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The global economy currently faces a myriad of
challenges. The Covid-19 crisis that erupted at
the end of 2019, mounting geopolitical tensions
and deepening fault lines, the challenges
posed by climate change, and a high inflation
environment: all of these factors will leave
a mark on the 2020s. In this global economic
environment, it is worth using past experiences
as a compass. Throughout history, there are
many cycles, regularities and patterns that
recur at certain intervals, which cannot be
ignored when considering current or future
developments. There are many similarities
with the 1970s in terms of what is happening
today, one need only recall the escalation of
geopolitical conflicts, the resulting dramatic
rise in energy prices and double-digit inflation.
In this collection of studies, the authors try to
draw conclusions based on past experiences to
develop a strategy for successful adaptation and
transition.
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Foreword

The global economy currently faces a myriad of challenges. The
Covid-19 crisis that erupted at the end of 2019, the deepening
trade conflict between the world’s two most dominant economies,
the United States and China, mounting geopolitical tensions and
deepening fault lines, the challenges posed by climate change,
and a high inflation environment: all of these factors will leave a
mark on the 2020s. In addition, new megatrends are shaping the
global economy, such as the rise of digitalisation and the green
transition towards sustainable economic growth.

In light of these challenges, the 2020s are crucial to our future,
which is why it is of the utmost importance for monetary policy
and economic policy in a broader sense to steer the economy in
the right direction. When our future is at stake, it is worth taking
a step back and using past experiences as a compass. Throughout
history, there are many cycles, regularities and patterns that recur
at certain intervals, which cannot be ignored when considering
current or future developments.

There are many similarities and parallels with both the 1940s
and the 1970s in terms of what is happening today. From the
1970s, one need only recall the escalation of geopolitical conflicts,
the resulting dramatic rise in energy prices and double-digit
inflation. This collection of studies was written and compiled
in the recognition that, as in the 1970s, the world’s economies
have arrived at a point when they are at the end of a successful
developmental phase, but that this phase can no longer continue
unchanged. At such epochal boundaries, it is obvious to draw on
the experience of the past to develop successful adaptation and
transition strategies.

The studies in this volume show that the responses to the oil price
shocks of the 1970s were not uniformly optimal at the outset. This
was due to the insistence on economic policies that had worked
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in the past, but had proven ineffective in the meantime, and the
mistaken perception that the shock itself was temporary. The
different monetary policy and economic policy responses had a
lasting impact on the subsequent development of each economy.
As in the 1970s, the current decline in the terms of trade and
the high inflation environment has taken countries by surprise.
However, it is important that this time economic policy decisions
be made armed with the experience of possible past mistakes and
the proper lessons learned, because the trends that are established
now will also have a lasting effect on our future.

Gyorgy Matolcsy
Governor
Magyar Nemzeti Bank



Historical Background of Economic
Developments in the 1970s

Dorina Kirtdg

This study explores the historical background of the 1970s, along with
the economic and political environment of the period. Data available
until 5 November 2021 were used for this analysis.

In the 1970s, countries around the world faced a series of
economic shocks and crises: the collapse of the Bretton Woods
system, the 1973 oil crisis, the subsequent world economic
recession and the second oil boom in 1979 represented the biggest
challenges. As a result, a new era began in the world economy in
the 1970s, in which international financial and global economic
relations were also transformed (Ko6rosi, 2014).

The 1970s marked the end of the general economic boom that
followed World War II. The decade began with the disintegration
of the global economic system established by the great powers at
Bretton Woods in 1944 (Arrighi, 2010). The problems associated
with the fixed exchange rate system were already apparent in the
1960s, due to the overvaluation of the US dollar (Nedelka, 2018),
when the Johnson administration ran up higher budget deficits
to finance the ‘Great Society” programmes and the Vietnam War
(Chart 1). By the late 1960s, the increasing deficit led to a rise in
inflation in the United States (Bordo, 2017). At the same time, real
wages began to stagnate, domestic purchasing power declined
and increasingly expensive US exports faced disadvantages in
the international market. The US current account balance became
negative in 1971 for the first time since 1893 (Patterson, 1996). The
new instability factors slowly escalated into a global problem.
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Chart 1: Budget deficit and government debt trends in the US
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Rising inflation reduced confidence in the US dollar on the
global currency markets, leading central banks in several
countries with significant USD reserves to seek to convert
their reserves into gold. The Fed could no longer guarantee
this conversion, and in 1971 President Nixon announced the
suspension of the dollar’s convertibility into gold (Bordo, 2018;
Korosi, 2014). This led to a depreciation of the dollar against
several currencies and higher inflation (Chart 2). By 1973, it
was clear that this was not merely a temporary suspension, but
the permanent abolition of the gold standard (Nedelka, 2018).
Following the collapse of the Bretton Woods system, the role of
the dollar as a key currency appeared to weaken temporarily, with
fixed exchange rates being replaced by floating exchange rates.
The dollar was no longer pegged to gold. The rate of inflation
accelerated, with imported inflation exerting strong pressures on
both demand and supply sides, further exacerbating imbalances
in national economies and the global economy (K&rosi, 2014).
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Chart 2: Exchange rate developments of the US dollar against
major currencies
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However, the dollar retained its international role after the
Bretton Woods system. In 1974, the United States signed an
agreement with Saudi Arabia, which meant that oil trade was still
largely carried out in US dollars after 1971 as well. This marked
the beginning of the era of petrodollars, which elevated the US
dollar to a global reserve currency and contributed to the fact that
much of world trade is still USD-based. The system generates
a dollar surplus for oil-producing countries, which they invest
partly in assets denominated in US dollars. This also means that
petrodollars flow back to the United States, primarily through
investments in government securities (Momani, 2008). The process
creates liquidity in financial markets and keeps interest rates
low, while OPEC countries can also avoid the risks of currency
exposure by investing in safe US assets.
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In October 1973, the first oil crisis was triggered by the outbreak
of the fourth Arab-Israeli war. Members of the Organisation
of the Petroleum Exporting Countries (OPEC) imposed an oil
embargo on countries that supported Israel. The primary target
of the measure was the United States. The embargo, which lasted
for six months, led to a significant price increase and a global
energy crisis, during which Western countries were confronted
for the first time with the strategic importance of oil exposure.
By the end of the embargo, the price of oil worldwide had risen
by nearly 300 per cent, from USD 3 per barrel to nearly USD 12
per barrel (Rose, 2004), causing the affected countries to reassess
their dependence on Middle Eastern oil. This led to far-reaching
changes in energy policy. The crisis eased in March 1974, when
the embargo was lifted following negotiations at the Washington
oil summit. The oil crisis not only marked the end of the Bretton
Woods system, but also the end of the golden age of economic
growth (Nedelka, 2018).

The first oil crisis brought an end to an era of economic growth,
high employment and moderate inflation that had been typical
until then. Globally, the volume of international trade and
the value of foreign direct investment also fell significantly.
The period 1974-1975 marked the low point when the world’s
leading economies went into recession (Nedelka, 2018). US GDP
growth fell from 5.4 per cent in 1973 to -1.3 per cent in 1974. In
Japan, the decline was even more pronounced, with a 1 per cent
recession following the 9.8 per cent expansion of the previous year
(Chart 3). GDP growth in most Western European countries also
fell compared to the previous year.
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Chart 3: Annual real GDP growth in some developed countries and
the world economy between 1970 and 1979
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Inflation in many Western countries rose to double-digit levels,
while unemployment also increased. Inflation peaked above 12
per cent in some OECD countries during the period from 1970 to
1978 (Chart 4). The combination of these negative economic factors
led to stagflation. The sharp rise in o0il prices, soaring inflation and
ever-higher interest rates on loans negatively affected developing
economies as well, as they had to borrow more to pay off their
existing debts, often leading to spiralling debt.
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Chart 4: Average annual growth in consumer prices in OECD
countries in the 1960s and 1970s
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While the world economy expanded by 6.5 per cent in 1973, the
growth rate fell to 2.0 per cent in 1974 and to nearly 1 per cent in
1975. Global economic output began to recover in 1976, with GDP
growing by 5.3 per cent, and then by around 4 per cent over the
next three years (Chart 3). However, economic problems were not
solved: inflation, unemployment and rising debt-to-GDP ratios
continued to pose challenges for both developed and developing
countries (Nedelka, 2018). Investors sought refuge mainly in gold
and commodities amid higher macroeconomic volatility, soaring
inflation and political uncertainty.

The world economy temporarily recovered from the crisis in
1976, but sharply rising oil prices again in 1979, as a result of
the Iranian Revolution, led to another recession. The revolution

—14 —
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began in early 1978, overthrowing the regime of Mohammad Reza
Shah Pahlavi. Subsequently, in April 1979, the Islamic Republic
of Iran was proclaimed under the leadership of Ayatollah
Ruhollah Khomeini (Ditté-Roell, 2006). The revolution caused
Iran’s oil production to fall by 4.8 million barrels per day (7 per
cent of world production at the time) by January 1979 (Gross,
2019). The price of oil per barrel nearly tripled between 1978 and
1980 (Chart 5). In addition to the disruption in supply, panic
in the markets also played a role. Prices of other raw materials
also increased significantly during the period. The situation
deteriorated again after the outbreak of the Irag-Iran War (1980-
88), which further increased instability in the whole region (Rose,
2004).

Chart 5: Trends in the average annual world oil price and corn price
between 1960 and 2021
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In response to high oil prices in the 1970s, industrialised
countries took steps to reduce their dependence on OPEC oil.
Electric utilities worldwide switched from oil to coal, natural gas
or nuclear power. National governments initiated multibillion-
dollar research programmes to develop alternatives to oil, and
major non-OPEC oil fields were discovered in Siberia, Alaska, the
North Sea and the Gulf of Mexico (Gross, 2019). As a consequence
of these factors and the falling demand for oil, OPEC’s market
share dropped from 50 per cent in 1979 to 29 per cent in 1985
(Sadek, 1994).



Geopolitical Developments in the 1970s
and the Birth of the New International
Financial System

Péter Aradvinyi

This study summarises the key geopolitical developments in the 1970s
and describe the changes in the international financial system. Data
available until 17 November 2021 were used for this analysis.

Key Geopolitical Developments in the 1970s

The second phase of the Cold War, from 1957 to 1979, was
characterised by fluctuations in the relations between the two
superpowers, the US and the Soviet Union, and major shifts
in the geopolitical structure. At the beginning of the period, the
Cold War arms race intensified, the ideological divide between the
opposing blocs deepened (construction of the Berlin Wall in 1961)
and the Cuban missile crisis of 1962 brought the world to the brink
of nuclear war. In addition to the two opposing superpowers,
the European Economic Community and China, which were
seeking an independent role, also entered the geopolitical arena.
The traditional colonial empire was dismantled and Marxism and
anti-imperialism took hold in large parts of the new African, Asian
and Latin American states, while revolutionary and counter-
revolutionary experiments also intensified.

The first half of the 1970s was characterised by an easing of
tensions between the two superpowers, known as ‘détente’. In
1968, the Non-Proliferation Treaty was signed, and as a result of
the strategic arms limitation negotiations that began in 1969, the
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Strategic Arms Limitation Talks (SALT-1) was signed on 26 May
1972 by Richard Nixon and Leonid Brezhnev.

There was also a turnaround in US policy on the Vietnam War,
in which the US intervened in 1963 to contain the Soviet Union.
In 1969, President Nixon announced a military process called
Vietnamisation. Its aim was to relieve the burden on US troops
by strengthening the Army of the Republic of Vietham and thus
create the possibility of a military withdrawal from the country.

In 1973, a series of negotiations called the Conference on
Security and Cooperation in Europe began in Helsinki and
ended with the signing of the Helsinki Final Act on 1 August
1975. With 35 participants, the aim of the talks was to promote
relations between the opposing countries of the East-West divided
world. The same year saw the end of the US intervention in
Vietnam.

In the second half of the 1960s, conflicts of power and
ideological differences drove the Soviet Union and China
apart. Recognising that the global balance of power, and thus
the outcome of the Cold War, could be greatly influenced by
the peremptory division of the disintegrating Communist Bloc,
the United States opened up to China. First, Henry Kissinger
the President’s National Security Advisor, held secret talks with
Chinese Premier Zhou Enlai in July 1971, followed by another
official visit in October. In February 1972, Richard Nixon paid an
official visit to China. During the week-long visit, President Nixon
also met Mao Zedong. The process culminated in the restoration
in 1979 of diplomatic relations between the two countries, which
had been severed 25 years earlier.

Despite the initial successes of détente, by the end of the decade
Cold War tensions between the US and the Soviet Union had
escalated again. The period was marked by Soviet expansion in
the Third World. After the oil shock, the Soviet Union extended its
influence in geopolitically important countries situated along the



Geopolitical Developments in the 1970s

oil transport routes. Taking advantage of the paralysis caused by
the US defeat in Vietnam, the Soviet Union invaded Afghanistan
in 1979, which led to the failure to ratify the SALT-2 agreement
and suspension of the détente process.

By the end of the 1970s, the geopolitical map had been
significantly redrawn. Although neither power gave up its
ambitions, the Vietnamese failure undermined the US’s leading
status in the Western world and the Soviet Union lost its
ideological leadership position within the Communist Bloc. As
a result of the Sino-Soviet split, the unified Eurasian continental
power was receding, and China launched its own geostrategic
imperial ambitions in Asia. International relations became more
complex, and the first cracks appeared in the bipolar world.

The most significant events of the 1970s in terms of economic
policy, with geopolitical implications, were the oil crises of
1973 and 1979. The 20-day fourth Arab-Israeli (Yom Kippur) war
in October 1973 almost led to an open confrontation between
the US and the Soviet Union. After the war, the OAPEC, led
by Saudi Arabia and comprising the Arab member countries of
OPEC, imposed an oil embargo on countries that had supported
Israel in the war against Egypt and Syria (Canada, Japan, the
Netherlands, the United Kingdom, the United States, and later
Portugal, Zimbabwe and South Africa). As a result of the embargo,
which lasted until March 1974, the price of crude oil per barrel
quadrupled. The second oil shock in 1979 was caused by the
Iranian (Islamic) Revolution and the drop in supply due to the
Irag-Iran war and the market reaction to it, as a result of which
the price of crude oil more than doubled in the course of a year.

In terms of today’s great power rivalry between the US and
China and the re-emerging bipolar world order, the current
decade bears a strong resemblance to the second phase of the
Cold War.
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Changes in the International Financial
System

In the years following World War II, rebuilding economies
created a huge demand for American products. The US (current)
account balance surplus resulted in a global US dollar gap, which
threatened to slow down/reduce international trade and thus
economic growth.

By the mid-1960s, thanks to rising US imports, the increasingly
costly Vietnam War and President Johnson’s ‘Great Society”
programme, as well as rising inflation, the US’s previous
current account balance surplus had turned into a deficit and
the global dollar deficit into a dollar glut. The stability of value
and privileged position of the US dollar was called into question,
undermining the foundations of the existing international financial
system. By the end of the 1960s, maintaining the convertibility of
the dollar into gold at a fixed rate (USD 35 per ounce) became
increasingly difficult, and the gold coverage ratio had fallen to
22 per cent.

On 15 August 1971, Richard Nixon “closed the gold window’,
i.e. indefinitely suspended the convertibility of the US dollar
into gold. In the autumn of that year, the G10 countries held
multilateral and bilateral negotiations to reform and rescue the
Bretton Woods international financial system.

Under the Smithsonian Agreement, signed in December 1971,
the dollar was devalued by 8.5 per cent (the price of gold rose
to USD 38 per ounce). At the same time, the currencies of the
advanced economies appreciated (Japanese yen +16.9 per cent;
Deutsche Mark +13.6 per cent; French franc and pound sterling
+8.6 per cent; Italian lira +7.5 per cent) and their currencies
were floated in a 4.5-per cent band against the US dollar. The
adjustment, however, did not live up to the expectations. The price
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of gold moved further away from the official parity of USD 38 per
ounce, and the currencies of advanced economies continued to
strengthen against the US dollar, approaching the upper end of
the exchange rate band, which forced central banks to intervene
repeatedly.

In 1972, the six member countries of the European Economic
Community (plus three potential candidates) set up an exchange
rate mechanism called the currency snake (also known as the
‘snake in the tunnel’). Under the new mechanism, the currencies
of the member countries were floated against the dollar and also
against each other, within a defined band of +/- 2.25 per cent.
But the oil crises, the devaluation of the dollar and differences
in economic policies interfered, and within two years most of
the member states forming the currency snake had left the
mechanism. As a result, by 1977 the currency snake mechanism
had shrunk to a “Deutsche Mark zone’ consisting of Germany, the
Benelux countries and Denmark.

On 12 February 1973, the US unilaterally devalued the US
dollar by another 10 per cent against gold (USD 42 per ounce).
Confidence in the dollar’s value faded and within a short time
all of the advanced economies (European Economic Community

countries and Japan) stopped pegging their currencies to the
dollar.

The Jamaica Accords, signed in 1976, formally abolished the
Bretton Woods system by proposing amendments to the IMF’s
Articles of Agreement. The convention provided for flexible
exchange rate regimes and abolished the role of gold as a reserve
asset with retroactive effect. The Second Amendment, signed
in 1978, legally recognised floating exchange rate regimes,
demonetised gold and provided for IMF member countries to
keep their exchange rates stable — but member countries were free
to choose their own exchange rate regime.
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In 1979, as part of the European Monetary System, the member
countries of the European Economic Community set up the
European Exchange Rate Mechanism, under which members
floated their currencies within a band of +/- 2.25 per cent against
the ECU (European Currency Unit). The exchange rate system
was set up in preparation for the introduction of the euro, with the
aim of reducing exchange rate fluctuations and thereby increasing
financial stability.



1]
The Rise of the Petrodollar System

Dorina Kirtdg

This study outlines how the US dollar became the global commodity
settlement currency after the ‘Nixon shock’. The 1973 oil crisis had a
major impact on the development of the world economy after World
War I1. Surging oil prices generated large trade and current account
balance surpluses in oil-exporting countries, which, however, were not
used efficiently, while oil-importing countries were forced to borrow.
The ‘recycling” of surplus foreign exchange was made possible by the
creation of the petrodollar system, which also strengthened the dollar’s
international role and provided external demand for US government
bonds. Data available until 9 November 2022 were used for this analysis.

Introduction

Following the collapse of the Bretton Woods system, the US
dollar’s role as a global reserve currency appeared to weaken
for a short time. The United States temporarily lost control of the
global monetary system (Arrighi, 2010), and the dollar’s situation
was often equated with the decline of the pound sterling as an
international currency. It was widely predicted that USD would
become a less dominant unit of international transactions, and
competition for reserve currency status was expected to intensify
(Eichengreen, 2011, pp. 62-63). In the early 1970s, fears of a decline
in the geopolitical and economic position of the United States
intensified, exacerbated by the first oil crisis.
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Impact of the Oil Price Shock and the
Emergence of the ‘Petrodollar Problem’

The first “oil shock’ began in the autumn of 1973 and led to a
major imbalance in foreign trade. Over the decade, the world oil
price rose steadily from USD 1.2 per barrel in 1970 to USD 35 per
barrel in 1980, following the second oil crisis (Chart 1).

Chart 1: Average annual OPEC oil price per barrel between
1960 and 2022
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The sharp rise in global oil prices was detrimental for oil
importers and resulted in extraordinary gains for oil-exporting
countries. This caused a major financial shock, because in the
1970s oil-exporting countries spent a smaller share of their
increased revenues on imported products (Chart 2). Countries
with significant oil exports but small populations — such as Saudi
Arabia, the UAE and Kuwait — were unable to significantly
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increase their imports (Basosi, 2020), leading to substantial trade
and current account balance surpluses.

Chart 2: Trends in OPEC Member Countries’ imports and
exports of oil
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In 1974, the combined current account balance surplus of the
main oil-exporting countries reached USD 68 billion (one third
of GDP). By contrast, the deficit of industrialised countries rose
to USD 31 billion (0.8 per cent of GDP) and the deficit of oil-
importing developing countries increased to USD 34 billion (10.5
per cent of GDP) (IMF, 2006). Oil-exporting countries faced the
challenge of how to utilise their large current account balance
surpluses, while the banking system struggled to absorb the
growing amount of short-term deposits from Arab states.
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The ‘Recycling’ of Surplus Petrodollars

The solution to this problem was the process of ‘petrodollar
recycling’, through which the surplus foreign exchange
accumulated by oil exporters was recycled back into the global
economy. Oil-exporting countries spend part of the petrodollars
— the dollars accumulated by oil-producing countries as oil export
revenues — on purchasing foreign goods and services and invest or
hold the unspent petrodollars in foreign assets (Nsouli, 2006). The
petrodollar system was established based on the 1974 agreement
between the United States and Saudi Arabia, which stipulated
that the world market price of oil would be fixed in US dollars.
Other oil-exporting countries followed suit, and oil trade was
then largely conducted in dollars (Momani, 2008), which allowed
USD to maintain its international role. The 1974 agreement also
included defence and arms purchase clauses. Total US arms sales
to Saudi Arabia rose from USD 14.8 million to USD 296.3 million
in the first half of the 1970s.

In 1974, oil-exporting countries deposited more than half of their
petrodollars in bank deposits and money market instruments
in developed economies. Significant amounts of petrodollars
were invested directly in US government securities (Chart 3) and
other short-term instruments. US government securities, however,
accounted for less than one sixth of all liquid investments, with the
remainder mostly placed with commercial banks. Around USD
25 billion was used for long-term investment, which included
government lending and purchases of government bonds (IMF,
2006). This trend continued throughout the 1970s.
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Chart 3: Trends in US government bond holdings in some oil-
exporting countries
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This process also contributed to a significant expansion of
the euro bond market. The total value of international and
foreign bond issues increased from USD 12 billion in 1974 to
USD 38 billion in 1980. A significant part of the foreign exchange
earnings of oil-exporting countries flowed into industrialised
countries struggling with current account balance deficits as bond
investments, including France, Italy and the UK.

Oil-exporting countries also used some of the petrodollars to
provide foreign aid. Since 1973, the Arab oil-exporting countries
have been among the world’s largest donors, providing a total of
approximately USD 44 billion in foreign aid between 1973 and
1980 (Oweiss, 1990).

A significant proportion of the recycled petrodollars flowed
through the banking systems of developed countries to
developing countries. Indeed, many of the developing countries
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concerned faced difficulties in financing their increased current
account balance deficits following the oil price rises. Most of the
financing needs were met by loans from banks in developed
countries. As a result, between 1973 and 1982, the net external
foreign currency debt of non-OPEC developing countries rose
from USD 4.5 billion to USD 145.9 billion, and these countries
accumulated a current account balance deficit of nearly USD 336
billion (Lamfalussy, 2008). Latin American countries became the
largest borrowing region (Chart 4), which later led to a debt crisis
starting with Argentina following the tightening of monetary
policy by the Fed in the 1980s. Mexico was the first country in the
region to declare insolvency, and then the crisis spread to Brazil
and other Latin American countries. The debt crisis had serious
consequences for these countries, so the 1980s are considered a
‘lost decade” for Latin America.

Chart 4: External debt developments in Latin American countries
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The Rise of the Petrodollar System

Creating the ‘Oil Facility’

Petrodollar recycling mitigated the short-term recessionary
impact of the 1973 oil crisis. At the same time, oil-importing
countries faced much higher oil prices than in the past and
accumulated long-term debts. The International Monetary Fund
estimated that the foreign debt of 100 oil-importing developing
countries increased by 150 per cent between 1973 and 1977,
exacerbated by the global shift to floating exchange rates (IMF,
2001). The IMF therefore introduced a new lending programme,
the Oil Facility, between 1974 and 1976. This facility, financed
by oil-exporting states and other creditors, was available to
governments facing balance of trade or balance of payments
problems due to rising oil prices.

Between 1974 and 1976, the IMF lent USD 2.4 billion to 45
developing countries under the Oil Facility. The aim of Johannes
Witteveen, then Managing Director of the IMF, in creating this
new instrument was to reduce economic tensions and thus
preserve the open international system that was the legacy of
Bretton Woods (James, 1996). Over time, international private
banks took over much of the financing role.

The United States and the Petrodollar

There is a significant link between the petrodollar system and
the assertion of US hegemonic power in the 1970s. The United
States continued to benefit from the international role of USD,
despite the fact that its convertibility to gold ceased after the
Nixon shock. The link between the dollar and oil ensured that the
dollar retained its important role in world monetary reserves and
trade transactions. The dollar’s share of total international reserves
remained at around 80 per cent in 1977 (Eichengreen, 2011, p.
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63). Due to the petrodollar system, the United States successfully
strengthened the dollar’s role in the global economy and ensured
that it remained the most important means of payment in recent
decades.

The successful resolution of the global balance of payments
imbalances caused by the oil price shock was one of the greatest
achievements of the post-World War II era. Nearly 500 billion
petrodollars were recycled, flowing from oil-producing countries
with capital surpluses to countries with trade deficits (Spiro,
1999). This helped to overcome the challenge to the international
economic system and preserve its stability.



N

Debt Processes in the Developed Countries
in the 1970s

Zoltdin Szalai

This study summarises debt processes and the related circumstances
in the 1970s. Data available until 2 December 2021 were used for this
analysis.

One new phenomenon during the 1970s was the recurrence
of budget deficits, in contrast to the previously neutral or
slightly positive budget balances. By the end of the decade,
the average budget deficit had risen to 3.1 per cent in the OECD
countries in Europe and to 4.5 per cent in Japan (Chart 1, Chart 2).

Chart 1: Trends in the general government budget balance in
individual countries
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Chart 2: Structural budget balance developments in individual
countries

GDP/GNP percentage GDP/GNP percentage

4

Germany France — |taly —— Belgium
—— OECD (Europe) —— USA Japan
—— United Kingdom

Source: Price and Muller (1984)

In the United States, the deficit also increased temporarily, but
then declined again in the latter half of the period. There was
considerable heterogeneity across European countries: for
example, Italy and Belgium saw their deficits rise to more than 10
per cent by the early 1980s, while Germany and France maintained
moderate deficits overall.

During this period, the gross public debt ratio increased
significantly in countries with large deficits. However, because
of negative real interest rates, this typically did not lead to
significantly higher debt service, unlike in the 1980s when real
interest rates were much higher. Gross public debt in the United
States stagnated at around 45 per cent over the period, while in
Japan it rose from 12 per cent to close to 70 per cent by the early
1980s (Chart 3). Across European countries, the German gross
public debt ratio more than doubled from 18 per cent to over 40
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per cent, the Italian ratio rose from 40 per cent to close to 80 per
cent, while Belgium’s jumped to over 100 per cent. We describe
below the circumstances of these debt processes, broken down
into the main chronological stages that determine their evolution.

Chart 3: Trends in gross public debt in individual countries
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Developments before the First Oil Price
Shock (1973):

After World War II, thanks to two and a half decades of rapid
growth, state debt fell steadily to levels that were not a constraint
on economic policy. Central banks were often formally, and
sometimes only implicitly, expected to directly finance possible
budget deficits. Reconstruction after the war, followed by the
technological revolution of mass production and consumption,
ensured rapid growth, which also provided debt-free financing
for gradually increasing public spending. Labour incomes rose
rapidly in line with productivity growth. At the same time,
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employment was high, unemployment was low and demographic
trends were favourable.

The rapid growth, free of social conflict, gradually slowed down
in the late 1960s, leading to increasingly frequent social conflicts
and strikes. Growth rates in OECD countries averaged around 5 per
cent in the 1960s. In the following decade, growth became volatile,
in many cases falling deep into negative territory, while averaging
below 4 per cent. Productivity in the G-7 countries grew at an
average annual rate of 3.8 per cent between 1963 and 1973, falling
to 1.6 per cent in the period 1973-1981. Wages adjusted differently
across countries and with a time lag to lower productivity growth
and to the deterioration in the terms of trade due to the oil and
commodity price shocks. As a result, inflation also increased from
an average of 4.1 per cent in 1963-1973 to 9.6 per cent in 1973-1981.
Most analyses attribute the slowdown in economic growth and
productivity growth in the late 1960s to the fading potential of the
mass production model, to the perceived limits of natural resources
and to the specificities of the transition to a service economy.

Chart 4: Evolution of net public debt in individual countries
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Debt Processes in the Developed Countries in the 1970s

The 1970s saw a turnaround in the indebtedness of economies,
including in European countries. Unlike in the past, indebtedness
in the 1970s could not be linked to war, but occurred in conjunction
with a high level of prosperity. It was not only a period of
indebtedness, but also of a fundamental transformation of the
economic role of the state in a broader sense. In the European
OECD countries, for example, the share of public spending as a
share of GDP rose from around 35 per cent in 1965 to 50 per cent
in 1980.

The Period between 1973-1975:

The first oil price shock was considered temporary by most developed
countries.

In addition to the two oil price shocks, several other factors
played a role in countries’ indebtedness. The rise in budget
deficits over the decade was accompanied by a slowdown
in economic growth. At the same time, the commodity price
transition showed that a shift from the old, resource and energy-
wasting economic structure to a new model was inevitable. The
slowdown in productivity was substantially amplified by the
commodity price explosion, further worsening growth prospects
and leading to an increase in public debt ratios.

The economic slowdown was initially seen by most of the actors
of the period as temporary. Governments typically continued
to increase public spending on welfare, transfer and investment
expenditure in line with rising social expectations, while workers
also expected the usual wage increases. The profit ratio fell from
25 per cent typical in the 1950s to between 18 and 20 per cent after
1973 in the G-7 countries as a whole, leading to a slowdown in
private investment and perpetuating sluggish growth.

The public debt of countries that later became highly indebted
began to rise as deficits increased. This was the result of falling
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revenues due to slowing economic growth, rising transfers
due to higher unemployment, and rising public spending due
to increasing public employment and business subsidies. The
unemployment rate in the 1960s, which was typically below 3 per
cent, rose to around 5 per cent in the OECD countries by the 1970s.

Developed countries responded mistakenly in terms of
economic policy to the foreign trade impact of the oil/commodity
price shocks. The deteriorating terms of trade worsened the trade
balance. The deterioration in the trade balance during the first
price shock was seen as temporary in developed countries and
was addressed by stimulating further growth rather than through
macroeconomic adjustment. In this process, external deficits were
increasingly financed by US dollar loans, which enhanced external
indebtedness and external vulnerability.

The transformation of the global financial system was also an
important factor in the rise of countries” debt. The Bretton Woods
financial system formally broke up in 1973, due to the devaluation
of the US dollar because of its global illiquidity and currency
speculation as the eurodollar market gained weight, which caused
fixed exchange rates to spread, due to different expected inflation
and policy rates in various countries. The eurodollar market grew
from USD 10 billion to over USD 160 billion between 1965 and
1974, and swelled to USD 477 billion by the end of the decade.
The dollar glut was caused by the US current account balance
deficit, the expansion of the international activities of US banks,
and from the second half of the decade the emergence of dollar
(petrodollar) revenues of oil-producing countries. Since interest
rates on dollar loans were low and the dollar was expected to
weaken, and the states” creditworthiness was beyond doubt, it
was convenient for indebted states to bridge what were seen as
temporary difficulties with loans.
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The Period between 1975-1979:

Following unsuccessful economic policy responses, adjustment begins
and monetary policy comes to the fore.

Following the first oil price shock, most developed countries
pursued a so-called ‘stop-go’ policy. This meant that recovery
was supported by stimulating, accommodative policies, and then
reversed and tightened when external or internal imbalances,
sometimes on both sides, were encountered.

The degree of indebtedness of OECD countries varies widely.
The literature attributes the differences to differences in the
economies’ international competitiveness (e.g. the competitive
West Germany vs. Italy and the then underperforming Ireland),
the energy and raw material needs of economies, the division of
labour between fiscal and monetary policy, and the labour market
and general political institutional arrangements and political party
orientation. Countries with stronger international competitiveness
were able to adjust more easily because they faced less terms of
trade deterioration. Countries (regions) with a heavy industry
overhang found themselves in a worse situation than other
economies, not to mention countries that also had significant raw
materials (UK offshore oil, Dutch natural gas).

Labour market institutions influenced the outcomes of
intensifying distributional conflicts. A strong trade union
presence and better wage bargaining positions helped to raise
wages at the usual pace, but this worsened the profitability of
companies and increased the vulnerability of the public sector
to indebtedness. Examples include Italy, Belgium, Denmark,
France and the Netherlands. Italy is another example where the
subordination of the central bank to fiscal policy increased debt.
Until 1981, before becoming independent, the central bank was
obliged to buy treasury bills not subscribed by the markets. The
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scala mobile mechanism included automatic compensation for
wage inflation. At the same time, a high degree of organisation
may have facilitated coordinated adaptation in, for example, in
West Germany or Austria.

After the first oil and commodity price shock, a fundamental
economic policy shift began, which was reflected in the response
to the second oil and commodity price shock in 1979. The
turnaround involved a gradual shift to monetarist, supply-side
economic policies. The watershed event was the 1977 report by
the McCracken Group of independent experts created for the
OECD at the suggestion of US Secretary of State Henry Kissinger,
followed by a similar shift in direction within the European
Commission. The new approach considered the change in the
terms of trade to be permanent (the impact of the ‘Rome Report’,
i.e. the ‘Limits to Growth’ call, was already reflected in this) and
proposed coordinated monetary and fiscal policy restraint to
stop indebtedness. Within coordination between the economic
policy branches, the much more active role of monetary policy
in stabilisation was specifically mentioned, as opposed to the
subordinate role it had previously played.

The Period after 1979:

Most developed countries then responded to the second oil price shock
with fiscal and monetary tightening.

As a result of tightening macroeconomic policy, the profit
margin rose back to near the level of 1972, before the first oil
crisis. The divergence can be explained by the weaker cyclical
economic situation caused by the second oil price shock and the
resulting tightening policies. Fiscal tightening, however, did not
reach a balanced or positive balance in 1980 and 1981 because of
automatic stabilisers.
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Falling inflation and austerity measures led to real interest
rates that were unusually high in a recession. This explains
why, although the average public debt ratio did not increase
significantly during the 1970s, debt servicing soared in the 1980s.
The indebtedness of countries with high public debt already
required the maintenance of a positive primary budget balance,
and economic growth falling below real interest rates (the
‘avalanche effect’) further increased debt ratios in Italy, Belgium
and Ireland.

The “Volcker shock’, named after the newly appointed Fed
chairman, further worsened the debt trajectory of indebted
countries. The Fed initially maintained an accommodative
monetary policy, but by 1978 inflation had risen to over 7 per
cent. The central bank then changed direction and raised the
policy rate to 10 per cent in August 1978. Despite this tightening,
inflation rose to 9 per cent by the end of 1979. In August of that
year, Paul Volcker was appointed head of the central bank, and
his primary goal was to bring inflation down, even at the cost of
a temporary rise in unemployment. As a result, in the early 1980s
the FOMC raised the base rate from 9 per cent to 20 per cent. The
debt trajectory of the indebted countries was worsened by the
fact that higher US interest rates were passed on to the interest
rate conditions of other countries. This was a problem because
many states had borrowed at floating rates when the US dollar
was cheap.

Annex: Key macroeconomic, fiscal and monetary policy
developments in individual countries in the 1970s

Germany (West Germany): Already in the 1960s, the Bundesbank
enjoyed a high degree of independence and government support
to offset wage increases by raising interest rates. The Bundesbank
also responded to the oil price shocks with further tightening,
preventing second-round effects on wages. The Bundesbank was
the first central bank to formally announce monetary aggregate
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targeting in 1975. At the same time, it also kept an eye on external
competitiveness and was willing to overshoot the target aggregate
in response to the weakening US dollar, thus curbing the strength
of the Deutsche Mark. Fiscal policy loosened somewhat in 1975,
but this was quickly reversed and became restrictive by the 1980s.
The gross public debt ratio rose from 18 per cent to 33 per cent
during the decade.

France: The French authorities responded to the first oil price
shock with stop-go policies, which forced them to exit the currency
snake twice and devalue their currency. They then sought to
achieve price stability by pegging the franc to the Deutsche Mark.
They responded to the accelerating inflation and wage growth
in the wake of the first oil price shock with a balanced budget,
currency pegging and a neutral monetary policy, and joined the
European Monetary System (EMS). The French debt ratio fell from
53 per cent to 31 per cent in the 1970s.

United Kingdom: The first oil price shock led to stagflation, with
increased budget deficits. In 1976, the country turned to the IMF,
followed by the implementation of a stabilisation programme in
which fiscal policy was subordinated to monetary policy, breaking
with the stop-go policy that had been the hallmark of the past.
After the stabilisation, unemployment remained high for years
and full employment was no longer a goal for the Conservative
government taking office. Reducing the deficit and bringing it in
line with the announced growth rate of the monetary aggregate
became an important objective. Although the central bank
exceeded the announced monetary aggregate, the high levels of
interest rates and unemployment suggest that monetary policy
remained tight nonetheless. The public debt ratio fell from 82 per
cent to 54 per cent during the decade.

Italy: Macroeconomic policy was the loosest for the longest period
in Italy. Trade unions were strong, including their representation
in parliament. The central bank was obliged to buy treasury bills
not subscribed by the markets, i.e. to finance the deficit directly,
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which was only abolished under the IMF programme. Economic
policy was export-oriented, also supported by the central bank
during the period. The increase in the budget deficit, which was a
feature of the period, helped to dampen wage bargaining conflicts.
In 1981, after the IMF was called in, the independent central bank
started tightening and the lira entered the European Monetary
System. Inflation, which exceeded 20 per cent, began to decline.
The stabilisation was made more difficult by the Italian wage
bargaining system, under which wages are adjusted quarterly
to actual inflation (scala mobile). Debt levels remained high and
continued to rise for the rest of the decade. By the end of the
decade, the public debt ratio had risen to 60 per cent, and then
continued to rise in the 1980s.

Belgium: After economic growth of 4 per cent in 1974, GDP fell
by 2.5 per cent in 1975. Industrial production contracted by 9
per cent in 1975. At the same time, inflation exceeded 12 per cent
between 1974 and 1976, and unemployment also rose. The wage
bargaining partners agreed to temporarily suspend the application
of inflation adjustment, in order to improve corporate profitability.
Belgium had a significant heavy industry and mining sector, but
these became insolvent. The government hired former crisis sector
workers who became unemployed and provided state aid to the
companies concerned. These are some of the reasons for Belgium’s
indebtedness, which continues to be among the highest in the euro
area. By 1980, the budget deficit had reached double digits, and
the debt ratio had risen to 81.6 per cent. However, the public debt
was fully financed by the savings of the population.

The Netherlands: In response to the oil price shocks, households
increased their savings substantially, business investments fell and
government investment was slowed down by the government,
resulting in a current account balance that turned positive as early
as 1974 and remained positive in 1975. The government stimulus
of 2.5 per cent of GDP also only partly offset the fall in private
demand. Savings led to lower interest rates on loans. Energy
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prices helped the budget by the increase of the price of exported
natural gas. The public debt ratio fell from 50.6 per cent to 45 per
cent over the decade.

Ireland: Economic growth came to a virtual standstill in 1974,
and in 1975 GNP fell by 3.8 per cent and industrial production
by 5.5 per cent. The deficit and public debt increased in parallel,
with the latter rising to 72 per cent of GDP by 1980. The Irish
government responded to the economic downturn by increasing
public spending, which rose to 61 per cent of GNP in 1981, but
this was not followed by a similar increase in taxes. Workers
did not accept the government’s offer of wage moderation, and
both wage increases and economic growth continued following
the slowdown. As a result, Ireland ran massive current account
balance deficits (-8.7, -5.5, -6.0 per cent of GNP between 1979 and
1981). By the early 1980s, economic growth had slowed to 1.5-2.5
per cent, and the budget deficit exceeded 16 per cent in 1980.

The USA: The Fed’s response to the first oil price shock was
determined by the prevailing view in professional circles at the
time that the inflationary pressures that emerged in the early 1970s
due to the financing of the Vietham War and then intensified due
to the rise in the prices of oil and other raw materials originated
from the supply side, and therefore monetary policy was
powerless to deal with them and that monetary tightening would
seriously damage the economy. The central bank maintained
an accommodative monetary policy until 1978, by which time
inflation had risen above 7 per cent. The Fed then changed course
and raised the policy rate from 6.9 per cent to 10 per cent in August
1978. Despite the tightening, inflation rose to 9 per cent by the end
of 1979. In August of that year, Paul Volcker was appointed head
of the central bank, and his primary goal was to bring inflation
down, even at the cost of a temporary rise in unemployment. As
a result, the FOMC raised the base rate from 9 per cent in 1981 to
20 per cent. This led to a recession in the early 1980s, but inflation
fell from around 15 per cent to 4 per cent. The gross public debt
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ratio fell from 45 per cent to 38 per cent over the decade, before
rising again to 45 per cent in 1984.

Japan: In response to the oil price shocks, the government
suspended the ongoing transport infrastructure development
programme to reduce the budget deficit, while the central
bank started tightening to address inflationary pressures. The
population reacted with panic buying, and in 1974 the economy
slipped into recession. In 1975, the government launched a
massive fiscal expansion via public investment, while private
investment declined. At the same time, monetary policy was
eased somewhat to support the economy, which was in the grip
of a shock: the central bank lowered the rediscount rate from 9
to 6.5 per cent in four steps. Japan responded to the first oil price
shock by restructuring and developing export sectors that require
little energy and raw materials (e.g. electronics), while imposing
temporary administrative restrictions on energy consumption.
After 1979-1982, both monetary and fiscal policy tightened. Japan
started the decade with a gross public debt ratio of 12 per cent
and ended it at 52 per cent.

— 43 —



\

Similarities and Differences between
Inflationary Factors in 1970 and Today

Flora Baldzs

This analysis summarises the similarities and differences between the
rapid price rises we are currently experiencing and the inflationary trends
seen in the 1970s. In both periods, rising inflation was accompanied
by fiscal stimulus and strong supply-side constraints. At present, the
demand side may also be providing a stronger boost to inflation, while
the stronger anchoring of inflation expectations since the 1970s may be
moderating the rise in inflation. Data available until 28 December 2021
were used for this analysis.

Similarities in Inflationary Factors

As in the 1970s, inflation today is also fuelled by significant
supply-side constraints and commodity price increases. In the
1970s, a reduction in the oil supply caused a major inflation shock.
In 1973, the Arab countries of the members of OPEC imposed
an embargo on the US for supporting Israel in the 1973 Arab-
Israeli war. Along with the embargo, the drop in oil production
at the end of the decade due to the Iranian Revolution also
caused a major supply shock. In addition to oil, price of many
other commodities also rose significantly in the 1970s. Food
prices increased significantly due to several factors. The world’s
population grew from 2.5 billion in 1950 to over 3 billion in
1960 and 4 billion in 1974, and this population growth caused
a significant expansion of global food demand. In addition, the
rise in energy prices also fed through to food and service prices
in the 1970s. In the early 1970s, the rise in inflation in the US was
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fuelled by strong supply constraints and dynamic commodity
price rises, as well as government spending and expanding social
programmes on the demand side.

Another supply-side factor was the price and wage controls
introduced by President Nixon in 1971, which remained in force
until 1974. With these measures, Nixon wished to minimise the
shock following the suspension of the convertibility of the dollar
into gold. The move only temporarily curbed the rise in prices,
and in 1974 inflation began to rise sharply again. Today, the rise
in inflation is partly due to the reopening of economies following
the first waves of the Covid-19 pandemic and the subsequent
imbalance between supply and demand.

In both periods, the rise in inflation was preceded by fiscal
stimulus, although the extent of this differed (Matthews, 2021).
By comparison, the US budget deficit as a share of GDP rose to
nearly 15 per cent in 2020, from 4.6 per cent in the previous year,
while the deficit rose to 2.8 per cent of GDP in 1968 and to over 3
per cent in 1975-1976, from a level of typically less than 1 per cent.

In 1969, Richard Nixon succeeded President Lyndon Johnson,
whose term had seen an increase in the budget deficit compared
to previous years, due to the financing of the Vietham War and
his social programme (Great Society). President Nixon, with the
support of Congress, continued to fund the war and expanded
the social programme in 1972. The social programme created the
social security system that still exists today, Medicare, Medicaid
and unemployment insurance. As a result of the programme, social
security benefits nearly doubled between 1965 and 1973, and thus
social expenditure accounted for 7.4 per cent of GDP in 1973. As a
result, from 1975 the deficit as a share of GDP rose to over 3 per cent,
marking a significant increase compared to the deficits of less than
1 per cent typical in the 1960s. President Nixon kept up pressure on
the Fed to keep interest rates, and thus financing conditions, low.

In 2020, following the outbreak of the Covid-19 crisis, the US
government sought to counteract the negative effects of the
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pandemic with a series of fiscal stimulus programmes. First,
US President Donald Trump decided in March 2020 to adopt a
package of USD 8 billion and USD 192 billion, followed by a much
larger programme called the ‘Cares Act” of USD 2,200 billion. In
addition to one-time payments directly to households, the Cares
Act included increased unemployment benefits, corporate loans
and support for state and local governments. In December 2020,
Congress passed a new USD 900 billion package as a continuation
of the Cares Act, providing temporary funding until newly elected
US President Joe Biden announced a new stimulus programme.
Joe Biden signed the USD 1,900 billion stimulus package in March
2021, which includes direct payments like the Cares Act, increased
unemployment benefits and funds for infrastructure investments
and vaccinations. Altogether, the fiscal measures taken to offset
the negative effects of the pandemic amount to 27.2 per cent of
2020 US GDP.

The economic changes that took place during the Covid-19
crisis may also lead to the development of stagflation in the
2020s. In the 1970s, high inflation pushed most Western economies
into recession, resulting in simultaneous high inflation, high
unemployment and stagnant economic growth, i.e. economies
faced stagflation. Today, economies are in a recovery phase
following the pandemic, but the uncertainties caused by Covid-19
raise questions about when they will return to their previous
growth path. So far, there are no signs of protracted stagflation
in individual economies, but some factors could increase the risk
thereof.

Growth may be substantially restrained if supply-side
constraints persist for longer than expected, thereby reducing
output and keeping input costs high. Partly in this context,
the emergence of a possible commodity super-cycle could raise
stagflation risks. Over the past year, prices of key commodities
have risen by more than 10 per cent, while prices of corn, metal,
unprocessed food and WTI crude oil have risen even more
(Chart 1).
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Chart 1: Annual change in the price of certain commodities in the
year following the onset of the crisis
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The increase in commodity prices was partly due to the
Covid-19 crisis, as consumption fell slightly amid a temporary
halt in production, before demand started to rise again as
uncertainty eased. The Covid-19 crisis also highlighted the fact
that outsourcing production makes production cheaper, but at the
same time it can compromise security of supply. This could set off
a wave of deglobalisation and the repatriation of production. In
addition, if labour shortages become permanent, wage increases
could raise input costs. The latter would not increase the risk of
stagflation in its own right, but together with a sustained rise in
commodity prices, it could increase such risk. This could lead to
a slowdown in world trade, and higher production costs could
generate a general price rise.
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Differences between Inflationary Factors

Since the 1970s, the structure of economies has changed
significantly. Exchange rates are relatively free floating in most
economies, which helps to cushion trade shocks. At the same
time, in the decades following the 1970s, huge labour reserves
were injected into the global economic cycle, and in the last
decade there has been a shift towards labour shortages, partly
on the demographic and partly on the technological side. As a
result, the bargaining power of workers will strengthen again
in the 2020s after decades of weakening, which could reinforce
inflationary trends. Significant wage increases close to or above
the rate of inflation are not yet reflected in the data. The fact that
with the widespread use of the internet, more and more products
are becoming available to consumers, and it is also possible to
compare prices more easily, has an effect that counteracts the
labour market processes, which strengthens competition between
companies and may be a limitation in terms of companies’ pricing
power. This could prevent inflation from rising to an extent seen
in the 1970s. However, this is weakened by the ongoing supply
chain disruptions. Compared to the 1970s, there has also been
a significant change in fiscal policy and debt processes. Partly
as a result of the government response to the Covid-19 crisis,
global public debt as a share of GDP has risen to levels not seen
since World War II. The introduction of significantly larger fiscal
stimulus measures than in the past points to the possibility of
demand-side inflationary pressures in the global economy, in
addition to supply-side factors.

Monetary policy is now independent, and inflation expectations
are also anchored. In the 1970s, the goal of monetary policy was
to achieve full employment and price stability, while the Fed’s
decisions were geared towards achieving full employment. In the
1970s, reducing inflation could often only have been achieved
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by incurring real economic costs that the central bank was
unwilling to bear. By the end of the 1970s, however, economic
agents became increasingly dissatisfied with high inflation and
confidence in the central bank deteriorated significantly. A change
was brought about by Federal Reserve Chairman Paul Volcker,
whose election as Fed Chairman marked a shift to monetary
aggregate targeting and who made it clear that lowering inflation
was only possible at a temporary cost to the real economy. In the
early 1980s, the US economy went into recession, but inflation
started to fall and concurrently the Fed gradually began to regain
credibility. Today, most central banks operate within a framework
of inflation targeting, the primary objective of which is to ensure
price stability. Experience so far suggests that in economies
where central banks have moved to inflation targeting, inflation
rates have stabilised at low levels and the inflation expectations
of economic agents are anchored at low levels. This change in
monetary policy reduces the risk of inflation expectations rising
significantly and creating an inflationary spiral through an
orientation to expectations.

At present, the rise in inflation is mainly driven by above-
average increases in the prices of a few product groups, but this
could spill over to a wider range of goods and services. While
in the US in the 1970s, several sub-indices showed simultaneous,
larger increases along with the inflation index, inflation and the
individual sub-indices are currently rising at a more moderate
pace than in the 1970s (Chart 2).
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Chart 2: Average development of inflation sub-indices in the USA
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During the first oil price shock, in addition to the rise in energy
prices, food prices in the US also rose at a significant pace,
averaging 15 per cent on an annual basis, while price increases
in services and transportation were high, but not extreme.
However, during the second oil crisis, inflation accelerated
across a much wider range of product groups, with double-digit
increases in services, transport and raw materials, in addition to
energy prices. Today, some of the sub-indices are showing sharp
increases (e.g. energy prices, raw materials, transportation in the
case of the US), while the other sub-indices are showing more
moderate price increases (Chart 3).
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Chart 3: Trends in inflation sub-indices in the US by decade
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In recent months, however, a growing number of central bank
policymakers have stressed that inflation could remain higher
than previously expected and that price increases could affect a
wider range of products, which is now starting to be reflected
in the actual data (Lagarde, 2021; Waller, 2021). Comparing the
price rises seen in the raw materials market with the 1970s, the
prices of all of the raw materials under review, with the exception
of metal and oil, rose at a similar rate. While oil prices have now
risen less than during the first two oil crises, metal prices have
risen more than in the 1970s. During the first and second oil crises,
the price of WTI oil nearly tripled, while the price of oil per barrel
currently shows a rise of 80 per cent. In the year following the
outbreak of the two oil crises, it was mainly the price of crude oil
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that rose, but other commodity prices later also showed significant
increases (Chart 4).

Chart 4: Price index trends for some commodities during the two
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VI

In-depth Analysis of Cost Shocks in the
1970s and Their Impact

Flora Baldzs

This analysis examines the cost shocks of the 1970s and their effects,
focusing on the US. As today, a number of cost shocks in the 1970s led to
a significant rise in inflation. The most important of these were the first
and second oil price shocks; however, the rapid rise in food prices and the
removal of price and wage controls in the early 1970s also contributed
to the increase in inflation in the US. The monetary policy response by
the Federal Reserve was initially inadequate and led to stagflation, i.e.
high inflation and slow growth, which was only overcome at the end of
the decade at considerable cost to the real economy. Data available until
3 March 2023 were used for this analysis.

Many people are comparing current macroeconomic
developments to events in the 1970s, as there are numerous
similarities between the two decades. The supply disruptions
caused by the Covid-19 crisis and the energy crisis caused by the
Russian-Ukrainian war are reminiscent of the oil price shocks of
the 1970s. A deeper examination of the 1970s can provide lessons
for the current inflationary trends, and we thus analyse the factors
leading to high inflation in the 1970s.

Energy Shock

The 1973 oil embargo caused oil prices to quadruple. In October
1973, US President Richard Nixon asked Congress for USD 2.2
billion in aid to Israel in the Yom Kippur War between Israel
and the Arab coalition led by Egypt and Syria. This request for
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aid prompted the Organisation of Arab Petroleum Exporting
Countries (OAPEC) to impose an oil embargo on the US. The
embargo stopped US oil imports from OAPEC, and OAPEC also
reduced its production in several steps, causing a significant
increase in the oil price (Chart 1).

Chart 1: Annual average OPEC oil price per barrel from
1960 to 2022
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While the price of oil before the embargo was around USD 2.9 per
barrel, after the embargo was imposed the price of oil rose nearly
fourfold to almost USD 12 per barrel by January 1974. In March
1974, OAPEC finally lifted the embargo against the US, but oil
prices remained high.

The expansionary fiscal policies of previous years and the
collapse of the Bretton Woods system also contributed to the
persistence of high energy prices. The rise in prices, including
commodity prices, began as early as the 1960s, owing to US
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government spending on the Vietnam War and the ‘Great Society’
programme, which was accompanied by an increase in social
spending (Chart 2).

Chart 2: Trends in social spending in the USA
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In 1973, the wholesale price of industrial raw materials rose
by more than 10 per cent on an annual basis. The situation
was exacerbated by the fact that the US economy was unable
to respond to the extra demand generated by expansionary
fiscal policy by increasing production, due to its limited excess
production capacity. Devaluation of the dollar in the early 1970s,
after the collapse of the Bretton Woods system, was also an
important factor in the rise in oil prices. Since the price of oil was
fixed in dollars, the weaker USD caused OPEC nations’ revenues
to fall, so the price of oil was pegged to gold. With the end of the
Bretton Woods system, the convertibility of the dollar into gold
was abolished, and the price of gold rose from a fixed USD 35 to
USD 455 per ounce by the end of 1970.
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The second oil shock of the decade was also linked to events
in the Middle East. The Iranian Revolution, which erupted in
1978 and ended a year later, reduced Iran’s oil production by 4.8
million barrels a day: this was a significant reduction, considering
that it represented 7 per cent of global production at the time. The
Iranian Revolution also generated uncertainty, which triggered
large-scale speculative buying in the oil market. Coupled with
already strong global demand, this led to a significant hike in
oil prices. Qil prices started to rise in mid-1979 and more than
doubled between 1979 and April 1980.

Food Price Shock

In addition to energy prices, the other major item that led to
surging inflation in the 1970s was the rise in food prices. Wheat,
corn and soy bean prices started increasing in 1971 (Chart 3).

Chart 3: Price trends for wheat, corn and soy beans
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The price rises were driven by a rapid increase in global demand.
In the early 1970s, the Soviet Union made unexpectedly large
purchases of grains, which boosted global demand. In addition
to the Soviet Union, other countries with planned economies
decided to increase their grain imports. World wheat exports rose
by almost 29 per cent between 1971 and 1972.

The abundant revenues of oil-exporting countries also
boosted demand for grains During the 1970s, global imports of
agricultural commodities increased by 4.8 per cent annually.

In addition to increased demand, poor weather conditions led
to a contraction of supply, which further increased food prices.
The bad weather also had an impact in the US, Australia, Canada
and the Soviet Union. The smaller-than-expected harvest forced
the Soviet Union to import more grain from the world market.
Due to bad weather conditions, food prices rose by only 5 per
cent in 1972, with a rate of 20 per cent recorded in 1973 and 12
per cent in 1974. According to calculations by Alan Blinder, US
economist and former Federal Reserve vice-president, between
1973 and mid-1975, US inflation was boosted 5 percentage points
by rising food prices.

In the 1970s, many countries took measures to reduce the impact
of rising grain prices on their own economies. In several cases,
governments imposed export taxes and restrictions on exports.
Grain-importing countries reduced tariffs on these products, built
up stocks and provided price support for the products concerned.
These measures further exacerbated the imbalance between
supply and demand.
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End of Price and Wage Controls

President Nixon tried to remedy the economic difficulties with
government measures. Nixon, who took office in 1969, found
himself in a difficult situation by 1971, with unemployment in
the United States rising to 6.1 per cent and inflation at 4.3 per
cent. The US President took radical action and in August 1971, in
a package of measures known as the “Nixon shock’, he abolished
the convertibility of the dollar into gold, essentially ending the
Bretton Woods system, and, in order to curb inflation, he first
froze prices and wages for 90 days and later extended controls
in order to be re-elected. During the most severe first phase of 90
days, prices, wages and rents were completely frozen. During the
period from November 1971 to January 1973, price controls were
lifted, but price and wage increases were kept within tight limits.
However, price controls only temporarily restrained price rises,
and when they were lifted, prices just started to rise more steeply.

In 1974, price and wage restrictions ended for the most part. In
early 1973, the price freeze was lifted by the government, causing
inflation to rise again, and thus President Nixon announced
new controls in June 1973, which provoked considerable public
opposition. Price controls led to a further deterioration in the
balance between supply and demand, with a general shortage of
certain products. By 1974, price controls were gradually phased
out, with only oil remaining under price control until 1979.

Monetary Policy and Cost Shocks

In the early 1970s, monetary policy came under considerable
pressure. The official aim of the US Federal Reserve was to
support economic growth while avoiding excessive inflation,
but in practice President Nixon put considerable pressure on Fed
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Chairman Arthur Burns to keep interest rates low to provide the
government with cheap funds, so that he would be re-elected in
1972. With inflation rising, the central bank’s narrative was that
the origin of inflation was cost-side, i.e. caused by input price
increases, which was outside the scope of monetary policy. Burns
believed that the Fed should not intervene because rising inflation
was the result of structural problems that could not be addressed
by monetary policy.

The inadequate monetary policy response to rising inflation led
to stagflation. The economic policy mix that was applied failed
to boost the economy or reduce inflation. Unemployment was
around 6 per cent in the early 1970s, and the economy was in
recession from 1969 to 1970 and again from 1973 to 1975. This
was accompanied by high inflation, with consumer price inflation
peaking at 12.3 per cent in late 1974 and 14.6 per cent in the spring
of 1980.

During the second oil shock, the Fed maintained a relatively
loose monetary policy stance and it was not until late 1979 that
a turnaround occurred in monetary policy. The Fed was pursuing
a loose monetary policy in an attempt to reduce unemployment,
but this was not successful. Inflation, on the other hand, rose
gradually, from less than 5 per cent in early 1976 to 9 per cent
by the end of 1979. Fed policymakers expressed concern about
rising inflation and, although they raised the policy rate from 6.9
per cent in April 1978 to 10 per cent by the end of the year, they
did not commit to sufficiently aggressive tightening. The interest
rate increase was a clear sign that the central bank wanted to curb
further price rises, but economic historians subsequently saw the
move as restrained and insufficient.

In 1979, a new central bank governor moved the central bank
towards a tighter orientation. In August 1979, Paul Volcker was
appointed Fed Chairman with the primary goal of bringing down
inflation. Under Volcker’s leadership, the Fed raised the policy
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rate from 11 per cent at the end of 1979 to 19 per cent in 1981.
Aggressive monetary policy successfully ended the period of
stagflation, bringing inflation down from a peak of 15 per cent
to 4 per cent by the end of 1982. Disinflation, however, came at
a significant cost to the real economy, and the US slipped into a
severe recession.

Global Developments

The cost shocks of the 1970s had impacts at the global level
(Chart 4). Inflation rose sharply in most developed countries in
the early 1970s during the first oil price shock and again in the
late 1970s during the second oil price shock.

Chart 4: Inflation rates in the US, Germany, Japan and the UK
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The global nature of inflation is illustrated by the fact that,
according to an OECD analysis of 29 countries, the vast majority
recorded inflation rates above 6 per cent during the two oil
shocks (Chart 5).

Chart 5: Distribution of inflation rates between 1971 and 2022 in
the 29 countries studied
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Despite the fact that most economies were affected by external
shocks, inflation rates rose to varying degrees over the decade,
largely due to monetary and fiscal policy developments. In
the US, fiscal policy was already loose before the 1970s, which,
combined with a delayed monetary tightening, led to double-
digit inflation. By contrast, inflation rates in Germany remained
below 10 per cent during the first and second oil price shocks and,
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compared to the US, the inflation rate differential amounted to
several percentage points. Following the collapse of the Bretton
Woods system, Germany switched to a floating exchange rate in
March 1973, which opened up new scope for the Bundesbank to
set monetary conditions. From then on, the Bundesbank fought
inflation by tightly controlling monetary aggregates. During
the second oil price shock, central banks were able to tighten
monetary conditions with the experience of the first oil price shock
behind them, which meant that inflation was typically brought
down more quickly than at the beginning of the decade.
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Developments in Commodity and Financial
Markets in the 1970s

Péter Aradvdnyi — Olivér Nagy

This study summarises the main aspects of commodity and financial
market developments during the period, and their similarities and
differences compared to current events. It can be said that, although
the general and sustained increase in commodity prices in the 1970s
has not yet been observed today, the prices of several commodities have
risen significantly over the past year, in line with the time-weighted
rate of price increases at that time. The financial market dynamics of
the 1970s and today show differences, and the transformation of the
market structure is indicated by the fact that, in addition to the physical
markets, a significant portion of the turnover takes place in derivative
markets for commodities. There is no similarity between the performance
of listed companies and the evolution of government bond market yields
between the period of the oil price shocks and today. Data available until
18 January 2022 were used for this analysis.

Raw Material Market Developments

Commodity prices rose sharply on a broad basis in the 1970s.
Two reasons are typically given in the international literature
for these increases. Analogous to the current situation, many
commodities experienced larger shortages (Cooper and Lawrence,
1975), but historically this can be traced back to the decline in raw
material production-related investment in the late 1960s (Clark,
1979), which contributed to the resulting shortages on the supply
side.
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In the first third of the 1970s, the price of raw materials doubled.
Market prices for wood, metals and food typically rose by 50 to
100 per cent between 1965 and 1973. Since 2020, price increases
for some commodities have been similar and sometimes even
higher. In the shorter term, on an annual basis, the prices of the
raw materials studied, apart from metals and oil, have risen at
a rate broadly similar to the 1970s. While oil prices have now
risen less than during the two oil crises, metals prices have risen
more than in the 1970s. The latter is also significant because higher
metal prices can quickly feed through to consumer prices via car
manufacturing, maintenance and transport. In terms of oil prices,
during the two oil crises, the price of WTI oil almost tripled, while
currently the price of oil per barrel is up around 80 per cent on an
annual basis. However, for all commodities, looking at a decade-
long trend, price increases are lower for the time being (Chart 1).

Chart 1: Evolution of commodity prices in the 1970s and
the last 15 years
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Hedging inflation in the commodity market led to an upward
commodity price-consumer price inflation spiral in the 1970s.
According to early Bank of England analysis (Bank of England,
1981), fears of inflation in the markets led market participants to
start buying commodities as inflation hedges. As a result, markets
contributed to the rise in actual inflation through a self-ge