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Chapter 7
The Balance of Payments

 A considerable improvement was recorded in the balance-of-payments current 
account during 2009. The current-account surplus amounted to 3.7 percent of 
GDP compared with 1 percent in 2008. This was because imports fell more 
than exports at the time of the global crisis.

 During the crisis Israel's exports fell by 40 percent, annual rate, and have since 
shown a rebound. In the last quarter of 2009 they reached 90 percent of their 
pre-crisis level.

 The OECD country's trade was more hard hit than Israeli exports. The differing 
developments between Israel and the developed countries can be attributed to 
the differing composition of Israel’s and those countries' exports, and especially 
the high proportion of service exports from Israel: tourism services (5 percent 
of total exports), transportation services (6 percent of total exports), and R&D 
and computer services (8 percent of total exports).

 Sixty percent of Israeli exports are channeled via multinational firms, and a 
significant share of this is exports of services and intermediate goods, which 
helped to moderate the impact of the crisis.

 The growth in the current account surplus during the last two decades was 
supported by the development of the economy's fundamentals: a reduced rate 
of increase in the population, a rise in per capita GDP, a growth in the country’s 
asset balance, and a decrease in the public sector deficit.

 Incoming and outgoing direct investments in Israel decreased more heavily 
than worldwide.

 Institutional investors’ overseas portfolio holdings continued to increase 
despite the global crisis, and in accordance with the long-term trend. Foreign 
investors’ portfolios investments in Israel showed a rebound in the second half 
of the year, after plummeting at the time of the crisis.

 The Bank of Israel’s foreign exchange reserves rose during the past two years 
concurrent with a growth in capital imports to the economy in the “other 
investments” item, principally Israeli banks' capital imports.

 The surplus of liabilities over assets abroad increased during the year due to the 
upsurge in the value of shares and bonds held by foreign investors in Israel.
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Table 7.1
The Balance of Payments, 1996─2009

($ billion)
2009

1996-
2000

2001-
2002

2003-
2006 2007 2008 2009 I II III IV

(1) The current account -2.4 -1.1 3.6 4.9 1.3 7.2 2.4 1.5 0.0 3.3

The trade balance -3.9 -3.2 -0.1 -2.2 -3.1 4.3 1.7 1.4 -0.6 1.8
The goods account -5.2 -4.4 -3.6 -5.7 -7.2 -0.2 0.9 -0.1 -1.1 0.1

Goods exports 24.6 27.5 37.3 50.3 57.2 45.8 11.0 10.3 11.3 13.3
Goods imports -29.7 -31.9 -41.0 -56.0 -64.4 -46.0 -10.1 -10.4 -12.3 -13.2

The services account 1.2 1.1 3.5 3.5 4.2 4.5 0.8 1.5 0.5 1.7
Services exports 11.1 12.5 16.6 21.1 24.1 21.7 4.8 5.9 5.0 6.0
Services imports -9.9 -11.4 -13.1 -17.6 -19.9 -17.2 -3.9 -4.4 -4.5 -4.3

The income account -4.7 -4.6 -2.7 -0.2 -4.1 -4.5 -1.0 -1.4 -1.5 -0.5
Net investment incomea -2.1 -1.8 -0.8 2.0 -1.0 -1.7 -0.4 -0.7 -0.8 0.2

Residents’ income 2.3 2.4 4.6 10.4 6.7 5.2 0.7 1.5 1.2 1.8
Nonresidents’ income -4.5 -4.2 -5.4 -8.3 -7.8 -6.9 -1.1 -2.2 -2.0 -1.6

Compensation of employees -2.6 -2.7 -2.0 -2.3 -3.0 -2.8 -0.7 -0.7 -0.7 -0.7
         of which to foreign workers -1.9 -2.6 -2.0 -2.2 -2.7 -2.5 -0.6 -0.6 -0.6 -0.7

to Palestinians -0.8 -0.3 -0.3 -0.6 -0.8 -0.7 -0.2 -0.2 -0.2 -0.2
Current transfers 6.2 6.7 6.5 7.3 8.5 7.4 1.7 1.5 2.1 2.1

(2) The capital account, net 0.6 0.5 0.7 0.8 1.1 0.9 0.2 0.2 0.2 0.2
(3) The financial accountb 2.7 -2.4 -6.4 -5.5 -2.7 -11.0 -2.3 -2.3 -2.7 -3.6

Direct investments, net 2.0 0.8 0.3 0.2 3.7 2.6 1.4 0.0 0.9 0.3
Israelis’ investments abroad -1.4 -0.8 -6.3 -8.6 -7.2 -1.2 0.2 -0.7 -0.5 -0.2
Nonresidents’ investments in Israel 3.4 1.7 6.6 8.8 10.9 3.8 1.2 0.7 1.4 0.5

Portfolio investments, net 2.2 -2.2 -0.6 -2.1 -1.0 -5.1 -0.1 -2.2 -0.7 -2.1
Israelis’ investments abroad -0.9 -1.9 -5.5 -3.7 -2.0 -7.6 -0.7 -2.4 -1.8 -2.7
Nonresidents’ investments in Israel 3.0 -0.2 5.0 1.6 1.0 2.5 0.7 0.2 1.1 0.6

Other investments, net 1.7 -1.5 -5.2 -5.3 9.0 8.3 -1.5 4.4 6.0 -0.6
Financial derivatives 0.1 0.0 0.0 0.0 -0.2 0.1 0.0 0.0 0.0 0.0
Change in the foreign exchange 
reservesc -3.3 0.4 -0.9 1.7 -14.2 -16.8 -2.1 -4.5 -8.9 -1.3

(4) Statistical discrepancies -0.8 3.0 2.0 -0.2 0.2 4.1 -0.3 0.6 3.7 0.1
a Including interest payments and receipts on loans, deposits and bonds, dividends, and undistributed profits. 
b A negative sign indicates capital outflow.
c A negative sign indicates a rise in the level of the foreign exchange reserves.
SOURCE: Central Bureau of Statistics.
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1.THE CURRENT ACCOUNT

A considerable improvement was recorded in the balance-of-payments current account 
during 2009. The current account surplus rose sharply to $7.2 billion compared with 
$1.3 billion in 2008. In GDP percentage terms, the current account amounted to 3.7 
percent compared with 1 percent in 2008. Much of the increase in 2009 compared 
with 2008 derived from exceptional worldwide developments (the decrease in fuel 
prices), and from developments unique to the Israeli economy (such as the opening of 
the Intel factory in Israel). Exclusive of these developments, the growth in the surplus 
reflects the continued improvement in the current account—a trend that began in the 
mid-1990s with the reduction in the deficit prevailing at the time, and continued as a 
current account surplus accrued when the economy exited the crisis at the beginning 
of the present decade. 

a. The trade balance and the terms of trade

As in the previous two years, much of the increase in the current-account surplus 
during 2009 derived from dramatic changes in world prices for fuel. Over the years, 
fuel imports to Israel have been affected by changes in world prices, while the amount 
imported has remained unchanged. (See Chapter 7 of the Bank of Israel 2008 Report). 
Fuel prices are known to have a major impact on the Israeli economy because of the 
high proportion of the fuel import surplus in Israel’s GDP (Figure 7.1), which is larger 
than usual in the developed countries.

The current account 
surplus rose sharply 
and amounted to $ 7.2 
billion compared with 
$1.3 billion in 2008.

Like the decrease 
in the surplus in the 
previous two years, 
much of the increase 
in the current-account 
surplus in 2009 derived 
from the dramatic 
changes in world 
prices for fuel.
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The effect of fuel imports on the 
current account can be examined on the 
basis of their impact on the trade balance 
(which is defined as total exports of 
goods and services minus total imports 
of goods and services). Figure 7.2 
presents the trade balance with and 
without fuel imports. It can be seen from 
the diagram that the surplus in the trade 
balance rose by $7.5 billion in 2009. 
Excluding fuel however, the increase 
amounted to only $2.5 billion.1 The 
effect of fuel price developments was 
apparent in 2008 as well, when the trade 
balance fell by a billion dollars while 
excluding fuel it rose by $3 billion. This 
was in contrast to previous years when 
the trade balance developed in a similar 
manner with and without the fuel item. 
Due to the considerable effect which 
fuel prices exert on the trade balance, 
as well as the fact that it is not possible 
to know whether the development of 
fuel prices is permanent,2 separate 
reference must be made to these prices 
when analyzing the forces affecting the 
current account.

Apart from the effect of fuel 
prices, the surplus in the trade balance 
expanded at the rate typical of it since 
the middle of the previous decade. In 
2009, a substantial improvement in the 
terms of trade supported a growth in the 
surplus (even excluding the effect of 
fuel prices). The growth encompassed 
both the goods account and the services 
account. In contrast to previous years 
when the surplus increased due to a 
more rapid growth in exports than 

1 Exclusive of the effect of the opening of the Intel factory in Israel (which was particularly apparent 
in 2009), the annual increase amounted to approximately half a billion dollars only.

2 Developments in the previous two years appear to be non-permanent.

Separate reference 
to fuel prices must be 

made in an analysis 
of the forces affecting 

the current account, 
because of the high 

proportion of the fuel 
import surplus in 

Israel’s GDP.

Apart from the effect 
of fuel prices, the 

surplus in the trade 
balance is continuing 
to expand at the rate 
typical of it since the 

middle of the previous 
decade. In 2009, 

the expansion in the 
surplus was supported 

by a substantial 
improvement in the 

terms of trade.



CHAPTER 7: THE BALANCE OF PAYMENTS

289

imports, in 2009 the increase derived 
from a moderate decrease in exports and 
a more substantial decrease in imports. 
The downturn and rebound in each of 
these components will be discussed 
below.

Developments in the goods account3 
can be divided into price effects and 
quantity effects. Since the majority of 
defense imports are financed by the 
US government, emphasis should be 
placed on developments in the civilian 
goods account. The civilian goods 
account (excluding ships, aircrafts and 
diamonds) rose by $8.7 billion, and 
exclusive of the effect of fuel prices by 
only $3.5 billion.4 Figure 7.3 presents 
Israel’s terms of trade with and without 
fuel prices.5 An examination of trade 
data excluding fuel shows a more stable 

index over the years, and in 2009 a considerable improvement in Israel’s terms of 
trade which led to a $2 billion increase in the goods account surplus.

The relative stability in the rate of increase in the current-account surplus does not 
reflect, as stated, the dramatic developments that occurred in its components during 
the last two years. The effect of the crisis and the subsequent recovery can be seen in 
Figure 7.4. The diagram presents the annualized rates of change in civilian imports of 
goods (excluding ships, aircrafts, diamonds and fuel) and in goods exports (excluding 
ships, aircraft and diamonds), from the highest point to the lowest point (from the third 
quarter of 2008 to the first quarter of 2009) and the subsequent recovery (from the first 
quarter of 2009 to the third quarter of 2009), in price and in quantity. The diagram 
shows that the downturn resulting from the crisis affected goods exports slightly less 
than goods imports (decreases of 46 percent compared with 48 percent respectively), 
and that the rebound in exports was slightly more rapid than that in imports (respective 
increases of 13 percent compared with 11 percent). However, an examination of 
developments in the amount of imports actually shows that exports suffered more 
during the crisis and that they both recovered at the same rate. It is therefore possible 
to conclude that the reason for the more serious downturn in imports, as indicated by 

3 Price indices for trade in services do not exist.
4 This implies that the profit from the improvement in the terms of trade deriving from fuel price 

developments amounted to an estimated $5 billion in 2009.
5 The terms of trade are defined as export prices divided by import prices. Since Israel is a net importer 

of fuel, fuel prices will be entered into the terms of trade as a denominator. In order to demonstrate the 
relationship between the terms of trade and fuel prices, the diagram also contains a              series.

The relatively stable 
rate of increase in the 
current account surplus 
does not reflect the 
major changes in its 
components during the 
past two years.

The decrease resulting 
from the recession 
affected goods exports 
to a slightly lesser 
extent than goods 
imports, and the 
recovery in exports 
was slightly more rapid 
than that in imports.

prices Fuel
1
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the growth in the trade balance surplus, derived as stated from the development of the 
terms of trade. Import prices suffered more than export prices during the crisis, and 
during the recovery period import prices increased more slowly than export prices.

The development of the current account should also be analyzed from the aspect of 
the factors affecting it, and especially investment and saving, the difference between 
which determines the size of the surplus. This form of observation is more suitable 
for analyzing long-term trends in the current account and for assessing its future 
development. This is because investment and saving reflect long-term considerations,6 
and are more stable than exports and imports. In order to assess whether the 
improvement in the current account is permanent, the extent to which these factors 
are other than merely short-term developments must be examined. Although this is 
determined by the economy’s fundamental characteristics (productivity), long-term 
observations and an international comparison are likely to throw more light on the 
matter. National accounting data show that the current-account surplus during recent 
years derived mainly from the low rate of investment in Israel from an historical 
perspective and with respect to other countries worldwide, while the rate of saving 
in Israel is not exceptional. (See Chapter 2 for details). Since an examination that 
was conducted (Box 7.2) found that the low rates of investment as a percentage of 
GDP in Israel cannot be attributed to the fundamental factors affecting investment, 
this low rate might not persist. Nevertheless, the possibility should not be ruled out 
that this rate does indeed reflect equilibrium, for reasons that were not included in the 
examination. In any event, based on the examination in question, it can be assumed 
that an exceptional rate is definitely involved, which apparently is not permanent.

b. Exports, world trade and the real exchange rate 

From the third quarter of 2008 and until the first quarter of 2009, Israel’s exports of 
goods and services fell by 38 percent annualized as a result of the crisis. Since then, 
they have increased due to the rebound in world trade. The decrease and increase in 
Israeli exports occurred concurrent with developments in world trade, but to differing 
extents: The decrease in Israeli exports at the time of the crisis was more moderate 
than the downturn in world trade, while the growth in exports at the time of recovery 
was similar to the worldwide increase.

The differing developments in Israel exports and world trade can be attributed to 
the differences in the composition of these flows and to the relative rigidity of the 
demand for the goods and services in which the Israeli economy specializes. Table 7.2 
presents the decline in Israeli exports and world trade during the period of the crisis, 
and the increase in them during the period of recovery. The decrease in the OECD 
countries’ total exports of goods and services during the period of the crisis exceeded 

6 Surprises or new information, as well as a crisis or changes in fuel prices, could generate short-term 
changes in the rate of saving. However, it can be seen that the rates of saving and investment in GDP 
terms are more stable than the flows in the trade balance.

The 50 percent 
decrease in exports of 
goods and services in 

the OECD countries 
during the period of the 

recession exceeded 
the decline in Israeli 

exports.

The current account 
surplus during recent 
years derived mainly 

from the low rate of 
investment in Israel 

from an historical 
perspective and in 

comparison with other 
countries, while the 

rate of saving in Israel 
was not exceptional.

From the third quarter 
of 2008 and until the 
first quarter of 2009, 

exports of goods and 
services from Israel 
fell, and since then 

have risen due to the 
recovery in world trade.
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the decrease in Israel’s exports, and amounted to 50 percent. The table shows that trade 
in services in the OECD countries was less seriously affected than trade in goods. 
Since the proportion of services in Israeli exports is higher than the usual rate in the 
OECD countries, Israel’s totals exports were less seriously affected. Another reason 
for the relatively moderate adverse effect on Israeli goods exports was the relatively 
modest downturn in trade of high-tech industries as a whole and in Israeli exports by 
those industries in particular.

c. Goods exports

Israel’s goods exports were less hard hit than those of the OECD countries at the 
time of the crisis because the Israeli economy does not export fuel, and due do the 
relative robustness of high-tech industry in Israel. Much of the difference between the 
downturn in Israel and in the developed countries is negated when the comparison is 
based on industrial exports (which do not include world trade in fuel), although it is 

Table 7.2
The Crisisa and Recoveryb—Goods and Services Exports from Israel and from the OECD Countries

(annual rates of change, percent)

Israel OECD
Share of 

trade Crisis Recovery
Share of 

trade Crisis Recovery
Total exports 100 -38.1 26.3 100 -49.7 25.4
Goods exports 71.7 -44.8 29.8 77.6 -53.6 26.0
Manufacturing exports 58.2 -46.0 29.6 58.2 -50.0 28.0
Manufacturing exports excluding Intel -47.8 23.7
High-tech 24.1 -18.0 27.0 15.8 -37.9 17.1
High-tech excluding Intel -23.9 11.6
High-tech excluding Intel and 

pharmaceuticals -35.4 20.5
Medium-high-tech 19.6 -57.8 27.5 19.8 -56.1 28.1
Medium-low-tech 11.4 -65.2 33.9 7.6 -60.0 21.3
Low-tech 3.2 -22.7 6.3 15.0 -48.5 31.2
Services exports 28.0 -31.0 14.7 22.4 -34.9 23.4
Services excluding start-ups -35.3 20.8
Tourism 4.8 -32.0 24.8 5.4 -48.9 29.2
Transport 6.2 -52.1 8.2 6.6 -44.2 12.7
Business services 17.0 -22.5 14.1 10.3 -25.6 12.7
Software 5.4 -25.3 22.8 1.2 -23.7 9.0
R&D 2.7 66.6 7.1 0.6 - -
a From 2008:Q3 to 2009:Q1.
b From 2009:Q1 to 2009:Q3.
SOURCE: The Central Bureau of Statistics, OECD, Eurostat, USITC, IFS.

Israel’s goods exports 
were less seriously 
affected by the 
recession than those 
of the OECD countries, 
because the Israeli 
economy does not 
export fuel and due do 
the relative robustness 
of high-tech industry in 
Israel.
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still apparent that the adverse impact of the crisis on Israel was less serious than that 
in the OECD countries. A division of exports by technological intensity shows that 
the moderate decline in Israeli exports cannot be attributed to the difference in the 
composition of manufacturing between Israel and the rest of the world: In Israel as 
worldwide, exports by the mixed-level technology industries suffered more than the 
exports of the traditional industries and the high-tech industries. The proportion of 
mixed-level technology industries in Israel is slightly higher than elsewhere, and these 
suffered somewhat more than in the rest of the world, which was enough to lead to a 
more serious impact on overall Israeli exports. The negative effect of the mixed-level 
technology industries during the time of the crisis offset the positive effect of the high-
tech industries and the traditional industries, which were harmed to a relatively moderate 
extent. In order to compare the worldwide downturn with that in Israel exclusive of 
the differences in the composition of industries, the expected increase in exports from 
Israel was calculated on the basis of the worldwide distribution of manufacturing by 
technological intensity. It was found that if the distribution of manufacturing in Israel 
had been the same as the worldwide distribution, Israeli industrial exports would have 
fallen by 40 percent at the time of the crisis compared with the actual decrease of 46 
percent. This means that the composition of manufacturing in Israel, and especially the 
high proportion of the mixed-level technology industries, adversely affected the Israeli 
economy. The negative effect of the mixed-level technology industries at the time of 
the crisis was offset by the more moderate decrease in high-tech industrial exports. 
Most notably, due to the moderate downturn in exports by electronic components 
industry and the pharmaceuticals industry, the Israeli high-tech industries’ exports, 
and therefore total Israeli exports, fell less than the overall decline in world trade.

The rate of recovery from the crisis in Israel was similar to the worldwide rate, 
with the exception of low-tech industry: The table shows that Israeli exports of this 
industry’s products rose by only a few percent during the exit from the crisis, compared 
with a rapid worldwide increase in trade in these goods. This was one of the major 
differences between Israel and the OECD countries during the period of recovery. In 
order to explain this, it should first of all be remembered that the downturn in Israeli 
exports from the traditional industries was more moderate than that in the developed 
countries, indicating that local traditional industry is less sensitive to the business 
cycle. Secondly, exports by the traditional industries have been declining for several 
years now. Thirdly, the appreciation of the real exchange rate during the same period 
was also responsible for the slow pace of recovery in Israel. Since the productivity of 
firms in traditional industries is less than that in other industries and the profitability on 
their output is also lower, firms in those industries are more sensitive to an appreciation 
of the real exchange rate.7

7 See Y. Sofer (2005), “Measurement of the Real Exchange Rate in Israel and its Effect on Exports and 
Imports,” Bank of Israel, Foreign Currency Issues.
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d. Services exports

The rate of decrease in world trade in services during the crisis was more moderate 
than that in world trade in goods,8 and the downturn in services exports from Israel 
was more moderate than that in world trade in services. Services trade worldwide is 
classified according to the type of service: tourism, transportation and other business 
services. An examination of the data based on this classification shows that the 
decrease in all the components of world trade in services was more moderate than that 
in goods trade. Particularly apparent was the moderate extent of the decline in trade 
in other business services. The moderate extent of the decline in services trade during 
the time of the present crisis derives from characteristics unique to this crisis, as well 
as services trade’s low correlation with business cycles from a long-term perspective. 
The economic crisis began as a financial crisis accompanied by a credit crunch. 
Worldwide findings show that since firms producing goods rely on credit more than 
firms producing services,9 the latter firms’ supply was less seriously affected. Demand 
for services in the present crisis also suffered less than demand for goods. However, an 
examination of the correlation between the rates of change in services trade and global 
GDP shows that this is not a new phenomenon (Table 7.3). The correlation between 
world trade in services and global GDP is less than the correlation between global 

8 A conclusion that is also presented in the World Trade Organization’s annual report “WTO 
International Trade Statistics 2009”.

9 D. Chor and Manova, K.,  “Off the Cliff and Back? Credit Conditions and International Trade during 
the Global Financial Crisis,” Stanford University mimeo.

The rate of decrease in 
world trade in services 
during the recession 
was more moderate 
than that in world trade 
in goods, and the 
decrease in service 
exports from Israel was 
more moderate than 
the decrease in world 
trade in services.

The moderate extent 
of the decline in 
services trade at the 
time of the present 
recession derives from 
characteristics unique 
to the recession, as 
well as the low degree 
of correlation between 
services trade and the 
business cycles from a 
long-term perspective.

Table 7.3
The Composition of Exports as a Transmission Mechanism to Business 
Cycles around the World

(coefficients of correlation of annual rates of change, 1995–2008)
Coefficient of cor-
relation with global 

GDP
Coefficient of correla-
tion with goods trade

Advanced economies
Goods 0.64 1.00
Services 0.54 0.88

Transport services 0.57 0.92
Tourist services 0.54 0.90
Other business services 0.45 0.76

Israel
Goods 0.74 1.00
Services 0.52 0.72

Transport services 0.35 0.67
Tourist services 0.42 0.74
Other business services 0.23 0.21

SOURCE: IFS, BOP and the Central Bureau of Statistics.
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GDP and world trade in goods. Moreover, an examination of the correlation between 
goods and types of services shows that services related to the trade in goods (such 
as transport services) are more highly correlated with business cycles than tourism 
services and other business services. 

The reasons given in the literature10 for the relatively moderate extent of the 
downturn in demand for services are not unique to the present crisis, and relate to the 
low flexibility of services trade to business cycles in the long-term. One of the main 
reasons is based on the inventory effect: On the assumption that consumers wish to 
smooth consumption, during a time of crisis they resort to the consumption of goods 
from inventory and at the same time considerably reduce their purchases of goods. 
But since it is not possible to accrue an inventory of services, demand for them is less 
correlated with business cycles.

Another reason for the phenomenon is based on the fact that a considerable 
proportion of trade in services is in “other business services,” principally trade 
between firms in “intermediate services,” which are related to firms’ fixed costs such 
as insurance services, royalties and licenses. In a situation of falling demand for final 
goods and services, the decrease in fixed costs (R&D costs for example) will be more 
moderate than the decrease in variable costs (production costs for example). This 
argument is often raised in connection with the activity of multinational firms. (See 
Box 7.1 for a definition of multinational firms and a description of their activity in 
Israel). A large part of worldwide trade in “other business services” is conducted by 
multinational firms, between their worldwide branches. Branches whose activity is 
mainly connected with firms’ fixed costs will be less affected by business cycles than 
branches which mainly operate on the basis of variable costs, and the former will 
therefore be less sensitive to business cycles. As an example, trade data on the USA 
show that multinational firms’ exports of business services continued to grow at an 
average annual rate of 10 percent of the time of the crisis,11 while exports of other 
services fell and goods exports fell even more.

The difference between the decline in service exports from Israel and the worldwide 
decrease can be attributed to differences in composition. The proportion of other 
business services exports to total Israeli exports is higher than the worldwide average, 
while the proportion of Israeli exports of tourism services is lower than the worldwide 
average. A feature unique to Israel with respect to exports of business services is the 
large volume of software services and R&D services exports. These services account 
for approximately 8 percent of total Israeli exports compared with only 2 percent in 
world trade. The difference between the proportion of these services in Israel and their 
worldwide proportion reflects the relative advantage that began to develop in Israel 
at the beginning of the previous decade and which was maintained in the course of 
the decade.12 During the last crisis, world trade in software and R&D services was 

10 I. Borchert and Matto, A.,  (2009), “The Crisis-Resilience of Services Trade,”  World Bank Policy 
Research Working Paper 4917.

11 BEA, US international Transactions Account Data, Table 3a and Footnote 10.
12 For details, see Box 7.1 in the Bank of Israel Report for 2008.
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less badly affected than world trade in tourism services and transportation services. 
Since the proportion of software and R&D services in Israeli exports is higher than 
in worldwide exports, service exports from Israel were less seriously affected. Had 
service exports in Israel been distributed in a manner similar to the worldwide 
distribution, the decreases in both would have been the same.

Yet another reason for the low sensitivity of Israeli trade in “other business services” 
to business cycles could be the large proportion of these services which are provided 
by multinationals: Sixty percent of Israeli service exports are exports of multinational 
firms. This characteristic may also have helped the Israeli economy during the 
crisis, because a considerable part of these exports were “intermediate services” for 
subsidiaries or their parent firms, or exports of services that were connected mainly 
with fixed costs and were therefore less affected by business cycles.

Box 7.1
Multinational firms and their activity in Israel

Sixty percent of Israeli exports are channeled via multinational firms. 
Multinational firms’ exports from Israel have the effect of reducing Israeli 
exports’ sensitivity to business cycles because the exports are mainly of 
intermediate products and goods whose export is affected by long-term 
considerations.

A multinational firm is defined as a firm the production process of whose 
products is carried out in more than one country. Unlike export firms, the demand 
for whose products is divided merely between the local market and the world 
market, multinational firms divide up the supply (production) of their products 
between a number of markets. New trade theory1 attributes the choice between 
production for the local market and for exports, and the decision on whether 
to become a multinational country, to differences in productivity:2 Firms with 
low productivity will produce and sell their production in the local market. The 

1 Unlike the classical theory of international trade, which assumes that firms face a completely 
flexible world demand curve, the new trade theory assumes that firms are managed in terms 
of monopolistic competition. For details, see P.R. Krugman (1979), “ Increasing Returns, 
Monopolistic Competition, and International Trade,” Journal of International Economics
9, 469-79.

2 E. Helpman, Melitz, M.J. and Yeaple, S.R.  (2004), “Export Versus FDI with Heterogeneous 
Firms,” American Economic Review, March 2004, Vol.94 (1), pp. 300–316.
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higher is the firm’s productivity, the larger will be its market segment.3 Firms 
with high productivity can cope with the additional costs involved in exporting 
from the local market to the world market.4 Higher up on the productivity scale 
are multinational firms, whose high productivity level enables their market 
segment in other countries to justify the establishment of enterprises throughout 
the world.

There are two types of multinational firms: firms that establish subsidiaries 
in the target country for their products; and firms that establish subsidiaries in 
a country that provides them with a relative advantage at the production stage.5 
The first type matches the new trade theory: The establishment of a subsidiary 
(or factory) in the target country for the firm’s goods will save the fixed costs 
(transportation, taxes) involved in exports. If the market segment is large, the 
saving in these costs is likely to exceed the sunk cost involved in establishing a 
new enterprise. The second type of 
multinational firm has evolved as 
a result of the dramatic decrease in 
telecommunications costs during 
the past decade. Due to the low cost 
of telecommunications services, 
firms worldwide are able to split 
the production process for their 
products, and locate part of the 
process in another country (even 
in another continent) according to 
each country’s relative advantages. 
Since these firms benefit from a 
relative advantage at each stage 
of production, they are regarded 
as firms with higher productivity 
and are mostly corporate giants.6

The normative discussion of 
multinational firms exceeds the 
limits of this document. Here, we 

3 M.J. Melitz (2003), “The Impact of Trade on Intra-Industry Reallocations and Aggregate 
Industry Productivity,” Econometrica 71, 1695–1725.

4 Market research studies, product adaptations to other markets and transportation costs.
5 R.C. Feenstra (1998), “Integration of Trade and Disintegration of Production in the Global 

Economy,” Journal of Economic Perspectives, 12, 31-50.
6 It should be noted that the causality here could be the opposite: Goods and services whose 

production process is notable for economies of scale will be managed by large multinational 
corporations.
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will point only to the advantages and disadvantages for an economy in which 
multinational firms operate from the aspect of sensitivity to business cycles: A 
firm’s exports are likely to be affected by the nature of the branch. If the branch 
engages in activity connected with the firm’s fixed costs, the effect of business 
cycles on this branch’s exports to the other branches worldwide will be smaller. 
For example, the activity of branches engaged in R&D is connected more with 
the multinational firm’s fixed costs, is determined on the basis of long-term 
considerations and is therefore affected more by trends than by short-term 
shocks. However, branches whose activity is connected to the firm’s variable 
costs (such as production) are likely to accentuate the transmission of business 
cycles to the host country.

The effect of business cycles on the branches is also dependent on the 
sensitivity to business cycles of the products which they manufacture. (This 
theory applies to any export firm, and not only to multinational firms).7Another 
transmission mechanism is connected with the supply side. A negative business 
cycle that harms a multinational 
firm could lead to cutbacks at all 
of its branches. Although global 
business cycles will likely also 
harm export firms that are not 
multinationals, multinational 
firms’ sensitivity to global 
business cycles is greater.8

Sixty percent of Israeli exports 
derive from multinational firms. 
Of these, 40 percent are channeled 
via Israeli branches of parent 
firms that are located abroad 
(IN firms), and 20 percent via 
Israeli parent firms (OUT firms). 
Although in the absence of data, 
we do not know whether final 
goods and services or part of the 
production process are involved, 

7 For example: In the last crisis, exports of electronic components from Israel continued to rise. 
This obviously resulted from the opening of the Intel factory in Israel and that firm’s extensive 
exports, which were not affected by the business cycle. Intel’s exports during the year conformed 
to forecasts, which were not affected by the crisis. An opposite example is provided by the 
chemicals firms, which suffered more at the time of the crisis and had the effect of accentuating 
the transmission of the crisis to Israel from abroad.

8 Inter alia because many export firms sell in the local market as well.
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data do exist that differentiate between direct exports to consumers worldwide 
and exports to related firms.

The majority of IN firms’ exports are to related firms, and 70 percent of these 
firms’ service exports are computer services and R&D services. The destination 
of these exports, as well as the fact that activities connected with the firm’s 
decisions with respect to the long-term are involved, are likely to moderate the 
transmission of business cycles to activity in Israel. This possibility is important, 
because the exports in question account for a considerable part of total exports 
of such services from Israel. Multinational firms’ exports of computer services 
account for 35 percent of total Israeli exports of computer services. In exports 
of R&D services, these firms account for 70 percent. As previously mentioned, 
there are two types of multinational firms: those motivated by cost-saving 
considerations, and those motivated by relative advantage considerations. 
Due to its small size, the Israeli economy is not a destination for firms of the 
former type. IN firms operating in Israel are motivated by relative advantage 
considerations. Sixty percent of these firms’ goods exports are exports of high-
tech products, and 70 percent of their service exports are computer and R&D 
services (which are defined as knowledge-based services), reflecting Israel’s 
relative advantage in the production of these goods and services.

Apart from being a focus of attraction for multinational firms, the Israeli 
economy has itself seen the establishment of multinational firms. The majority 
of OUT firms’ exports are direct exports to foreign residents. These firms 
mainly export products of the chemicals industry and transportation services, 
trade in which was seriously harmed in the latest business cycle. Most of these 
multinational firms are firms of the first type—those that establish subsidiaries 
abroad out of cost-saving considerations.

Obviously, these subsidiaries’ sales abroad to third countries are not recorded 
in the Israeli economy’s balance of payments. If a subsidiary exports to a third 
party, the recording will be made in the balance of payments of the subsidiary’s 
host country. Subsidiaries’ total sales of goods and services amounted to $32 
billion in 2005, compared with $20 billion that were exported from the Israeli 
economy.
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e. The real exchange rate 

The real effective exchange rate depreciated by 3 percent in 2009 compared with 
2008. The development of the exchange rate was not uniform in the course of the 
year: During the period of the crisis, a depreciation of between 7 and 10 percent was 
recorded,13 and appears to have helped in moderating the adverse effect of the crisis 
on Israeli exports compared with the worldwide impact, as will be explained below, 
while during the period of recovery the real exchange rate appreciated.

The real effective exchange rate is defined as the nominal effective exchange rate 
multiplied by the ratio between the average price index on Israel’s trading partners, 

13  Depending on the index chosen.

During the crisis, the 
shekel depreciated in 

real terms by about 
10 percent, while 

during the recovery it 
appreciated.
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and the price index in Israel. Figure 7.5 presents indices of the real effective exchange 
rate and the indices comprising it—the nominal effective exchange rate and the ratio 
of the said price indices. The nominal effective exchange rate is volatile, and reflects 
short-term developments such as capital movements, demand shocks in the foreign-
currency market, expectations regarding the future exchange rate, and interest rate 
spreads between Israel and abroad. The price index ratios are more stable, and reflect 
the differences in the relative price of the tradables sector between the local economy 
and the rest of the world.14

The diagram shows that from 2002, the shekel depreciated against other currencies 
at a time of high unemployment in the economy, which reflected the GDP gap. While 
the growth in demand in Israel was satisfied by an increased supply of labor, worldwide 
the demand growth was also reflected by an increase in the prices of GDP. Towards 
the end of 2007, when the unemployment rate in Israel began to approach that of 
the developed countries and the GDP gap contracted, the price index ratio began to 
decline and exerted pressure for a real appreciation. An appreciation in the nominal 
effective exchange rate, which reflects expectations regarding the future exchange 
rate as stated, began back in 2006. The price ratio continued to develop in accordance 
with the trend typical of it since the end of 2007, and continued to exert pressure for an 
appreciation during the crisis and the recovery. In 2009 however, the real depreciation 
during the crisis derived from the depreciation of the nominal effective exchange rate 
resulting from the Bank of Israel’s large-scale intervention in the foreign-currency 
market. The expansion of the GDP gap in Israel also prompted a depreciation, even 
though the worldwide expansion of the GDP gap was similar. During the recovery 
period, the nominal effective exchange rate appreciated as Bank of Israel intervention 
in the foreign-currency market decreased and reverted to the long-term trend.

The analysis presented here shows that a real appreciation occurred in the Israeli 
economy during the last two years at a time of low unemployment and closure of 
the GDP gap. The depreciation during the period of the crisis occurred against the 
background of Bank of Israel intervention in the foreign-currency market, and in 
contrast to this process. During the period of uncertainty prevailing in the economy 
at the time of the crisis and the large worldwide decrease in demand for goods, a real 
appreciation of the local currency could have seriously harmed local exporters’ profits 
and hence total domestic output. As world trade recovers and the foreign-currency 
market reverts to operating on the basis of market forces, the long-term appreciation 
of the Israeli currency, as apparent from the price index ratios, is expected to continue 
for as long as the GDP gap in Israel is less than that in its trading partners. 

14   The relative prices of the tradables sector is defined here as the ratio between export prices and 
GDP prices. This ratio is also known as the internal real exchange rate.

Because of the 
uncertainty prevailing 
in the economy at the 
time of the recession 
and the large decrease 
in global demand 
for goods, a real 
appreciation of the 
local currency might 
have had a serious 
impact on the profits 
of local exporters, 
and hence on total 
domestic output.
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f. The distribution of Israeli exports by geographical regions

The distribution of Israeli exports by geographical regions shows a change in the 
proportions of Israeli export destinations. However, this is indicative of the extent to 
which the different regions’ imports were harmed by the crisis, rather than a shift in 
the pattern of trade. Table 7.4 presents the proportions of the trade regions in Israeli 
exports before and after the crisis, as well as the rate of change in the imports of each 
trade region between the third quarter of 2008 and the third quarter of 2009. The table 
shows that the economic crisis harmed the imports of different regions worldwide to 
differing extents. The adverse impact in the Far East proved to be more moderate than 
that in European countries not belonging to the European Union. In accordance with 
these developments, the proportion of Far East countries in Israeli exports increased 
concurrent with a decrease in the proportions of the other regions. Nevertheless, a shift 
in the pattern of trade is not involved here. This is apparent from an examination of the 
proportion of Israeli exports in each region’s imports. Had there been a trade shift, the 
proportion of Israeli exports in the imports of economies that were less badly affected 
would have increased and vice versa.15 However, no such correlation was found.

g. Imports

Imports of goods and services fell by 17 percent in quantitative terms (Table 7.A.7). 
The rapid decline in imports compared with the more moderate decrease in demand 
resulted from differences in the composition of imports as compared to demand. This 
is because a substantial proportion of imports are used for exports, and due to the 
increase in the relative price of imports. The distribution of imports by uses shows that 

15   This is on the assumption that Israeli exports are flexible with respect to the rest of the world. 
Although a trade shift could occur if Israeli exports were rigid with respect to the rest of the world, the 
Israeli economy’s proportion in economies that were less badly affected would have decreased and vice 
versa.

Table 7.4
The Changes in the Geographical Distribution of Israel's Exports Due to the Crisis

(percent)

Share of trade area in Israel's exports
Rate of change 
in imports of 

trade area

Change in 
Israel’s share in 
area’s imports

Pre-crisis
(1st half of 

2008)

Post-crisis 
(2nd half of 

2009) Change
US 28.0 26.0 -2.26 -29.2 0.02
EU (25 countries) 34.0 29.0 -5.16 -27.0 -0.02
Europe excluding EU 6.0 5.0 -1.76 -42.0 -0.03
Asia 21.0 29.0 7.67 -20.0 0.02
SOURCE: IFS, Eurostat, and the Central Bureau of Statistics.

The distribution of 
Israeli exports by 

geographical region is 
indicative of a change 

in the weightings of 
export destinations. 
However, a change 

dependent on the 
relative downturn in 

the different region’s 
imports is involved, 

rather than a shift in 
trade.

The rapid decrease in 
imports compared with 

the more moderate 
downturn in demand 

resulted from the 
differing composition of 

imports and demand, 
because a large part 
of imports is used for 

exports and due to the 
increase in the relative 

price of imports.
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imports of production inputs and imports of capital goods fell by 17 percent and 22 
percent respectively in 2009, while imports of consumer goods were down by only 5 
percent. Service imports also fell in 2009, by 16 percent. The rapid decline in imports 
compared with the more moderate decrease in other uses in Israel can be attributed 
inter alia to the increase in their relative price (Table 7.5).

As previously mentioned, the development of imports to Israel was not uniform 
in the course of the year: Imports fell heavily during the crisis and began to recover 
thereafter. The decrease during the crisis encompassed all import components, and 
especially imports of production inputs, capital goods and services,16 while imports of 
consumer goods fell to a more moderate extent concurrent with the relatively moderate 
adverse impact of the crisis on the Israeli economy and private consumption. Imports of 
production inputs to Israel account for 30 percent of the country’s total imports, a rate 
double that in the developed countries. This is because of the lack of natural resources 
in Israel, imports of which during the crisis fell more heavily than the decrease in 
other goods and services. This large decrease appears to be connected with the fact 

16  The decrease in service imports derived mainly from greatly reduced imports of tourism services 
and transportation services.

Table 7.5
The Crisisa and Recoveryb—Goods and Services Imports into Israel and into the OECD 
Countries

(annual rates of change, percent)
Israel OECD

Share of 
trade Crisis Recovery

Share of 
trade Crisis Recovery

Total imports 100 -50.2 26.5 100 -50.5 28.6
Goods imports 76.4 -58.1 38.3 80.0 -55.1 34.6

Production inputs 49.2 -63.9 38.7 37.9 -65.7 40.1
Fuel 18.7 -80.4 45.4 22.8 -70.4 36.2
Production inputs 

excluding fuel 30.5 -51.3 32.0 15.2 -57.5 45.4
Investment goods 8.7 -35.3 11.2 12.9 -41.6 29.5
Vehicles 4.9 -52.8 41.2 4.0 -57.8 50.1
Consumer goods 6.6 -27.7 23.4 17.9 -40.5 29.8

Durables 2.7 -26.2 27.9 10.6 -44.0 35.2
Non-durables 3.9 -28.5 14.0 7.3 -35.3 21.7

Services imports 23.6 -24.8 5.5 20.0 -32.0 12.8
Tourism 4.1 -30.6 19.4 5.8 -47.7 27.0
Transport 7.5 -32.4 9.3 4.8 -37.4 5.0
Other business services 11.0 -17.3 -2.2 9.2 -22.3 10.2

a From 2008:Q3 to 2009:Q1.
b From 2009:Q1 to 2009:Q3.
SOURCE: The Central Bureau of Statistics, OECD, Eurostat, USITC, IFS.
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that a considerable proportion of imports are imports for the purpose of exports, and 
were therefore affected by the downturn in exports. However, the decrease in imports 
to Israel was slightly more moderate than the concurrent decrease in imports to the 
OECD countries, because both of them are used for production for local consumption, 
which was less seriously affected in Israel as stated. The proportion of consumer 
goods in imports to the OECD countries is higher than that in Israel, and the decrease 
in imports of these goods to those countries was larger than that in Israel.

h. The income account and the 
current transfers account

The income account deficit continued to 
grow in 2009 and reached $4.3 billion. 
This resulted from the net downturn 
in investment income caused by the 
economic crisis and by the decline in 
interest rates abroad, which had the 
effect of reducing income. A large part 
of Israeli residents’ investments in debt 
assets abroad consists of short and 
medium-term interest rate investments. 
However, a large part of nonresidents’ 
investments in Israel are in long-term 
government bonds. Israeli residents’ 
net income from investment is therefore 

Table 7.6
Change in the Relative Price of Goods Imports, 2001–09 (percent)

2001-02 2003-06 2007 2008 2009 Crisisa Recoveryb

Imported consumer goods prices relative to the CPI 0.9 -7.7 -8.6 3.7 22.5 -20.9 -20.9
Imported non-durable goods prices relative to the CPI 1.2 -6.6 -7.5 1.6 15.6 -16.7 -16.7
Imported durable goods prices relative to the CPI 0.7 -9.7 -9.9 7.1 33.5 -27.7 -27.7
Imported investment goods prices relative to the GDP 

deflator -1.3 -4.1 -12.2 3.3 17.2 -15.0 -15.0
Imported raw materials prices (excl. fuel and dia-

monds) relative to the GDP deflator -1.6 0.6 -5.4 -7.7 -11.1 -0.3 -0.3
Imported raw materials prices (excl. fuel and dia-

monds) relative to export prices 21.1 3.8 30.4 3.5 11.7 -11.0 -11.0
Fuel prices relative to the GDP deflator -2.2 -3.5 -6.7 -36.7 -75.0 35.5 35.5
a From 2008:Q3 to 2009:Q1.
b From 2009:Q1 to 2009:Q3.

SOURCE: Based on Central Bureau of Statistics data.
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more sensitive to changes in the short-term interest rate. Since the economic crisis led 
to a decline in interest rates in 2009, Israeli residents’ income fell more than payments 
to nonresidents, resulting in reduced net income from capital. Net payments for 
salaried employees’ labor decreased in 2009 after increasing in 2008. The surplus in 
the current transfers account fell by over a billion dollars during the year. Part of the 
decrease derived from a large drop in unilateral transfers from the US government. 
The growth in the income account deficit concurrent with the reduced surplus in the 
transfers account offset part of the developments in the trade balance and in the income 
account. Transfers to individuals amounted to $4.5 billion in 2009, 35 percent of total 
current receipts in that account.

Box 7.2

Factors affecting saving, investment and the current account deficit

Israel’s current account surplus, which reflects the difference between national 
saving and domestic investment, has risen over the years. The economy has 
had a current account surplus since 2003, after recording deficits in almost 
every year between 1980 and 2003, and particularly large deficits during earlier 
years. This box examines the factors responsible for the growth in Israel’s 
current-account surplus by estimating the factors that have affected the current 
account in 26 countries. This is similar to the approach adopted in the study 
of Lee, Milesi-Ferretti and Ricci (2008) published by the IMF.1 Like them, we 
found that changes in the budget deficit, the rate of population increase, the 
growth rate, developments in the economy’s net assets abroad and oil prices 
have a significant effect on the development of countries’ current account 
(Table B.1).2

The overall contribution of the above-mentioned factors to the growth 
in Israel’s current account from the beginning of the 1990s and until 2008 
amounted to 3 percent of GDP. Accordingly, the increase in the surplus in this 
account, including the move from deficit to surplus, was anchored in underlying 
factors—factors that were found to affect other countries as well and whose 
effect is recognized by economic theory.3 It was also found that Israel’s current-
account surplus in 2008 (as a percentage of GDP) matched the underlying 
factors, while in 2009 the surplus was higher than expected (Figure 1) against 

1 J. Lee, Milesi-Ferretti, G.M. and Ricci, L.A. (2008), “Real Exchange Rates and Fundamentals: 
A Cross-Country Perspective,” IMF Working Papers 08/13, International Monetary Fund.

2 Direct incoming investments were among the variables that were examined and not found to 
be significant.

3 It should be noted that fixed effects for different countries were neutralized in all the 
estimates.
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the background of the global 
crisis. Over the years, it should 
be noted that there were large 
and continued deviations of 
the current account from the 
underlying factors: Particularly 
notable was the large deficit in the 
mid-1990s, and the considerable 
surplus in the year 2005–06. 
These deviations are suggestive 
of the existence of temporary but 
very powerful factors (such as 
the drop in the inflation rate and 
the liberalization of the foreign-
currency market), which shifted 
the real exchange rate from long-
term equilibrium and thereby 
affected the current account 
surplus as well.

In order to examine the impact 
of the present global crisis on the 
current account, we estimated an 
additional model that includes 
the GDP of the USA and the US 
government’s budget deficit. It 
was found that the global crisis 
led to a substantial increase in the 
economy’s basic surplus in 2009, 
since Israel’s GDP rose and its 
budget deficit fell in comparison 
with those of the USA. The 
difference between the actual 
deficit (3.2 percent of GDP) 
and the deficit deriving from 
underlying factors (2.5 percent 
of GDP) in 2009 became small 
and insignificant. From direct estimates of the current account, we estimated 
separately the effect of the underlying factors on saving and investment (Figures 
2 and 3). These estimates indirectly confirmed the conclusion regarding the 
underlying factors’ contribution to the growth in Israel’s current account surplus. 
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We will discuss below the effect 
of the underlying factors on the 
current account, investment and 
saving.

The population growth rate 
and the level of per-capita 
GDP—A higher rate of increase 
in the population involves a 
rapid growth in investment, and 
therefore also a decrease in the 
balance-of-payments surplus. 
A striking example is the wave 
of immigration to Israel at the 
beginning of the 1990s, which 
temporarily increased investment 
and the current-account deficit. 
A slower pace of population 
growth is the main reason for the 
increase in Israel’s balance-of-

payments surplus. In a few of the estimates, a relationship was found between 
the age composition of the population and the current account: Countries with a 
high proportion of children and elderly people, most of whom do not participate 
in the labor force, are notable for a relatively low rate of saving and a relatively 
large current account deficit. 

The economy’s net assets abroad—Countries that have accrued assets 
abroad benefit from a current flow of income from capital, while countries that 
have accrued debts abroad have to maintain a current payment of interest and 
dividend. Since these current receipts and payments are recorded in the current 
account, an increase in the economy’s net assets abroad has the direct effect of 
increasing the current account surplus. Another, indirect and offsetting effect 
derives from the use of part of the income flow for increasing consumption. 
Israel’s assets abroad actually increased by 28 percent of GDP from 1991 
to 2008, which contributed 1.1 percent of GDP to the growth in the current 
account surplus.4

Per-capita GDP—It was found that in countries where per-capita GDP 
is low, the rate of investment is high. However, the developing countries are 
not notable for large current account deficits, which may reflect difficulties in 

4 The correlation between the growth in Israel’s assets abroad and the current account surplus 
also reflects reverse causality, since the economy’s accrual of assets abroad results mainly from 
the surpluses in the current account in previous years.
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raising capital abroad. During the years when the Israeli economy converged to 
the level of development of the developed countries (from the 1950s and until 
the 1970s), the rate of investment in Israel was high, like that in the developing 
countries, but the rate of saving was low and the balance-of-payments deficit 
was high.

The government deficit—Since a decrease in the government deficit 
increases the rate of saving in the economy, it has the effect of increasing the 
current account surplus. Saving in the economy is comprised of government 
saving and private saving. It was found that a growth in government saving 
offsets by half a decrease in private saving,5 because the public expect that a 
decrease in the budget deficit will make it possible to reduce the tax burden 
in the future. A decrease in the budget deficit also has the effect of increasing 
investment in the economy. When summarizing the effects on investment and 
saving, it was found that a decrease of one percent of GDP in the budget deficit 
increases the current account surplus by a quarter of a percent of GDP.

The fuel balance—A rise in fuel prices increases fuel exporters’ current-
account surplus and fuel importers’ current-account deficit. In the longer-term, 
the effect of fuel prices on the balance of payments will decrease because fuel 
exporters will use their revenues to increase consumption, while fuel importers 
will have to reduce consumption.

5 This conforms to previous findings. See the Bank of Israel Report for 2008, page 60.

Contribution of Fundamentals to the Change in Israel's Surplus on the 
Current Account of the Balance of Payments, 1991-2008

Contribution to 
change in surplus, 
1991–2008 (per-

cent of GDP)

Regression coeffi-
cient of the depen-
dent variable, the 
current accounta

Change in the inde-
pendent variables, 

1991–2008 (percent)
Population growth 1.57 -1.55 -1.01
Net balanace vis-à-vis 

abroad 1.06 4.4 0.28
Log GDP per capita 0.73 0.77b 0.94
Public sector surplus 0.04 0.19 0.19
Fuel balance -0.8 20 -0.04
Total change 2.6
a The Lee, Milesi-Ferretti and Ricci model (Model 1) estimates the current account surplus (in 
percent of GDP) in 26 countries in the years 1980–2008 (464 observations), and includes constant 
country effects. The coefficient of correlation in the model is 0.81.
b The coefficient was not significant.
SOURCE: Based on WEO and the Central Bureau of Statistics data.
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2. THE FINANCE ACCOUNT

a. Main developments

The finance account and the current account together comprise the economy’s 
balance of payments with abroad. A surplus in one account necessitates a deficit in 
the other account. The current account surplus reflects the difference between saving 
and investment in the economy, while the finance account reflects the use of the 
current account surplus for investment abroad.17 The economy’s real exchange rate 
is determined mainly on the basis of the long-term forces affecting investment and 
saving (Box 7.2).18 However, capital movements are likely to have a major impact on 
the exchange rate in the short term. During the past two years, two opposing capital 
movements were notable at the time of the crisis: Forces acting in the direction of 
capital imports, which derived from the economy’s out-performance compared with 
other economies, had the effect of inducing an appreciation. Acting against these forces 
were the Bank of Israel’s active capital exports (foreign-currency purchases), which 
were intended to moderate the appreciation of the shekel against the background of the 
global economic downturn and serious financial crisis. In 2008, the Bank of Israel’s 
foreign-currency purchases succeeded in leading to a turnaround in the appreciation 
trend: The shekel depreciated substantially from June 2008 and until May 2009. 
The process of appreciation resumed however in mid-2009. This was against the 
background of the Israeli economy’s relatively rapid recovery from the global crisis 
and the turnaround in monetary policy, including the opening of interest-rate spreads 
between Israel and abroad, and the change in the policy of intervention in the foreign-
currency market. 

Capital movements during the past two years were overshadowed by the serious 
global crisis, resulting in a substantial decrease in the volume of capital movements 
worldwide and in Israel. The flow of direct investments to the developing countries fell 
by a third during the year after remaining stable in 2008. However, capital movements 
in the shares and bonds world wide (the flow of private capital to the developing 
countries) were indicative of the beginning of a recovery from the second quarter of 
the year, following a large decrease in these movements until then. Developments in 
Israel were similar: The decrease in direct investments during the year encompassed 
both foreign investments in Israel (which fell by 68 percent) and Israelis’ investments 
abroad (which fell by 84 percent), in a delayed but very fierce response to the global 
crisis. The flow of nonresidents’ portfolio investments in Israel, which had decreased 
greatly since the start of the crisis, resumed in the third quarter of the year.

An examination of direct investments and portfolio investments as a single entity 
reveals that outgoing capital movements from Israel in these items exceeded incoming 

17   In the event of a current account deficit, the finance account specifies the sources for financing the 
deficit.

18  Including direct foreign investments in Israel and Israelis’ investments abroad.

The volume of global 
capital movements 
decreased greatly, and 
in Israel as well, as a 
result of the serious 
financial crisis.

During the past two 
years, two opposing 
capital movements 
were notable: Forces 
acting in the direction 
of capital imports, 
which derived from 
the economy’s 
out-performance 
compared with other 
economies, had the 
effect of inducing an 
appreciation. Acting 
against these forces 
were the Bank of 
Israel’s active capital 
exports (foreign-
currency purchases), 
which had the effect 
of moderating the 
appreciation.
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capital movements in the same items. This phenomenon does not conform to the 
resilience which the economy displayed in the face of the global crisis, a resilience 
that increased its relative attractiveness for investments from abroad and which was 
reflected by an increase in the prices of capital assets in it—real estate and shares. Why 
then was the economy’s increased attractiveness not accompanied by capital imports—
direct investments and portfolio investments? One reason derives from local financial 
institutions’ desire to continue diversifying their asset portfolios worldwide, coupled 
with nonresidents’ apprehension of investing in high-risk economies and assets at the 
time of the crisis. Yet this explanation is more applicable to developments in the second 
half of 2008 and the first quarter of 2009, when there was a real depreciation. Another 
explanation, more appropriate to developments from the second quarter onwards, 
when an appreciation occurred, was that the current account surplus necessitated a 
finance account deficit (capital exports). As a result, forces acting in the direction of 
capital imports created pressure for a real appreciation of the exchange rate without 
a growth in the volume of investments entering the economy (direct investments and 
portfolio investments).19

19   The Bank of Israel’s foreign-currency purchases did however moderate the effect of capital import 
forces and the appreciation of the real exchange rate, and facilitated a growth in incoming investments to 
the economy although these mainly had the effect of increasing “other investments”.

Table 7.7
Nonresidents' Investments in Israel and Israelis' Investments Abroada

($ billion)
2008 2009

2007 2008 2009 1st half 2nd half 1st half 2nd half
Israelis’ investments abroad
Direct 8.6 7.2 1.2 2.1 5.1 0.5 0.7
Portfolio 3.7 2.0 7.6 0.8 1.3 3.1 4.5
Other 8.6 -10.9 -5.2 2.7 -13.6 -3.9 -1.3
Foreign currency reserves 
abroad -1.7 14.2 16.8 2.4 11.8 6.6 10.2
Nonresidents’ investments in Israel
Direct 8.8 10.9 3.8 5.4 5.4 1.9 1.9
Portfolio 1.6 1.0 2.5 1.1 -0.1 0.8 1.6
Other 3.3 -1.8 3.1 -0.5 -1.4 -1.0 4.1
a A positive figure indicates an increase in net nonresidents' investments in Israel, in Israelis' investments abroad and in the Bank 
of Israel's foreign exchange reserves. A negative figure indicates realizations.
SOURCE: The Central Bureau of Statistics.
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b. Direct investments20

The effect of the global crisis was clearly apparent, albeit with a lag, from the large 
68 percent decrease in nonresidents’ direct investments in Israel and in Israelis’ direct 
investments abroad (84 percent). This exceeded the 35 percent decrease in direct 
investment flows in the entire world. Figure 7.6 presents the development of direct 
investments in Israel and worldwide as a percentage of GDP.21 Direct investments in 
Israel are quite volatile and notable for their great sensitivity to business cycles, rising 
sharply in periods of prosperity (in 2000 and in the years 2006 to 2008) and falling 
in periods of recession. The development of direct investments during the previous 
business cycle is also indicative of the greater sensitivity of incoming investments 
in Israel than that of direct investments worldwide. The large decrease in foreign 
investment in Israel during the previous business cycle appears natural against the 
background of the unstable security situation in Israel and the sharp drop in global 
demand for high-tech products, in which the Israeli economy specializes. In the 
present business cycle however, the Israeli economy was more moderately affected 
than other economies (see Chapter 1). It can be assumed that the large decrease in 
incoming direct investments in Israel in 2009 derived from the fact that most of these 
investments are directed at export industries, which are highly sensitive to global 
demand, and only a small part of them was directed to non-tradable industries, which 
are sensitive to local demand.22

The large decrease in direct investments in the export industries was clearly evident 
in both the high-tech industries (including the electronics, pharmaceutical, aircraft and 
high-tech services industries), which are the principal source of attraction for foreign 
investments in Israel, industries in which investments fell by 60 percent (year-on-year 
in the year ending in September 2009), and in the other (non high-tech) manufacturing 
industries, which also produce tradable products and where direct investments fell 
by 70 percent. The volume of foreign investment in non-tradable industries fell far 
more moderately: Foreign investments in the commerce and services, banking and 
construction industries fell by 30 percent,23 and investment in real estate in Israel at a 

20  These direct investments are investments of a party holding over 10 percent of a firm’s capital. Such 
a holding confers voting rights in the firm’s board of management and the opportunity for participating in 
its management. Such investments include the purchase of shares, owners loans and other types of loans 
between a direct investor and subsidiary or affiliated firms.

21   The data for 2009 are a World Bank estimate.
22  The large concentration of direct investments in Israel may also contribute to heightening their 

sensitivity to business cycles. In 2009 there was not a single large direct investment in Israel following 
the large investments during the years 2000-2008, which averaged over half a billion dollars, half of total 
direct investments in Israel.

23   These investments account for only 12 percent of the investments classified in the principal 
industries. Approximately half of the direct investments in the economy are not classified due to data 
limitations.
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similar rate (32 percent).24 Exceptions were investments in startups, which fell by only 
37 percent even though most of their output is destined for the global market.

The volume of direct investments as a ratio of GDP in Israel in the year 2007–
08 was higher than worldwide, and even slightly higher than in the developing 
countries in those years. (See Box 2.1, which describes the contribution of direct 
investments to the volume of domestic investment in Israel). During the last two 
decades, an increase in the ratio of direct investments to GDP has been notable in 
Israel. Worldwide however, the increase in the volume of direct investment in the 
past decade was similar to the growth in global GDP, following a more rapid increase 
in the 1980s.25 The rapid growth of foreign investment in Israel derived from its low 
level at the beginning of the 1980s, from the liberalization of capital movements 
in the 1990s, and from Israel’s clear relative advantage in the high-tech industries, 
which are notable for rapid growth and high risk. The risk involved increases Israelis’ 
willingness to transfer part of the risks to foreign investors26 (and the potential for 
growth increases nonresidents’ demand). Data published by the Central Bureau 
of Statistics show that foreign firms’ activity is heavily oriented towards the high-
tech industries. Foreign firms produce half of the added value of these industries 
in Israel, compared with 79 percent of the general added value. (2005 data; 
see Box 7.1).

An important division of direct incoming foreign investment differentiates between 
investments that are essentially ownership transfers alone (foreign investors’ purchase 
of shares), and investments that contribute directly to increasing the economy’s stock 
of capital—such as green-field investments, flows of owners’ capital to existing firms, 
and foreign investment of profits accrued in firms. An analysis of direct incoming 
investment data for the years 2006 to 2008 compiled by the Bank of Israel shows that 
46 percent of investments were of a type that directly increases the stock of capital.27 
Direct investments in 2009 are at present regarded almost entirely as investments 
contributing to the stock of capital because they derived from the large increase in 
the accrued profits of tradable firms, (The distribution for 2009 is not final, and could 
change). 

Israelis’ direct investments abroad dipped by 84 percent during the period of 
the crisis. The majority of Israelis’ direct investments abroad in the last three years 
(80 percent) were in Europe, mainly Eastern Europe. Europe suffered a particularly 
serious economic recession during the year, and this was apparent from the large 
decrease in direct investment in it, by 50 percent more than in any other continent. 

24   Over 90 percent of investments in real estate are individuals’ investments in apartment purchases, 
which totaled $0.9 billion in 2009.

25   The previous decade was notable for a rapid growth of investment in Latin America and the Far 
East (until the recession there), while the present decade has been notable for growth in investment in 
Eastern Europe and Africa.

26  The overall value of the stock of nonresidents’ direct investments in Israel at the end of 2009 
reached $61 billion, which was equivalent to 31 percent of GDP.

27   In 2006, when direct investments were particularly high, the rate of direct investments contributing 
to the accrual of capital fell by 44 percent.
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(The decrease in Eastern Europe was almost certainly even larger). A substantial 
part of Israelis’ investments in Eastern Europe were in the real estate industry, which 
proved to be particularly vulnerable to the crisis. During the second quarter of the 
year in fact, Israelis’ direct investments abroad became negative because interested 
parties borrowed from firms which they owned. Although direct investments increased 
slightly in the third quarter, they fell again in the fourth quarter and their level in the 
second half of the year was much lower than the average for the years 2007-2008 (a 
decrease of 80 percent).

c. Portfolio investments

The flow of foreign portfolio investments in Israel resumed in 2009, after falling 
heavily from the middle of 2007. Foreign investors’ large-scale offloading on the Tel 
Aviv Stock Exchange in the second half of 2008 was followed by measured purchases 
in the first half of 2009, which increased during the second half of the year. The 
rebound in foreign portfolio investments in Israel lagged one quarter behind the 
upturn in private capital firms’ capital movements to the developing countries, which 
began in the second quarter of the year (Figure 7.2). In March, when the markets 
had slumped, the Israeli government issued $1.5 billion of 10-year bonds in the US 
which were mainly purchased by nonresidents. In the second quarter, another issue, 
in the amount of a billion dollars, reflected the conversion of Teva convertible bonds 
to shares. Notable developments in the third quarter, again the background of the 
shekel interest rate hike, were foreign investors’ purchases of 3-month makam ($600 
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million) and purchases of $500 million of longer-term unindexed government bonds. 
Purchases on a smaller scale were also recorded in the fourth quarter.

The flow of Israelis’ portfolio investments abroad hardly fell at all in 2009 despite 
the crisis due to activity by institutional investors,28 who purchased very large amounts 
of shares abroad ($4 billion during the year). This was part of the diversification of the 
asset portfolio, a process that began in the middle of the previous decade and derived 
from the lifting of legislative restrictions and from the reduction in the rates of tax on 
profits from foreign assets. Institutional investors’ holdings of foreign assets increased 
from a negligible ratio of their total assets a decade ago to 10 percent today, a ratio 
that is expected to continue rising because of institutional investors’ clear strategy 
of increasing the rate of their holdings abroad—a strategy which they succeeded in 
maintaining even at the time of the crisis. Households’ investments abroad increased 
in 2009 and reverted to their level prior to the crisis (in 2006 and 2007) following 
substantial offloading in 2008, while considerable offloading was recorded in the 
business sector’s investments abroad.

Net foreign investments on the Tel Aviv Stock Exchange peaked in the third quarter 
of the year, when prices in the local stock market came close to the record levels 
recorded before the crisis. A comparison of the level of prices at the end of 2009 
with that prevailing before the crisis (in the first half of 2007) shows that the Tel 

28   Pension funds, insurance companies, provident funds and advanced study funds.
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Aviv 100 index achieved a dollar yield similar to that of the MXEF share index of 
the emerging markets29—countries that also managed to survive the crisis relatively 
unscathed (Figure 4.3). The similarity between the two indices before and after the 
crisis reveals that the reason for the high level of share prices in Israel is almost entirely 
connected with global developments (including the practically zero rate of interest in 
the developed countries), and not with the short-term local interest rate set by the Bank 
of Israel. Overall, the growing liberalization of the capital market in Israel is reducing 
the probability of the short-term local interest rate prompting a bubble in the capital 
market: Foreign investors’ holdings on the Tel Aviv Stock Exchange, which currently 
amount to 15 percent, are increasing continually quite independently of the short-term 
local interest rate. Israeli institutional investors’ ability to divert assets from the local 
capital market to foreign capital markets is weakening the effect of the Bank of Israel 
interest rate on share prices in Israel. The liberalization in the capital market may not 
necessarily be reducing the chances of the creation of bubbles, especially when the 
global interest rate is practically zero, but it is reducing the transmission between the 
short-term local interest rate and the value of assets in the capital market.

d. Other investments and reserve assets

Since mid-2008 the finance account has been notable for large net capital imports 
in the other investments item, concurrent with the Bank of Israel’s foreign-currency 
purchases (capital exports). Other investments different from direct investments and 
portfolio investments in that they include mainly short-term and liquid assets such as 
deposits and credit. Figure 7.3 shows that net other investments increased greatly from 
the middle of 2008, when the Bank of Israel began large-scale purchases of foreign 
currency. The quarterly data also show a high degree of correlation between net capital 
imports in the other investments item and the Bank of Israel’s capital exports—a 
correlation suggesting that one capital movement comes in response to another. As 
we will see later, the driving force last year was the increase in net capital imports 
in the other investments item against the background of the panic in global financial 
markets, and the Bank of Israel’s foreign-currency purchases came in response to this 
increase. During the second and the third quarter of 2009, no exceptional factor could 
be cited as responsible for the growth in capital imports in the “other investments” 
item.

The substantial capital imports in the net “other investments item” reflects mainly 
the Israeli banks’ large capital imports, which began in 2008, continued until the 
third quarter of 2009, and totaled $15 billion. The nature of capital imports in 2009 
differed from that in 2008. In 2008, the Israeli banks realized $11 billion of deposits 
abroad against the background of the serious crisis in the markets and apprehension 

29   In May, Israel is scheduled to move to the developed economies index. In the future, this could 
increase the correlation between it and the developed economies, and reduce the correlation with the 
emerging markets.
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that deposits might be lost in the event of foreign banks’ bankruptcy. The banks’ 
capital imports were a kind of exogenous capital import, not deriving from internal 
developments in the economy. These capital imports were the major cause of the 
exceptional appreciation of the shekel in the second quarter of the year.30 The Bank 
of Israel’s foreign-currency purchases, which began after the large depreciation of the 
shekel in 2008, made it possible to absorb the banks’ capital imports and moderate the 
excessive depreciation and thereby reduce the damage to Israeli exports at the time of 
a slump in world trade.

Net capital imports in the “other investments” item resumed in the second quarter 
of the year. The Israeli banks’ capital imports, which ceased in the first quarter of the 
year, resumed and increased in the subsequent quarters. This time however, they were 
accompanied by a growth in the non-banking sector’s short-term capital imports.31 The 
growth in capital imports during 2009 was not panic-motivated, because the markets 
and the banking system worldwide were gradually stabilizing, but derived mainly from 
the expectation that investment in short-term shekel assets would provide a preferential 
yield in comparison with foreign-currency assets. This was against the background of 

30  If the banks had continued to convert their foreign currency holdings to local currency (because 
foreign-currency deposits at the Bank of Israel are not interest-bearing), this would have led to an even 
larger appreciation of the exchange rate, which would have harmed exporters.

31   The non-banking sector’s capital imports, which are included in the other investments item (mainly 
short-term capital imports)—which were negative in the first quarter of the year—totaled $0.3 billion in 
the second quarter and soared to $2.4 million in the third quarter. In addition, foreign investors’ purchases 
of makam in the portfolio of securities for trading increased by $0.6 billion in 2009:Q3.
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expectations of a turnaround in the 
Bank of Israel’s monetary policy,32 
which would lead to the development 
of interest rate spreads with abroad. 
These expectations derived from 
assessments that the crisis in Israel 
was far more moderate and shorter 
than worldwide, and that the 
practically zero interest rate no longer 
conformed to the inflation target. 
(The inflation target was credible: 
Inflation expectations reached the 
upper limit, but did not exceed it). 
The expectation that interest-rate 
spreads would develop created 
pressure for capital imports and an 
appreciation of the shekel. The Bank 
of Israel’s fixed foreign-currency 
purchases moderated the extent of the 
appreciation, but thereby increased 
the incentive to import more capital. 
The yield spreads between the shekel 
and other currencies were not significant during the year, and in themselves would 
have been expected to lead to much smaller capital imports than actually happened 
(concurrent with an appreciation of the shekel). The large amount of net capital imports 
in the “other investments” item was based on the Bank of Israel’s foreign-currency 
purchases (which had the effect of reducing the appreciation).

A slightly different examination of the effect of the Bank of Israel’s foreign-currency 
purchases is based on their impact on the public’s asset portfolio (the balance-sheet 
channel): A growth in the central bank’s foreign exchange reserves reduces the amount 
of foreign currency held by the other players in the economy (on the assumption of a 
given amount of foreign currency in the economy), and thereby makes foreign-currency 
less available and more expensive among those players.33 However, the less available 
and more expensive is foreign currency, the greater are the chances that sophisticated 
players in the capital market will create assets that are almost perfect substitutes for 
foreign currency (such as options). Figures show that institutional investors did indeed 

32  As reflected in the slope of the makam curve.
33  An examination of the Bank of Israel’s foreign exchange reserves and the public’s shekel deposits at 

the Bank of Israel shows that they increase concurrently: The Bank of Israel foreign-currency purchases 
in 2009 reduced the public’s foreign-currency holdings in favor of shekels, and the public deposited a 
value equivalent amount in shekel deposits at the Bank of Israel.
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act in this way:34 From the second quarter of 2009 and unlike in the past, institutional 
investors supplied future foreign-currency assets in return for shekels, thereby limiting 
their exposure to currency risks and protecting themselves from a loss in the event of 
a renewed strengthening of the shekel.35 Institutional investors sold foreign-currency 
futures to the commercial banks, and the latter converted them to foreign currency 
in cash. The banks greatly increased their foreign-currency futures, and concurrently 
realized foreign-currency deposits at foreign banks,36 which they sold on the foreign-
currency market (to the Bank of Israel and others). This combination of activities by 
institutional investors (and other entities), which created asset futures, and by the 
commercial banks, which converted them to foreign-currency assets, increased the 
supply of foreign currency in the economy and offset part of the effect of the Bank 
of Israel’s foreign-currency purchases (which were intended to reduce the supply of 
foreign-currency and increase its price).37 Accordingly, the impact of foreign-currency 
purchases on the exchange rate is more effective at a time when players in the capital 
market are less willing to take risks, the markets are less liquid and less deep, and 
speculative activity is at a low level.

Another channel via which the Bank of Israel’s foreign-currency purchases affected 
the shekel exchange rate was the signaling channel, and the impact of this channel 
also weakened during the year. Foreign currency purchases after a decade of non-
intervention in the foreign-currency market, the large amount of the purchases and 
the interest-rate cuts accompanying them signaled the bank’s resolve to prevent an 
excessive appreciation of the exchange rate at the time of the global crisis (which acted 
in the direction of a depreciation). The effect of the signaling channel weakened in the 
second half of the year, because the central bank indicated that it intended to gradually 
reduce its intervention in the foreign currency market: In August, the Bank of Israel 
announced that it was ending its fixed purchases in the foreign-currency market and 
moving to a policy of intervention in cases of exceptional fluctuations in the exchange 
rate, which do not match underlying economic conditions. In October, the Bank 
announced that its intervention in the foreign-currency market was exceptional and 
temporary, as a direct result of the global crisis that had not yet ended. In November, 
the Bank of Israel did not purchase foreign currency at all, and in December purchased 
a very small amount compared with the past.

It is very difficult to estimate the effect of the foreign-currency purchases on the 
shekel exchange rate, because the exchange rate is affected by numerous factors. On 
the one hand, the foreign-currency purchases appeared to have had a major impact 

34  The spread between foreign-currency assets and foreign-currency positions increased from April 
2009, and from then and until October expanded to $600 million.

35  Institutional investors hold foreign equities amounting to $20 billion, which expose them to 
fluctuations in global capital markets and shocks in the shekel exchange rate (currency risk). The 
structured assets which they created limited their exposure to these risks.

36   In this way they maintained a balance between total foreign-currency assets and total foreign-
currency liabilities.

37   In the second and third quarter of 2009, the Bank of Israel purchased $13.5 billion, while the banks 
converted foreign-currency futures into foreign currency in cash in the amount of $9 billion.
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on the exchange rate, since they were accompanied by a substantial and continued 
depreciation of the shekel. On the other hand, no phenomenon unique to the Israeli 
currency was involved: The currencies of other developing countries depreciated at 
the time of the global crisis, due to investors’ move to currencies that are regarded 
as more stable (“flight to safety”). The depreciation of the developing countries’ 
currencies against the dollar (between the third quarter of 2008 and the first quarter 
of 2009) was even larger than that of the shekel against the dollar. However, the 
developing countries’ risk premiums rose far more than that of Israel during the same 
period (Figure 7.1). Although in the final account, the substantial depreciation of the 
shekel at the time of the crisis resulted from the flight to the dollar and from the Bank 
of Israel’s large interest rate cuts and foreign-currency purchases, it is very difficult to 
quantify the contribution of each of them separately. In any event, in the second half 
of 2009 the Bank of Israel indicated that it intended to start raising the interest rate and 
reduce its involvement in the foreign-currency market. It can be assumed that these 
indications reduced the effect of monetary policy in depreciating the shekel.

e. International comparison of the amount of foreign exchange reserves

In 2008 the Bank of Israel increased the foreign exchange reserves in order to equate 
them with the level of the short-term external debt ($40 billion), in line with the 
Greenspan-Guidotti rule. Since then and until the end of 2009, the Bank of Israel’s 
foreign exchange reserves doubled and reached $61 billion, an amount equivalent 
to 150 percent of the short-term debt. At a time of financial crisis, when liquidity 
in the markets is low, maintaining large foreign exchange reserves is advantageous. 
Accordingly, many countries (including Chile, Sweden and the Czech Republic) 
increased their foreign exchange reserves during the last two years. The growth in the 
total reserves of all countries between September 2007 and September 2009 reached 
25 percent. Concurrent with the increased reserves’ contribution to stability however, 
the holding of short-term assets involves a cost—the payment of a premium in return 
for liquidity. (See Box 3.2). 

The level of the foreign exchange reserves in Israel reached 30 percent of GDP at 
the end of 2009, and their size in September 2009 was double the average of all the 
countries in the world (except the USA). In order to make an international comparison 
of the level of the reserves in Israel, different countries’ levels of risk, GDP size and 
currency regime must be taken into account. As an example, the countries belonging 
to the eurozone have much lower foreign exchange reserves than similar countries 
with an independent currency.38 A comparison of the level of Israel’s foreign exchange 
reserves with those in 82 countries, excluding the USA and the EU member states, 
shows that their level in Israel at the end of 2009 was similar to that of countries which 
Moody’s had rated at a similar risk level to Israel’s, i.e., medium-high risk (countries 

38   In addition, countries with a fixed exchange rate hold higher reserves than countries with a mobile 
exchange rate.
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with a rating higher than A3 but which do 
not reach AAA). Although the level of the 
reserves in countries with a medium-high 
risk rating is higher than in countries with 
a high-risk rating, this may be because the 
level of reserves held by high-risk countries 
is lower than desirable due to difficulties in 
raising sources. The justification for holding 
relatively high reserves in Israel also derives 
from the country’s unique geopolitical risk. 
Moreover, the present high level of the 
foreign exchange reserves in Israel results 
from a relatively rare adjustment of their 
level. After this adjustment, it is reasonable 
to assume that the Bank of Israel will revert 
to the traditional policy of intervention in 
the foreign-currency market in rare cases 
only, and that the level of the reserves 
relative to GDP will gradually decrease (as 
GDP increases).
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f. Status of assets and liabilities abroad and the external debt

The amount of nonresidents’ assets in Israel and Israeli residents’ assets abroad 
increased during the present decade against the background of the liberalization of 
capital movements in Israel and the continuing process of globalization. The overall 
amount of the economy’s assets abroad and foreign-held assets in the economy (the 
amount in absolute values) rose from 146 percent of GDP at the end of 2000 to the 
present level of 220 percent of GDP. A more important change has been the decrease 
in the amount of Israel’s net liabilities abroad: At the beginning of the period, the 
amount of nonresidents’ assets in Israel exceeded by $51 billion (41 percent of 
GDP) the amount of Israeli residents’ assets abroad, while the difference currently 
amounts to only $4 billion (2 percent of GDP). The improvement derived from the 
$22 billion current account surplus and a real depreciation of 20 percent during the 
period, which eroded the value of nonresidents’ assets in Israel. This was in addition 

Table 7.8
Israel’s International Investment Position, 2007–09

(end-of-year balance, $ billion)

2007 2008 2009
Total assets 194 191 221

By instruments
Debt instrumentsa 133 130 146
Capital instruments 60 60 75

By type of investment
Foreign direct investments (FDI) abroad 50 54 56
Portfolio investment abroad 45 36 52
Other investments abroad 70 58 52
Reserves 29 43 61

Total liabilities 209 192 227
By instruments

Debt instrumentsa 90 87 91
Capital instruments 118 105 136

By type of investment
FDI in Israel 62 64 71
Portfolio investment in Israel 87 71 95
Other investments in Israel 59 57 60

Net assets 15 1 6
of which Debt assets, net -43 -43 -55

a Debt instruments include some of the direct investments (equity holders' loans), some of the portfolio 
investments (bonds), the other investments (excluding other assets), and the reserves assets.
SOURCE: Bank of Israel.
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to the revaluation of the assets themselves (over and above the effect of the exchange 
rate), which suggests that nonresidents’ yield on their investments in Israel over time 
is less than the yield achieved by Israelis abroad. Since nonresidents’ yield on their 
investments in Israel in 2009 exceeded that achieved by Israelis abroad however, the 
economy’s surplus of liabilities over its assets abroad increased despite the current 
account surplus.

The revaluation of the economy’s assets and liabilities abroad, which contributed to 
the asset surplus in 2008 at the time of the crisis, had the effect of reducing the surplus 
in 2009. The revaluation in the last two years indicates that the Israelis’ investments 
abroad are lower-risk than nonresidents’ assets in Israel. The decrease in nonresidents’ 
assets in Israel at the time of the crisis and their increase at the time of recovery were 
more rapid than those of Israelis’ assets abroad.39 The more cautious composition of 
Israelis’ assets abroad partly derives from the Bank of Israel’s reserve assets, which 
are invested in fixed-income holdings. But even exclusive of these asset types, the 
holding rate of shares and direct investments in Israelis’ total assets abroad amounts to 
only 50 percent, (and 35 percent when including the reserve assets). This is still lower 
than the 60 percent holding rate of shares and direct investments in nonresident’s 
total assets in Israel. The composition of the economy’s liabilities almost certainly 
contributed to its stability: An examination of the composition of the developing 
countries’ liabilities reveals a correlation between the composition of the economy’s 
liabilities abroad and its vulnerability at the time of the global crisis. In countries with 
a large debt component (and direct investments in the finance sector), the vulnerability 
to the crisis was high, while countries whose majority of liabilities were in capital 
instruments proved to be resilient to the crisis.40

39  The larger increase in foreign investors’ assets in Israel during 2009 also resulted from the more 
rapid rebound in the Israeli capital market compared with the capital markets in the USA and Europe. 
However, the calculation of Israel’s liabilities to nonresidents does not take into account changes in the 
prices of bonds held by foreign investors in Israel. Accordingly, foreign investors’ capital losses in 2008 
as well as their capital gains in 2009 were actually larger than the amounts reported.

40   Capital Inflows: The Role of Controls. IMF Staff Position Note. February 19, 2010. SPN/10/04
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