
Chapter I

THE ECONOMY: DEVELOPMENTS AND POLICIES

The year 1987 was marked by a significant rise in the levelofeconomic activity, with
strong growth of business sector product and employment, restraint in public sector
employment, and a declining unemployment rate. Total productivity in the business
sector went up by 3.5 percent, accounting for half the increase in the sector's product.
The 7 percent growth of business sector product embraced all principal economic
sectors, with an accompanying renewalofinvestment and improved export perform­
ance. The principal achievement of the stabilization program­ the deceleration of
inflation to 15­20 percent per annum, as measured by various price indexes­ was
maintained, and the public sector accounts remained balanced.
Nevertheless, problems remain: the domestic rateof inflation remained well above
thatofthe country's trading partners and some real appreciationofthe sheqel was also
recorded, accompanied by amoderate increase inthe civilian import surplus. In current
dollar terms the irse in the civilian import surplus was higher, due to a deterioration in
the termsoftrade. Pirvate consumption rose considerably in 1987, and there was some
further decline in the pirvate saving rate, following its steep fall in the preceding year.
The ratioof overall savings to GNP remained low also in compairson to earlier years,
but this did not burden the balance of payments since the ratio of investment to GNP
also remained modest. Continued rapid growth will require a irse in the share of
investment in the national product.
The adoption of the emergency stabilization program marks a turning point in the
economy.The program, both comprehensive and wide­ranging, was launched after
earlier stabilization attempts of a partial character had failed. Hie immediate back­
ground against which the program was introduced was a renewed surge of inflation,
a lossof confidence in domestic financial assets, and a drain on the foreign currency
reserves. The program included a direct freezeofthe exchange rate, pirces and wages,
combined with very stirngent fiscal and monetary policies, and was supported by a
special US emergency grant (for a detailed discussion, see Chapter I of the Annual
Report for 1985). Real domestic demand and the civilian import surplus had already
contracted in 1984 and early 1985, piror to the introduction of the stabilization
program, and these earlier developments contirbuted to its success.
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Table 1­1
MAIN ECONOMIC INDICATORS, 1982­87

198719861985198419831982

tPercent real changeDemand, economic activity, labor market
1.8­3.5­1.01.52.2Public consumption, excl. dierct defense imports 2.9
8.114.20.5­6.88.37.7Pirvate consumption
13.7­1.6­7.8­11.312.65.1Fixed investment
5.23.33.72.42.61.0Gross domestic product
6.95.35.02.83.10.0Business sector GDP
4.52.10.11.54.31.6Business sector employment
3.43.04.1­0.3­0.1­1.0Total productivity (business sector(
7.87.8­9.0­0.45.9­0.4Gross wages, total economy*
3.08.40.7­5.65.46.8Labor costs, business sector
6.17.16.75.94.55.0Unemployment rate (9cf, absolute level(
20.320.828.737.026.528.5Gross national saving rate (92>, absolute level(

$ billion, currentpricesBalance of payments and external debt
1.0­1.5­1.21.42.02.0Current account deficitb
4.95.45.13.42.92.6Unilateral transfers
3.42.72.13.33.83.0Import surplus (excl. defense imports(
14.212.111.210.810.510.6Exports ofgoods and services
20.116.015.115.615.315.1Imports of goods and services
19.219.219.319.718.315.6Net external debt

Index: 1980 = 100
778292929193Relative pirce of exports'
808393878591Relative pirce of imports'1

PercentPrice, fiscal, and monetary data
1.31.59.115.29.37.2Consumer pirce index'1
1.61.28.015.29.77.5Wholesale pirce indexd
1.10.58.415.79.46.2Sheqel/currency basket exchange rated
4.04.015.319.89.07.6Interest rate on overdraft facilities"
2.82.310.817.89.8Average interest rate on credit0

PercentofGNP
1.21.47.316.67.310.2Domestic public sector deficit'
0.1­2.82.219.07.812.1Total public sector deficit*
47.648.445.138.246.145.5Tax revenue.
119.814.79.85.66.56.3Unlinked short­term assets'1
41.639.139.036.435.637.3Total short­term assets11
191.3186.6181.3155.0169.7174.1Total financial assets11
30.825.123.320.821.623.5Total bank credit to the public11

" Nominal wagesdeflatedby the consumer pirce index (adjusted to approximate the price level at the
beginning of the month­ see Table IV­1).
bA minus sign denotes a surplus. In analyzing currentaccount trends, advance payments on defense

imports should be deducted (see the explanation and table in Chapter VII, section 1).
< See Table VII­1.
d Percent annual change at monthly rate.
e Average annual interest at monthly rate.
f See Table V­l. A minus sign denotes a surplus.
g Includes transfer payments from the public (see Table V­2).
h Average balance relative to GNP (see Table VIII­1(.
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Following the initial shocks caused by the stabilization program, a process set in of
progressive adaptation to the changed economic environment. Thisprocess has appar­
ently not yet run its course. So far, three stages are discernible in it: (a) a sharp drop
in the inflation rate and a large cut in the budget deficit, with a slowdown of economic
activity; (b) the consolidation of stability and a surge in domestic demand; and (c) a
rise in business sector activity and employment, associated with changes in the
structureof demand and product. There was no distinct break between these stages; it
is therefore difficult to pinpoint their timing; broadly speaking, the first stage ended in
early 1986, the second continued throughout most of 1986, and the third stage began,
according to various indicators, between mid­1986 and the beginning of 1987.

Table 1­2
,1977­87DEVELOPMENTS IN MAIN ECONOMIC INDICATORS

1985­1981­1977­
198719841980

1. Inflation rate,
2r19280annual percent change in CPI

2. Public sector accounts
0.2­13.3­14.3deficit (­) or surplus, percent of GNP

3. Current account,
44b­1,663­668net, current $ million, annual average

4. Business sector GDP,
5.72.83.5annual percent change

5.Total productivity
3.40.31.1in the business sector, annual percent change

6. Unemployment rate,
6.65.13.8percent of civilian labor force

*From August 1985 to the endof the year.
b Excluding the US emergency grantof$1.5 billion.

Despite the year­to­year variations, when the period after the stabilization program
is compared with earlier periods, a dramatic improvement in the stateof the economy
stands out: considerable progress has been made in curbing the rapid inflation, the
elimination of the public sector deficits, and the halt put to further accumulation of
foreign debt. At the same time, the gross domestic product and total productivity in the
business sector rose considerably, not only relative to the beginning of the 1980s, but
also as compared to earlier periods. The pirce paid for these improvements was a
temporary irse in the unemployment rate (see Table 1­2).
The changes observed in the economy since the adoptionof the stabilization program
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are typical of programs of this kind. Even when a rapid fall in the inlfation rate is
achieved, skepticism is likely to persist with regard to the ability to maintain the new
lowerinlfation rate­in particular since earlierattempts at stabilization had failed, and
at best achieved only temporary slowing of the rateofprice rises. In this initial stage
there may be a slowdown of output, and even bankruptcies, in enterprises whose
calculationsof profitability had been confounded by high inflation. With the drastic
reductionof inlfation, some economic activities are exposed as unprofitable, particu­
larly when real interest rates rise­a phenomenon which often accompanies the initial
stages of stabilization programs. Shifts to economically viable activities tends to be
delayed until there is greater certainty regarding the stability of the new low inlfation
rate. In this subsequent phase, additional production factors, previously tied up in the
search for protection against inlfation, are also released, and a redeployment in the
business sector may begin, possibly leading to a renewal of growth under an altered
pattern of activities.
As ah­eady stated, the stabilization program included tight ifscal and monetary
restraint and caused demand to shrink sharply. This contraction helped to slow
inflation and further reduce the import surplus which had already begun to decline in
theprevious year. However, thecutbackofdemand hurtmany business enterprises and
raised unemployment in the initial stage of the program.
Although a stable exchange rateremained aprincipal instrument ofpirce stabilization
in 1986, it seems thatin the first halfofthatyear therewas still considerable uncertainty
among the public as regards the ability to continue with this exchange rateregime and
maintain the new moderate rate of price increases. Only gradually, in the course of
1986, did expectations of devaluation fade and the public became convinced that the
reduction ofinlfation wasnottemporary. Duringtheyearprice controlswere gradually
lifted and interest rates fell, without speeding up the rate ofprice rises.
Beginning in early 1986, domestic demand expanded again, fuelled by a particularly
steep rise in private consumption. The adjustment of the supply of product to the
change in economic conditions necessairly requires more time than the expansion of
demand; in 1986 it encountered additional dififculties which cut into the proiftability
of the business sector and slowed down GDP growth. Dififculties in rapidly adapting
wages and employment tothe new structureofdemand and thechangedrelative prices
took the form of an excessive increase of average wages in 1986; in addition, the
effective rate of taxation of the business sector rose, and the construction and farm
sectors ran into ifnancing dififculties due to their heavy dependence on credit and the
burdenofpast debts. The overall increaseof the business sector product was some 5
percent, and total GDP growthwas3 percent. Domestic demandexpanded much more,
so that the civilian import surplus swelled greatly, and a real appreciation was
generated.
The assessment that average real wages in 1986 hadrisen to a level incompatiblewith
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the basic economic forces ofthe post­stabilization peirod, led to an attempt, in January
1987, toimprove the economy's competitiveposition by a devaluation. .This was done
under an agreement between the government, the Histadrut (General Federation of
Labor) and the employers organizations, which combined the devaluation of the
currency with the steirlizationofits impacton wage costs. As it turned out, these steps
didnot prevent a furtherirseof real wages in 1987, nor did they hold back a further real
appreciation, albeit at a modest rate.

In 1987 GDP growth speeded up to 5 percent, along with a change in structure: the
product of the public sector rose only slightly, while the business sector product
increased by 7 percent, having already grown by 5 percent in the preceding year. This
expansion was not uniform, as between ifnal uses and economic sub­sectors. Promi­
nent on theresource use side were the 1 1 percent increase ofexports and the 14percent
irse in fixed investment, while inventory investment diminished sharply, domestic
public consumption went up by only 2 percent, and pirvate consumption rose by 8

percent. This contrasted with 1986, when the expansion of demand was led by a 14
percent surge in pirvate consumption and a rapid increase in stocks, while domestic
public consumption and ifxed investment decreased, and exports grew by 5.5 percent.
The growth of domestic demand, particularly that channeled to the business sector,
thus continued in 1987, albeit at a slower pace than the year before, while the growth
of total and business sector GDP gathered momentum. This was reflected in a
relatively moderate irse in the volume of the civilian import surplus in 1987, after its
steep irse in 1986. At the same time, there was a narrowingof the gap between the rate
of pirce irses of imports and exports and that of domestic uses, so that the real
appreciation, which in 1986 had been considerable, was muchmilder in 1987. These
developments seem to reflect an expansion ofboth demand for and supply ofbusiness
sector product­in contrast to 1986, when the increase in domestic demand far
outstirpped GDP growth, due to supply constraints.
The most important factor behind the improved GDP growth in 1987 was the general
irse in certainty; this includes the stability of the new inflation rate, the fiscal balance,
and the improved balanceof payments position­ the pirncipal manifestations of the
stabilization program's success. Enhanced certainty apparently already began to take
effect in the previous year, but as stability continued for a second year, expectations
of continued growth gathered strength, and contirbuted to a notable improvement in
productivity. The cumulative 10 percent irse of total productivity over the last three
years accounts for more than half of the irse in business sector product duirng that
peirod. The cuts in direct tax rates in 1987 also began to to take effect: the reduction
of personal taxes had a favorable influence on the supply of labor, and the cuts in
corporate taxes, employers' tax, and employers' national insurance contirbutions
raised net proiftability and stimulated investment and capacity utilization. An addi­
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tional factor nouirshing GDP growth was the fall, for the second year running, in
relative pircesof imported intermediate goods. The freezingofpublic sector employ­
merit increased the supply of labor to the business sector, and the lessening of
government involvement in the capital market assisted the pirvate sector in raising
capital, with an accompanying fall in long­terminterestrates. The expansion of supply
deirved from these vairous factors was partially counteracted by the considerable irse
in real short­term interest rates and some increase in real unit labor cost.
It therefore seems that in 1987 the supply of business sector product increased in line
with the expansionof domestic demand, thus closing most of the gap between their
respective growth rates that had widened in the previous year. The real appreciation
of the sheqel was apparently influenced by additional factors, such as changes in
production patterns and in the composition of demand; production capacity in the
sectors producinginternationally tradeable goods has inrecent yearsexpandedslightly
faster than in non­tradeable industires, as implied by the composition of investment
and the changes in the capital stock. On the demand side , the year 1987 saw a birsker
domestic demand for non­tradeables, particularly construction, and their relative
pirces rose.
Developments duirng the year were marked by higher GDP growth in the first half
of the year then in the second.
An examination of business sector product in the vairous economic sectors shows a
GDP growthof6to 8 percent in all pirncipal economic sectors, with an exceptionally
high 11 percent growth of in agirculture, which in the year under review enjoyed
favorable natural conditions. Yet, the average growth rates for pirncipal sectors mask
the dispairties between sub­sectors; compairng the cumulative development of the
vairous sub­sectorsin the last two years reveals a non­uniformexpansion, which could
indicate some change in the composition of output. Thus, the change in the structure
ofoutput in industry is made upof expansion in sub­sectors with a high proportion of
output destined for export and pirvate consumption, while the sub­sectors producing
for domestic defense consumption did not expand. In the commerce and services
sector, thechange consisted ofa substantial upswing incommerce, which accords with
the large expansion of pirvate consumption and imports, while financial and legal
services and banking showed a slowdown, as expected when inflation falls steeply.
The picture in the other sectors shows similar differences among sub­sectors (for a
detailed discussion, see the introductory section of Chapter VI, The Pirncipal Eco­
nomic Sectors). We proceed with a more detailed discussion of fiscal and monetary
policy, and external factors that affected the economy's performance.

The trends characteirzing the public sector since the adoption of the stabilization
program continued in 1987, albeit with lesser intensity. The public sector's domestic
and external accounts were nearly balanced, afterthe transition, in the preceding year
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and a half, rfom large deifcits to surpluses (see Table 1­1). Domestic public consump­
tion rose some 2 percent, following two consecutive years of decline. The 1987
increase consisted ofa 4 percent irse in purchases and an unchanged labor input. As
against this, public sectornondwelling investmentincreased rapidly, with a strong rise
in infrastructure investment. The overall weight of public sector activities in the
economydecreased in the yearunder review: direct public sectordemand took a lesser
shareofGDP, its share in total employment declined, and so did its role in the capital
market, as regards both total borrowing and lending to thepublic. However, the public
sector's share in the economy still remains very high.
In the tax system, the year underreview saw the implementation ofthe first stage of
an income tax reform: tax rates on individuals and corporations were reduced, and so
were employers' national insurance contirbutions, and the employer's tax in the
commerce and services sector was abolished. Another round of tairff cuts was carired
out, andpurchase taxes were revised. This reductionofmany tax rates, which contains
an expansionary element, indeed contirbuted to the increase of domestic demand and
the stepping up of business sector activity. The wage increase and the expansion of
business activity caused an exceptional increase of the tax base, so that total tax
revenue rose at a rate similar to that of GDP. The proportion of taxes to GDP thus
remained at a very high 48 percent, as in the preceding year, and much higher than in
earlier years or in other countires. This high tax burden may hamper future growth of
the business sector. The implementation ofthe capital market reform was also
continued in 1987, with further steps taken to reduce government involvement and
enhance competition, thereby improving the choice of investments (for a detailed
discussion, see Chapter VIII, Money and Capital Markets, Section 9). However, the
ability to proceed with broadening the base of the capital market reform depends on
a renewed irse of the saving rate.
Monetary policy in 1987 remained restirctive, but eased duirng the year. The public

proceeded to adjust its asset portfolio to the lower inflation rate, and the share of
unlinked local­currency assets in total financial assets continued to irse. The discus­
sion of the money supply therefore relates to the M3 aggregate, which includes
residents' foreign­curerncy­linkeddeposits (Patam). As stated earlier, at the beginning
of the year the sheqel was devalued by 11 percent, which was expected to cause a
temporary irse of the inflation rate. In order to prevent a fall in real interest rates­
which might have further boosted domestic demand­ the Bank of Israel at the time
raised the nominal interest rate for a limited time. However, pirce increases after the
devaluation were less than had been anticipated, so that the real short­term interest rate
rose. The public's assessment that no further devaluation was to be expected in the
short run, together with the irse in the local interest rate, expressed themselves in a
decline of the expected yield on foreign currency assets and a irse in that of local­
currency assets. These changes set in motion an inflow of capital, sales of foreign
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currency to the BankofIsrael, and an increase in the demand for sheqel assets, which
was reflected in rapid growth of the money aggregates. In order to mitigate the
downward pressure on the domestic interest rate inherent in these forces, the Bank of
Israel absorbed part of the additional money supply by sales of government bonds and
Treasury bills. Beginning in May 1987, the Bank acted to gradually reduce the
domestic interestrate. As aconsequenceofthisreduction, andthe passageoftime since
the January devaluation, capital inflows gradually ceased, and indeed reversed in the
secondhalfofthe yearto become capital exports. In order to preventa sharp monetary
contraction due to stepped­up purchases of foreign currency, the Bank provided the
banking system in the second half of the year with liquidity, lowered interest rates on
its discount­window lending, and thereby induced a further decline of interest rates.
The downward trend ofthe short­term interest rate and a slowerexpansion of financial
assets continued in early 1988.
These developments in the money supply are reflected in the composition of the
sourcesofthe increase in M3: the capital imports in the first halfof theyear caused the
money aggregates to rise by increasing the foreign currency reserves, whereas the
Bank's restrictive monetary policy acted in the opposite direction by contracting the
domestic source of monetary expansion (i.e., net domestic credit; see Chapter VIII,
Money and Capital Markets). In the second half of the year the decline in the foreign
currency reserves had the effect of contracting the money supply, while the Bank of
Israel's policy of easing monetary restraint was reflected in an expansion of net
domestic credit (see Table VHI­la).
This year's speculative cycleofcapital movements demonstrates the dilemma faced
by monetary policy under a stable exchangerate regime, when inflation at home is still
higher than abroad, and the exchange rate is adjusted from time to time. In such a
situation there are long peirods when expectationsofdevaluation are low, rising with
the passageoftime since the lastdevaluation.Theresponseof monetary policy to these
expectations, through changes in the domestic interest rate, on the one hand affects the
money markets, particularly the foreign reserves, and on the other, affects the real
markets, through changes in both domestic demand and supply. A monetary policy
which allows the real interest rate to fall in peirodsofcapital inflows and to rise with
capital exports tends to dampen changesin the foreignreserves. Contrairly, a monetary
policy that prevents changes in the domestic real interest rate restrains the effects on
economic activity. After the January 1987 devaluation the concern regarding a re­
acceleration of inflation caused piroirty to be given to the objective of restraining
domestic demand, so that nominal short­term interestrates were raised. This move was
intended help the devaluation to succeed, and support the maintaining of the stable
exchange rate regime­ even at the pirce of increasing capital movements.
Short­term interest rates rose in real terms­to an average annual rate of 20 percent,
as against 7 percent in the previous year­ and the interest rate on overdraft facilities
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came to 39 percent compared to 31 percent in 1986. Long­term real interest rates, on
the other hand, on both assets and liabilities moved in the opposite direction, falling
by 1to 1.5 percentage points below the previous year' s level, while medium and long­
term bank credit expanded. The volumeofprivate capital issues, which had been very
small in previous years, increased in 1987 and the costof raising capital through this
channel declined. These developments became possible as the sizeofthe public sector
deficit in recent years diminished, and also reflected the first effects of the capital
market reform.
It is noteworthy that the wide range of interest rates on different credit categories
makes for great differences between the average interest rates paid by the various
economic sectors. In 1987 the real cost of an average credit basket, including
nondirected and directed credit, suppliers' credit from abroad and deposits earmarked
for specific loans is estimatedat 10 percent. This average masks a considerable inter­
sectoral variation, ranging from 5 percent in export­intensive industries to 15 percent
in the construction industry. For industries primarily producing tradeable goods,
interest rates were on average lower than for the non­tradeables sectors (for a detailed
discussion, see the introduction to Chapter VI, The Principal Economic Sectors).
Furthermoer, the level ofinterest rates on nondirected unindexed short­termcredit was
higher than that on short­term deposits. These excessive disparities between interest
rates, which have prevailed, with fluctuations, since the mid­1970s, are reflected in
wide financial margins in this credit category, which is the principal source of the
banking system's profits. The explanation for the gap lies, among other things, in
institutionalrestrictions on other fields ofbanking operations (such as narrow financial
margins on directed creditand pircecontrols on commissions), against the background
of the high market concentration in the banking sector and the restirctions imposed on
short­term capital movements because of monetary policy considerations.
In the course of 1987 the Bank of Israel shifted the emphasis from the direct setting
ofinterest rates to affectingit through the quantity of the money supply­ open­market
operations, salesofTreasury bills and monetary tenders. Control of the quantityofthe
money supply will facilitate the applicationofmonetary policy instruments in desired
dosages, contrary to the earlier policy which enabled the commercial banks to borrow
through the discount­window at predetermined interest rates without any quantitative
ceilings (For details, see Section 5 in Chapter VIII, Money and Capital Markets).
Among the externalfactors that affected economic developments in 1987, the most
important were the changes in foreign cross rates and the deteiroration of the country's
terms of trade. The cumulative depreciation of the U.S. dollar against the European
currencies duirng 1986 and 1987 approached 50 percent, and led to changes in inter­
nationalrelative pirces. Thus, while Israel's competitive position in European markets
improved, it weakened vis­a­vis the U.S. This itself should have led to an increase in
the proportionofexports to Europe and in the share of imports from the US, but so far
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the data do not reveal such trade diversion: side by side with theconsiderable increase
in exportsto Europe, those to the US also expanded substantially, supportedbythe rfee
trade agreement with the U.S. The worsening of the terms of trade is in part related to
the changes in foreign exchange rates, and also reflects the new rise in fuelprices after
their plunge in the previous year. Prices ofother basic commodities rose in 1987 very
slightly, after their considerable fall in 1986. The world­wide stock market crash of
October 1987, however, had almost no effect on economic developments in Israel.
The vairous price indexes rose in 1987 by 15­20 percent, thus consolidating the

pirncipal achievement of the stabilization program. The further decline of the Con­
sumer Pirce Index, to 16 percent per annum, was due to an exceptional fall in pirces
of fruit and vegetables in the last two years, whereas the pirce indexes of GDP and
domestic resource uses went up by 19 percent, following their 24 percent irse in the
previous year. The exchange rate, as already said, continued to serve as the pirncipal
anchorof the pirce system­a role it has been assigned since July 1985. A compairson
of the pirce changes of internationally tradeable goods with those of non­tradeables
shows that the former closely followed thosedeirved from thechangesin the exchange
rate and pirce increases abroad. It also shows that pirces of non­tradeables rose faster
and that, as in the previous year, the highest pirce increases were recorded in the
services; inother words, the real appreciationcontinued in 1987, albeitata slowerpace
than in the previous year. An examinationofthe factors affecting the cost side in 1987
indicates that over theyear asawhole costsrose in linewith theoverallrate ofinflation,
but not so within sub­peirods. The irse in the pirncipal cost components slowed
considerably in the course of 1987 and in early 1988, while the overall inflation rate
declined less. We are unable to offer a full explanation for the pirce movements duirng
the year; it may be that the present patternsof pirce adjustments are more similar to
those prevailing in the early and mid­1970s than to the prompt adjustments of the
peirod ofhigh inflation, so that in the firsthalfoftheyearpirce irses laggedbehind cost
increases and caught up with them only in the second half of 1987.
The labor market in the year under review was characteirzed by the following

developments: business sector employment expanded considerably, unemployment
declined, and real wages continued to irse at a rate higher than the increase of output
per worker. These developments were affected by the many changes that have
occurred in the structure of demand and output since the introduction of the stabiliza­
tion program. As economic stability increased, some sectors and enterpirses benefited
from higherdemand for theirproducts and relative pirces changed intheir favor. These
sectors andenterpirses increasedtheir output andemployment, at the sameitmeraising
wages, whereas other sectors, for which relative pirces had moved adversely or
demand had contracted, found it difficult to adapt to these changes, and suffered a
squeeze of profitability. For the business sector as a whole the data show that
employment rose by 4.5 percent, product per worker by 2.5 percent, and average real
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wages per employee post, by 8 percent. The erduction oftaxes on wages and the irse
in productivity mitigated the impact of the wage increase on unit labor costs, so that
theywentupbyonly3 percent, following an 8 percentirse in the previous year. It seems
difficult to erconcile the further erduction in the share of returns to capital in the
business sector with the strong recovery in business activity. (It should, however, be
noted that the labor market had notbeen in equilibirum for some time, including 1985.)
Partofthe explanation may lie in the uneven developmentofthe different sectors and
within them. Downward irgidities in the labor market make it difficult to reduce
employment or real wages in firms that have run into difficulties; the estimate of
average profitability therefore covers expanding and profitable sectors as well as
sectors that accumulate losses. Economy­wide arrangements, such as across­the­
board wage increases or the minimum wage law, compel ailing firms to raise wages
above the level warranted by market forces, thus impaiirng their profitability. As
descirbed earlier, the irse in short­term real interest rates in 1987 was also uneven in
the vairous sectors, and weighed particularly heavily on firms that had run into
difficulties and needed more credit after having accumulated losses. In order to
consolidate the changes in the productive structure, it is necessary that the scope of
economy­wide wage arrangements be reduced, that interest rates become moer
uniform, thus facilitating a reduction of the marginal short­term real interest rate, and
thatpublic assistanceto losingsectors bechannelledin amanner anddirection that will
encourage their adaptation to the changed conditions.
The expansion of the pirvate sector's use of domestic resources continued in 1987,
with a slower irse inprivate consumption and stocks, and a ernewal of growth in fixed
investment. Pirvate consumption, which had climbed 14 percent in 1986, rose in 1987
by 8 percent, and the pirvate saving rate remained at the exceptionally low level to
which it had sunk in the pervious year. The exceptionally steep irse of pirvate
consumption in 1986 apparently was an over­reaction to its contraction in the initial
stage of the stabilization program, and may be explained mainly by the large increase
in disposable wage income and transfer payments in 1986. This income vairablehas
already in the past exhibited a closer correlation with pirvate consumption than total
disposable income since it is a better approximation to household income. Neverthe­
less, we cannot offer a full explanation for the continuing high growth of pirvate
consumption in 1987 and for the fact that the pirvate saving rate remained at the
previous year's low level. These are appaerntly related to the success in slowing
inflation and the strengthening of economic stability, which generated expectations
that more resources will be available to the economy in the future, thus reducing
individuals' propensity to save against a rainy day. An examination of the components
of pirvate consumption shows that in most items the expansion has tapered off, with
acquisitions of durables displaying the highest incerase, as in the previous year.
The increaseinifxed investment in 1987 compirsed a irse in residential construction,
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which had contracted conitnuously since 1982, as well as a 15 percent irse in
nondwelling investment. The tunrabout in residential construction is connected with
the increase in the population groups in needofnew dwellings, the irseof disposable
income in the last two years, and the cumulative fall, for three years running, in the
relative pirceof apartments. Nondwelling investment had decreased continuously for
the last three years; its irse in 1987 was apparently a response to the deceleration of
inflation, the reduction of uncertainty, the enhancement of economic stability in the
wake of the stabilization program, and the accelerated growth of the business sector
product, to 5 percent in each of the two preceding years and 7 percent in 1987. These
factorsreduce theirsks faced byentrepreneurs and facilitate the planningofproduction
and the investments consequent upon it. Further supportive factors were the cut in
corporate tax rates andthe fall in the long­termcost ofcapital­a firstfruit ofthe capital
marketreform. As part of the latter, the obligatory investment in government bonds of
institutional saving schemes was reduced, the issues of non­negotiable bonds to
institutional saving funds were cut sharply, while business firms were given a general
permit to issue pirvate bonds. Asa result, businesses were able to raise more capital
at a falling cost, thus contirbuting to investment growth. It may be emphasized that at
timesofconsiderable change in the sectoral compositionofthe national product, a irse
in investment is to be expected, since expanding sectors need to increase their capital
stock while the capital stock set free in contracting industires generally has no
alternative use. Despite the increase of nondwelling investment in 1987, the net
addition to the capital stock was only slightly greater than in the previous year, and the
share of investment in the national product is still low. In order to maintain the
momentumof growth, the proportion ofinvestment inGNPwill have to increase in the
future. Finally, despite the year's substantial increase in infrastructure investment,
particularlyin road building, the infrastructureoftheroad network still lags behind the
growth of the number of motor vehicles in recent years, and road congestion has
increased greatly. Further expansion of these investments is needed to prevent
bottlenecks in production and distirbution.
The civilianimport surplus in 1987 increasedmoderately in real terms, relative to the

preceding year, as the expansion of domestic demand, excluding direct defense
imports, was only slightly greater than GDP growth. In the previous year, domestic
resource use expanded much more than GDP, with the result that the import surplus
widened greatly in real terms. In current dollar terms, however, an increase of about
$650 million was recorded in 1987, due to the irse in the dollar pircesof foreign trade
as the dollar depreciated, and the deteiroration in Israel's terms of trade, partly due to
the upturn in fuel pirces. This worsening ofthe termsof trade means an increase in the
economy'sreal expenditure. (Inthepreviousyear foreign trade pirces rose moderately,
and the termsoftradeimproved.) The slightreal­ termirse ofthe civilian import surplus
in 1987 reflects volume increases of 11.5 and 10.5 percent in imports and exports,
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respectively. The growth in the various exportcomponents was uneven, relfecting not
only adjustments to developments at home, in response to contraction in specific
domestic markets, but also adaptation to changes in external conditions which have a
differential impact on the various export sectors. The quantitative increase in imports
recorded in 1987 was concentrated in merchandise imports, excluding fuel, and
covered all its components­ consumer goods, capital goods, and intermediates; a
particularly large irse was recorded in imports of tourism services.
Unilateral transfers declined in 1987, with public sector transfers contracting sharply
as the US emergency grant came to its end, and pirvate sector transfers increasing
considerably. The current account (after deduction of advances for future defense
supplies­ see Chapter VII, The Balanceof Payments), which had been in surplus in
the two preceding years, ran a deficitof about $250 million in 1987. The financing of
this deficit was accomplished without difficulty, and came from net investment from
abroad and medium­ and long­term foreign loans. In addition, the year was marked by
large capital imports which increased the foreign currency reserves. The country 's net
foreign debt remained stable1 for the third consecutive year, and its ratio to GNP
declined.

* * *

The accelerated GDP growth in 1987, accompanied by its structural change, is an
encouraging development that may be attirbuted to the success in reducing inflation
and the budget deficit, and to the atmosphere of stability prevailing in the economy.
At the same time, sustained long term growth must rest on a continuous irse in
productivity and profitability in the business sector, andalsorequiresafurther increase
ininvestment. A one­timeirse in investment can be financedby temporairly increasing
the foreign debt, but a long­run irse in the share of investment in the national product
requires a reduction in the share of consumption in GNP­ i.e., raising the national
saving rate. Together with building up the pirvate saving rate, continued reduction of
the shareofpublic consumption in the national product is important as the key to long
term growth with balance of payments stability. The objective of loweirng inflation
further, to a one­digit figure, has also not yet been attained. As long as domestic
inlfation is higher than that prevailing in Israel's trading partner countires, expecta­
tionsof devaluation are fromtime totime generated, impaiirng stability and increasing
uncertainty.
Taking full advantage of the stabilization policy depends greatly on continuing the
reforms already initiated, as well as on reforms in additional areas. As regards the tax
system, the gross rate of taxation as a proportion of the national product is still very
high, and should be reduced, together with a matching cut in public sector spending.

' For the explanation of the stable level of the external debt, despite the current account surplus in
1986 and the deficit of 1987, see note 1 to Chapter VII.
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There is also a needto lessen thedistortions in the tax system, by compleitng the reform
of direct taxes and reducing discriminations between indirect taxes on domestic pro­
duction and imports. In the labor market, greater flexibility in theeconomy­wide wage
arrangements will make it possible to compensate wage earners in profitable sectors
without dragging other sectors into granting wage increases they cannot afford, and
into lay­offs. As for credit, greater uniformity of interest rates, together with a lower
marginal interest rate, would reduce discrimination between different users ofcredit.
Where the balance ofpayments is concerned, fewer restricitons on foreign trade will
enhance the ability to influence the price level through the exchange rate. Improving
the domesitc capital market, combined with greater access to the international capital
markets, is likely to augment the supplyof capital required for investment, and birng
its pirces closer to those facing the national economy. The full implementationofthe
capital market reformwill further diminish the government's involvement in business
activity. In the short run these steps will contirbute to a further loweirng of inlfation,
and promote continued growth; they will also bear fruit in the long run, by reducing
distoritons in the economy and improving its performance.
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