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The program and the political aims of the

Ministry of Construction and Housing

The declared aim of the Ministry of Construction and Housing is to ensure
that households have ‘ appropriate housing,” or, as formulated in the 2003
budget proposal, “ The purpose of the activity of the Ministry of Construction
and Housing isto create the conditionsthat will enable the general population
to find ahousing solution at areasonabl e price, whilefocusing on the weaker
segments of the population.” The above analysisindicatesthat the Sharansky
Program was not consistent with these aims (in contrast with the ministry’s
permanent aid programs).

6. Commer ce and services

The deepening recession in 2002, against the backdrop of the Intifada and global
slowdown, impacted on the commerce and services industry. The industry’s product
contracted by 2.8 percent in 2002 (Table 1.33), after remaining stable in 2001. The
contraction was slightly less than that of the business sector in general, so that the
share of the commerce and servicesindustry in business-sector product—51.1 percent—
rose slightly. The number of persons employed in theindustry also remained virtually
unchanged, after rising consistently in the previous 11 years, while in the business
sector in general employment declined more steeply. The industry’s exports, which
account for about athird of total nondiamond exports, fell by 15.7 percent in volume
terms.

The product of the services industry (hotels and catering, business and financial
services, education and health businesses, etc.) declined by 2.8 percent in 2002, and by
1.5 percent without start-ups. The rate at which the services industry declined is more
moderate than that of business-sector product (both excluding start-ups). Short-term
factorsbehind the declinein servicesincludethe Intifadaand the global dump, especidly
in high-tech, which caused the product of computer and R& D services (including start-
ups) to fall, and the increase in demand for security guard services. The long-term
growth of the servicesindustry’s product isled by therisein the standard of living, and
with it the demand for services. The reduction of government involvement in the
provision of health and welfare services, etc. has also led to an increase in the demand
for the supply of these services by businesses, as was aso the case in 2002.% There
was no marked changein the share of privately financed education, however.5t Another

% The share of the business sector in national health expenditure rose from 23 percent in 1990 to 28
percent in 2001. Welfare services were privatized partially by the government and the local councils; see
J Katan (2001), “ThePartia Privatization of Persona Welfare Services: Dilemmasand Principal Problems,”
in J. Kop (ed.), The Allocation of Resources to Social Services in 2001, Center for the Study of Socia
Policy in Israel (Hebrew).

51 See Box 3.5 in Chapter 3.

100



CHAPTER 1: OUTPUT AND DEMAND

'SAIS1IeIS JO reaung [eAaue)d :304N0S

'sindu | Uo1ONIISUOD JO Xapu | 3dLid aY Busn ,
uswWiLede s1y Jo 81dnad0-Bumo ayl Ag apew asn Jo aneA ayl Ul ssbueyd Jo SaTew nse
Se pasn ae (S1Jejuod pamsual Ul AJuo) JuaJ Ul ssbueyd ‘Teulio) Mau ay) U| “Xapul |[eseno ayl Jo Jusuodwod Busnoy ay) Buire|ndfed Jo poyiew ay) ul sabueyd pue
.'198eq, 81 U1 papn [dul S391AJBS pue spoob au Jo sybiem ay) Jo aepdn Ue afe sabueyd ulew ay | *|dD 8y} JO Uoie N0 Mau e pasn sey S0 auyl 666T Aenuer aouis
‘paIe N0 SI Xapul afiesene ue poled Aanins
Ydes 10} ‘spotied ASAINS JUsIB J4Ip UISSO1PU18Y} JO UO T2 NDed By} LU0 Pased S| U0 NoNJIsuo) [e1uspIssy 10§ Xepu| 8dlid Indu | ayi pue 14D 8yl hurenofes Jo poyswiay L q
‘(IdD3us Jo 1ed Jou ake AUl 666T Afenuer a0uis) ASAINS S0 1 Juswied 7 8y) WL paALIBP afe sa01ud uswirede ul sabuey)

0'S g€ Sy 9'g S9-
0T 6°¢C €T €¢ 4%
LT 4 (x4 oe- v'e-
0'S 9¢ 67 6¢C V=
(0)°] 29 €q 617 4
08 00T 08 L¢C L0
0'S €8 08 20~ €6
T0C 'ee eTT 4 [A1"
€y S'S 67 9T LT-
LCT 9T o¢ct §'qrT 8'€T
v'ee 6'6C A 0 6'6
saoud saoud S201d IdD 01 ol abueyc
1onpo.d ndino indu| BNl R Uy Ol aAIRR

L0

81—
69—
L0~

SaJ 110 Juswiliedy

A ZS 2002
9 ge- 1002
6'G— Sy 0002
01— v 666T
9T g€ 866T
Al 6 /66T
A 09T 966T
oY TGT S66T
e 6'€ (efelone jenuue) TOOZ—966T
'8 8'2¢ (efesene jenuue) S6-066T
T'T- 1874 (efespnre [enuue) 68-986T
1001  seold

epy

(ueaJad ‘poriad snoinaid o abueyd)

2002—986T ,'S931.d Uo110N 11SU0D dAlTe Y pue palieps

ceETalgeL

101



BANK OF ISRAEL, RESEARCH DEPARTMENT, ANNUAL REPORT, 2002

Table 1.33

Commerce and Services, Main Indicator s, 1995-2002
(annual change, percent)
199598 1998 1999 2000 2001 2002

Product 7.7 11.6 6.4 14.6 05 -2.8
Product excluding start-ups 7.4 11.0 6.8 10.9 22 -15
of which Commerce 5.7 6.0 7.9 10.5 -0.7 -2.8
Services 8.6 14.0 6.4 16.3 0.9 -2.8
Labor input 5.2 4.2 6.4 9.7 0.1 1.0
Capital stock? 19.6 11.8 10.1 85 6.1 34
Labor productivity 24 7.0 04 45 04 -3.8
Total factor productivity -31 4.0 -09 16 -0.1 -35
Real wage 21 0.8 6.3 9.3 2.6 -7.3
Real labor cost® 26 0.8 -0.6 31 0.6 4.1
Relative price® -05 -15 1.0 5.6 22 -0.2
Exports? 9.3 17.2 24.3 372 -193 -15.7
Investment 6.1 —4.5 -1.1 -33 128 —18.6
aAt beginning of year.

b Deflated by output prices.

¢ Relative to business-sector prices.

d Business services exports deflated by services exports index.
For source and definitions see Appendix Table 1.A.40.

long-term trend is expressed in the outsourcing of activities by firms, and while this
may be growing as aresult of the recession for reasons of efficiency, it reflects mainly
arecording rather than areal difference.

The product of the services industry contracted by more than the decline in the
number of persons employed in it (1

. . Figure 1.41
percent), because of the increase in the Regal Increase in the Index of
number of personsemployed inindustries Commerce and Services,
where the product/worker ratio is low, 1990-2002

such as security guard services and %
30

welfare businesses, and the fall in the
number of personsemployedinindustries I\
with ahigh product/worker ratio, such as 20
computer and R&D services. 10
The product of The decline in the product of
~ commerce, which commerce, most of which stems from 0
relies mainly on private  nriyate consumption, intensified in 2002 \l \
consumption, declined . N
more steeply in 2002 duetotheinternalization of thedepthand ~ -10
due to internalization of length of the recession as a result of the — Services
the depth and Intifada. There were 4.1 percent fewer 20— — ﬁ%@? of hotel services
profracted nature of ey 4 naceps in 2002 than in 2001 (Table
recession. B0 Lo

1.35). Nevertheless, the number of
persons employed in the commerce
industry rose by 5.4 percent. In periods

1990 9192 9394 95 96 9798 99 200001 02
SOURCE: Appendix Table 1.A.41.
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Table1.34

Business Services Revenue, 19962002

(percent)
Sharein GDP Real risein revenue

1996 2000 2001 2002 1997 1998 1999 2000 2001 2002
Computer services and R& D2 17.2 32.3 304 27.8 6.1 33.0 24.3 64.1 -8.2 -12.9
Employment services 9.2 9.0 9.0 8.1 0.9 17.9 11.8 12.6 -24 -139
Security and cleaning 7.9 7.0 7.9 8.8 17.3 5.2 -3.3 13.3 11.0 5.3
Other business services” 47.7 35.4 36.3 37.1 4.7 17.6 7.4 9.7 01 =27
Real estate and equipment rental  17.9 16.4 16.4 18.2 -1.2 255 6.7 6.3 —2.8 59
Total 100 100 100 100 0.0 20.7 3.7 22.7 25 48

@ ncluding software companies and start-ups.

b Including legal, accountancy, market research, engineering, architecture, advertising and public relations, photography,

and other services.
SOURCE: Central Bureau of Statistics.

of recessionthereisatransition to employment in less organized industries—commerce
and services—by workers who have been dismissed from more organized ones.
Although posts in less organized industries are less desirable, in a recession workers
are more prepared to accept these positions.® Thus, in 1997-98, when there was a
recession, the number of employeesin commerce and services continued torisein line
with their trend before the recession, in contrast with the decline in the business sector
asawhole. Another explanation isthat commerce revenues are smoothed,* asaresult
of consumption smoothing by consumers.®* In thelong term, the change in consumption
issimilar to that in business-sector product and commerce revenues, but in arecession
consumerstendtorefrain asfar as possiblefrom drastically lowering their consumption
by reducing saving. Hence, the shocks that have given rise to the recession of the last
two years have affected commerce less than other industries.

The contraction of economic activity was also expressed in the number of active
businesses in the last two years. The balance of active businesses—the number of
businesses opening less the number closing—became negative in 2002.% The
considerations for closing a company are long-term ones, and hence in 2001 only a
few businesses closed down, while in 2002, as the dimension of the recession was
internalized, many were. The recession impacted less severely on health, welfare, and
social services. In the US there are indications that the health services are counter-
cyclical .

52 See W.C. Goodman (2001), “Employment in Services Industries Affected by Recessions and
Expansions,” Monthly Labor Review, October, 124(10), 3-1.

538 See previous note.

% The change in consumption can explain the development of changes in commerce. The serial
correlation between rates of change of commerce revenues and the rate of change of consumption in
1989-2002 is 0.89—-dlightly above the serial correlation between the rate of change of consumption and
that of business-sector product.

% Excluding ‘other business activities,” in which the balance of businesses is positive because of a

changeinthe statutory tax rate encouraging theincorporation of individualswith high salariesasacompany.
%6 See W.C. Goodman, op cit.
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Table 1.35

Number of Businesses, 1999-20022
(percent change from previous year)

19992000 2001 2002 2002
No. of
businesses

Commerce, vehicle and other repairs -0.3 -0.3 4.1 80,673
Hotel and catering services -0.1 14 55 14,511
Real estate, machine, equipment and goods hire 0.9 0.1 0.6 19,952
Computer services and R&D 5.7 9.7 0.7 7,510
Manpower agencies, security and cleaning -18 0.8 -2.3 4,156
Education 4.0 14 -14 9,281
Health and welfare services 4.5 4.2 39 26,418
Personal and other services 37 2.8 14 22,874
Entertainment, leisure, culture and sports 3.0 31 24 13,486

a Active business excluding non-profit organizations and financial institutions.
SOURCE: The Central Bureau of Statistics VAT file.

The number of employeesin the security guard and cleaning services rose by more
than 6,000 asan annual average—up by 13 percent over 2001. Thisdevel opment reflects
the deterioration in the security situation and the response to it in 2002:11. As Figure
1.42 shows, in 2002:11, asthe security situation deteriorated, the number of employees
in the security guard industry soared. Revenues in the industry rose by an annual rate

of 5 percent.
The shocks which As regards investment in commerce
beset the econom i Figure 1.42
y and services, the shocks that affected the . .
snar reauce . .
harply reduced economy reduced investment in the Employment in fhe Security
investment in the ) y ] Guard Industry?, 2000-2002
industry. industry by a considerable 19 percent, ‘000
most of it expressed in the steep drop in 60
investment in equipment, continuing the
trend that had begun in 2001. The == /\
industry’s investment in equipment fell Operation \
by 22 percent, compared with a10 percent Defensive Shield

o . 50
declineinthe business sector. Investment Outbreak P

. . f d

in commerce and services may be more \ ntitada K\

sensitive to uncertainty than other  4° { V
business-sector industries because of the

large number of small businesses. 40 \/

Government subsidies to commerce and g5 1l
services (excluding computers, R& D, and 3 69123 6 9123 6 912
. 2000 2001 2002

tourism)

2@ ncluding the change in the number of employees in

1. The Small Businesses Authority: this cltezring se;\r/]ilces, \{vh(:ilch appears to have stayed
. L stable over this period.

functions within the framework of the P

Ministry of Industry and Commerce and

SOURCE: Central Bureau of Statistics.
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itsaimisto giveindividual aid to entrepreneurs, with emphasison the periphery.>” The
Authority provides managerial and operational aid via centers for small and medium
businesses. The aid applies to al the problems encountered by small businesses, and
includesinstruction and the provision of information. The Authority mediates between
small businesses and various funds which extend credit, helps to obtain government
guarantees for loans of up to NIS 500,000, and provides aid centers for small and
new exporters. In 2001 the Authority handled some 25,000 applications, and in 2002
its annual budget was NIS 22.5 million—including a nonrecurring budget of NIS 10
million—for the second year in succession. Only about a quarter of the money isfrom
the national budget, the rest deriving from variousfunds and the Jewish Agency. To the
best of our knowledge, no comprehensive study has ever been undertaken anywhereto
assesswhether thiskind of activity (centersfor aiding and promoting small and medium
businesses and extending |oan guarantees) embodies any added value.® Relative to
the size of the economy, the budget of the Authority is commensurate with that of its
counterpart in the US.

2. Working capital fund: in 2002 aworking capital fund of NIS 100 million was set
up to provide government loansfor small businesses experiencing cash flow problems
due to the protracted recession, which is
extraneous to the usual business cycle.
The fund’s annual budget is NIS 15
million, so that the extent of non-

Figure 1.43
Gross Quarterly Product of
Hotels and Catering Services,

NS .”2l{100—2002 repayment of loans is 15 percent at the

million . q .

1200 (seasonally adjusted, 2000 prices) most. The extent of failureto repay loans
and the desire to utilize the fund to the

1,100 g full aretaken into account in determining

1,000 Catering services the minimum requirements. In 2002 the

/ utilization of the fund waslow, only about

3 percent, partly because of the high
minimum requirements and partly
because it only began to function in the
middle of the year. The minimum
requirements regarding equity have
recently been reduced, and the fund will
continue to function in 2003.

900 /—\ ¥~ Outbreak
7 of second

Intifada
800

\ Hotel services

o0 VA\/\
600 — 11 September X /

Operation )V

Defensive Shield
soo b1 Lo
36 9123 6 9123 6 9 12

2000 2001 2002
SOURCE: Central Bureau of Statistics.

Hotel and catering services
2002 was even worse than 2001 for the
hotel and catering services. Theindustry’s

5" See D. Gottlieb, O. Peled, and N. Kasir (Kainer) (2002), “A Policy to Encourage Employment,”
Bank of Israel Policy Recommendations, 2003—2008 (Hebrew).

% The average loan was NIS 70,000 in 2000.

®Thesubjectisacontroversia one, and thereislittleliteratureonit. A. Glynn (1998), “ Small Businesses:
the Other Side of the Coin,” Sapir Devel opment Center (Hebrew) statesthat medium-sized manufacturing
firms function better than small ones, whose incremental employment is negligible.
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Although 2001 was a
bad year for the hotel
and catering services
industry, 2002 was
even worse, and its
product fell by 0.3
percent, so that
employment also
continued to contract.

Table 1.36
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product dipped by 0.3 percent because of the deterioration in the security and economic
situation, which impacted on both incoming tourism and domestic demand for these
services. The effect was especially bad in 2002:11, because of the further exacerbation
of the security situation. Employment continued to contract in 2002, by 8.9 percent.
Some 4,213 businesses were closed, while 3,362 were opened. Theindustry’s debtsto
the banksrose by 5 percent in real terms, and loan-loss provision grew. For an analysis
of the loss of GDP due to the decline in tourism services exports as a result of the
Intifada, see Box 1.11.

Commerce and Services by Type: Product, Employment and Wages, 1995-2002

(annual change, percent)

Services
Insurance Personal
Hotel and  Business and financial and
Total Commerce  Services catering services  indtitutions®  Health Education other

Sharein GDP
1995 100 30.8 69.2 5.9 29.8 19.2 45 2.8 7.0
1999 100 29.4 70.6 5.1 319 20.0 41 25 6.9
2000 100 28.4 71.6 4.6 34.2 20.2 4.0 2.4 6.2
2001 100 28.1 71.9 41 33.2 21.6 4.3 2.4 6.5
2002 100 28.1 719 4.2 325 21.8 4.6 2.3 6.7
Output
1996-1998 7.7 5.7 8.6 2.9 11.4 10.0 5.6 19 14
1999 6.8 7.9 6.4 6.3 3.7 4.4 47 13.1 27.4
2000 14.6 105 16.3 3.9 22.7 16.0 10.7 6.9 3.7
2001 0.5 -0.7 0.9 -11.7 -25 71 75 0.9 5.0
2002 -2.8 -2.8 -2.8 -0.3 4.8 -1.8 3.7 -5.4 -0.8
Labor input®
1999 6.4 39 7.7 8.4 9.5 5.0 34 4.8 4.0
2000 9.7 5.0 12.0 15.6 18.4 -14 14 -1.2 -0.3
2001 0.1 -0.2 0.2 -9.2 3.2 1.4 21 2.3 8.5
2002 1.0 5.4 -1.0 -10.8 2.1 -1.6 4.3 4.0 3.8
Real wage® ©
1999 6.3 34 7.7 5.1 14.3 8.0 3.6 2.9 15
2000 9.3 7.2 10.2 51 15.5 13.3 4.5 52 6.2
2001 2.6 18 2.9 -05 3.2 1.2 14 2.9 1.2
2002 -7.3 -7.3 7.4 -8.2 -9.6 -6.4 -6.3 -1.3 -5.2
Relative price?
1999 1.0 1.0 1.0 19 3.2 7.6 15 -08 -17.6
2000 5.6 1.0 7.6 47 7.4 9.6 19 3.9 8.8
2001 2.2 1.0 2.7 -1.0 14 6.9 20 25 31
2002 -0.2 1.0 -0.7 -1.8 29 12 0.1 -0.7 04

2| ncluding banks.

b Including Palestinians and foreign workers (reported and unreported).
¢ Per employee post deflated by the CPI.

d Deflated by business-sector-product price.

SOURCE: Central Bureau of Statistics.
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Box 1.11
The Effect of the Intifada on Tourism Services Exportsin 2002

In 1998, even beforethe onset of the millennium year which caused incoming
tourism to soar (subsequently plunging because of the Intifada), Israel’s
exports of tourism services amounted to $ 2.4 billion—about 7 percent of
total goods and services exports. The tourism industry (both incoming and
internal) had 80,000 employees, over 4 percent of all business-sector
employment.

Thetourismindustry isespecialy sensitive to the security situation, both
in Israel and in the rest of the world, and is the first to be affected if it
deteriorates. Inthewake of terrorist attacks there is a steep and sudden drop
in incoming tourism which generally persistsfor six monthswith apeak in
the second month, and the process of recovery is slow.! As soon as the
Intifadaerupted, at the end of September 2000, the number of tourists coming
to Israel by air plummeted from 180,000 in 2000:111 to 107,000 in 2000:1V
(both figures seasonally adjusted), continuing to fall subsequently, as the
security incidents persisted (Figure 1). Cruise tourism ceased almost entirely.

Below we attempt to estimate the damage to tourism services exportsin
2002 resulting from the Intifada. The estimate must take developments in

Figure 1
Tourist Arrivals by Air, 1985-2002
‘000
(‘000 per month, seasonally adjusted)
250
Terrorist attacks in March 1996
and ‘Grapes of Wrath’ operation K
200
Outbreak
of second
Attacks on EI Al Intifada
150 |~ gesks in Rome
and V|enna Iraq invades
Kuwait MMIJ\. WW/ /
Y Millennium
and Pope’s
visit to Israel
50 Outbreak of
first Intifada
V\ Start of operation
‘Desert Storm’
0 Il Il Il Il Il Il Il Il Il Il Il Il Il Il Il Il Il Il

1985 86 87 88 89 90 91 92 93 94 95 96 97 98 99 2000 01 02

SOURCE: Central Bureau of Statistics.

1S. Krakover, “Estimating the Effect of Atrocious Events on the Flow of Tourism to
Israel,” in G. Ashworth and R. Hartmann (eds.), Tourism, War, and the Commemoration of
Atrocity, Cognizant Communication Corp., N.Y., N.Y. (forthcoming).
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world tourism into account; these include the slump in the west, which led
to the slowing of tourism to and from it, and the contraction of tourism in
genera, the events of September 11, 2001 in the US and additional terrorist
attacks, which caused activity to contract temporarily, particularly in North
Americaand other areas perceived sincethen as dangerous, and thereduction
ininternational long-distanceflights. International tourismincreased dightly
in 2002.

The base year for estimating the number of tourists who would have
cometo Isragl in 2002 had it not been for the Intifadais 1998—the | ast year
before the influx of pilgrims and other millennium-associated tourism. In
1998 the effect of theterrorist attacks of April 1996 and the Grapes of Wrath
campaign in southern L ebanon were still in evidence, so that some upward
adjustment is required. The forecast devel opment of tourism to Isragl from
the base year and until 2002 is based on its devel opment in southern Europe
(mainly Italy, Spain, Greece, and Portugal), the characteristics of tourismto
whicharesimilar tolsragl’s.? In 1999-2002 tourism to those countries grew
by a cumulative 18 percent, with some slowing in the last two years.
According to this calculation, the number of tourist entries which Isragl
should have had in 2002 was 2.4 million, whereas there were only 862,000
actual tourist entries.

Surveys undertaken by the Ministry of Tourism indicate that incoming
tourism for touring, pilgrimage, and congress purposeswas particularly hard
hit, while theimpact on entries by businesspeople wasless severe, and visits
by relatives even rose. Since those segments of incoming tourism which
declined steeply are those where daily expenditure is relatively high, the
impact on the industry’s income was worse still. Per diem expenditure
declined, so that the average expenditure per tourist visit to Israel declined
relative to the period prior to the Intifada, despite the longer average stay.
Expenditure per diem on food and drink (outside hotels) and shopping
plummeted, in line with the assessment that the fear of terrorist attacks kept
tourists away from shopping centers. Thedrop intourists’ daily expenditure,
most of which derived from the decline in the number of bed-nights, was
boosted by the slight reduction of prices by some hotels because of the
slowdown in the industry. Thus, the shift in the composition of tourists
comingto Israel andintheir spending patternsfurther aggravated the damage
to the industry’s income due to the drop in incoming tourism.

2Tourismto Israel and to Greece were found to be substitutes, so that aterrorist attack in
one of them leads to arise in tourism to the other, see K. Drakos and A.A. Kutan (2001),
“Regional Effectsof Terrorism on Tourism: Evidence from Three M editerranean Countries,”
Center for European Integration Studies, Working Paper B26.
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In order to estimate the adverse effect of the Intifada on tourism services
exports, we used the above forecast of what incoming tourism would have
been otherwise, and the assumption that expenditure per tourist in Isragl
rose in 1999-2000 in step with that in southern Europe—by a cumulative
13 percent in current euros, remaining stable in 2002.2 According to this
estimate, Isragl’s tourism services exports (including the income of Isragli
airlines) should have been between $ 3.7 and $ 3.9 billion in 2002, whereas
in actual fact it was only $ 1.2 million (excluding consumption by foreign
workers). Hence, we estimate that the immediate impact of the Intifada on
tourism services exports in 2002 was between $ 2.5 and $ 3.0 billion. The
value added of tourism services exports is estimated at no more than 80
percent, so that the loss of GDP was about 2 percent. A similar calculation
for 2001 shows that the impact on tourism services exports was between
$2.3 and $ 2.0 billion. For purposes of comparison, an examination
undertaken by the CBS* shows that the revenues of hotels fell by $0.4
billion in 2001 as a result of the security events. Extrapolating from this
result for all tourism services exports revealsthat the overall losswas $ 1.6
billion.

The damage caused by the Intifada is also expressed in additional
expenses, such as heightened security measures at airports and hotels. The
erosion of profitability isfurther aggravated by thelimited el asticity of |abor
and operating expenditure and the reduction of prices. Many hotels have
closed down in consequence.

Chief among the victims of the contraction of incoming tourism werethe
businessesdirectly affected, such ashotels, providers of catering, hospitality,
and transport services, car hire, etc. However, an examination of input-output
tables of the by-industry distribution of each shekel of tourism services
exports shows that the businesses that are indirectly affected—particularly
in manufacturing and agriculture—also suffered considerable losses. The
impact on tourism thus affects the entire economy.

The number of hotel bed-nights of Isragli tourists continued to rise at a
steady pace after the outbreak of the Intifada, in spite of the terror attacks
and declinein households' income (the elasticity of demand for bed-nights
with respect to incomeis about 1.3).> The decline in hotel occupancy rates
in the wake of the fall in incoming tourism might have been expected to
lead to a significant reduction in the price of internal tourism and steep

3The assessment is that the price of tourism servicesin Israel relative to that in southern
Europe remained virtually unchanged in 2002 vis-a-vis 1998.

4CBS(2002), “Hotels: Income, Expenditure, and Product, 1999,” Appendix C, publication
no. 1183 (Hebrew).

5A. Fleischer and S. Buccolo (2002), “War, Terror, and the Tourism Market in Israel,”
Applied Economics, Vol. 34, No.11.
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increase in demand. Apprehensions of damage to hotels' reputations and
therigidity of demand on the part of Israglisfor hotel bed-nightsrelative to
their price (—0.63 asalong-term average)® moderated the lowering of prices,
however. Thus, the expansion of internal tourism barely offset the sharp fall
in revenues from incoming tourism.

6 See previous note.

The product of the hotel industry dipped by 2.3 percent, as revenues, bed-nights,
and occupancy rates declined, reaching their lowest levelsfor many years (Table 1.37
and Figure 1.43). The product of hotels was hardest hit in 2002:11, in the wake of the
series of terror attacks which triggered the Defensive Shield operation. The number of
hotel employees, who account for about one quarter of all employees of the industry,
fell by 15 percent, further to the 22 percent drop in 2001. The new wage agreement
reached by the hotel industry at the beginning of 2002 included wage reductions in
order to help hoteliers cope with the crisisin incoming tourism. The average real wage
per employee post in hotels did in fact fall sharply, by 6 percent. The number of hotel
rooms rose because of investment decisions madein the past, but the number of rooms
closed or converted to other uses rose even more.

In recent yearsthere has been amarked rise in the number of hotel rooms belonging
to hotel chains and adecline in those that are not. This has hel ped hotels cope with the
current crisis, asthe adverse effect on the profitability of the entire chainisless severe
than it is on an individual hotel, as the hotels belonging to the chain are distributed
over awider area, including parts of the country less affected.

Income fromincoming tourism (excluding consumption by foreign workersin Isragl)
declined by 28 percent in 2002, continuing its steep drop in 2001. Tourist entriesby air

Table 1.37

Hotel Services, 1990-2002
(annual rate of change, percent)

199097 1998 1999 2000 2001 2002
Tourist entries by plane 6 -1 18 7 —46 27
Tourist bed-nights 3 -5 18 4 —60 -38
Israeli bed-nights 5 11 6 2 13 5
Total bed-nights 4 3 11 3 -23 -7
Revenue 4 2 8 6 —26 -11
Index of hotel services 4 2 9 5 -25 -10
Employment? 4 1 5 0 —22 -15
Labor input? B -1 6 1 -23 =17
No. of rooms? 2 5 6 8 2 2
No. of closed rooms =17 —4 97 123 38
Tota factor productivity 0 1 3 3 -10 -0

a|n tourist hotels.
SOURCE: Table 1.A.43.
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into Israel were down by 27 percent from 2001, reaching an unprecedented nadir.
Tourist bed-nights plunged by 38 percent. The difference in the rates at which bed-
nights and touri st entries declined—which began in the crisisyear of 2001—isexplained
by the change in the composition of incoming tourism, with arelative increase in the
number of tourists coming for family visitsand who tend to stay lessin hotels. Because
of the rise in the share of family visits in incoming tourism, average expenditure per
day also declined, while the number of days per visit rose sharply.

Because of the great sensitivity of tourism from abroad to the security situation, the
Ministry of Tourism changed its marketing policy in 2002. Thus, this shifted from
extensive marketing, whichislesseffective at present, to marketing focused on segments
of the population which identify with Israel, who are apparently lessinfluenced by the
security situation.

Thedeclinein tourist bed-nights was offset to some extent by the 6.1 percent risein
bed-nights of Israelis. The 6.9 percent fall in nominal pricesin 2002 served to boost
domestic demand only slightly, because the price elasticity of demand for bed-nights
isnot high. Theimpact on hotels varied in different parts of the country, in accordance
with the location of the security incidents and the origin of tourist groups (whether
from Israel or abroad). In Jerusalem and Tiberias, where tourism consists mainly of
pilgrims and Jews, the number of tourist bed-nights fell by 37 percent, continuing the
steep drop of 2001. In Tel Aviv, wherealarge proportion of tourists are businesspeople,
tourist bed-nights were down by 31 percent. In Eilat and the Dead Sea, on the other
hand, where most of the bed-nights are of Israglis, their number rose slightly.

The Ministry of Tourisn’s approach to the crisisin the industry

1. The program of reducing municipal rates for hotels in the worst affected areas
continued in 2002, although the extent of the reduction was lowered from 60 to 50
percent. The annual cost of the program is NIS 50-60 million.

2. A state-financed, partly-guaranteed subsidized loan fund of NIS 400 million was
set up. The extent of loans given in 2002 was very low, only 5 percent, because of
procedural problems involving the banks and the Ministry of Finance. These issues
have recently been resolved, and by February 2003 another 20 percent of the principal
had been extended.

3. A marketing fund for hotels and an incentive fund for organizers of incoming
tourism were set up, refunding expenses. These funds comprise NIS 30 million and
NIS 11 million respectively.

The 2002 assistance program constitutes the continuation of the one provided in
2001 in the wake of the shock of the Intifada. The aid should be short term, to prevent
a protracted delay in the essential process of adjusting the extent of activity in the
industry—including the number of employees—to demand.

The product of catering servicesrose by 2.4 percent in 2002, continuing itsincrease
in 2001. The growth of the industry has been led for several years by arise in the
standard of living, and with it demand for catering services. The worst period was
2002:11 (during the Defensive Shield operation), while some recovery was apparent in
the rest of the year.
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Computer and R& D services, including start-ups

The computer and R& D services industry continued to suffer as a result of the global
slump, led by the high-tech sector, the fall in the value of high-tech companies, the
crisis in the financial markets, which created problems in raising capital, and the
recession in Isragl. The product of the industry as a whole (including start-ups) was
down by 13 percent from 2001 (Table 1.38), continuing its declinein 2001. Its product
without start-ups remained unchanged, compared with its rapid growth in 1997-2000.
The product of start-ups plunged by 38 percent in 2002, further to its steep drop in
2001. Theindustry’s exports (including start-ups) rose by 10 percent at constant prices.
In current dollar terms, exports fell by 7.5 percent, because of the marked decline in
prices. Export pricesinlocal currency fell in spite of the steep depreciation. Employment
plummeted by 13 percent, compared with its steady rise in previous years, but was
only 1 percent lower than in 2000. Labor costs fell.

Table 1.38

Computer Servicesand R& D, Including Start-Ups,? 1998-2002
(annual rate of change, percent)
1998 1999 2000 2001 2002

Product 33.0 243 64.1 -82 -129
Product of start-ups 72.8 409 2204 321 384
Share in business-sector product 34 41 6.2 5.8 5.2
Employment 17.9 195 27.0 89 -131
Exports® 46.1 6.9 957 -185 10.4

2 Excluding biotechnology companies.

b Current exportsin dollar terms fell by about 7.5 percent in 2002 due to the steep decline
in dollar prices.

SOURCE: Central Bureau of Statistics.

Box 1.12
I sradl’sInformation and Communications Technology (ICT) I ndustry?

The ICT industry comprises manufacturing industries (communications
equipment, equipment for monitoring and measuring, and electronic
components) and servicesindustries (communications, computersand R& D
services, including start-ups). The industry is characterized by highly-
educated manpower and a high level of labor productivity per worker, and
isassuming aprominent position in Israel’seconomy. ICT production, both
manufacturing and services, grew substantially in 19952000, and its share
of GDProserapidly. Asregards uses of ICT, expenditureon ICT asashare
of GDP reflects the massive investment in ICT by the various industries,

1Based on CBS data, OECD publications, the US Bureau of Labor (BLS), and the US
Bureau of Statistics (BEO); Global Information Technology Report, Readiness for the
Networked World, 2002 and 2003; and World Bank, World Development Indicators, 2002.
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The Components of the I nformation Technology I ndustries,? 1999-2002
(current prices, annual rates of change, percent)

Sharein IT product Change in product Sharein GDP
1999 2000 2001 2002 1999 2000 2001 2002 1999 2000 2001 2002
Total 100 100 100 100 223 404 -33 -10.1 106 135 13.0 114
Computer and R&D services 35 46 47 43 489 814 -1.1 -17.8 37 62 6.0 49
of which Start-ups 8 21 16 10 68.7 254.3 —26.8 —41.8 09 28 20 12
Communications (manufacturing
and services) 42 31 31 33 85 52 -37 -34 44 42 40 38
Manufacturing (excluding
communications) 23 23 22 24 176 415 -70 -32 24 31 29 27

aexcluding biotechnology companies.
SOURCE: Central Bureau of Statistics.

e.g., financial institutions and tel ephone companies. This expenditureisan
important aspect of Israel’s integration into the world economy and serves
to increase productivity.

ICT production

ICT production in Israel is very large relative to other countries, and in
2000 it accounted for some 13.5 percent of GDP (at 2000 prices), compared
with an average of less than 6 percent in the EU and 7.3 percent in the US.
Domestic expenditure on ICT is limited, however, because Israel is small,
so that exports account for avery large share of output. Productionin Israel
is strongly biased towards the development of new products by means of
R& D services and start-ups, so that the share of start-ups in the industry’s
product and in GDP in general isfar higher than the average abroad. | srael
takes first place worldwide in subsidizing R&D (followed by Singapore,
Taiwan, Canada, and Ireland, according to Global Information Technology
Report). Theindustry’s production is more biased towards the servicesthan
the OECD average. In other countries where ICT product accounts for a
large part of GDP it is biased towards manufacturing; this is the case in
Sweden, Finland, Japan, and Korea.

Until 2000 the growth rate of global ICT services outstripped that of ICT
manufacturing by far. Foreign investment in ICT constitutes a large
proportion of global investment in the industry, and in the last few years
there has been a switch from investment in ICT manufacturing to services
(according to OECD publications). In 2001 and 2002 there was a marked
dowing of investment, demand, and the number of employeesin theindustry;
in the US private investment in ICT equipment declined by 10 percent at
current pricesin 2001, and dipped by afurther one percent in 2002. In the
OECD, on the other hand, investment rose slightly in 2001, mostly in
telecommunications.
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The product of the industry in Israel declined by 10 percent in 2002 (at
current prices); the decline in volume terms was 11 percent, with an 8.3
percent drop in the number of employees. The contraction of the industry’s
product in Israel was almost certainly sharper than in the rest of the world
because of the special composition of the|CT industry inIsrael (asthetable
shows), i.e., the strong leaning towards the devel opment of new products,
generally by start-ups. The demand for new ICT products has plummeted
in the last two years, because of the bursting of the high-tech bubblein the
US, so that the product of Isragl’s start-ups plunged by 57 percent in 2000—
02 (for purposes of comparison, the annual average value of the Nasdag as
an index of the value of start-ups dropped by 59 percent in 2000-02).
Excluding start-ups, the product of the ICT sector in 2002 (at current prices)
isthe sameasit wasin 2000. Another possiblereason for thedeclinein ICT
product in Israel isthat the demand for computer services, in which Israel
has specialized, stems from firms' investment in computer systems, and
this appears to have contracted sharply in 2001 and 2002. The focus on
theseindustries, especidly start-ups, illustratesthe dangers of specialization:
Israel benefited from the boom in this sphere in 1999 and 2000, but was
particularly hard hit when the global high-tech bubble burst. According to
the OECD forecast, investment in the industry, especialy in the services,
will increase, as these play a growing part in economic activity; this is
especially the case for telecommunications services, but also for computer
Services.

The use of ICT

An international index for 2002—03 of the ability of 82 countriesto benefit
from ICT (published in Global Information Technology Report) ranks|srael
in 12" place because of the innovative nature of its business sector and the
priority accorded to ICT by the government. Correcting for GDP, Isragl is
in an even higher position (preceded by Finland, the US, and Singapore).
Theindex examinesthe use of ICT in several respects: 1. The environment;
2. Readiness; 3. Actual use. This examination is more comprehensive than
that of the share of expenditureon ICT, becauseit also reviews actual use of
ICT.

1. The environment is the platform which the State provides for the
development and use of ICT, such as the quality of manpower, ability to
finance investment, government support for the sector, regulation, and
infrastructure. As regards environment, Israel is ranked in fifth place by
virtue of government support for the sector and the legal and regulatory
environment, which encourages use of ICT, as expressed in the Electronic
Signature Law, for example, and in massive support for R&D. As regards
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infrastructure such as broad-band internet, however, the index ranks | srael
inarelatively low position.? Nevertheless, use of broad-band internet rose
steeply in 2002, after a delay due to regulatory problems, and Isradl is
currently leading in this sphere (see Figure 1.38 in the section on transport
and communications).

2. lsrael’s readiness to develop ICT is measured by the ability of
individuals, the business sector, and the government to use this technol ogy.
Inthisrespect Israel isranked in eighth place. The low level of readiness of
individuals, relative to the advanced countries, stems from the relatively
small proportion of connectivity and internet access and therelatively large
share of low-skilled elements in the population.® The readiness of the
business sector, on the other hand, as indicated by the distribution of ICT
uses and investment in manpower, is relatively great. The readiness of the
government in Israel isalso relatively great, because the distribution of the
internet in ministries is high, and many of them have their own sites,
providing on-line services and information.

3. Actua use is measured by the change wrought as a result of ICT in
behavior, lifestyle, and economic and non-economic factors affecting
individuals and the business and government sectors. Israel’s ranking in
this respect isrelatively low, and it occupies 18" place. Use by individuals
is low because individuals' resort to, and money spent on, the internet is
relatively low,* as aresult of the low exposure of the ultra-orthodox and
Arab sections of the population to the internet.> Use by the business sector
is low because in Isragl electronic trade between businesses (B2B) and
between businesses and consumers (B2C) isrelatively limited. The use made
by individuals and the business sector of the government’s ICT productsis
aso low. The government’s internet infrastructure improved considerably
in 2001; by virtue of the‘ Accessible Government’ project it isnow possible
to obtain many services on-line.

2 Apparently based on 2001 data.

%In the rest of the world the proportion of the low-skilled elements in the population
congtitutes an index of the readiness of individuals, but in Isradl it islessindicative, asin
contrast with the rest of the world, most of the low-skilled population in Israel is elderly
(according to World Bank data), a much smaller proportion of whom are computer-owners
and internet-users than in the general population.

4There is a shortage of data on individuals' internet usein Isragl.
5Based on data from the CBS survey of households.

Computer and R&D services (including start-ups) rely on raising capital from
nonbanking sources. After increasing notably in 2000, the amount of capital raised
declined in 2001, and continued falling in 2002. No capital wasraised on foreign stock
markets in 2002, and investment by venture capital funds plummeted by 43 percent
(Table 1.39). Thistrend encompassed all industries, but was particularly severein the
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sphere of the internet and

communications (Figure 1.44). The sharp Figure 1.44

Investment by Venture Capital

fall in global demand together with Funds in ICT? Industries,
financing difficulties|ed to the closure of by Industry, 1999-2002
many start-ups. %

100 [ — T T -

Government subsidies for start-ups

In Israel, asin the rest of the world, the
government aids the establishment of
start-ups by providing seed money. Since
the private sector currently prefers to
invest in morereliableindustries, in 2001
and 2002 therewasasharpfall inthe pace
and amount of investment in new
companies by venture capital funds (about
2 percent of their capital in 2002
compared with 18 percent in 2000). The
government therefore decided to provide

incentives for investment in start-ups, NS o tashnologies
most Of WhOSG aCtiVity iS in R&D and @ |nformation and Communications Technology.
which pl ay an important role in SOURCE: Israeli Venture Capital Association.
stimulating growth. For this purpose, a

start-up fund was established at the end of 2002 as part of the aid package extended by
the Office of the Chief Scientist. The purpose of the fund isto provide an incentive for
investors by sharing in the risk at the initial stage in return for shares. The mode! is
similar to that employed by private funds investing in start-ups, but the government
fund gives the investor the option to buy the shares owned by the fund. The fund has
been allocated a budget of NIS 50 million for 2003, and by February some 10 percent
of this had been disbursed.

1999 2000 2001 2002

Bank services
2002 was a difficult year for the banks. The combination of the slower expansion of
credit, the contraction of economic and banking activity, and the stagnation of labor

Table 1.39
I ssues by High-Tech Companies, 1997-2002
($ million)
1997 1998 1999 2000 2001 2002
Israeli and foreign venture-capital funds 430 600 1,012 3,098 1,985 1,140
Stock-exchange issues by companies backed
by venture-capital funds 308 215 1,279 1,891 201 -

@ For 1997-2000, including issues involving at least one Isragli venture capital fund; for 2001-02 including also issues without the
participation of an Israeli venture-capital fund.
SOURCE: IVA (Israel Venture Association).
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input led to a0.2 percent dip intheindex of banking activity,% further to the downward
trendintherate of expansionin 2001. Banks' profitscontracted markedly in 2002, and
thedeclineintheir ability to extend credit served to hamper the expansion of the business
sector.

In rea terms, the credit extended by the banks grew far more moderately than in
2001 (Table 1.40). Moreover, an analysis of credit by indexation segment indicates
that most of its expansion derived from the marked local-currency depreciation.
Concurrently, the extent of nonbanking financing sources raised and the value of the
financial assetsin the hands of the public declined. Banks' income from operating fees
rose by only 4 percent, even though the index of fees (in real terms) declined by 0.7
percent and the number of debitsfell.5t Labor input remained unchanged in 2002 despite
the reduction in the number of branches and wider use of electronic facilities.

Table 1.40

Development of Banking Activity, Main Indicator s, 1996-2002

(annual rate of change, percent)
1999 2000 2001 2002

1996 1997 1998

Credit to public 9 7 9 1 13 1 5
Labor input 1 1 0 -2 1 0 0
Labor costs 16 -1 1 -1 10 6 -9
Value added (adjusted) 13 7 0 8 5 -5 -16
Stock-market turnover 7 25 31 34 33 -8 39
Number of debits 8 7 10 2 1 1 -8
Mortgages -16 1n 16 13 0 8 -14
Number of branches -1 —4 0 2 —2 —4 -1
ATMs 6 6 8 3 2 4 -2
Requests for information

viainternet 89
Banking transactions viainternet 49
Index of banking activity? 6 7 7 5 6 4 0
Labor productivity 4 6 8 7 6 4 0
Total factor productivity 4 6 6 6 6 4 1

aWeighted average of credit to public, number of debits, labor input, total new loans, and securities turnover.
SOURCE: Table 1.A.44.

Banks' profits declined markedly in 2002. Net interest income before loan-loss
provision dipped slightly, while loan-loss provision soared, greatly reducing banks
net interest income. One bank (Trade Bank) closed down, and another (Industry
Development Bank) got into difficulties. Because of the decline in total profitability
(from ordinary activities) and in wage payments, the banks weighted value added fell
by 16 percent®? (Table 1.40).

% The analysisin this section treats the banking industry as part of the services industry, and does not
examine all the implications of the industry’s activity. For amore detailed analysis of the development of
the banks, see the Annual Report of the Supervisor of Banks, to be published later this year.

61 See definition in Table 1.40.

2]t isalmost certain that fees not included in the index of fees rose by more than the index.
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Because of the marked decline in profits, the banks reduced their labor costs
considerably. At the beginning of 2003 Bank Hapoalim embarked on a plan to cut 10
percent of its labor force, as aresult of which alabor dispute erupted in the banking
system.

With regard to the repercussions of developmentsin the financial systemin general
and the banking system in particular on the business sector, it isfeared that the decline
in the supply of financing sources, erosion of assets in the hands of the public, and
undermining of the credibility and stability of the financial system will impact on
economic activity in 2003. The banks were obliged to reduce the extent of their credit
just during a recession, because they had not maintained surplus capital adequacy®
during a boom period (the first half of the 1990s).%* According to the ‘ credit channel’
approach, when the supply of bank credit isrestricted, it is primarily small companies
that are affected, as because they do not have access to alternative sources of finance
they are dependent on banks. In 2002, however, large, established firms also had
difficulty raising capital on stock markets in Isragl and abroad. Thus, the financing
constraintsin 2002 encompassed the entire private sector, not only small firms. Thisis
borne out by the Bank of Israel’s Companies Survey, which indicates that the gravest
supply constraint on the development of activity throughout the business sector was
that associated with financing difficulties. There is no doubt that part of this constraint
derives from the banks' credit rationing policy.

In the last decade research has been undertaken globally on the causal relation
between financia development and economic growth. These studies show that the size
and level of development of the financial system, the extent of credit to the private
sector, and the public’sfinancial wealth all affect economic growth viainvestment and
consumption. Evidence of thisis provided by such studies asthat of Bernanke (1983),
who analyzed the effect of the crisisin thefinancial system and banking collapsein the
USinthe great depression of the 1930s, showing that they help to explain the decline
in GDP. Findings for more recent episodes are presented by King and Levin (1993)
and Levine, Loayza, and Beck (2000),** who examined 80 countries for the period
between 1960 and 1995, and found a causal rel ationship between the extent of activity
of the financial system and current and future economic growth.

8 The difference between actual risk-weighted capital and the Supervisor of Banks' regulatory
reguirement.

8Y. Fishman and D. Ruthenberg, Banking Supervision Department, Bank of Isragl, press release
10.02.2003.

®R. Levine, N. Loayza, and T. Beck (2000), “Financia Intermediation and Growth: Causality and
Causes,” Journal of Monetary Economics.
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