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CHAPTER 1: MAIN DEVELOPMENTS





1.1	INTRODUCTION





Nineteen ninety eight was a special year in terms of inflationary developments and the challenges posed to monetary policy by these developments. International financial markets suffered from a wave of shocks that began in August, with the Russian government’s debt moratorium, and continued at the end of September and in October as a result of the crisis that hit the LTCM hedge fund, endangering the stability of the world’s financial system. The main effect of these shocks in Israel’s financial markets was the large rise in the exchange rate and the resulting exceptional pace of price increases from September to November. These price increases threatened to disturb the downward course of inflation and inflation expectations that had been apparent from the last quarter of 1997 until August 1998. 





The principal challenge in the area of monetary policy was to ensure that this disturbance will be only temporary and that the previous pace of inflation will resume and match the government’s 4 percent inflation target for 1999. The policy adopted for this purpose is aimed at preventing one-time exceptional price increases from leading to higher levels of inflation and inflation expectations. Price developments in December 1998 and January 1999, together with the decline in inflation expectations following the 4 percent cumulative rise in the interest rate during November, appear to indicate that this policy is facing up to the challenge. In order to maintain economic stability and enhance the economy’s immunity to external shocks, it is essential to create a situation in which the public are clearly able to absorb the fact that one-time price increases do not necessarily lead to an upsurge in inflation. 





1.2	INFLATION AND MONETARY POLICY





The consumer price index rose by 8.6 percent in 1998, the same rate of increase as the average for the previous three years and 1.5 percent less than the average inflation rate prevailing since inflation targets were introduced. Although the rate of price increase was in the middle of the targeted range - 7 to 10 percent – set by the government, considerable changes in the rates of price increases during the year upstaged the result for the year as a whole. Accordingly, an analysis of inflation during 1998 should be devoted to three sub-periods, of which two are similar with their pattern of low inflation - January to August, and December and the beginning of 1999 - and one is a period of higher inflation, from September to November. 





During the first sub-period in the first eight months of the year, the CPI rose by 2.6 percent or 3.9% in annual terms. This was lower than the targeted rate of inflation and was close to the one to four percent levels of inflation prevailing in Western countries during the past decade. The stabilization of inflation in the environment typical of the Western world has been defined as the long-term monetary policy objective. This objective is acknowledged as an essential prerequisite for fully exploiting the economy’s growth potential and for assuring a sustained rise in the standard of living.





The large 17 percent rise in the exchange rate of the sheqel against the currency basket during September and October in comparison with August, led to an increase in the rate of price increases during the second sub-period, from September to November. During this three-month period, the cumulative rate of price increases amounted to 5.8 percent. The timing and the extent of the depreciation of the sheqel were largely determined by world developments and especially the events of summer 1998, with the Russian government’s debt moratorium in August and the rescue of the large LTCM hedge fund from near collapse in September. The impact of these developments was felt throughout the world’s financial markets.





In order to prevent the price increases from turning into a continued rise in inflation, in November the Bank of Israel raised the interest rate on its sources, in two stages, by a cumulative four percentage points. The rise in the interest rate and the calmer state of the world’s financial markets led to a substantial decrease in the rate of price increases during the third sub-period December 1998 and January 1999. These indexes, alongside the levels of inflation for the coming months in 1999 anticipated by professional forecasters and the inflation expectations derived from the capital market reveal an inflation environment that is only slightly higher than that prevailing during the first sub-period. This situation was mirrored by the retention of most of the depreciation between August and October as a real appreciation, with only partial translation of this depreciation into local price increases. 





The determined effort at achieving the annual inflation target set by the government, characteristic of monetary policy during recent years, was maintained in 1998. Adherence to this objective has conferred monetary policy with a degree of credibility that contributed greatly to the success of November’s interest rate hikes in stemming the wave of price rises that followed the depreciation. To date, it also appears to have helped to bring the pace of inflation back down to the environment typical of the beginning of the year. The Bank of Israel’s non-intervention in the foreign currency market, except in situations where the exchange rate reaches the upper or lower limit of the band of mobility, has played an important role in halting extreme developments in the foreign currency market and in limiting the threat of a potential spiral in the exchange rate to a one-time increase. The correlation between the exchange rate and domestic prices seems to have weakened, due to the Bank of Israel’s resolute interest rate response and non-intervention in the foreign currency market, against the background of the slowdown in the economy. Monetary policy was also a factor in the depreciation of the sheqel, by leading to a reduction in the interest rate differentials between Israel and abroad. The considerable and to some extent surprising decrease in the rate of price increases and inflation expectations during the last quarter of 1997 justified lowering the interest rate on Bank of Israel sources. As a result, the interest rate was cut in every month from February to August. However, this prompted expectations of a continued downturn in the interest rate and a major reduction in the differential between the sheqel interest rate and the interest rate on foreign currency assets and credit. In retrospect and against the background of world developments, the cumulative reduction in the interest rate (although it was not reflected by a decrease in the real interest rate until the 1.5 percentage point cut in August), together with the regular timing and similar magnitude of the cuts, contributed to the faster pace of depreciation. 








1.2.1	Inflation from January to August





The slower pace of inflation until August was already apparent in the last third of 1997 and resulted from two main factors: (1) The decrease in international commodities prices in sheqel terms, due to a decrease in foreign currency terms and to the moderate pace of depreciation of the sheqel; (2) The weakness of the goods and labor markets in Israel, which held down the overall rate of price increases and the prices of non-tradable goods in particular. 





The continued policy of monetary restraint and the public’s growing confidence in the Bank of Israel’s determination to achieve the inflation targets set by the government were a major reason for the slowing of inflation in each of the channels represented by each of the aforementioned factors. The policy of monetary restraint helps to maintain stability in the foreign currency market and, indirectly, to retain a trend in the exchange rate that matches the inflation target while keeping domestic demand for non-tradable goods at a moderate level. Nevertheless, the decrease in inflation during this period and especially the decrease in import prices were unexpected.





The sheqel depreciated against the currency basket by an annual average of 3.5 percent in 1996 and 1997, and by 4.1 percent or 6.2 percent in annual terms during the first eight months of 1998. The rate of depreciation in 1997 was less than the difference between the middle of the range of targeted inflation and actual inflation in the countries that are Israel’s main trading partners (as measured by the general price increases in those countries). But during the first eight months of 1998, the 6 percent annualized rate of depreciation was close to the differential between the inflation target of 8.5 percent and the inflation abroad. However, the level of unemployment and slower rate of economic growth created the conditions for a real depreciation, that is, a rate of price increases that was slower than the rate of nominal depreciation.





Israel’s gross domestic product rose by an estimated 2.0 percent in 1998 following an increase of 2.4 percent in 1997. These growth rates were considerably lower than the average annual GDP growth rate of 6 percent during the three years prior to 1997. The GDP growth rate during the last two years appeared to be lower than the potential economic growth rate. However, it is very difficult to assess the difference between these two rates, particularly in view of the rapid growth from 1994 to 1996. The weak state of non-financial activity in the economy was also reflected by the growth in the unemployment rate from 7 percent in 1995 and 1996 to 8.5 percent in 1998. This growth occurred alongside an increase in the number of persons employed in public services. 





In macroeconomic terms, developments in the exchange rate, production, employment and therefore also the rate of price increases are a function of several demand and supply-related factors. On the demand side, the lower pace of immigration to Israel, the drop in demand for Israeli exports due to the much slower expansion in world trade caused by the world crises, the decrease in tourism that partly resulted from the security situation, and the fiscal and monetary elements of macroeconomic policy all led to a slackening of demand. On the supply side, problems have arisen due to the transition from traditional industries to service and  high tech industries. A major reason for this transition has been the policy adopted during the 1990’s, particularly in the middle of the decade, of trade liberalization. Due to this policy, the traditional industries have been exposed to serious competition. The success of the high tech industries led to an influx of foreign currency into Israel, in the form of export proceeds and foreign investments that were unconnected with interest rate differentials. This influx of foreign currency contributed to a faster appreciation of the sheqel. Difficulties on the supply side also resulted from administrative measures such as the closer correlation between the minimum wage and the average wage in the economy, as well as from the failure to complete certain reforms that were planned for the economy. (Long-term saving is an example.) While a slackening of demand leads to a slowdown in non-financial activity and a decrease in the upward pressure on prices, the difficulties on the supply side have the effect of slowing activity and also increase the pressure for price rises. Given the continued lowering of inflation, the slackening in demand appeared to be more pronounced than the slowdown resulting from factors on the supply side. However, it should be emphasized that the macroeconomic effects of the process of structural change, particularly when accompanying processes of technological innovation, are less understood by economists than traditional business cycles that are fueled by the demand side alone.  





The fiscal policy reflected by budgetary activity in 1998 was similar to that in 1997. Although more restrictive than in 1995 and 1996, it still imposed a heavy burden on the sources available to the economy. It should be realized that a growth in the budget deficit does not necessarily have a strong direct effect on inflation but, by leading to expectations that overall macroeconomic discipline will be relaxed, it may well have a significant indirect impact. The domestic budget deficit excluding credit extensions in 1998 amounted to 3.3 percent of GDP after reaching 3.1 percent of GDP in 1997. During these two years, the domestic budget deficit exceeded by one percent the level set as part of the total budget deficit (excluding credit extensions) when the budget was approved. 





The higher than planned levels of the domestic budget deficit appear to have partly derived from the extent of the slowdown in non-financial activity, which had not been expected when the budget was planned. The incremental deficits were financed by overseas revenue, principally interest income on Israel’s foreign exchange reserves. As a result, the government adhered to the targeted level of the total budget deficit. However, a higher than planned domestic deficit that is financed by revenue from abroad creates inflationary pressures, and pressures towards a real appreciation. This is because most of the government’s demand components are non-tradable goods and services, which are not fully offset by budget surpluses abroad. The domestic budget deficit in 1997 and 1998 was lower than in 1995 and 1996, when it exceeded its targeted level and reached 3.2 and 4.6 percent of GDP respectively. Yet the current levels of the budget still constitute a burden on the sources in the economy. The government’s domestic expenditure amounts to almost half of GDP, and the tax burden is correspondingly high.





Monetary policy affects inflation with varying degrees of delay: between a few months and two years. These delays have decreased in recent years and the main impact is felt within a year. Accordingly, the main impact on the development of inflation during the first eight months of 1998 in this respect derived from the  monetary policy that was adopted in 1997. A policy of monetary restraint was adopted in 1997 because the inflation environment during the first eight months of that year was slightly higher than the targeted level. This policy was expressed by the retention of a nominal interest rate on Bank of Israel sources of 14.5 percent and a rise in the real interest rate from 4 percent in mid-year, when inflation expectations exceeded 10 percent, to 7 percent at the end of the year when these expectations had fallen to 7 percent. Monetary restraint and the drop in prices abroad were the major factors contributing to the substantial decrease in inflation. Surprisingly enough, inflation during this period fell below its targeted level.





Another monetary policy measure during this period was the increased liberalization of international capital movements. (See Bank of Israel, Controller of Foreign Currency, Annual Report 1998, Hebrew, English excerpts pending.) The liberalization policy contributes to economic growth by greatly increasing the sources of finance available for the local investment that is required in order to adapt the economy’s capital stock of capital to the population growth, and to facilitate technological improvements. Although the increased flexibility imparted to capital movements exposes the economy to financial risks, the benefits of the liberalization outweigh all other considerations. The increased risk exposure needs to be controlled by a more cautious monetary policy. 





1.2.2	Inflation from September to November, and from December 1998 to January 1999





As stated, the cumulative rate of price increases from September to November amounted to 5.8 percent. During December 1998 and January 1999, inflation appeared to be reverting to the environment targeted for 1999. The upsurge in the inflation rate from September to November was primarily caused by the large depreciation of the sheqel, in August and most notably in October. The main and immediate reason for the faster pace of depreciation was the worldwide financial crisis, which worsened in mid-August when the Russian government announced a moratorium on foreign debts. The crisis took the form of heavy price slides in the world’s stock markets due to a widespread desire among investors to reduce their holdings in emerging markets, and to serious exchange rate volatility. Although the basic problems were centered in Russia and other emerging economies, large financial institutions from developed countries had invested so much money in these economies that the crisis spilled over into the world’s main stock markets and affected the exchange rates of major currencies such as the US dollar, the yen and the mark. A striking example was the collapse of the LTCM hedge fund around the time of the large depreciation in Israel. This situation increased the risk and the sensitivity to risk among investors who had taken positions in foreign currencies. With respect to Israel, the parties involved included local companies with sheqel cash flows that had taken foreign currency denominated and linked credit during the period of monetary restraint in Israel and found themselves exposed to the deprecation of the sheqel, and foreign investors who had invested in sheqel assets. In addition, foreign investors who encountered liquidity problems abroad were forced to liquidate some investments in Israel without any direct connection to whether or not these investments were worthwhile (see Chapter 2). All these developments had the effect of increasing the demand for foreign currency in the Israeli market, which led to a substantial depreciation of the sheqel. The Bank of Israel decided to refrain from intervening in the foreign currency market in the belief that it is desirable and possible to allow private sector demand and supply to determine the course of developments in the foreign currency markets. The policy of non-intervention also resulted from the fear that the very act of intervention would increase demand for foreign currency and maybe even the pace of depreciation. Following the Bank of Israel’s interest rate hike, the exchange rate reached equilibrium at a level close to the center of the band of mobility. At the time of the largest changes in the exchange rate, turnover in the foreign currency market rose far above its daily average.





While worldwide factors were the main determinants of the timing and extent of the depreciations from the end of August until October and of the subsequent tranquillity, macroeconomic policy measures created conditions that contributed to the onset of the depreciation.


�In the fiscal area: Although the total budget deficit contracted in 1997 and 1998 in comparison with 1994-96 due to the low inflation during the first half of 1998 and the continued slowdown in economic activity, the decrease was accompanied by a growth in the domestic deficit that was financed by revenue from abroad. This can be taken as indicating a slackening of fiscal policy.





In the monetary area: The Bank of Israel gradually lowered the interest rate between January and the beginning of August 1998 from 14.6 to 12 percent (in effective terms) and on August 9 cut the rate by another 1.5 percentage points following the announcement of the inflation target for 1999 and the reduction of the slope of the lower limit of the diagonal band from 4 to 2 percent. The gradual series of cuts in the interest rate during the first seven months of 1998 came in the wake of a larger decrease in inflation expectations, thereby leading to an increase in the real interest rate on Bank of Israel sources. The largest cut in the interest rate on August 9 was intended to bring down the rate to a level consistent with the achievement of the inflation target for 1999. In this respect, due account was taken of the reduction of the slope of the lower limit of the diagonal band and the economic developments that were anticipated at the time. However, the cumulative decrease in the interest rate also reduced the interest rate differential between Israel and abroad. In retrospect, this reduction appears to have contributed to the financial sector’s exposure to worldwide shocks. These measures were accompanied by a more rapid expansion of the money supply and a rise in inflation expectations (see Chapter 2).





The Bank of Israel responded to the considerable growth in inflation expectations resulting from the depreciation in October by raising the interest rate by four percentage points in November. Together with the stabilization of the world’s financial markets, this policy restored stability to the foreign currency market and increased the public’s confidence in the Bank of Israel’s determination to achieve the inflation target set by the government for 1999. The exchange rate leveled off at NIS 4.2 to the dollar in November and December 1998, and in January 1999 appreciated by 4 percent. The restored pattern of stability was also apparent from the rate of price increases in the economy: 0.1 percent in December and minus half a percent in January 1999.





When examining the lessons to be learned from developments in the foreign currency market during October, it should be realized that the depreciation terminated at the center of the diagonal band, without Bank of Israel intervention. There is a major difference between a return to stability without the intervention of the central bank and the usually only temporary stability achieved via this form of intervention. There are those who claim that Bank of Israel intervention in the foreign currency market would have stabilized the market, principally by moderating the pace of depreciation and by holding down demand as a result. Under this approach, the Bank of Israel should have intervened in August and October 1998. But both economic theory and abundant experience in Israel and worldwide show that central banks’ ability to stabilize the foreign currency market, even for only brief periods, is very limited. Moreover, intervention may even lead to a growth in demand and undermine the stability of the foreign currency market over time. But a consistent policy of non-intervention helps to develop the market by creating an incentive for private firms to operate in a manner that keeps down exchange rate volatility. 





The essential difference between equilibrium achieved by non-intervention by the central bank and the usually only temporary equilibrium achieved with the help of such intervention needs to be explained: When the central bank refrains from intervening in the market, every individual trader has to take into account the significant probability of exchange rate fluctuations in either direction. This is because every transaction involves two parties – the buyer and the seller – who possess the same information and who both wish to make a profit. But if the central bank intervenes in the market, its very involvement indicates that private traders are not prepared to supply the full demand at the current rate and pressure from the private sector for an increase in the rate will continue. Therefore, even when initial demand for foreign currency (in order to cover open positions, for example) is low relative to the central bank’s foreign exchange reserves, intervention could precipitate additional large-scale speculative demand. Accordingly, it would seem that it was actually non-intervention by the central bank that had the effect of limiting the extent of the shock in the foreign currency market.





Experience in the United States following the drop in inflation at the beginning of the nineteen eighties shows that inflation “scares”, that is, a rise in inflation expectations, can occur without any change in monetary policy. Such a phenomenon can derive from a temporarily exceptional rise in prices or from another factor that influences expectations, such as a higher than planned budget deficit or from a large rise in prices of primary goods. During the inflation scares of the nineteen eighties and nineties, the Federal Reserve System adopted a policy of rapid and fundamental treatment in order to establish its credibility as an agent for halting inflation. Developments in Israel between October 1998 and the beginning of 1999 can be attributed to inflation scares like those experienced in the United States, in the scenario of a small economy that is very exposed to developments in the foreign currency market. As happened in the United States, the central bank in Israel appears to have succeeded in dealing with the inflation scare of 1998. However, the liberalization of capital movements and the development of regional crises into worldwide problems have increased the vulnerability of all the world’s economies to the serious implications of these crises. A small economy such as Israel’s, that is trying to consolidate a regime of low inflation as a precondition for the resumption of sustained growth, is particularly vulnerable in this respect. It is therefore important to preserve its immunity by means of a cautious policy that places an emphasis on financial stability and adherence to low inflation targets. 





1.3	Main Developments in the Capital Market





Developments in the stock market during 1998 did not follow a uniform pattern in the course of the year. Yields-to-maturity on CPI-indexed government bonds averaged 5 percent. This was the highest level for the past decade and compared with an average of 4-4.5 percent during 1994-97. Despite the reduced demand for capital resulting from the lower rate of economic growth, average yields increased during 1998 (mainly until August) due to the policy of monetary restraint and the decline in the inflation environment, which reduced the attractiveness of CPI-indexed bonds. Among longer terms-to-maturity, the high yield level was related to the absence of “natural” long-term investors, such as pension funds, which are the main long-term investors in the world’s developed capital markets. This is mainly because of the pension arrangements approved by the government in 1995, which had the effect of anchoring administratively real yields on long-term bonds at levels higher than the equilibrium that was appropriate in view of the state of the economy.





The reforms enacted in many sectors of the money and capital markets during the last decade enhanced the transmission mechanism of monetary policy. But due to the failure to complete the reform in the area of pension funds, the yield on a large proportion of long-term saving is not determined by market conditions. This situation poses an obstacle to the efficient allocation of resources in the economy. The high level of yields also affects the interest rate in the mortgage market. As a result, the interest rate in the mortgage market rose from 4-4.5 percent during 1992-94 to 5-5.5 percent during 1995-1997 and to 6 percent in 1998.





The first period of 1998, i.e., until July, was effectively a continuation of the second half of 1997. During this period, the exchange rate continued to move along the lower limit of the diagonal band, the anticipated real interest rate averaged 7 percent and inflation expectations were falling to an approximate level of 4 percent a year. Due to the concurrent rise in yields on CPI-indexed bonds (mainly among short-term series), the slope of the yield curve was negative up to ten years to maturity, reflecting expectations of a decline in the real interest rate. The rise in yields on CPI-indexed bonds was accompanied by a decline in yields on unlinked bonds and treasury bills. The slopes of the latter’s yield curves were negative and reflected expectations of a decrease in the nominal interest rate. This was the situation at the end of July, after the interest rate on Bank of Israel sources had already been cut by 2.4 percentage points since the beginning of the year. 





The second period began in August, when the worsening of the crisis in Russia led to a price slide in the world’s stock markets, and lasted until mid-November, when the interest rate was raised twice within two weeks by a cumulative rate of 4 percent. This period saw large depreciations and a substantial increase in daily exchange rate volatility. Part of the rise in inflation expectations derived from the capital market reflected an increase in the risk premium required by investors in view of the atmosphere of growing uncertainty.





During this period, as a result of the interest rate reductions and the rise in the inflation environment, yields on short-term CPI-indexed bonds fell heavily, the negative slope of the yield curve became positive, and yields on long-term bonds also fell slightly. The rise in prices led to higher yields on unlinked bonds while the slopes of the yield curves flattened out and began to climb, reflecting expectations of a rise in the interest rate.





From mid-November, the sheqel began to appreciate and the exchange rate then stabilized. The daily variability in the exchange rate during this period reverted to almost the same level as in the first period. Inflation expectations fell again and the rise in the nominal interest rate was accompanied by a rise in the anticipated real interest to its average level during the first period. At the end of the year, however, inflation expectations and the exchange rate were significantly higher than at the end of July. During this period, yields on short-term CPI-indexed bonds rose again and the slope of the yield curve became negative, reflecting the resumption of monetary restraint and the renewed decrease in the inflation environment. The slopes of the unlinked bond and treasury bill yield curves also began to fall again.





The non-uniform pattern of developments in the stock market during the year was also reflected by changes in the value and composition of the public’s portfolio of financial assets. The value of the portfolio increased by 4 percent in real terms during 1998 and at the end of the year totaled NIS 827 billion. This compares with respective real increases of 14 and 6 percent during 1997 and 1996. The proportion to the total asset portfolio of the unlinked component continued to grow during the first period and reached 25 percent at the expense of the foreign-currency linked component, which fell to 11 percent in July. The ratio of shares increased by 12 percent and reached a proportion of 18 percent. Concurrently, the entire asset portfolio grew by 3.5 percent. In August, the trends in the value and composition of the asset portfolio changed: The value of the portfolio dropped and after growing consistently since 1992, the unlinked component declined somewhat. The foreign-currency linked component of the portfolio expanded to 13 percent following a persistent decrease since 1985. In view of the changes in the distribution of the asset portfolio during the second period, it appears that the public were not convinced that the depreciation of the sheqel was a one-time phenomenon devoid of any continued effect on prices. The move to linked assets only ceased at the end of the year, after world markets had calmed and the Bank of Israel had raised the interest rate by 4 percent.





The ratio of the government debt to gross GDP rose in 1998 for the first time for over a decade, by 5 percentage points. The decrease in this ratio slowed appreciably from 1996 and following the increase in 1998, the debt-to-GDP ratio reverted to its 1995 level of 111 percent. The increase in the ratio resulted from the rapid depreciation of the sheqel at the end of 1998 and from the resulting rise in prices. However, in June, before the sharp rise in the exchange rate, the debt-to-GDP ratio fell by one percent (see Chapter 3). Total domestic borrowing (including domestic privatization) was less than the domestic budget deficit of NIS 1.9 billion. The government therefore had to resort to a larger than planned injection in order to finance the domestic deficit. The cost of CPI-indexed domestic borrowing rose by half a percentage point to an average of 4.8 percent. The government adapted the composition of its borrowing to developments in the course of the year: The unlinked borrowing component was increased to 70 percent in July, the term-to-maturity on Shahar unlinked bonds was lengthened to five years. The proportion of the dollar-linked component amounted to 20 percent during the first period. In response to the developments during the second quarter, the government changed the composition of its bond issues substantially from October, and during the last quarter of the year dollar-linked bonds accounted for over half of total bond issues. 





For the second consecutive year, the government not only achieved but actually exceeded the objectives of its privatization program. This was after actual privatization receipts had fallen considerably below their planned level during 1994-96. The largest privatization issue of the year was the NIS 1.2 billion sale of Israel Chemicals shares on the Tel Aviv Stock Exchange. This form of privatization contributes to the stock market’s liquidity.





Average daily turnover in bonds and treasury bills grew by 53 percent to NIS 423 million in 1998. A large growth was apparent during September and October due to the increased uncertainty resulting from the rise in the exchange rate and its variability and in inflation expectations. During the last two months of the year, concurrent with the drop in exchange rate variability and inflation expectations, turnover fell back down to the level prevailing during the first seven months of the year. The stock exchange completed the transfer of treasury bill and bond trading to the Retsef computerized bilateral continuous trading system. The Retsef system is similar to the methods employed worldwide. The new system will encourage tradability and make it easier for foreign investors to operate in the market. In addition, access to government bond tenders for participants who are not stock exchange members has been improved. The government is continuing to increase the size of bond series while reducing their number in order to enhance their tradability.





Share prices rose by 12 percent during the first period of 1998 and during 1997-98 went up by a cumulative rate of 40 percent following the low ebb reached by the market during 1994-96. This continued recovery could be attributed to expectations of an improvement in non-financial activity in the economy. But from August onwards, share prices fell concurrent with the crises in world stock markets that led to a decrease in the world growth forecast, liquidity problems and to a large rise in the exchange rate and inflation expectations. As a result, the equity market provided a negative real yield of 5 percent in 1998. Although the decrease in share prices from August was more moderate than in the emerging markets it was substantial in comparison with the industrialized countries. Despite the price volatility in the market, share turnover remained unchanged during 1998. At the beginning of the year, the transfer of shares to the Retsef system was completed. Firms raised slightly less money in the local market than in 1997, and stock issues were mainly centered in the first period of the year. The world crisis impaired companies’ ability to raise capital abroad, and the amount raised abroad fell from NIS 7.4 billion in 1997 to NIS 1.5 billion in 1998.





The increase in the pension funds’ asset balance and the decrease in the provident funds’ balance continued during 1998. This trend occurred against the background of the continued wave of redemptions from the provident funds, which amounted to NIS 4 billion in 1998 compared with a billion sheqels in 1997 and NIS 12.6 billion in 1996. Redemptions during 1998 led to a 5 percent real decrease in the provident funds’ asset balance compared with a real increase in the pension funds’ balance. The pension funds’ increased share resulted from the pension arrangement signed in 1995, which boosted the public’s confidence in this form of saving. The bulk of the pension funds’ assets is invested in non-tradable government bonds that bear a fixed real yield without connection to the market yield and is generally higher than the latter. Due to the Law for Reducing the Budget Deficit, the government’s borrowing requirements for the purpose of financing the deficit are decreasing continually. Since the government is obliged to supply non-tradable bonds in amounts that are not dependent on the deficit financing requirements, the fall in the deficit is expected to increase the proportion of the non-tradable component to total government bond issues. This will delay the development of the tradable bond market and weaken the effect of market forces on the price of government borrowing. The pension funds’ absence in the markets for tradable assets is striking in view of the continued wave of redemptions from the provident funds and the highly volatile share prices during 1998. Worldwide, pension funds are the main institutional investor, and are notable for their long investment term and the stability that they confer to the markets. The participation of such investors on the demand side could help to prevent superfluous shocks in securities prices, by increasing the proportion of their accrual directed to the markets for tradable assets concurrent with the continued growth in supply (via the privatization of government companies for example).





The increased uncertainty in the foreign currency market and the stock market during 1998 spurred the development of the derivatives market. This was apparent from the three-fold growth in dollar option turnover compared with the previous two years. After three years of relative stability, turnover in options on the Tel Aviv 25 index rose by 30 percent. The stock exchange changed the method of trading in options in order to enhance this trading and began to prepare for the transfer of trading in derivatives (the only asset that is still exchanged via trading floors) to the computerized Retsef method of trading. 





�
Box 1-1: Lessons of the Rapid Depreciation during August-October





The rapid depreciation of the sheqel exchange rate that began in August intensified in October due to the shocks that hit the world’s financial markets and then slackened in November. The depreciation was unique in its intensity, its concentration within a brief period and in its apparently temporary effect on the inflation rate. It is therefore important to draw the appropriate conclusions from this episode for the management of monetary policy.





1.	The Importance of Achieving Low Inflation





The pattern of price increases during 1998 was highly volatile and was notable for eight months of low inflation, three months of especially large price rises and a resumption of a low rate of price increases during December 1998 and January 1999. This volatility, both the decline in inflation and the sharp rise in prices following the depreciation, were unexpected as was the intensity of the depreciation itself. During a period of shocks of this kind, a resolute obligation to achieve low inflation is highly important in order to give a clear and credible message of the intention to prevent a one-time shock from developing into continued inflation.





2.	The Importance of Flexibility in the Foreign Currency Market





The flexibility introduced in the foreign currency market in February 1996 and in June 1997 when the limits of the diagonal band were expanded, enabled the market to absorb last year’s shock without Bank of Israel intervention, which would have aggravated fears of a speculative attack on the sheqel. (See the end of Chapter 1.) It is important to adhere to a consistent policy over the years and, as a result, to avoid central bank intervention in the foreign currency market within the framework of the current exchange rate regime. This persistence will give private financial firms an incentive to develop instruments for hedging against exchange rate fluctuations at a suitable cost. 





3.	The Importance of Maintaining Fiscal and Monetary Discipline





The events of 1998 reveal that while such discipline cannot totally prevent damage from external shocks, it contributes greatly to minimizing the damage caused by these shocks. Experience gained in many countries, such as Russia and Brazil, shows that irresponsible macroeconomic policy was a major reason for these crises.





4.	The Importance of Maintaining Israel’s Status in the World’s Financial Markets





Although Israel is generally considered as one of the emerging markets, many foreign investors regard it as a developed economy that manages policy responsibly. When foreign investors liquidated their investments in Israel during the period of rapid depreciation, the amount of money in question was not large and resulted more from those investors’ liquidity problems than from doubts over Israel’s attractiveness as a venue for investment.








5.	The Importance of Limiting Price Shocks





The rapid depreciation and the subsequent rise in prices reveal that depreciations are not always fully translated to price increases, and that a one-time rise in prices is not always translated into continued inflation. This is despite Israel’s history of inflation and the abundance of indexation arrangements. A consistent and rapid policy response to price shocks plays a major role in limiting these shocks and ensuring that they remain one-off events and are not transformed into ongoing inflation.
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