we w i l l  

a p p ly  th e  r e g r e s s io n  a n a ly s i s  to  th e  o th e r  p o l i c y  in s t r u m e n t s ,  which a re  

a l s o  under  th e  c o n t r o l  o f  th e  a u t h o r i t i e s  b u t  n o t  i n  a s  d i r e c t  a manner 

as th e  minimum r e s e r v e  r a t i o  and open m arke t o p e r a t i o n s .  O rd inary  l e a s t  

sq u a re  r e g r e s s i o n  e q u a t io n s  a r e  e s t im a te d  f o r  t h e s e  v a r i a b l e s  e x c e p t  

where in d i c a t e d  by f o o tn o te s .  I n  th o se  c a se s  ( i n d i c a t e d  by f o o tn o te s )  

where s e r i a l  c o r r e l a t i o n  o f  th e  r e s id u a l s  was s e r i o u s ,  th e  e q u a t io n s  

were a d ju s t e d  by th e  C ochrane-O rcu tt  I t e r a t i v e  T e ch n iq u e .  I n  most c a ses  

t h i s  was n o t  n e c e s s a ry ,  however. Each t a b l e  p r e s e n te d  c o n ta in s  th e  'F '  

s t a t i s t i c  i n  p a re n th e se s  d i r e c t l y  u n d e rn ea th  th e  r e g r e s s i o n  c o e f f i c i e n t  

o f  t h a t  v a r i a b l e .  At th e  bottom  o f  each t a b l e  I  have in c lu d e d  f o r  easy  

r e f e r e n c e  th e  F v a lu e  a t  th e  5% l e v e l  o f  s i g n i f i c a n c e  f o r  th e  ap p ro ­

p r i a t e  d e g re e s  o f  freedom , so t h a t  the  r e a d e r  can t e l l  a t  a  g lan ce  which

o f  t h e  c o e f f i c i e n t s  a r e  s i g n i f i c a n t  and w hich  a r e  n o t .  In  a d d i t i o n ,

2each  e q u a t io n  has i t s  R , and s ta n d a rd  e r r o r  o f  th e  e s t im a te  p r e s e n te d .  

S in ce  we a r e  p r im a r i ly  i n t e r e s t e d  in  th e  e x p la n a to r y  power o f  th e  i n ­

d ependen t v a r i a b l e s ,  th e  l a s t  two columns o f  ea c h  t a b l e  b re a k  down th e
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t o t a l  R showing what sh a re  i s  a t t r i b u t a b l e  to  the  v a r io u s  dummies d i s ­

c u ssed  above , and what sh a re  can  a c t u a l l y  be a s c r ib e d  to  th e  e x p la n a to ry  

v a r i a b l e s  th e m se lv e s .

Minimum R eserve  Requirem ents

For re a so n s  e x p la in e d  in  C hap ter  IV, our a n a ly s i s  o f  t h i s  p o l ic y

2in s t ru m e n t  b e g in s  w ith  1958. I t  i s  im p o rta n t  to  r e c a l l  t h a t  changes in  

th e  fo rm al r a t e  a lo n e  a r e  n o t .  s u f f i c i e n t  to  a c c u r a t e ly  d e s c r ib e  th e  

o p e r a t i o n  o f  t h i s  in s t ru m e n t .  The r e a so n  f o r  t h a t  i s  t h a t  th ro u g h o u t 

th e  p e r io d  under  s tu d y  (and in  f a c t  p r i o r  to  and a f t e r  t h i s  p e r io d  a l s o )  

a  p o l i c y  o f  d i r e c t e d  c r e d i t  t o  p r e f e r r e d  s e c to r s  was p u rsu ed .  In  o rd e r  

to  encourage  t h i s  c r e d i t ,  banks were g iv en  l i q u i d i t y  exam ptions on th e s e  

lo a n s  so t h a t  a  c e r t a i n  f r a c t i o n  o f  t h e i r  d e p o s i t s  would n o t  be s u b je c t  

to  th e  fo rm al r e s e r v e  r e q u i re m e n ts .  Thus th e  t r u e  p o s tu re  o f  t h i s  mone­

t a r y  t o o l  can n o t be de te rm ined  from the  form al minimum r e s e r v e  r e q u i r e ­

ments a lo n e ,  b u t  must a l s o  ta k e  in to  acco u n t  th e  l e v e l  o f  l i q u i d i t y  ex ­

em p tio n s .  What I  have done i s  sim ply  to  a d j u s t  th e  fo rm al r a t e  by th e  

r a t i o  o f  l i q u i d i t y  exem ptions to  th e  l e v e l  o f  t o t a l  d e p o s i t s .  The r e ­

s u l t i n g  r e s e r v e  r a t e  i s  s e n s i t i v e  to  b o th  th e  fo rm al r a t e  and th e  l e v e l  

o f  l i q u i d i t y  exem ptions ,  and i t  i s  t h i s  c a l c u l a t e d  r e s e r v e  r a t e  t h a t  i s  

used  i n  th e  r e g r e s s i o n s .

The r e s u l t s  f o r  the  p e r io d  as  a whole (Table 6.1) c l e a r l y  demon­

s t r a t e  a v e ry  s i g n i f i c a n t  r e l a t i o n s h i p  between BOP 2 ( th e  l e v e l  o f  th e  

im p o rt  s u r p lu s )  and th e  minimum r e s e rv e  re q u ire m e n ts .  When lo o k in g  a t  

l a t e r  su b p e r io d s  such  as  1960-1971 (Table  6.2) and 1965-1971 (Table 6 .3 )  , 

t h i s  r e l a t i o n s h i p  w i th  th e  b a la n c e  o f  payments i s  f u r t h e r  r e in f o r c e d .  

UNEMPLOYMENT was a l s o  a s i g n i f i c a n t  v a r i a b l e  (as indeed  i t  was s in c e  

d u r in g  I s r a e l ' s  on ly  r e c e s s io n  d u r in g  th e  p e r io d  under s tu d y  th e  formal
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r e s e r v e  re q u ire m e n ts  were lo w e re d ) ,  and d u r in g  th e  l a t e r  subperiods

( s t a r t i n g  in  I9 6 0 ) ,  th e r e  i s  a l s o  a s i g n i f i c a n t  r e l a t i o n s h i p  between

minimum r e s e r v e  re q u ire m e n ts  and th e  growth v a r i a b l e .

There a r e  two i n t e r e s t i n g  phenomena worth n o t in g  i n  t h i s  co n n e c tio n .  
2

A lthough  th e  R a r e  h ig h  ( re a c h in g  .89 in  th e  1965-1971 p e r io d )  and the  

F v a lu e s  i n d i c a t e  a deg ree  o f  s i g n i f i c a n c e  beyond any doubt w hatsoever 

(99.99999999999+%), th e  s ig n s  o f  th e  c o e f f i c i e n t s  a re  th e  ex a c t  o p p o s i te  

o f  our t h e o r e t i c a l  e x p e c ta t io n s .
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TABLE .6.1

MINIMUM RESERVE REQUIREMENTS3 

(1958-1971)
( t )  ( t ^  1 t

Dependent
V a r ia b le

C onstan t / B0P1 
Term

B0P2 B0P3 Growth I n f l a t i o n Unemploy­
ment

^ F o re ig n  
Currency

.R 2 SEE AR2
Dummies

AR
V ariab le

Minimum
R eserve

1 .7
(1 .3 )

- 0 .0
(0 .0 )

- 0 .7
(0 .6 )

0 .2
(2 .8 )

.10 8 .7 .05 .05

Minimum
Reserve

48 .2 - 0 .2
(61 .2 )

-0 .1
(0 .4 )

0 .9
(1 .8 )

0 .1
(1 .6 )

.60 5 .8 .03 .57

Minimum
Reserve

33 .0 - 0 .0
(0 .5 )

- 0 .1
(0 .2 )

-0 .5
(0 .2 )

0 .1
(1 .7 )

.08 8 .8 .03 .05

Number o f  o b s e rv a t io n s  = 56

57, F = 4 .1

N ote: B0P1 = R atio  ex tern a l reserv es/im p o rts

B0P2 = $(m illio n s )  o f  import surplus

B0P3 = B0P2 - u n ila te r a l tr a n sfers
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4
TABLE 6.2

MINIMUM RESERVE REQUIREMENTS 
(1960-1971)

Ct)   Ct-2)    t
Dependent
V a r ia b le

Cons t a n t  
Term

'  B0P1 B0P2 B0P3 Growth I n f l a t i o n Unemploy- '■Foreign 
ment Currency

R See AR
Dummies

AR
V ariab le

Minimum 
R eserve .

27 .0 7.7
(29 .7 )

-0 .2
(3 .2 )

- 1 .0
(1 .5 )

- 2 .3
(17 .0 )

0 .6
(0 .3 )

.50 6 .4 .10 .40

Minimum
Reserve

56.8 - 0 .2
(7 2 .9 )

- 0 .2
(6 .3 )

0 .9
(1 .8 )

- 1 .5
(13 .9)

- 0 .1
(2 .0 )

.70 5 .0 .02 .68

Minimum
R eserve

44.8 - 0 .5
(4 .9 )

- 0 .4
(4 .9 )

- 0 .1
(0 .0 )

-1 .9
(6 .8 )

- 0 .1
(1 .1 )

.20 8 .1 .02 .18

Number o f  o b s e rv a t io n s  = 48

57c F = 4 .1

N ote: B0P1 = R atio  ex tern a l reserv es/im p o rts

B0P2 = # (m ill io n s )  o f  import surplus

B0P3 = B0P2 -  u n ila te r a l  tr a n sfe r s



TABLE .6.3

MINIMUM RESERVE REQUIREMENTS 
(1965-1971)

Ct)   ftr-2)
Dependent
V a r ia b le

C onstan t ^BOPl 
Term

B0P2 B0P3 Growth I n f l a t i o n Unemploy­
ment

- F o re ig n  
Currency

R SEE AR
Dummies

AR
V a r ia b le

Minimum
R eserve

76.3 - 0 .3
(67 .5 )

- 0 .4
(17 .3 )

0 .1
(0 .0 )

-2 .8
(20 .4 )

0 .0
(0 .2 )

.82 4 .3 0 .04 .78

Minimum
Reserve

15.6  10 .6  
(127.4)

. - 0 .4  
(1 4 .1 )

-0 .8
(1-2)

-2 .1
(22 .1 )

0 .0
(0 .0 )

.89 3 .3 0 .24 .65

Minimum
Reserve

33.7 - 0 .1
(0 .5 )

- 0 .4
(1 .2 )

0 .6
(0 .1 )

-0 .7
(0 .2 )

- 0 .1
(0 .8 )

.13 9 .4 0 .0 4 .09

Number o f  o b s e rv a t io n s  = 28

5% F = 4 .4 5

N ote: B0P1 = R atio  ex tern a l reserv es/im p o rts

B0P2 = ^ (m illio n s )  o f import surplus

B0P3 = B0P2 -  u n ila te r a l  tr a n sfe r s



TABLE 6 .4 3

MINIMUM RESERVE REQUIREMENTS 
(1958-1964)

Dependent
V a r ia b le

Cons t a n t  
Term

' bopi B0P2 B0P3 Growth I n f l a t i o n Unemploy­
ment

■ F o re ig n  
Currency

R SEE AR
Dummies

AR
V ariab l

Minimum
Reserve

33.7 0 .2
(9 .4 )

0 .3
(11 .0 )

- 0 .2
(0 .4 )

0 .0
(0 .0 )

. 66 2 .5 .28 .38

Minimum
Reserve

32 .5 0 .0
(0 .3 )

0 .3
(9 .3 )

- 0 .4
(0 .7 )

0 .0
(0 .3 )

.49 3 .1 .28 .21

Minimum
Reserve

35 .6 - 0 .9
(1 .2 )

0 .3
(9 .0 )

- 0 .3
(0 .4 )

- 0 .9
(1 .2 )

.51 3 .0 .22 .29

Number o f  o b s e rv a t io n s  = 28

5 70 F = 4 .4

N ote: B0P1 = R atio  ex tern a l reserv es/im p o rts

B0P2 = $ (m illio n s )  o f  import surplus

B0P3 = B0P2 - u n i la te r a l  tra n sfers
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For exam ple, when o b s e rv in g  B0P1 ( th e  r a t i o  o f e x t e r n a l  r e s e r v e s  to  im­

p o r t s ) ,  one would e x p e c t  a  p r i o r i  t h a t  the  h ig h e r  the  l e v e l  o f  e x te r n a l  

r e s e r v e s  th e  low er would be the  e f f e c t i v e  minimum r e s e r v e  re q u ire m e n ts .  

One would t h e r e f o r e  e x p e c t  t h i s  c o e f f i c i e n t  to  be n e g a t iv e .  S im i la r ly ,  

when o b s e rv in g  B0P2 ( th e  d o l l a r  l e v e l  o f  th<£ im port s u rp lu s )  we would 

e x p e c t  a  p r i o r i  t h a t  th e  g r e a t e r  th e  d e c e l e r a t i o n  o f  th e  d e f i c i t  th e  

h ig h e r  th e  n e c e s s a ry  minimum r e s e r v e  re q u ire m e n ts ,  and th u s  a p o s i t i v e  

( i . e . ,  +) r e l a t i o n s h i p  sho u ld  e x i s t  between th e  independen t and dependent 

v a r i a b l e s .  A g lan ce  a t  th e  t a b l e s  shows t h a t  th e  a c tu a l  r e s u l t s  were 

e x a c t ly  th e  o p p o s i te  ( i n  term s o f  th e  s ig n s  o f  th e  c o e f f i c i e n t s )  from 

th o se  w hich we would have e x p e c te d .  This unusual s i t u a t i o n  c o in c id e s  

p e r f e c t l y  w i th  th e  su b p e r io d  a n a ly s i s  o f  Chapter V, which g e n e ra te d  

e q u a l ly  u n u su a l r e s u l t s .  The e x p la n a t io n  f o r  t h i s  phenomena l i e s  i n  th e  

m inu te  s i z e  o f  th e  I s r a e l i  economy, and the  overwhelming e f f e c t  o f  

f o r e i g n  c u r re n c y  flow s on th e  l e v e l  o f  i n t e r n a l  l i q u i d i t y .  Of cou rse  

l a r g e  f o r e ig n  -cu rrency  in f lo w s  and a h e a l th y  l e v e l  o f  f o r e i g n  exchange 

r e s e r v e s  le d  to  a  d e s i r e  f o r  an  e a s i e r  c r e d i t  p o l ic y  on th e  p a r t  o f  th e  

a u t h o r i t i e s .  But th e s e  very  in f lo w s  g e n e ra te d  such a  huge amount o f  

l i q u i d i t y  r e l a t i v e  to  I s r a e l ' s  sm a ll  s i z e ,  t h a t  th e  amount o f  l i q u i d i t y  

grew to  exceed  ( o f te n  s u b s t a n t i a l l y )  even th e  l i b e r a l  amounts d e s i r e d  

by th e  a u t h o r i t i e s .  T h e re fo re  e f f e c t i v e  r e s e r v e  re q u ire m e n ts  had to  be 

r a i s e d  i n  s p i t e  o f  (o r  r a t h e r  because  o f )  t h e  l a r g e  f o r e ig n  cu rren cy  

in f lo w s .  S i m i l a r ly ,  m ajor o u tf lo w s  o f  f o r e ig n  cu rrency  o f t e n  d ec rease d  

i n t e r n a l  l i q u i d i t y  even more th a n  was n e c e s s i t a t e d  by a t i g h t  money 

p o l i c y ,  th e re b y  in d u c in g  th e  a u t h o r i t i e s  to  reduce  the  e f f e c t i v e  r e s e rv e  

r e q u i r e m e n ts .



-7 3 -

The second i n t e r e s t i n g  phenomena i s  the  r e s u l t s  o f  the  1958-1964 

subperiod  (Table  6 .4 ) ,  which i s  co m ple te ly  a t  v a r ia n c e  w ith  the  over­

a l l  p e r io d  and w i th  l a t e r  s u b p e r io d s .  In  t h i s  ca se  the measures B0P1

and B0P2 which were so s i g n i f i c a n t  d u r in g  th e  o ther ,  time periods ana­

lyzed  a r e  c l e a r l y  n o t s i g n i f i c a n t  a t  a l l  d u r in g  t h i s  e a r ly  p e r io d . But 

s t r a n g e ly  enough th e r e  ap p e a rs  to  be some r e l a t i o n s h i p  between the 

dependent v a r i a b l e  and B0P3 ( d o l l a r  l e v e l  o f  im port su rp lu s  minue u n i ­

l a t e r a l  t r a n s f e r s ) .  The s u g g e s t io n  i s  t h a t  d u r in g  t h i s  e a r ly  period 

th e  a u t h o r i t i e s  d id  n o t  respond  p r im a r i ly  to  th e  c u r r e n t  account d e f i c i t ,

b u t  to  t h a t  p o r t i o n  n o t  covered  by u n i l a t e r a l  t r a n s f e r s .  We w i l l  r e tu rn

to  t h i s  in  g r e a t e r  d e t a i l  in  C hapter V II .

Open Market O pera tions

As p re v io u s ly  m en tioned , th e  Bank o f  I s r a e l  d id  no t beg in  to under­

ta k e  open m arket o p e r a t io n s  u n t i l  the  end o f  1966, and th e r e fo r e  th e  

only  tim e p e r io d  f o r  w hich r e g r e s s io n s  were run  (Table 6 .5 )  i s  1967- 

1973. The d a ta  base  on which th e s e  r e g re s s io n s  were run c o n s is t s  of 

th e  amount o f  l i q u i d i t y  added o r  absorbed  each q u a r t e r  by th i s  po licy
g

in s t ru m e n t .  T ab le  6 .5  shows th e  r e s u l t s  w ith  no time la g  a t  a l l ,  on 

t h e  assum ption  t h a t  t h i s  i s  a  v e ry  r a p i d ly  resp o n d in g  to o l  compared to 

o th e r s .  I t  w o u ld n 't  have made much d i f f e r e n c e  anyway because re g a rd le s s  

what l a g  I  experim ented  w i th ,  th e  r e s u l t s  were e q u a l ly  poor.  These r e ­

s u l t s  r e i n f o r c e  and c l a r i f y  th e  somewhat ambiguous r e s u l t s  ob ta ined  by 

th e  subperiod  method o f  C h ap te r  V ( e s p e c i a l l y  s in c e  we only  had two 

su b p e rio d s  to  a n a ly z e ) .  C le a r ly  th e  p o r t i o n  of t h e  v a r i a t i o n  in  open 

m arket o p e ra t io n s  e x p la in e d  by th e  s ta n d a rd  fou r  p o l ic y  goa ls  i s  le s s  

th a n  5%, o r i n  o th e r  words th e  t r a d i t i o n a l  p o l ic y  o b je c t iv e s  c le a r ly  

do n o t  e x p la in  a t  a l l  th e  re c o rd e d  changes in  open market o p e ra t io n s .
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TABLE 6 .5

OPEN MARKET OPERATIONS 
(1967-1973)

( t ) ( t - o li rr t o O
Dependent
V a r ia b le

Cons t a n t  
Term

' b o pi B0P2 B0P3 Growth I n f l a t i o n Unemploy­
ment

"''“F o re ig n
C urren ty

R2 SEE A*
Dummies

AS
Vari

Open
M arket

-4 4 .1 15.1
(1 .9 )

- 1 .5
(5 .2 )

1 .1
(0 .0 )

- 2 .5
(0 .3 )

- 0 .8
(2 .8 )

.66 26.8 .61 .0

Open
Market

52.3 - 0 .4
(0 .6 )

- 1 .9
(3 .2 )

4 .5
(0 .5 )

- 4 .9
(0 .3 )

- 0 .7
(2 .1 )

.63 28.1 .60 .0

Open
Market

-2 1 .7 -0 .2
(1 .1 )

- 1 .5
(4 .9 )

0 .5
(0 .0 )

- 0 .4
(0 .0 )

- 0 .8
(2 .4 )

.64 2 7 .7 .60 .0

Number o f  o b s e rv a t io n s  = 26

5% F = 4 .5

N ote: B0P1 = R a t io  e x t e r n a l  r e s e r v e s / im p o r t s

B0P2 = # (m i l l io n s )  o f  im port s u rp lu s  

B0P3 = B0P2 -  u n i l a t e r a l  t r a n s f e r s
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The i n t e r p r e t a t i o n  o f  th e se  r e s u l t s  i s  n o t  co m p le te ly  c l e a r .  I t  would 

seem, however, t h a t  in  th e  e a r l y  y e a r s  o f  the  e x i s t e n c e  o f  t h i s  t o o l  th e  

Bank o f  I s r a e l  (as  a  r e s u l t  o f  th e  underdeveloped  s t a t e  o f  th e  I s r a e l i  

s e c u r i t i e s  m arke t)  was p r im a r i ly  i n t e r e s t e d  in  a c h ie v in g  a  wide d i s ­

t r i b u t i o n  o f  th e  S hort  Term Loan ( th e  t r e a s u r y  b i l l  u sed  f o r  th e se  open 

m arket o p e r a t i o n s ) ,  and thus  was b ia s e d  i n  th e  d i r e c t i o n  o f  (what we 

would p ic k  up a s )  a b s o rp t iv e  o p e r a t i o n s ,  i . e . ,  s e l l i n g  t h e s e  b i l l s  where- 

e v e r  p o s s i b l e .  A lso ,  we p o in te d  o u t  i n  C hap te r  IV : t h a t  an  a d d i t i o n a l  

c o m p l ic a t io n  e x i s t e d  in  t h a t  l a r g e  f i n a n c i a l  i n s t i t u t i o n s  r e fu s e d  to  

p u rc h a se  th e se  b i l l s  in  s i g n i f i c a n t  q u a n t i t i e s  (and o f t e n  i n  any quan­

t i t i e s  a t  a l l ) .  This  was th e  r e s u l t  o f  th e  l e g a l  c e i l i n g  on i n t e r e s t  

r a t e s ,  which fo rc e d  th e se  b i l l s  to  c a r r y  a  fa c e  i n t e r e s t  o f  11%. They 

t h e r e f o r e  had to  be so ld  a t  a d i s c o u n t  to  be c o m p e t i t iv e  ( s in c e  f r e e  

m arket r a t e s  o f  i n t e r e s t  were betw een 15-18 p e r c e n t ) ,  and t h e i r  a p p r e c ia ­

t i o n  was c o n s id e re d  ( to  save f a c e )  n o t  an  i n t e r e s t  payment b u t  a  c a p i t a l
7

g a in .  I n s t i t u t i o n s  were taxed  on c a p i t a l  g a in s  (w h ile  in d iv id u a l s  were 

n o t )  th u s  making them v ery  r e l u c t a n t  to  h e lp  th e  c e n t r a l  bank accom plish  

i t s  o b j e c t iv e  o f  wide d i s t r i b u t i o n  o f  t h e  s h o r t  te rm  l o a n .  I t  i s  con­

c e iv a b le  t h a t  th e  s h o r t  tim e p e r io d  t h a t  t h i s  in s t ru m e n t  was u t i l i z e d  

combined w i th  th e  d i f f i c u l t i e s  i n  g e t t i n g  i t  s t a r t e d  can  h e lp  e x p la in  

i t s  poor showing i n  th e  r e g r e s s i o n s .

Monetary Growth

The rem ainder  o f  th e  p o l i c y  to o l s  w hich we w i l l  a n a ly z e  in  th e  

co u rse  o f  t h i s  c h a p te r  (and s t a r t i n g  w i th  m onetary grow th) were n o t  as 

d i r e c t l y  under th e  c o n t r o l  o f  th e  Bank o f  I s r a e l  as  th e  two j u s t  d i s ­

cu sse d .  N e v e r th e le s s  in  each case  e x c e p t  f o r  f i s c a l  p o l i c y  th e  Bank o f 

I s r a e l  had a g r e a t  degree  o f  i n f lu e n c e  on f l u c t u a t i o n s  o f  th o se  p o l ic y
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i n s t ru m e n ts  .

When ru n n in g  r e g r e s s io n s  w ith  th e  change in  th e  money supp ly  as 

th e  dependen t v a r i a b l e ,  i t  i s  p o s s ib le  on o cc a s io n  to  g e n e ra te  c o e f ­

f i c i e n t s  w i th  m is le a d in g  s ig n s .  The re a so n  fo r  t h i s  i s  t h a t  a  t i g h t  

money p o l i c y  u s u a l ly  does n o t  imply a  d e c l in e  in  th e  money sup p ly  i t ­

s e l f ,  b u t  r a t h e r  a  d e c l in e  in  th e  r a t e  o f  growth o f  the  money su p p ly .

To f i l t e r  o u t  t h i s  confound ing  e f f e c t  whenever i t  shows up, I  have run  

each  o f  th e  m onetary  r e g r e s s io n s  i n  two forms—b o th  o f  which a r e  p r e ­

s e n te d  i n  each  o f  th e  m onetary  t a b l e s  (Tables 6 .6 - 6 .9 ) .  The f i r s t  

method ( i n  w hich th e  dependen t v a r i a b l e  i s  l a b e le d  "M") was to  u se  the  

p e rc e n ta g e  change i n  th e  l e v e l  o f  Ml over  th e  p re v io u s  q u a r t e r .  The 

o th e r  method ( la b e le d  "dM") was t o  ta k e  the  p e r c e n t  change i n  the  r a t e  

o f  grow th o f  Ml. In  th e  second c a s e ,  a slow-down i n  th e  r a t e  o f  growth 

o f  th e  money su p p ly  would a p p e a r  in  th e  d a ta  b ase  as  a  n e g a t iv e  number 

and th e re b y  h o p e f u l ly  p re v e n t  us from g e t t i n g  th e  wrong s ig n  ( a t  l e a s t  

f o r  t h a t  r e a s o n ) .

In  t h e  e a r l y  p e r io d  o f  1956-1963 (Table 6 .6 ) th e  u se  o f  "dM" as

th e  in d ep en d en t  v a r i a b l e  d r a m a t ic a l ly  improved th e  r e s u l t s  o b ta in e d .

In  th e  o t h e r  tim e p e r io d s  which we w i l l  examine, i t  made a lm o st  no d i f -

2f e r e n c e  a t  a l l .  D uring t h i s  1956-1963 p e r io d  R ' s  as  h ig h  as  .85 were 

g e n e r a te d ,  a  r e s u l t  a lm o s t  u n b e l ie v a b ly  h igh  f o r  a p o l i c y  in s tru m e n t  

s u b s t a n t i a l l y  removed from b e in g  com ple te ly  under th e  c o n t r o l  o f  th e  

m onetary  a u t h o r i t i e s .  However, a  c l o s e r  look  shows why t h i s  i s  th e  

c a s e .  None o f  th e  b a la n c e  o f  payments v a r i a b l e s  t e s t e d  i n  T ab le  6 .6  

a r e  s i g n i f i c a n t .  The r a t e  o f  i n f l a t i o n  a l s o  i s  n o t  s i g n i f i c a n t  (bu t 

even  s o ,  i t  i s  en c o u ra g in g  to  n o te  t h a t  when s w i tc h in g  from th e  use o f  

"M" as  th e  in d ep en d en t v a r i a b l e  to  "dM" th e  i n f l a t i o n  c o e f f i c i e n t
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TABLE 6.6

MONEY SUPPLY 
(1956-1963)

( t ) ( t - 2 ) t
R2 AR2

Dummies
AR2
Var:

Dependent
V a r ia b le

C onstan t
Term

7 B0P1 B0P2 B0P3 Growth I n f l a t i o n Unemploy-xF o re ig n  
ment Currency

SEE

M 4 .8 0 .3
(0 .4 )

-0 .2
(7 .8 )

0 .3
(0 .9 )

0 .1
(6 .5 )

.70 2 .4 .33 « «

M 9 .0 - 0 .1
(3 .4 )

- 0 .2
(10 .1 )

0 .5  . 
(2 .3 )

0 .1
(8 .9 )

.73 2 .2 .36 /■•

M 5 .3 - 0 .1
(1 .2 )

- 0 .2
(8 .4 )

0 .3
(1 .1 )

0 .1
(7 .1 )

.71 2 .3 .36 • «■

dM 0 .1 - 0 .1
(0 .0 ) • - 0 .2

(12 .2 )
-0 .2

(0 .6 )
0 .1

(20 .4 )
.84 2 .2 .12 .7

dM 1 .7 - 0 .0
(0 .7 )

• - 0 .2
(13 .3 )

- 0 .2
(0 .4 )

0 .1
(21 .9 )

.85 2 .2 .13 .7

dM 0 .1 -0 .1
(0 .5 )

- 0 .2
(12 .9 )

- 0 .3
(0 .7 )

0 .1
(21 .6 )

.85 2 .2 .13 .7

Number o f  o b s e rv a t io n s  = 3 2  N ote: B0P1 = R a t io  e x te r n a l  r e s e rv e s / im p o r t s
5/o F -  4 .3  B0P2 = $ (m i l l io n s )  o f  im port s u rp lu s

M -  % A in  Ml over  p re v io u s  q u a r t e r  BQp3 .  BQp2 .  u n l l a t e r a l  t r a n s f e r s

dM = % A in  r a t e  o f  growth o f  Ml
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TABLE 6 .7

MONEY SUPPLY 
(1956-1973)

( t ) ( t -2) t /

Dependent
V ariab le

Cons t a n t  
Term

'B0P1 B0P2 B0P3 Growth I n f l a t i o n Unemploy­
ment

F o re ig n
Currency

R2 SEE AR2
Dummies

A *
Vari

M 4 .0 0 .0
(0 .0 )

- 0 .1
(8 .5 )

0 .7
(7 .3 )

0 .1
(12 .2 )

.56 2 .7 .22 .34

M 3.5 0 .0
(0 .8 )

- 0 .1
(8 .8 )

0 .5
(3 .2 )

0 .1
(12 .1 )

.56 2 .7 .22 .34

M 4 .1 - 0 .0
(2 .2 )

- 0 .1
(10 .0)

0 .6
(8 .3 )

0 .1
(13 .7)

.57 2 .7 .22 .35

dM - 2 .3 0 .1
(0 .0 )

- 0 .1
(1 .0 )

0 .1
(0 .1 )

0 .1
(7 .7 )

.58 3 .3 .26 .32

dM - 3 .3 0 .0
(2 .8 )

- 0 .1
(1 .2 )

-0 .2
(0 .4 )

0 .1
(7 .4 )

.59 3.2 .26 .33

dM - 2 .1 - 0 .0
(0 .2 )

- 0 .1
(1 .1 )

0 .1
(0 .1 )

0 .1
(8 .0 )

.58 3 .3 .26 .32

Number o f  o b s e rv a t io n s  = 70
5% F = 4 .0

M = % ^ i n  Ml over  p re v io u s  q u a r t e r

dM = % A i n  r a t e  o f  growth o f  Ml

Note: B0P1 = R atio  ex tern a l reserv es/im p o rts

B0P2 = $(m illio n s )  o f  import surplus

B0P3 = B0P2 -  u n ila te r a l tra n sfers
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TABLE 6 .8

MONEY SUPPLY 
(1960-1973)

( t ) ( t - 2 ) t n
AR2

Dummies

o
Dependent
V a r ia b le

Cons t a n t  
Term

'B0P1 B0P2 B0P3 Growth I n f l a t i o n Unemploy­
ment

"^F o re ig n
Currency

R2 SEE AR
V aria

M 2 .8 - 0 .4
(0 .4 )

- 0 .1
(1 .7 )

0 .7
(4 .4 )

0 .3
(1 .2 )

0 .1
(7 .0 )

.53 3.0 .14 .39

M - 1 .8 0 .0
(0 .3 )

- 0 .4
(0 .3 )

0 .4
(0 .9 )

0 .5
(2 .3 )

0 .0
(0 .1 )

.58 3 .4 .38 .20

M 2 .7 - 0 .0
(1 .0 )

-0 .1
(2 .5 )

0 .7
(4 .2 )

0 .2
(0 .4 )

0 .1
(7 .3 )

.53 2 .9 .03 .50

dM - 0 .3 0 .1
(0 .0 )

-0 .1
(1 .6 )

-0 .2
(0 .2 )

-0 .3
(1 .1 )

0.1
(1 .6 )

.54 3 .5 .29 .25

dM - 2 .1 0 .0
(2 .3 )

- 0 .5
(0 .6 )

- 0 .4
(1 .1 )

-0 .2
(0 .6 )

0 .1
(1 .8 )

.57 3 .4 .28 .29

dM 0 .3 - 0 .0
(0 .5 )

-0 .1
(1 .5 )

-0 .2
(0 .2 )

- 0 .4
(1 .5 )

0.1
(1 .5 )

.55 3 .5 .28 .27

Number o f  o b s e rv a t io n s

5% F 

M 

dM

54 

4 .1

% A i n  Ml over p rev io u s  q u a r t e r  

% A i n  r a t e  o f  growth o f  Ml

Note: B0P1 = R atio ex tern a l reserves/im p orts

B0P2 = $ (m illio n s )  o f import surplus

B0P3 = B0P2 - u n ila te r a l  tra n sfers
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TABLE .6.9

MONEY SUPPLY 
(1964-1973)

( t ) ( t-21 t
Dependent
V ar iab le

C onstan t
Term

/ B0P1 B0P2 B0P3 Growth I n f l a t i o n Unemploy­
ment

F o re ig n
Currency

R2 SEE AR2
Dummies

AR2
Vari

M 0 .6 -0 .8
(1 .1 )

- 0 .0
(0 .1 )

1 .1
(7 .6 )

0 .6
(3 .4 )

0 .1
(7 .2 )

.60 2 .9 .17 .43

M - 6 .9 0 .0 4
(7 .1 )

0 .0
(0 .0 )

0 .6
(1 .9 )

0 .9
(8 .1 )

0 .1
(6 .6 )

.67 2 .6 .17 .50

M - 0 .1 - 0 .0
(0 .3 )

- 0 .0
(0 .3 )

1 .0
(6 .4 )

0 .4
(1 .5 )

0 .1
(8 .1 )

.59 2 .9 .17 .42

dM - 2 .4 0 .4
(0 .2 )

- 0 .0
(0 .0 )

0.2
(0 .1 )

- 0 .3
(0 .5 )

0 .1
(2 .1 )

.55 3.7 .39 .16

dM - 3 .2 0 .0
(0 .2 )

0 .0
(0 .0 )

0 .1
(0 .0 )

-0 .1
(0 .1 )

0 .1
(1 .7 )

.55 3 .7 .39 .16

dM - 0 .8 - 0 .0
(0 .5 )

- 0 .0
(0 .1 )

0 .1
(0 .0 )

- 0 .3
(0 .7 )

0 .1
(2 .0 )

.55 3 .6 .39 .16

Number o f  o b s e rv a t io n s  = 38 N ote: B0P1 = R a t io  e x t e r n a l  r e s e r v e s / im p o r t s

5% F = 4 .2  B0P2 = $ (m i l l io n s )  o f  im port su rp lu s

M = % A Ml over  p rev io u s  q u a r t e r  B0P3 = B0P2 -  u n i l a t e r a l  t r a n s f e r s

dM = 70 A i n  r a t e  o f  growth o f  Ml
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assumes th e  " c o r r e c t "  s ig n ,  i . e . ,  i t  becomes n e g a t iv e ) .  The e x p la n a ­

t i o n  f o r  th e  h ig h  R squared  d u r in g  t h i s  p e r io d  l i e s  in  th e  m ajor con­

t r i b u t i o n s  o f  t h e  GROWTH v a r i a b l e  and th e  FOREIGN CURRENCY v a r i a b l e .

Both have h ig h  F v a lu e s  and b o th  c o n t r ib u te  s u b s t a n t i a l l y  to  th e  f i n a l  

R s q u a re d .  The FOREIGN CURRENCY v a r i a b l e  i s  the  p e rc e n ta g e  change i n  

g ross  e x t e r n a l  r e s e r v e s  over th e  p rev io u s  q u a r t e r ,  and i s  in c lu d ed  to  

f i l t e r  o u t  th e  e f f e c t  (which was a  major one, as has been p o in ted  o u t)  

o f  f o r e i g n  c u rren cy  in f lo w s  and ou tflow s on i n t e r n a l  l i q u i d i t y .  With 

t h i s  e f f e c t  now accoun ted  f o r ,  we a re  l e f t  w ith  th e  c o n c lu s io n  t h a t  

d u r in g  th e  1956-1963 p e r io d  th e  prim ary  c o n s id e r a t io n  o f  th e  p o l ic y  

m akers . was t h a t  o f  economic grow th. This c o n c lu s io n  i s  c o n s i s t e n t  w ith  

th e  s t a t e d  g o a ls  o f  th e  a u t h o r i t i e s  a t  th e  tim e .

For th e  p e r io d  as a whole (Table 6 .7 )  as w e l l  as f o r  l a t e r  su b ­

p e r io d s ,  n o th in g  i s  ga ined  by u s in g  "dM" as  our dependent v a r i a b l e ,  and 

we w i l l  fo cu s  our d i s c u s s io n  on "M". Our R squared  f o r  th e  e n t i r e  

1956-1973 p e r io d  ranges  in  th e  upper f i f t i e s ,  and i s  t h e r e f o r e  much 

c l o s e r  to  what we would ex p ec t  th a n  the  h ig h  e i g h t i e s  o f  th e  e a r ly  sub­

p e r io d ,  when one c o n s id e r s  th e  many f a c t o r s  in f lu e n c in g  m onetary grow th. 

Once a g a in  a s  in  th e  1956-1963 su b p e r io d ,  th e  b a la n c e  o f  payments 

( r e g a r d l e s s  w hich  measure i s  adop ted )  p la y s  no r o l e  in  e x p la in in g  p o l ic y  

d e c i s i o n s .  This tim e i t  i s  GROWTH, FOREIGN CURRENCY, and INFLATION 

which a r e  s i g n i f i c a n t  (a l th o u g h  th e  e q u a t io n  as a whole i s  much l e s s  

s i g n i f i c a n t  th a n  th o se  g e n e ra te d  f o r  th e  1956-1963 s u b p e r io d ) .  The f i r s t  

two have b een  d e a l t  w i th  a l r e a d y  in  the  p rev io u s  c o n te x t .  In  the  case  

o f th e  INFLATION v a r i a b l e  i t  app ea rs  to be s i g n i f i c a n t  bo th  in  th e  o v e r ­

a l l  p e r io d  and in  th e  l a t e r  su b p erio d s  (Tables 6 . 8  and 6 . 9 ) .  The problem 

however i s  t h a t  th ro u g h o u t  i t  has a  p o s i t i v e  c o e f f i c i e n t  in s t e a d  o f  the
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n e g a t iv e  c o e f f i c i e n t  we would t h e o r e t i c a l l y  ex p ec t .  T h is  though i s  no t 

too  s e r io u s  s in c e  in  a lm o st every  ca se  th e  co rre sp o n d in g  r e g r e s s io n  

w i th  "dM" g iv es  th e  " c o r r e c t "  c o e f f i c i e n t  (and in  th o se  c a se s  where i t  

d o e s n ' t ,  i t s  F v a lu e  i s  rough ly  0 .0  which d o e s n ' t  induce us to  ta k e  i t  

v e ry  s e r i o u s l y ) .  Thus i t  would seem t h a t  f o r  t h i s  p e r io d  as a  whole we 

can  a c c e p t  th e  s i g n i f i c a n c e  o f  th e  INFLATION ex p la n a to ry  v a r i a b l e  d e s p i t e  

th e  p o s i t i v e  c o e f f i c i e n t s ,  and we can a s c r ib e  those  c o e f f i c i e n t s  to  the  

f a c t  t h a t  m onetary r e s t r a i n t  ta k e s  th e  form o f  a s low er r a t e  o f  growth 

o f  th e  money su p p ly  and n o t  a  n e g a t iv e  r a t e  o f  growth.

The l a t e r  su b p e r io d s  a l s o  in c lu d e  th e  e x p la n a to ry  v a r i a b l e  UNEMPLOY­

MENT ( i . e . ,  th e  1960-1973, and 1964-1973 s u b p e r io d s ) .  In  on ly  one r e ­

g r e s s io n  (see  Table  6 .9 )  does t h i s  v a r i a b l e  assume s t a t i s t i c a l  s i g n i f i ­

c a n c e .  I t  i s  p ro b a b le  t h a t  th e  v e ry  su c c e ss  o f  th e  I s r a e l i  a u t h o r i t i e s  

in  k eep in g  unemployment v e ry  low and w i th in  a c c e p ta b le  l i m i t s  ( th e r e  was 

on ly  one r e c e s s i o n  d u r in g  th e  e n t i r e  1956-1973 p e r io d  under s tu d y )  p r e ­

v e n te d  i t s  showing up as v e ry  s i g n i f i c a n t ;  s in c e  f l u c tu a t i o n s  w i th in  

a c c e p ta b le  l i m i t s  cou ld  s a f e l y  be ig n o re d  by p o l ic y  s e t t e r s .  Only in  

th e  1964-1973 s u b p e r io d ,  which in c lu d e s  I s r a e l ' s  m ajor tw o -y ear  r e ­

c e s s io n  (1965-1966) do we g e t  a  case  o f  s t a t i s t i c a l  s ig n i f i c a n c e  f o r  

t h i s  v a r i a b l e .

As f o r  th e  b a la n c e  o f  paym ents, only  i n  th e  1964-1973 p e r io d  

d id  one o f  th e  b a la n c e  o f  payments m easures assume s t a t i s t i c a l  s i g n i f i ­

cance (we w i l l  d i s c u s s  a p o s s ib l e  re a so n  f o r  t h i s  in  C hapter VI ) .

T h is  i s  i n  s u r p r i s i n l y  c lo s e  agreem ent w i th  th e  subperiod  a n a ly s i s  o f  

C hap ter  ’V where a lm o st  a l l  th e  p o s i t i v e  r e s u l t s  took p la c e  in  th e se  

l a t e r  y e a r s .
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TABLE A 1 0

CREDIT TO THE PUBLIC 
(1956-1973)

( t ) ( t - 2 ) t 0 o 9
Dependent
V a r ia b le

Cons t a n t  
Term

/'B0P1 B0P2 B0P3 Growth I n f l a t i o n Unemploy- v' 
ment-

F o re ig n
Currency

R SEE ar •
Dummies

AR
V aria t

CP 7.6 - 0 .5
(0 .4 )

- 0 . 0
(0 . 1 )

0 . 1
(0 . 1 )

- 0 . 1
(3 .5 )

. 2 2 5 .4 .15 .07

CP 6 .5 0 . 0
(0 .7 )

- 0 . 0
(0 . 0 )

- 0 . 1
(0 . 0 )

- 0 . 1
(3 .3 )

. 2 2 5 .4 .14 .08

CP 6 .5 - 0 . 0
(0 . 0 )

- 0 . 0
(0 . 0 )

0 . 1
(0 . 1 )

- 0 . 1
(3 .0 )

. 2 1 5 .4 .14 .07

Number o f  o b s e rv a t io n s  = 70
5% F = 4 .0

N ote: B0P1 = R atio ex tern a l reserv es/im p o rts

B0P2 = ^ (m illio n s )  o f  import surplus

B0P3 = B0P2 - u n ila te r a l tr a n sfe r s



TABLE 6 .11

CREDIT TO THE PUBLIC 
(1956-1963)

( t ) ( t - 2 ) t o 0 o
Dependent
V a r ia b le

Cons t a n t  
Term

/ B0P1 B0P2 B0P3 Growth I n f l a t i o n Unemploy­
ment

^  F o re ig n  
Currency

R SEE AR
Dummies

AR
Variab.

CP 9.1 - 1 . 8
(2 .3 )

0 . 0
(0 . 0 )

- 0 .4
(0 .3 )

- 0 . 1
(1 . 6 )

.26 5 .2 .06 . 2 0

CP 15.8 - 0 . 1
(3 .5 )

- 0 . 0
(0 . 0 )

- 0 . 2
(0 . 0 )

- 0 . 1
(0 .5 )

.29 5 .1 .04 .25

CP 6 . 8 - 0 . 0
(0 . 0 )

0 . 0
( 0 . 0 )

- 0 .5
(0 .4 )

- 0 . 1
( 1 . 0 )

.18 5.5 .04 .14

Number o f observations = 32

5% F = 4 .3

Note: B0P1 = R atio e x te r n a l reserv es/im p o rts

B0P2 = $ (m illio n s )  o f import surplus

B0P3 -  B0P2 -  u n ila te r a l tr a n sfers
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TABLE 6.12 

CREDIT TO THE PUBLIC
(1964-1973)

( t ) ( t - 2 ) t 9 9

Dependent
V a r ia b le

C onstan t
Term

/BOPr B0P2 B0P3 Growth I n f l a t i o n Unemploy- N 
ment

F o re ig n
Currency

R SEE AR
Dummies Vai

CP 6 . 1 - 2 . 1
(3 .0 )

1
o 

o
o 

o
o 

o 0 .9
(2 . 2 )

0 .9
(3 .1 )

- 0 . 1
(3 .3 )

.58 4 .6 .41 . i ;

CP - 2 .7 0 . 0
(1 . 6 )

0 . 0
(0 . 0 )

0 .5
(0 .4 )

0 .9
(1 . 2 )

- 0 . 1
(3 .0 )

.56 4 .7 .40 . 1 (

CP 2 .7 - 0 . 0
(0 . 0 )

- 0 . 0
(0 . 0 )

0 .9
(1 . 8 )

0 . 6
( 1 . 1 )

- 0 . 1
(2 . 2 )

.53 4 .9 .40 . i -

Number o f  o b s e rv a t io n s  = 38
5% F = 4 .2

N ote: B0P1 = R atio  ex tern a l reserv es/im p o rts

B0P2 = $(m illio n s )  o f import surpluc

B0P3 = B0P2 -  u n i la te r a l  tr a n sfe r s
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TA.BLE 6 .1 3

CREDIT TO GOVERNMENT 
(1956-1973)

( t ) ( t - 2 ) t
R2 AR2

Dummies
AR2
Variab'.

Dependent
V a r ia b le

C onstan t
Term

^ O P l  B0P2 B0P3 Growth I n f l a t i o n Unemploy-N
ment

F o re ig n
Currency

-SEE

CG -2 3 .9 -3 5 .6
(1 .7 )

3 .1
(1 . 0 )

-1 7 .6
(0 .9 )

- 2 . 8
(2 .3 )

.29 209.6 .24 .05

CG -2 5 2 .3 2 . 1
(14 .0 )

3 .0
( 1 . 1 )

-4 5 .9
(5 .8 )

- 2 . 8
(2 .9 )

.41 190.8 .23 .18

CG - 1 1 2 . 2 2 .7
(5 .4 )

4 .4
(2 . 0 )

-2 2 .5
(1 .5 )

- 2 . 6
(2 .3 )

.33 203.2 .23 . 1 0

Number o f  o b s e rv a t io n s  = 68
5% F = 4 .0

N ote: BOP1 = R atio  ex tern a l reserv es/im p o rts

B0P2 = $ (m illio n s )  o f  import surplus

B0P3 = B0P2 -  u n ila te r a l tra n sfers
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TABLE 6 .1 4

CREDIT TO GOVERNMENT 
(1956-1963)

( t ) ( t - 2 ) , t 2 2 2
Dependent
V a r ia b le

C onstan t
Term

 ̂B 0P1 B0P2 B0P3 Growth I n f l a t i o n Unemploy-x F o re ig n  
ment Currency

IT SEE AR
Dummies

AR
V a r ia b le

CG -7 1 .9 - 1 . 2
( 0 . 0 )

1 .9
(2 . 0 )

- 4 .7
(0 . 6 )

- 1 . 2
(4 .5 )

.69 44 .7 .65 .04

CG -8 9 .8 0 . 2
(0 . 2 )

1 . 8
( 1 . 6 )

- 4 .3
(0 .5 )

- 1 . 2
(4 .4 )

. 6 8 44 .9 .65 .03

CG -7 3 .5 0 .4  1 .7  
(0 . 1 ) ( 1 . 6 )

- 3 .7
(0 .4 )

- 1 . 2
(4 .4 )

. 6 8 45 .0 .65 .03

Number o f  o b s e rv a t io n s  = 32
5% F = 4 .3

N ote: B0P1 = R atio  ex tern a l reserv es/im p o rts

B0P2 = $ (m illio n s )  o f  import surplus

B0P3 = B0P2 -  u n ila te r a l  tr a n sfe r s
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TABLE 6 .15

CREDIT TO GOVERNMENT 
(1960-1973)

( t ) ( t - 2 ) t
Dependent
V a r ia b le

C onstan t
Term

/B0P1 B0P2 B0P3 Growth I n f l a t i o n Unemploy­
ment

"^F ore ign
Currency

R2 SEE AR2
Dummies

AR2 • 
V a r ia b le

CG -1723.2 -8 7 .9
(0 . 0 )

20.7
(0 . 2 )

1148.5
(14 .6 )

147.7
(0 .3 )

-2 5 .0
(0 .4 )

.31 2780.0 .13 .18

CG -3706 .4 16.3
(3 .7 )

26 .2
(0 .3 )

848.1
(6 .7 )

225.8
(0 .9 )

-2 2 .7
(0 .3 )

.36 2668.1 .14 . 2 2

CG -1300 .8 -1 7 .7
d . l )

2 . 6
(0 . 0 )

1134.2
(14 .6 )

63.5
(0 . 1 )

-2 8 .0
(0 .5 )

.33 2746.4 .14 .19

Number o f  o b s e rv a t io n s  = 54
5% F = 4 .1

N ote: B0P1 = R atio ex tern a l reserv es/im p o rts

B0P2 = $ (m illio n s )  o f  import surplus

B0P3 = B0P2 - u n ila te r a l  tr a n sfe r s
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TABLE 6 .1 8  

CREDIT TO GOVERNMENT
(1964-1973)

( t ) ( t - 2 ) t 2 9 2
Dependent
V a r ia b le

Cons t a n t  
Term

'B0P1 B0P2 B0P3 Growth I n f l a t i o n Unemploy­
ment

F o re ig n
Currency

R SEE A*
Dummies

AR
V a r ia b le

CG -3241 .7 - 0 .9
(0 . 0 )

46.9
(0 .4 )

1439.6
(10 .5 )

252.7
(0 .5 )

-1 8 .0
(0 . 1 )

.36 3347.9 . 1 2 .24

CG -8499 .7 31.8
(3 .6 )

72.6
(1 . 1 )

1008.6
(4 .5 )

595.4
(2 .7 )

-3 7 .9
(0 . 6 )

.43 3147.4 .13 .30

CG -2287 .0 -1 6 .2
(0 .5 )

2 2 . 8
( 0 . 1 )

1368.6
(9 .2 )

144.9
(0 . 2 )

-1 9 .2
(0 . 1 )

.37 3315.1 . 1 1 .26

Number o f  o b s e rv a t io n s  = 38
5% F = 4 .2

N ote: B0P1 = R atio  ex tern a l reserv es/im p o rts

B0P2 = $ (m illio n s )  o f  import surpluc

B0P3 = B0P2 - u n ila te r a l  tr a n sfe r s



-9 0 -

C r e d i t :  To th e  P u b l ic  & t o  th e  Government

C r e d i t ; to  th e  p u b l ic  r e f e r s  to  th e  p e rc e n t  change o f t o t a l  c r e d i t  

to  th e  p u b l ic  by th e  bank ing  system  over the  p rev io u s  q u a r t e r .  C re d i t  

t o  t h e  government r e f e r s  to  th e  p e rc e n t  change i n  t o t a l  c r e d i t  to the  

governm ent by th e  b ank ing  system  over  th e  p rev io u s  q u a r t e r .  The r e s u l t s  

o f  b o th  dependent v a r i a b l e s  a r e  p re se n te d  ( fo r  th e  1956-1973 p e r io d  as a 

w hole as w e l l  as f o r  v a r io u s  s u b p e r io d s )  in  Tables 6 .1 0 -6 .1 6 .  In both 

ca ses  th e  r e s u l t s  do n o t  i n d i c a t e  any s i g n i f i c a n t  r e l a t i o n s h i p  between 

t h e  b a la n c e  o f  payments (however measured) and th e  dependent v a r i a b l e ,  

r e g a r d l e s s  o f th e  t im e  p e r io d  u nder  s tu d y .  In  th e  case  o f  c r e d i t  to  

th e  p u b l i c ,  the  r e g r e s s i o n  r e s u l t s  a r e  c l e a r l y  c o n s i s t e n t  w i th  th e  nega­

t i v e  f in d in g s  o f  th e  su b p e r io d  a n a l y s i s .  However, th e  su b p e r io d  a n a l y s i s  

d id  tend  to  i n d i c a t e  more o f  a re sp o n s iv e n e ss  to  th e  b a lan ce  o f  payments 

th a n  i s  in d i c a t e d  by th e  r e g r e s s i o n  r e s u l t s .  O ther th a n  th e  b a la n c e  o f  

paym ents , th e  o th e r  in d ep en d en t v a r i a b l e s  t e s t e d  a l s o  proved to  be i n ­

s i g n i f i c a n t  in  e x p la in in g  v a r i a t i o n s  in  c r e d i t .  The one e x c e p t io n  was 

th e  case  o f  c r e d i t  to  th e  government i n  th e  p e r io d  a f t e r  1960. In  t h a t  

i n s t a n c e  (Tables  6 .15  and 6 .16) t h e r e  does seem t o  be some a s s o c i a t i o n  

be tw een  th e  l e v e l  o f  i n f l a t i o n  and c r e d i t  to  the  governm ent. A p r i o r i ,  

how ever, we would have ex p ec ted  th e  i n f l a t i o n  c o e f f i c i e n t s  to  be n e g a t iv e ,  

m eaning  th e  worse th e  i n f l a t i o n  th e  l e s s  c r e d i t  i s  g r a n te d .  The a c tu a l  

c o e f f i c i e n t s  were p o s i t i v e  - -  meaning th e  h ig h e r  th e  i n f l a t i o n  r a t e  the  

more c r e d i t  was g r a n te d .  I t  ap p e a rs  t h a t  we m ight be p ic k in g  up the  

I s r a e l i  p o l ic y  o f  u t i l i z i n g  supplem entary  b u d g e ts .  I f  d u r in g  a f i s c a l  

y e a r  i t  became a p p a re n t  t h a t  e x p e n d i tu re s  were ru n n in g  a t  too  r a p id  a 

r a t e  compared to  th e  i n i t i a l  b u dge t a u t h o r i z a t io n ,  th e  government ( i n ­

s t e a d  o f  c u t t i n g  back) would p r e s e n t  a supplem entary  budget which would
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a u th o r iz e  a d d i t i o n a l  e x p e n d i tu r e s .  Thus a h ig h e r  than  a n t i c i p a t e d  r a t e  

o f  i n f l a t i o n  o f t e n  r e s u l t e d  in  h ig h e r  than  a n t i c i p a t e d  e x p e n d i tu re s  (n o t  

o f f s e t  by e q u a l ly  h ig h e r  t a x  c o l l e c t i o n )  and t h i s  cou ld  have n e c e s s i t a t e d  

h ig h e r  government bo rro w in g . This s c e n a r io  makes th e  p o s i t i v e  i n f l a t i o n  

c o e f f i c i e n t s  seem somewhat l e s s  a b su rd .

F i s c a l  P o l ic y

In  I s r a e l ,  as  was m entioned p re v io u s ly  , n o t  only i s  th e r e  no 

q u a r t e r l y  f i s c a l  d a t a ,  b u t  th e r e  a l s o  i s n ' t  r e l i a b l e  annual d a ta  f o r  most 

o f  th e  p e r io d  under s tu d y .  A lthough  d e fe n se  e x p e n d i tu re s  have always been 

a m ajor p a r t  o f  I s r a e l ' s  b u d g e t ,  th ey  have on ly  been a c c u r a t e ly  d i s c lo s e d  

s in c e  th e  l a t e  1960 ' s .  I t  has been  s in c e  acknowledged t h a t  the  p u b l ic  

b u d g e ts  p u b l ish e d  by th e  government p r i o r  to  th e  l a t e  1 9 6 0 's  were s i g n i ­

f i c a n t l y  d i s t o r t e d  f o r  s e c u r i t y  r e a s o n s .  Thus any i n s i g h t  i n t o  th e  d i r ­

e c t i o n  o f  f i s c a l  p o l i c y  must come th rough  th e  use o f  a f i s c a l  p o l ic y  

p ro x y .

The f i s c a l  proxy developed in  the  su b p e r io d  s e c t io n  in  C hap te r  V 

i s  u t i l i z e d  i n  t h i s  c h a p te r  as th e  dependent v a r i a b l e  o f  the  m u l t ip le  

r e g r e s s i o n  a n a l y s i s .  To b r i e f l y  rev iew , we took  th e  sum of th e  change 

o f  th e  i n t e r n a l  d e b t  p lu s  th e  change i n  th e  e x te r n a l  d eb t  ( a f t e r  d e c u c t-  

in g  from th e  e x t e r n a l  d e b t  th e  d e f i c i t  on c u r r e n t  acco u n t and th e  change 

i n  f o r e ig n  exchange h o ld in g s ) .  The r e a s o n in g  behind  t h i s  p ro ced u re  i s  

s t r a i g h t f o r w a r d .  E x te rn a l  borrow ings can be used to  cover th e  d e f i c i t  in  

th e  b a la n c e  o f  paym ents, to  accum ula te  f o r e ig n  exchange b a la n c e s ,  o r  to  

h e lp  f in a n c e  th e  i n t e r n a l  b u d g e ta ry  d e f i c i t .  Presumably w hatever  p o r t i o n  

o f  t h e  e x t e r n a l  bo rrow ings  i s  n o t  b e in g  used to  cover  the  b a la n c e  o f  pay­

ments d e f i c i t  o r  to  in c r e a s e  th e  sum o f  f o r e ig n  exchange h o ld in g s  i s  b e in g  

used  to  h e lp  co v er  th e  i n t e r n a l  d e f i c i t .  I f  we add to  t h i s  th e  amount o f
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i n t e r n a l  borrow ing  (which presum ably i s  b e in g  used  in  i t s  e n t i r e t y  to  

f in a n c e  th e  i n t e r n a l  d e f i c i t ) ,  we have a  proxy f o r  excess  i n t e r n a l  demand
O

on a q u a r t e r l y  b a s i s  - -  i . e . ,  a q u a r t e r l y  e s t im a te  o f  f i s c a l  p o l ic y .

The re a so n  we a r e  fo c u s in g  on changes r a t h e r  th an  l e v e l s  i s  t h a t  we a re  

a t t e m p t in g  to  c a p tu re  n o t  th e  a b s o lu te  m agnitude o f  th e  i n t e r n a l  d e f i c i t  

o r  s u r p l u s ,  b u t  r a t h e r  th e  d i r e c t i o n  o f movement. For example, a movement, 

from a l a r g e  i n t e r n a l  d e f i c i t  t o  a s m a l le r  one would be co n s id e red  a 

c o n t r a c t io n a r y  movement tow ards s u rp lu s  d e s p i t e  th e  f a c t  t h a t  we s t i l l  

would be in  a s i t u a t i o n  o f  excess  government demand.

The r e s u l t s  o f  th e  r e g r e s s i o n  s tu d y  ( to  make use  o f  comparable d a ta  

th e  maximum o v e r a l l  p e r io d  was 1957-1972)us ing  th e  f i s c a l  p o l ic y  proxy 

as  th e  dependent v a r i a b l e  a r e  shown i n  T ab le  6 .1 7 -6 o 2 0 . R egard less  which 

tim e p e r io d  we exam ine, be i t  th e  e n t i r e  p e r io d  o r  v a r io u s  su b d iv is io n s  

o f  i t ,  th e  r e s u l t s  a r e  c l e a r  and unambiguous. There i s  n o t only  no s i g n i ­

f i c a n t  r e l a t i o n s h i p  between th e  f i s c a l  proxy and th e  v a r io u s  measures of 

th e  b a la n c e  o f  paym ents, b u t  t h e r e  i s  a l s o  no s i g n i f i c a n t  r e l a t i o n s h i p  

between f i s c a l  p o l i c y  and any o f  th e  e x p la n a to ry  v a r i a b l e s  t e s t e d .  This 

i s  f u l l y  c o n s i s t e n t  w ith  th e  su b p e r io d  r e s u l t s  o f  C hap te r  V in  which 

i t  was de te rm ined  t h a t  t h e r e  was n o t  even one su b p erio d  in  which f i s c a l  

p o l i c y  moved in  an  a d j u s t i n g  manner w ith  r e s p e c t  to  th e  ba lan ce  o f  pay­

m en ts .  The r e g r e s s i o n  s tu d y  n o t  only  confirm s th e s e  r e s u l t s  d r a m a t ic a l ly ,  

b u t  d e m o n s tra te s  i n  a d d i t i o n  t h a t  t h e r e  was no s t a t i s t i c a l l y  s i g n i f i c a n t  

r e l a t i o n s h i p  betw een f i s c a l  p o l ic y  and any o f  th e  o th e r  e x p lan a to ry  

v a r i a b l e s  u t i l i z e d  in  t h i s  s tu d y .

These r e s u l t s  f u l l y  back  th e  c o n te n t io n  o f  th e  Bank o f I s r a e l  th a t  

th e  government o f t e n  worked a t  c ro s s -p u rp o s e s  w ith  i t ,  i n  what the  Bank 

c o n s id e re d  a  d e s t a b i l i z i n g  manner. The b u dge t was developed in  a  s o r t
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TABLE 6.17

FISCAL PROXY 

(1957-1972)

( t ) ( t - 2 ) t 2 2 2
Dependent
V ar iab le

C onstan t
Term

/ B0P1 B0P2 B0P3 Growth I n f l a t i o n Unemploy- v F o re ig n  
ment Currency

R SEE AR
Dummies

AR
V a r ia b le

F i s c a l 241.9 -8 9 .2
(1 . 6 )

4 .6
(0 .4 )

- 3 .0
(0 . 1 )

- 1 . 2
(0 . 1 )

.26 419.2 .17 .07

F i s c a l -5 8 .8 1 .3
(0 . 2 )

5 .5
(0 . 6 )

-3 2 .0
(0 .5 )

0 . 6
(0 . 0 )

.26 420.8 .16 . 1 0

F i s c a l 19 .4 3 .6
(2 . 1 )

7 .8
(1 . 1 ) /-N

 
1

O 
00

c 
o O 0 .9

(0 . 0 )
.27 417 .0 .17 . 1 0

Number of observations = 62
5% F = 4 .0

Note: B0P1 = Ratio external reserves/imports

B0P2 = $ (m illio n s )  o f  import surplus
BOP3 = BOP2 -  u n ila te r a l  tr a n sfers
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TABLE _6.18

FISCAL PROXY 
(1957-1965)

( t ) ( t - 2 ) t
Dependent
V a r ia b le

C onstan t
Term

' b o pi B0P2 BOP3 Growth I n f l a t i o n Unemploy- F o re ig n  
ment Currency

R2 SEE AR2
Dummies

AR2
V a r ia b le

F i s c a l 1 1 1 . 0 19 .0
(0 .3 )

- 0 . 2
(0 . 0 )

-1 9 .9
( 1 . 0 )

2 .4
(0 .4 )

.48 142.3 .26 . 2 2

F i s c a l 124.0 0 . 2
(0 . 0 )

- 0 .4
(0 . 0 )

-1 7 .4
(0 . 8 )

1 . 6
(0 . 2 )

.47 143.1 .28 .19

F i s c a l 132.9 2 . 2
(0 .9 )

- 0 .3
(0 . 0 )

-1 8 .6
(0 .4 )

2 . 2
(0 .4 )

.49 140.4 .28 . 2 1

Number o f  o b s e rv a t io n s  = 34
5% F =  4»3

N ote: B0P1 = R atio  ex tern a l reserv es/im p o rts

B0P2 = $ (m illio n s )  o f  import surplus

B0P3 = B0P2 -  u n i la te r a l  tra n sfers
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TABLE 6.19

FISCAL PROXY 
(1960-1972)

( t )
Dependent
V a r ia b le

C onstan t y  BOP1 B0P2 
Term

........... . ( t - 2 ) ..
B0P3 Growth I n f l a t i o n Unemploy­

ment

t
v F o re ig n  
Currency

R2 SEE AR2
Dummies

AR2
V a r ia b le

F is c a l 4 3 4 .5 '  -1 6 8 .3  
(3 .3 )

6 .4
(0 . 6 )

-2 8 .2
(0 .4 )

11.9
(0 . 1 )

0 . 1
(0 . 0 )

.34 434.5 . 2 2 . 1 2

F i s c a l -5 0 .0  1 .7
(1 .4 )

6 . 6
(0 . 6 )

-6 0 .0
(1 . 2 )

- 0 . 2
(0 . 0 )

2 . 1
(0 . 1 )

.31 443.7 . 2 1 . 1 0

F i s c a l - 0 . 0 4 .2
(2 .4 )

10 .3
(1 .4 )

-2 6 .4
(0 .3 )

' 8 . 0  
(0 . 0 )

3 .0
(0 . 2 )

.33 438.7 . 2 1 . 1 1

Number o f  o b s e rv a t io n s  = 5 4
5% F = 4 .1

Note: B0P1 = R atio ex tern a l reserv es/im p o rts

BOP2 = $(m illio n s )  o f  import surplus

B0P3 = B0P2 -  u n ila te r a l  tr a n sfers
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TABLE 6 .2 0

FISCAL PROXY 
(1965-1972)

( t ) ( t - 2 ) t
R2 AR2

Dummies
Dependent
V a r ia b le

C o n s tan t
Term

'  B0P1 B0P2 B0P3 Growth I n f l a t i o n Unemploy­
ment

F ore ign
Currency

SEE AR2
V a r ia b le

F i s c a l 376.8 -2 1 3 .5
. ( 2 . 0 )

9 .4
(0*7)

- 1 . 1
(0 . 0 )

24.2
(0 . 1 )

3 .7
(0 . 2 )

.41 535.6 .30 .14

F i s c a l 175.7 - 0 . 1
(0 . 0 )

7 .9
(0 .4 )

-2 2 .4
(0 . 1 )

-2 3 .0
(0 . 1 )

6 .3
(0 .5 )

.36 558.0 .30 .06

F i s c a l -1 2 5 .0 5 .1
( 2 . 0 )

15.5
(1 .5 )

- 4 .1
(0 . 0 )

9 .8
(0 . 0 )

6 .7
(0 . 6 )

.41 ■ 535.2 .30 . 1 1

Number o f  o b s e rv a t io n s  c  34
5% F = 4 03

N ote: B0P1 = R atio  ex tern a l reserv es/im p o rts

B0P2 = $(m illio n s )  o f  import surplus

B0P3 = B0P2 -  u n ila te r a l  tr a n sfers
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o f  ad -hoc  manner based on the  needs and r e q u e s ts  o f  th e  v a r io u s  a g e n c ie s  

(d e fe n s e ,  w e l f a r e ,  e d u c a t io n ,  e t c .  e t c . ) .  No s e r io u s  e f f o r t  was made to  

u t i l i z e  t h i s  p ro c e ss  a s  an  in s tru m e n t o f  economic c o n t r o l .  E xpend itu res  

and ta x e s  were in s t e a d  p r im a r i ly  th e  r e s u l t  o f  a rgum ent, d e b a te ,  p o l i t i ­

c a l  in f lu e n c e ,  and g e n e ra l  c lo u t .  And i f  e x p e n d i tu re s  happened to  be 

u n d e re s t im a te d  (as  they  o f t e n  w e re ) ,  t h a t  was no problem  e i t h e r .  The 

government would j u s t  compel th e  Bank o f  I s r a e l  to  p u rch ase  th o se  

government o b l i g a t i o n s  t h a t  c o u l d n ' t  be r e a d i l y  m arketed  to  th e  p u b l ic  

( th u s  on o c c a s io n  f o r c in g  th e  c e n t r a l  bank to  c r e a t e  money a g a in s t  i t s  

b e t t e r  ju d g em en t) .  I t  i s  t h e r e f o r e  n o t  p a r t i c u l a r l y  s u r p r i s i n g  to  f in d  

t h a t  our r e g r e s s io n s  confirm  t h a t  our e x p la n a to ry  v a r i a b l e s  were n o t a t  

th e  to p  o f  th e  l i s t  o f  concern  o f  th e  p o l i t i c a l l y  o r i e n te d  f i s c a l  a u th o r ­

i t i e s .

SUMMARY OF REGRESSION RESULTS

We have now com pleted t e s t i n g  a whole s e r i e s  o f  dependen t v a r i a b l e s  

a g a i n s t  th e  e x p la n a to ry  v a r i a b l e s  o f  b a la n c e  o f  paym ents, g row th , i n f l a ­

t i o n ,  and unemployment. The dependent v a r i a b l e s  r a n  th e  g a u n t l e t  o f  

th o se  f a i r l y  c l o s e ly  under th e  c o n t r o l  o f  th e  c e n t r a l  bank to  th o se  more 

removed from i t s  d i r e c t  c o n t r o l .  They in c lu d e d  minimum r e s e r v e  r e q u i r e ­

m en ts ,  open m arket o p e r a t io n s ,  monetary grow th, c r e d i t  to  th e  p u b l ic  and 

to  th e  governm ent, and a  f i s c a l  p o l ic y  p roxy . The r e s u l t s  showed a s t ro n g  

a s s o c i a t i o n  betw een th e  minimum r e s e r v e  re q u ire m e n ts  and th e  b a la n c e  o f  

payments and unemployment e x p la n a to ry  v a r i a b l e s .  For most o f  th e  p e r io d  

under  s tu d y  t h e r e  was a l s o  a  s i g n i f i c a n t  r e l a t i o n s h i p  betw een our growth 

v a r i a b l e  and th e  minimum r e s e r v e  v a r i a b l e .  Only i n f l a t i o n  was n o t  s i g n i ­

f i c a n t  a t  a l l  d u r in g  t h i s  period*  which in d i c a t e s  t h a t  th e  a u t h o r i t i e s  

were l e s s  concerned  ab o u t m oderate  r a t e s  o f  i n f l a t i o n  th a n  w ith  th e
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o th e r  p o l ic y  o b j e c t i v e s .  Growth and low unemployment came f i r s t ,  and th e  

f i g h t  a g a i n s t  i n f l a t i o n  took a back s e a t .  These r e s u l t s  a r e  p ro b ab ly  a  

more r e l i a b l e  i n d i c a t o r  o f  th e  g o a ls  o f  th e  monetary a u t h o r i t i e s  th a n  

th o se  g e n e ra te d  w i th  o th e r  m onetary t o o l s  as th e  dependent v a r i a b l e ,  

s in c e  minimum r e s e r v e  re q u irem en ts  were more d i r e c t l y  under t h e i r  c o n t r o l  

th a n  th e  o th e r  in s t ru m e n ts  t e s t e d .  On th e  whole then  we can conclude  

t h a t  th e  m onetary a u t h o r i t i e s  d id  m a n ip u la te  t h i s  in s tru m en t in  a  manner 

c o n s i s t e n t  w i th  a d j u s t i n g  b e h a v io r .

The r e s u l t s  o f  u s in g  open m arket o p e ra t io n s  as our dependent v a r i a b l e  

were c o m p le te ly  n e g a t iv e ,  t h e r e  b e in g  no r e l a t i o n  between t h i s  v a r i a b l e  

and any o f  th e  e x p la n a to ry  v a r i a b l e s .  The f a c t  t h a t  t h i s  to o l  go t o f f  to  

a r e l a t i v e l y  l a t e  s t a r t  (November 1966), th e  underdeveloped s t a t e  o f  th e  

I s r a e l i  s e c u r i t i e s  m ark e t ,  as w e l l  a s  o th e r  f a c to r s  d isc u s se d  i n  t h i s  

c h a p te r  (such  as  th e  e f f e c t s  and a f t e r - a f f e c t s  o f  the  l e g a l  i n t e r e s t  

c e i l i n g s )  may h e lp  to  e x p la in  th e se  unexpected  r e s u l t s .

Monetary growth was n o t  a s  d i r e c t l y  c o n t r o l l a b l e  by th e  c e n t r a l  bank 

as  minimum r e s e r v e  r e q u i re m e n ts ,  and th e  r e s u l t s  o f th e  r e g r e s s io n s  w i th  

th e  r a t e  o f  growth o f  th e  money supp ly  were l e s s  p o s i t i v e  th an  i n  th e  

c a se  o f  minimum r e s e r v e s .  No r e l a t i o n s h i p  o f  a  s i g n i f i c a n t  n a tu r e  was 

deve loped  between th e  v a r io u s  b a la n c e  o f  payments v a r i a b l e s  and th e  r a t e  

o f  growth o f  th e  money supp ly  ( a f t e r  a c c o u n tin g  f o r  th e  e f f e c t  o f  changes 

in  f o r e ig n  cu rren cy  r e s e r v e s  b ro u g h t  abou t by th e  change in  th e  ba lan ce  

o f  paym en ts) .  However, in  v a r io u s  p e r io d s  examined th e re  was a r e l a t i o n ­

s h ip  between th e  goa ls  o f  growth and low unemployment, a l th o u g h  t h i s  was 

n o t  alw ays th e  c a s e .  C o n s id e r in g  a l l  th e  o th e r  in f lu e n c e s  on monetary 

growth o th e r  th an  th e  c e n t r a l  b a n k 's  p o l ic y ,  i t  would have been u n r e a l ­

i s t i c  to  e x p ec t  more s u b s t a n t i a l  r e s u l t s  from t h i s  p o l ic y  in s t ru m e n t .
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N e i th e r  c r e d i t  to  th e  p u b l i c ,  th e  governm ent, o r  th e  f i s c a l  proxy 

showed s i g n i f i c a n t  r e s u l t s  in  terms o f  t h e i r  r e l a t i o n s h i p  w i th  th e  ex­

p la n a to ry  v a r i a b l e s .  One can a rg u e  t h a t  c r e d i t  to  th e  p u b l ic  and ( e s ­

p e c i a l l y )  c r e d i t  to  th e  government was f a r  enough removed from d i r e c t  

Bank o f  I s r a e l  c o n t r o l  to  e x p la in  th e s e  r e g r e s s io n  r e s u l t s .  But what o f 

f i s c a l  p o l ic y ?  We m entioned how th e  Bank o f I s r a e l  complained (w ith  

j u s t i f i c a t i o n  as  i t  tu rn s  ou t)  t h a t  th e  government was working a t  c r o s s ­

purposes to  i t s  p o l i c y .  And we a l s o  showed th e  p o l i t i c a l  n a tu r e  o f  th e  

b u d g e ta ry  p ro cess  in  I s r a e l .  N e v e r th e l e s s ,  i t  i s  s t i l l  ha rd  t o  a c c e p t  

t h a t  th e r e  i s  no u n d e r ly in g  r a t i o n a l e  beh ind  what app ears  to  be a  f i s c a l  

p o l ic y  w holly  u n r e la t e d  to  the  v a r io u s  p o l ic y  g o a ls  t e s t e d .  Can we f in d  

some r a t i o n a l  economic m o t iv a t io n  beh in d  th e  f i s c a l  a u t h o r i t i e s  as  we 

a l r e a d y  have i n  th e  ca se  o f  th e  m onetary  a u t h o r i t i e s ?  (See th e  d i s c u s ­

s io n  on minimum r e s e r v e s ) .  Was th e  c o n s ta n t  t a l k  by government o f f i c i a l s  

o f  the  im portance  o f a  good b a la n c e  o f  payments ( f o r  example) n o th in g  

more th an  t a lk ?  Why were no c o n c re te  s t e p s  ta k e n  to  u t i l i z e  t h i s  v i t a l  

t o o l  as a  consc ious  in s tru m e n t o f  b a la n c e  o f  payments c o n t r o l?  Maybe 

th e  answer does l i e  i n  th e  p o l i t i c i z a t i o n  o f  th e  I s r a e l i  b u d g e ta ry  p ro c e s s ,  

as  has been  a l r e a d y  su g g e s te d .  There  i s  an a l t e r n a t e  h y p o th e s is  which 

m ight have m e r i t ,  and t h i s  w i l l  be ta k e n  up i n  th e  n e x t  c h a p te r .



CHAPTER VII 

THE DEFICIT AND UNILATERAL TRANSFERS 

One p o s s ib l e  e x p la n a t io n  f o r  th e  absence o f  any s t a t i s t i c a l  r e ­

l a t i o n s h i p  betw een f i s c a l  p o l ic y  and th e  b a lan ce  o f payments might be 

th e  c o n v ic t io n  on th e  p a r t  o f  th e  I s r a e l i  a u t h o r i t i e s  ( d e s p i te  v e rb a l  

p r o t e s t a t i o n s  to  th e  c o n t r a ry )  t h a t  th e  magnitude o f  the  c u r re n t - a c c o u n t  

d e f i c i t  was q u i t e  un im portan t*  Throughout i t s  h i s t o r y  I s r a e l  has been 

r e c e iv in g  u n i l a t e r a l  t r a n s f e r s  ( i . e . ,  g i f t s )  from a v a r i e t y  of s o u rc e s .  

These in c lu d e d  U nited  Jew ish  Appeal fund r a i s i n g  e f f o r t s ,  U nited S ta te s  

g r a n t s  and a id  o f  s e v e r a l  k in d s ,  German p e r so n a l  r e s t i t u t i o n  payments 

( to  i n d i v i d u a l s ) ,  German r e s t i t u t i o n  payments to  th e  S t a t e ,  and a  whole 

h o s t  o f  s m a l le r  g i f t s  from v a r io u s  c o u n t r ie s  and i n d i v i d u a l s .  I  was 

c u r io u s  to  see  w hether  t h e r e  was any s t a t i s t i c a l l y  m eaningfu l r e l a t i o n ­

s h ip  betw een t h i s  y e a r s  d e f i c i t  and n e x t  y e a r ' s  u n i l a t e r a l  t r a n s f e r s .

In  o th e r  w ords, maybe th e  a u t h o r i t i e s  had somehow g o t t e n  th e  id e a  t h a t  a 

h ig h e r  d e f i c i t  w i l l  induce h ig h e r  u n i l a t e r a l  t r a n s f e r s .  I f  t h i s  were 

indeed  in  th e  ca se  i t  would be very  im p o rta n t  in d eed ,  s in c e  over  the  

p e r io d  as  a whole u n i l a t e r a l  t r a n s f e r s  covered  ro u g h ly  60% o f  th e  d e f i c i t  

on c u r r e n t  a c c o u n t .  Thus th e s e  t r a n s f e r s  were by no means t r i v i a l  i n  th e  

o v e r a l l  I s r a e l i  scheme o f  t h i n g s .

Logic  would d i c t a t e  t h a t  some components o f  t o t a l  u n i l a t e r a l  t r a n s ­

f e r s  would be more r e sp o n s iv e  to  I s r a e l ' s  needs (as  measured by th e  l e v e l  

o f  l a s t  y e a r ' s  d e f i c i t )  th a n  o t h e r s .  For example, we would e x p ec t  the  

funds r a i s e d  by th e  U nited  Jew ish  Appeal to  be a  f u n c t io n  o f  (among o th e r  

th in g s )  th e  p e rc e iv e d  s e v e r i t y  o f  I s r a e l i  b a lan ce  o f  payments d i f f i c u l t i e s .  

U nited  S ta te s  Government g ra n ts  and German r e p a r a t i o n s  would presumably 

be l e s s  s e n s i t i v e  to  I s r a e l i ' s  economic p l i g h t .  N e v e r th e le s s ,  I  f e l t  i t
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would be i n t e r e s t i n g  to  t e s t  th e  h y p o th e s is  t h a t  u n i l a t e r a l  t r a n s f e r s

ta k e n  as  a  whole were indeed  s e n s i t i v e  to  th e  p rev io u s  y e a r s '  d e f i c i t .

To acco m p lish  t h i s ,  I  r a n  a r e g r e s s io n  u s in g  th e  l e v e l  o f  u n i l a t e r a l

t r a n s f e r s  ( g i f t s )  as th e  dependent v a r i a b l e ,  and th e  d e f i c i t  on c u r r e n t
2

a c c o u n t  a s  th e  independen t v a r i a b l e .  The d e f i c i t  was lagged  one y e a r  

b eh in d  th e  u n i l a t e r a l  t r a n s f e r s ,  and th e r e f o r e  th e  d e f i c i t  ra n  from 

1954-1972, w h ile  u n i l a t e r a l  t r a n s f e r s  from 1955-1973 ( f o r  1973 th e  f i r s t  

9 months were e x t r a p o la t e d  to  an  annual b a s i s  to  avo id  th e  d i s t o r t i n g  

e f f e c t  o f  th e  Yom Kippur W ar). A war dummy was a l s o  in c o rp o ra te d  to  a c ­

co u n t  f o r  th e  S in a i  Campaign o f  1956 and th e  Six-Day War o f  1967. The 

r e s u l t s  were s u r p r i s i n g :

TABLE 7„1
2

Dependent C o n s tan t  B Independent R SEE
V a r ia b le  Term V a r ia b le

G i f t s ^  = 2 1 .4  + 0 .7 3  ( D e f i c i t )  *89 89 .0

F=(132.5)

2
AR o f  dummy = . 0 2  

Number o f  o b s e rv a t io n s  = 19

57. F = 4 .5

W hile we would have ex p ec ted  c e r t a i n  components o f  u n i l a t e r a l  t r a n s f e r s  

to  be  h ig h ly  s e n s i t i v e  to  I s r a e l ' s  economic s i t u a t i o n ,  the  h ig h  a s s o c i a ­

t i o n  betw een t o t a l  u n i l a t e r a l  t r a n s f e r s  and th e  p rev io u s  y e a r s ' d e f i c i t  

came a s  a  b i t  o f  a s u r p r i s e .  I s  i t  p o s s ib le  t h a t  t h i s  a s s o c i a t i o n  had 

dawned on th e  f i s c a l  p o l ic y  makers and had thus  in f lu e n c e d  t h e i r  a c t io n s ?  

M ight n o t  t h i s  h e lp  e x p la in  th e  com plete absence  o f  a f i s c a l  re sp o n se  to  

th e  b a la n c e  o f  payments s i t u a t i o n ?  I  c a n ' t  answ er t h a t  w i th  d e f i n i t y  one 

way o r  a n o th e r .  But i t  does make f o r  i n t e r e s t i n g  s p e c u la t io n .
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CHAPTER V III  

CONCLUDING REMARKS

D aring  th e  p e r io d  under  s tu d y  I s r a e l  had a f ix e d  exchange r a t e ,  and 

t h e r e  were on ly  t h r e e  fo rm al d e v a lu a t io n s  ( in  1962, 1967, and_1971). 

N e v e r th e le s s ,  th e  e f f e c t i v e  exchange r a t e  (which ta k e s  accoun t o f  im port 

t a r i f f s  and e x p o r t  s u b s id i e s )  c o n t in u o u s ly  d e c l in e d  s u f f i c i e n t l y  to  keep 

I s r a e l i  p r i c e s  in  term s o f  f o r e ig n  exchange c o m p e t i t iv e  d e s p i t e  th e  com­

p a r a t i v e l y  h ig h  I s r a e l i  i n f l a t i o n  r a t e .  But d e v a lu a t io n  in  the absence 

o f  e f f e c t i v e  c o n t r o l  o f  a g g re g a te  demand i s  u n l ik e ly  to  succeed , and we 

t h e r e f o r e  tu rn e d  o u r  a t t e n t i o n  t o  th e  re sp o n s iv e n e ss  o f  th e  v a r io u s  

p o l i c y  in s t ru m e n ts  to  th e  b a la n c e  o f  payments as  w e l l  as towards o th e r  

p o l ic y  g o a l s .

I t  must be r e c a l l e d  t h a t  one o f  th e  rea so n s  f o r  s e l e c t i n g  I s r a e l  

f o r  t h i s  s tu d y  was to  d e te rm in e  th e  p o l ic y  r e a c t i o n s  o f  a young, dynamic, 

and d e v e lo p in g  c o u n t ry .  P rev io u s  work o f  t h i s  n a tu re  has been co n f in ed  P.ri 

m a r i ly  to  th e  d ev e lo p ed -w o rld .  The v e r y .c o n d i t io n s ,  t h a t  made I s r a e l  an 

i n t e r e s t i n g  a n a l y t i c a l  s u b j e c t ,  however, c r e a te d  a n a l y t i c a l  problems o f 

t h e i r  own. The d i s c o u n t  r a t e  was n o t  used  i n  I s r a e l  as an in s tru m en t o f 

m onetary c o n t r o l .  A co m bina tion  o f  th e  underdeveloped  s t a t e  o f  the  

I s r a e l i  s e c u r i t i e s  m arke t and p o l i t i c a l  i n - f i g h t i n g  between the  T reasu ry  

and th e  Bank o f  I s r a e l  d e lay ed  th e  s t a r t  o f  u s in g  open m arket o p e ra t io n s  

(as  a m onetary t o o l )  u n t i l  th e  end o f  1966. And even th e n ,  the  a r t i f i ­

c i a l l y  low l e g a l  c e i l i n g  on i n t e r e s t  r a t e s  c r e a te d  d i s t o r t i o n s  and d i f ­

f i c u l t i e s  in  o p e r a t in g  t h i s  p o l i c y  in s t ru m e n t .  Thus f o r  most of th e  

p e r io d  u n d er  s tu d y  th e  o n ly  m onetary t o o l  a v a i l a b l e  to  th e  a u t h o r i t i e s  

was th e  s e t t i n g  o f  minimum r e s e r v e  re q u ire m e n ts .  Even i n t e r p r e t i n g  t h i s  

no rm ally  s t r a ig h t f o r w a r d  to o l  had i t s  c o m p lic a t io n s  as a r e s u l t  o f  the



l i q u i d i t y  exemptions g ra n te d  i n  p ro p o r t io n  to  th e  q u a n t i ty  o f  d i r e c t e d  

c r e d i t*  And f i n a l l y ,  th e  v e ry  sm a lln e ss  o f I s r a e l  r e s u l t e d  i n  m assive 

l i q u i d i t y  changes b e in g  induced  by b a lan ce  o f  payments sw ings—changes 

t h a t  have the  p o t e n t i a l  o f  g e n e r a t in g  m is le a d in g  r e s u l t s  i f  n o t  p ro p e r ly  

tak en  in to  acc o u n t .  Thus th e  v e ry  y ou th  and sm alln ess  o f  I s r a e l  t h a t  

made i t  an i n t e r e s t i n g  s u b je c t  f o r  r e s e a r c h ,  c r e a te d  o b s ta c le s  in  c a r ­

ry in g  out t h i s  type o f  i n v e s t i g a t i o n ,  o b s ta c le s  n o t  g e n e r a l ly  p r e s e n t  

w i th  th e  more developed and o l d e r  c o u n t r i e s .  Indeed t h i s  very  sm allness  

o f  I s r a e l  g ives  us i n s i g h t  i n t o  a type  o f  economy n o t  covered in  th e  

s tu d i e s  o f  M ichael M ichaeley  and J e f f r e y  Sussman. The c o u n t r ie s  analyzed  

in  th o se  s tu d ie s  were a l l  s u f f i c i e n t l y  l a r g e  and developed to  p re c lu d e  

an I s r a e l i - t y p e  s e n s i t i v i t y  to  b a la n c e  o f  payments changes . In  l i t t l e  

I s r a e l ,  however, changes i n  th e  b a la n c e  o f  payments s i t u a t i o n  r e s u l t e d  

in  m assive  au to m atic  l i q u i d i t y  changes— so much so t h a t  a l l  th e  energy 

and c a p a c i ty  o f  monetary p o l i c y  had to  be d i r e c t e d  in  o p p o s i t io n  to  th e se  

a u to m a tic  changes. A c u r so ry  r e a d in g  o f  th e  d a ta  t h e r e f o r e  would tend 

to  m is lead  us in to  a c c e p t in g  th e  f a l s e  h y p o th e s is  t h a t  th e  monetary 

a u t h o r i t i e s  were n o t  fo l lo w in g  th e  " r u le s  o f  th e  game" whereas i n  t r u t h  

they  r e a l l y  w ere. T h is  ty p e  o f  "swamping" e f f e c t  has n o t  shown up in  • 

s t u d i e s  o f  th e  m ajor t r a d in g  c o u n t r i e s ,  b u t  i t  shou ld  be c a r e f u l l y  

watched f o r  when s tu d y in g  n a t io n s  whose f o r e ig n  t r a d e  s e c t o r  i s  sub ­

s t a n t i a l  r e l a t i v e  to  th e  o v e r a l l  s i z e  o f  th e  economy. I t  i s  h ig h ly  un­

l i k e l y  to  be unique only  to  I s r a e l .

I f  we acc e p t  changes in  th e  minimum r e s e r v e  req u irem en ts  a s  b e ing  

most r e f l e c t i v e  o f  the  d e s i r e s  o f  th e  m onetary a u t h o r i t i e s  ( s in c e  i t  i s  

th e  p o l ic y  to o l  most d i r e c t l y  under  t h e i r  c o n t r o l )  we f in d  t h a t  they  were 

most concerned w ith  th e  b a la n c e  o f  paym ents, th a n  w ith  growth and unemploy-



ment and on ly  l a s t l y  (and on ly  r a r e ly  to  a s i g n i f i c a n t  degree)  w ith  i n ­

f l a t i o n .  This i s  c o n s i s t e n t  w ith  I s r a e l ' s  d eep e r  concern  f o r  s o c ia l  

g o a ls  such as  growth and low unemployment ( s u b je c t  t o  th e  ba lan ce  o f  

payments c o n s t r a i n t )  than  f o r  i n f l a t i o n .  I t  i s  only  in  the  y ea rs  s in c e  

th e  t e r m in a t io n  o f  t h i s  s tu d y  in  1973 t h a t  co n ce rn  over  the  e s c a l a t i n g  

i n f l a t i o n a r y  s p i r a l  has begun to  move t o  th e  f o r e f r o n t  o f  p o l ic y  concern .

As we g e t  more removed from d i r e c t  Bank o f  I s r a e l  c o n t r o l  the  r e s u l t s  

ge t  w eaker. Even s o s an exam ina tion  o f  m onetary  growth s t i l l  g ives  s i g n i ­

f i c a n t  R sq u ares  and s t i l l  shows a s i g n i f i c a n t  a s s o c i a t i o n  w ith  the 

growth o f th e  economy. An exam ination  o f  c r e d i t  t o  th e  p u b l ic  and to  th e  

government does n o t  y i e ld  s i g n i f i c a n t  r e s u l t s ;  b u t  c r e d i t  to  the  govern­

ment was more a fu n c t io n  o f  the  T r e a s u r y 's  need f o r  c r e d i t  than  o f  th e  

d e s i r e s  and w ishes o f  the  m onetary a u t h o r i t i e s .  F i n a l l y ,  th e  f i s c a l  p o l ic y  

proxy does no t show any a s s o c i a t i o n  w i th  any o f  t h e  e x p la n a to ry  v a r i a b l e s .

We have t r i e d  to  e x p la in  t h i s  la c k  o f  f i s c a l  re sp o n s iv e n e ss  on bo th  

th e  I s r a e l i  p o l i t i c a l  system  a n d /o r  th e  p o s s ib l e  I s r a e l i  b e l i e f  t h a t  th e  

l e v e l  o f  u n i l a t e r a l  t r a n s f e r s  would r i s e  i n  s te p  w i th  th e  d e f i c i t .  Even 

i f  th e  l a t t e r  were t r u e ,  i t  would s t i l l  f a i l  to  a c c o u n t  fo r  th e  absence 

o f  any in d i c a t io n  t h a t  f i s c a l  p o l ic y  was u t i l i z e d  to  accom plish  th e  v a r i ­

ous o th e r  p o l ic y  o b j e c t i v e s .  This does n o t  mean t h a t  th e se  r e s u l t s  should  

be d is c o u n te d  o r  q u e s t io n e d .  In  a s i m i l a r  s tu d y  o f  West Germany u n d e rtak en  

by J e f f r e y  Sussman,'*’ he a l s o  came to  th e  c o n c lu s io n  t h a t  f i s c a l  p o l ic y  was 

n o t  used  in  a manner c o n s i s t e n t  w ith  th e s e  p o l i c y  o b j e c t i v e s .  Of c o u rse ,  

th e r e  were and a r e  many m ajo r  d i f f e r e n c e s  betw een  th e  German and I s r a e l i  

econom ies, and between German and I s r a e l i  g o a ls  and o b j e c t i v e s .  For 

example, w h i le  the  goal o f  v e ry  low r a t e s  o f  i n f l a t i o n  was a t  the  bottom  

o f  th e  I s r a e l i  l i s t  o f  p r i o i t i e s ,  Sussman has shown i t  t o  have been a t  the



to p  o f th e  German p r i o r i t y  l i s t  (p o s s ib ly  due to  th e  t r a u m a t ic  German 

e x p e r ie n c e  w i th  h y p e r i n f l a t i o n ) .  N e v e r th e le s s ,  when we ta k e  two econ­

omies so  d i s s i m i l a r  in  so many ways and s t i l l  come up w i th  th e  same 

n e g a t iv e  f i s c a l  r e s u l t s  in  b o th  c a s e s ,  i t  might be i n d i c a t i v e  o f  some­

th in g  more g e n e r a l .  Maybe th e  d a ta  i s  t r y in g  to  t e l l  us t h a t  d e s p i t e  

t h e  c o n s ta n t  and v o c a l  p r o t e s t a t i o n s  on the  p a r t  o f  v a r io u s  governments 

as  to  t h e  s e r io u s n e s s  o f  t h e i r  d e s i r e  to  accom plish  th e s e  v a r io u s  p o l ic y  

o b j e c t i v e s ,  th e y  a r e  i n  r e a l i t y  more concerned w i th  t h e i r  s h o r t - t e r m  

p o l i t i c a l  i n t e r e s t s  th a n  w ith  a c t u a l l y  ta k in g  th e  sometimes p a in f u l  s te p s  

o f  p u r su in g  th e s e  g o a ls  w i th  v ig o r .  Maybe the t r u e  c i t a d e l s  o f  economic 

o r thodoxy  a c t u a l l y  r e s i d e s  w i th in  the  w a l ls  of th e  v a r io u s  c e n t r a l  banks, 

whose members tend  to  be f a r  l e s s  p o l i t i c a l l y  o r ie n te d  and f a r  more 

eco n o m ic a l ly  o r i e n t e d .  As long  as good economics makes poo r p o l i t i c s ,  

and good p o l i t i c s  makes poor econom ics, we probab ly  w i l l  c o n t in u e  to  f in d  

many i n s t a n c e s  where th e  d a ta  does n o t  su p p o rt  t h e  h y p o th e s is  t h a t  f i s c a l  

p o l i c y  was used  i n  an a d j u s t i n g  manner w ith  r e s p e c t  to  th e  v a r io u s  p o l ic y  

o f  o b j e c t i v e s  o f  th e  s o c ie ty  i n  q u e s t io n .
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