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The Government and the
Finance Committee of the Knesset,
Jerusalem

Itis with pleasure that | submit the Annual Report of the Bank of Israel for 1998,
in accordance with section 59 of the Bank of Israel Law, 5714—-1954.

The Report, which has been prepared by the Research Department of the
Bank of Israel, includes material and analyses based on data from the Central
Bureau of Statistics and monetary data of the Bank of Israel.

Economic developments in Israel and the world in 1998 presented a challenge
for Israel’'s economic policy; it had to deal with the effect of severe shocks in
international financial markets—especially from August to October—expressed
in a steep decline in capital inflows to emerging markets and a marked slowdown
in world economic growth and international trade. Israel’'s progress INthe last
two years in adopting a macroeconomic framework that is conducive to economic
stability had prepared the ground for coping appropriately with the dramatic
developments in world financial markets towards the end of 1998. This progress
was reflected in adherence to monetary and fiscal discipline, significantly
narrowing the current-account deficit, and consistently reducing inflation. The
successful policy was also supported by the continued liberalization of foreign-
currency controls, rendering the foreign-exchange regime more flexible, as well
as by the efficient supervision of the banking system. The considerable volatility
of global financial markets leititer alia to the reduction of foreign financial
investment in emerging markets, including Israel, and the enhanced internalization
of the risks endemic in activity in foreign-currency markets. These developments
brought about steep local-currency depreciation in August and September, and
even more so in October. In this context, the Bank of Israel responded to a surge
in inflation expectations by sharply raising the interest rate while maintaining
its strategy of non-intervention in the foreign-currency market, thereby succeeding
in rapidly restoring inflation to a low rate and reestablishing relative stability in
domestic capital markets, including the foreign-currency market. An important
lesson to be learned from Israel’s successful experience in dealing with global
financial turmoil and preventing contagion is the need to continue with a
macroeconomic policy that is firmly committed to preserving economic and
financial stability while persisting with economic reform and making progress
with integration into the global economy. In view of the considerable uncertainty
in world markets, this policy will provide a framework that is conducive to
attaining sustainable growth.

The main challenge confronting economic policy today, in view of the
uncertainty and slowdown of the global economy as well as the slower growth
and higher unemployment rates in 1998, is to restore growth at a rate that can be



sustained over time. This will also serve to corrrectly reduce unemployment—
Israel’s main economic and social problem. For this purpose, a budgetary policy
that is consistent with the long-term deficit target set in the Budget Deficit
Reduction Law is necessary, at the same time switching government expenditures
towards investment in the physical infrastructure—principally transport and
communications—as well as in human capital and research and development,
while allowing for the easing over time of the heavy tax burden. In addition, itis
necessary to deepen the process of structural reform, which will contribute to
greater efficiency and competition, improved productivity, and enhanced
profitability in the business sector. Together with the attainment of long-term
stability targets, these measures will serve to strengthen Israel’s rating in
international financial markets and encourage domestic and foreign investment.

Yours sincerely,

Jacob A. Frenkel
Governor, Bank of Israel
Jerusalem
29 March, 1999
12 Nissan, 5759
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