
Chapter 2

Output and Demand

The pace of economic expansion slowedin 1996 in comparison withthe growth
rates evident since the beginning of the decade. The slowdown was expected
in view ofa certain easingofthe positive effectsof the absorptionof immigrants,
butits intensity exceeded expectations for several reasons. There was a relatively
large number of security incidents; the rate at which world trade expanded
slowed; uncertainty increased;and, there was a cumulative decline in
profitability. GDP grew by 4.4percent, compared with7.1percent in 1995,
and businesssector product rose by5 percent, visavis 8.9 percent in 1 995.
The slowdown in economic activity encompassed allthe principal industries.

The decline in businesssector product growth on the supply side exceeded
both that resulting from themoderationofthe increase in factors of production,
and that on the demand side. The failure of supply to respondto the level of
demand was reflected by the significant risein the shareof the import surplus
in GDP. The combination of the latter with the slowdown was due to a large
extent to the policy mix expansionary fiscal policy and the ensuing monetary
restraint designedto attainthe inflation target:

1 . MAIN DEVELOPMENTS

The pace of economic growth slowed in compairson with the rates evident since the
beginning of the decade. Some easing of expansion was expectedin view of the
fallingoff in the initial benefits deirved from the influx of immigrants, but it was
sharperthan expected, for reasons that were unique to 1996. GDP grew by 4.4 percent,
compared with 7.1 percent in 1995, and businesssector product rose by 5 percent,
after 8.9 percent in 1995 (Table 2.1).' The slowdown in economic activity encompassed
all the principal industires, and was accompanied by greater uncertainty.

The slower increase in the demand for output was led pirmairly by the slowdown
in the rates at which exports and investment rose. The fall in demand was due to four
main factors: first, a relatively large number of security incidents, which harmed

In 1996 the rate of
economic growth
moderated.

The slower rate of
expansion of business
sector product on the
supply side than on the
demand side was
reflected by a signifi
cant increase in the
share of the import
surplus in GDP.

' According to The NationalBudget,'199698,prepared m October 1995 by the Prime
Minister's Office, the MinistryofFinance, and the Bankof Israel, GDP was expected to grow
by 5 percent and businesssector product by 5.8 percent.
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Table 2.1
IndicatorsofEconomicActivity, 198686

)rate of change, percent(
JulyDec
1996a

JanJun
1996a19961995199094198689

2.13.94.4.175.83.9GDP

0.41.51.7.342.02.2Per capita GDP

1.43.75.0.987.04.9
Businesssector
product

2.25.75.4.487.10.9
Index of industrial
output

6.86.66.7.969.87.1Unemployment rate
a Annual rate of change, seasonally adjusted.

The combination of the
economic slowdown
with the rise in the

import surplus was the
result of the policy mix.

The rate at which
exports rose slowed
significantly due to

domestic and interna
tional factors.

economic activity (mainly in tourism); secondly, the leveling offof the beneifcial effects
derived from the absorption of the influx ofimmigrants; thirdly, the slowing of the rate at
which world trade expanded; and fourthly, increased political and economic uncertainty.
The slower pace at which businesssector product expanded on the supply side went
beyond the reductionjustified by the fall in the factorsof production and also beyond
the slowdown on the demand side. The failure ofsupply to meetdemand was reflected by
a significant increase in the shareofthe import surplus in GDP. The latter, combined with
the economic slowdown, was due to a great extent to the policy mix expansionary
fiscal policy and monetary restraint intended to attain the inflation target.
Several indicators attest to the significant slowing of economic activity in 1996.

The rate at which businesssector product expanded moderated substantially
(Table 2.1), and in the last quarter was only 1 percent; the rate at which industiral
production rose also eased significantly during the year.
The rate at which goods and services exports increased slowed appreciably, too,

growing by only 4.6 percent in 1996, after an annual average of 12 percent since
1992 (Table 2.A.1). The slowdown is due to the (expected) moderation in the rate at
which world trade expanded 6.7 percent in 1996 after 8.9 percent in 1995. The
effect of the slowdown in world trade was offset to some extent by an improvement
in the terms of trade. A seires of secuirty incidents harmed mainly the export oftourism
and allied services. These were apparently supplemented by nominal irgidities, as a
result of which the slight nominal depreciation of local currency for the second
year in succession prevented the more rapid expansion of production of import
substitutes and exports. In addition, the persistent decline in the rate of return on
capital had a cumulative effect, expressed most notably in the slowdown in 'traditional'
exports, where profit margins are small (see Chapters 4 and 6(.
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The slowdown in the rate at which investment grew also served to check the
expansion of demand. Domestic investment rose by 7 percent in 1996,. compared
with 11 percent in 1995 (Table 2.A.1). This slowdown reflects a steep drop in the rate
at which construction investment increased, due to the easingof the demand pressures
associated with the influx of immigrants, and a fall in the shareof inventory in
investment. Investment in plant and equipment increased substantially, onthe other
hand, so that the capital stock/employee ratio in the business sector began to rise
again, after falling in the wake of mass immigration.

Public consumption (excluding direct defense imports), which constitutes the main
componentof publicsector demand, rose by 3.5 percent in 1996 (2 percent in 1995),
contributing to the expansion of demand for domestic output. Expansionary fiscal
policy also contributed indirectly to the increase in demand through the real decline
in net direct tax revenues (direct taxes net of transfers), which increased households'
disposable income. This is the mirrorimageof the government's large (NIS 6.8 billion)
deviation from the deficit target. Although the increase in public consumption reduces
households' permanent income becauseof the future taxes which will be required to
finance it, Israel's experience has shown that households are more influenced by
current income, so that the decline in net taxes was predominant in increasing private
consumption. Pirvate consumption excluding durables did in fact rise in 1996by
5.5 percent (Table 2.A.5).
The stock of durables has irsen considerably since 1990, in response td the needs

of the immigrants. The slower pace of durables purchases in 1996 is one indication
that the beneficial effect of the absorption of immigrants is declining. The rate at
which pirvate consumption rose was apparently also affected by developments in the
capital market, one of the most prominent being the cirsis in the provident funds.
Withdrawals from the latter were expected pirmairly to increase durables purchases,
but these rose more moderately than in 1995. The reason for this would appear to be
that money was diverted to other financial assets, since the public's financial wealth
did not shirnk in 1996 (see Chapter 7).
The supply of actual businesssector product (see Box 2.1) rose by 5 percent in

1996, on the basis of an 8.2 percent increase in gross physical capital stock and 3.7
percent growthin labor input (Table 2.3). The rate at which the labor inputof Israelis
rose was below that of the workingage population and above that of the civilian
labor force, both of which are gradually becoming an effective constraint on the
expansionof the labor inputof Israelis. This means that economic expansion will be
accompanied by upward pressure on wages, and this in turn will slow the growth rate
of GDP in compairson with recent years, when unemployment was relatively high.
Total factor productivity fell slightly in 1996 as a result of two conflicting forces.
There were initial indications that the potential embodied in the immigrants' human
capital, as well as in the technological innovations of the extensive investment ofthe

The rate at which
investment grew
reflected the slowdown
in investment in
construction and
inventory.

Fiscal policy contributed
to the expansion of
demand through the
real reduction in direct
taxes, which led to an
increase in private
consumption.

The 5 percent growth of
businesssector product
was based on the
8 percent rise in
physical capital stock
and the 3.7 percent
increase in labor input.
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The national saving rate
declined because public
saving fell, though this
was partly offset by the
rise in private saving.

The large current
account deficit was
due mainly to the

expansionary fiscal
policy of the last

two years.

last two years, was starting to be realized, serving to increase productivity. The security
incidents and the moderate rate of nominal depreciation had an adverse effect on
capacity utilization, however.
Aggregate demand for GDP expanded beyond the growth in supply. The failure of

supply to meet demand in full was reflected by a significant rise in the share of the
civilian import surplus in GDP alongside real appreciation. The inability to respond
fully to demand is partly explained by the shortterm effectof monetary policy, which
acted to check the acceleration of price increases in the wake of the expansionary
fiscal policy, also by slowing the rate of nominal depreciation.
The real exchange rate, measured by the increase in export prices relative to that in

businesssector product prices (including housing services), indicates that there was
real appreciation of about 4 percent, which is above the longterm average (Table 2.5).
This occurred even though the marked rise in the number offoreign workers and the
slowdown in construction exerted pressure for real depreciation. Over and above its
trend, real appreciation derived from the combination of expansionary fiscal policy
with tight monetary policy, which led to moderate nominal depreciation, as well as
from capital inflow and the improvement in the termsoftrade as prices abroad declined.
The national saving rate continued to fall, for the fourth consecutive year, and in

1996 was 17.1 percentof national income. This reflects the continuationofthe decline
in public saving and of the rise in private saving. The expansionary fiscal policy and
the easing of the effect of mass immigration on durables purchases were the main
reasons for the increase in private saving.
The decline in the saving rate required the expansionof the currentaccount deficit

in order to finance the high levelof domestic investment. The currentaccount deficit
was 4.6 percent of total national income (at current prices) in 1996 (5.1 percent of
GDP) after 4.0 percent (4.5 percent of GDP) in 1995. This is considered to be
high in comparison with both the past and international standards, and can increase
economic vulnerability.

The main causeof the large balanceofpayments deficit was the expansionary fiscal
policy of the last two years. This was expressed in a NIS 6.8 billion deviation from the
budget deficit target (for the second consecutive year) caused by the government.
Although most of the deviation was due to the shortfall in tax revenues, this does not
minimize the negative role played by fiscal policy, as the levelof expenditure authorized
by the government was too high from the outset, and was based on an overoptimistic
forecastoftax receipts. The year began with a large balanceofpayments deficit brought
over from 1995, and while aresponsible fiscal policy was required in order to reverse the
trend, the policy adopted merely exacerbated it.
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Monetary discipline, intended to attain the inflation target and combat the departure
from it during the year, did not have an unequivocal effect on the balanceofpayments
deficit. On the one hand, high shortterm interest rates acted to moderate demand for
consumption and investment to some extent, thereby reducing the import surplus.
The stylized facts of Israel's economy imply that this effect is small. Opening the
economy to capital flows further weakens the effect of domestic interest rates on
demand for consumption and investment. On the other hand, the moderate rate
of nominal depreciation in the last two years has contributed to the rise in the
import surplus.
Economic uncertainty increased in 1996, causing some economic agents to adopt

a 'wait and see' policy, even though the economic effectof this is hard to measure. A
seires of terrorist attacks in the first half of the year raised doubts concerning the
success ofthe peace process. The change of government brought about by the elections
held in the middle of the year created political uncertainty. Nonetheless, there were
indications that the new government was continuing with the peace process. The
economic uncertainty associated with the change of regime was intensified in view
of the large deviation from the deficit target evident already in the first half of 1996.
Immediately after the election, the new government decided to reduce the 1997 deficit,
but it did nothing to reduce the 1996 deficit, and for a long time it was not clear if the
Knesset would approve the deficit reduction in the 1997 budget. In addition, towards
the end of 1996it transpired that the deviation from the 1996 deficit target was being
aggravated, so that for the year as a whole it was far greater than had previously been
assumed. The lack of fiscal restraint duirng 1996 had adverse economic effects,
especially in light of the large balanceofpayments deficit.

The effect of monetary
policy on the balance
ofpayments deficit was
not unequivocal.

2. AGGREGATE DEMAND

The rate at which aggregate demand grew slowed in 1996, as indicated by domestic
use of resources, which increased by a real 5.4 percent, compared with 7 percent in
1995(Table 2.A.1).
The slower pace of expansion of goods and services exports 4.6 percent in 1996

after 11 percent in 1995 played a crucial role in moderating the expansionofdemand.
Total exports excluding touirsm rose by 5.9 percent in 1996 (Table 2.2), which is
lower than the rate of expansion of world trade. The relatively moderate growth of
exports reflects the uneven developmentof its components. Goods exports (excluding
diamonds) rose by 7.9 percent, similar to the 1995 rate. Hightech exports accelerated,
as a result of processes set in motion in previous years, i.e., the investment surge that
came in the wakeof the mass immigration, economic liberalization, the peace process,

Domestic use of
resources rose by a
real 5.4 percent.

The slowdown in the
rate at which exports
grew played a pivotal
role in the slowing of
GDP growth.
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Table 2.2
Use ofResources, 198696

' Excluding direct defense imports.

)rate of change, percent(

19961995199094198689

4.610.97.44.6Exports

5.910.18.73.8Excluding tourism

7.410.613.36.8Gross domestic investment

7.14.214.37.1
Investment in principal

industries
5.57.37.84.8Private consumption

3.52.02.83.1Public consumption11

Goods exports grew by
7.9 percent, mainly

because of the accel
eration of demand in
hightech industries.

There was a real
decline in exports of
tourism services in
the wake of security

incidents.

and regional and world geopolitical developments. All these prepared the ground for
increasing the share of Israel's exports in world markets inter alia by penetrating new
markets. The rate at which traditional exports expanded slowed, however, as these
industries are gradually being exposed to competing imports and are characterized by
small profit margins. Real appreciation also contributed to this trend.

Services exports stagnated in 1996, after a 14.5 percent increase in 1995. The
growth rate of services exports, especially tourism, generally fluctuates more
widely than that of goods exports. The large number of security incidents in
1996 had an adverse economic effect, in particular on tourism, which experienced
a real decline in exports.
The fall in tourism eased the pressure on economic resources, however, freeing

factors of production for other industries, and also for export. Although the inter
industry mobility of existing capital stock is not great, there was no need to reduce
capital stock in tourism but simply to moderate its growth rate in order to prevent
economic activity in general from being impaired, since Israel's economy grew in
real terms.
There is considerable flexibility in the movement of employees from tourism to other

industries, so that the contraction of touirsm could contirbute to the expansion of other
industires producing exports and import substitutes, thereby offsetting the decline in
touirsm. The extent of this depends on touirsm ifrms' assessments of the duration of the
cirsis (if it is perceived as short term there will be little offsetting). In 1996 the number of
employees in hotel services, which constitutes an indicator of tourism employment,
fell by 6 percent, compared with a 2 percent irse in businesssector employment. The
combinationof this fact with the fall in unemployment shows that someofthe factors
of production that were released in touirsm were utilized by other industires.
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Tourism firms had to decide whether to invest efforts in attracting some of the
outgoing tourism (creating import substitutes), thereby limiting the damage caused
by the decline in incoming tourism. The substantial increase in imported tourism
services in 1996 indicates that although this possibility existed, it was not realized in
full: Israelis' consumption of tourism services abroad rose by 10 percent in 1996, and
imports of foreign travel and allied services grew by 11 percent.
Another factor helping to limit the expansion of demand was the slowing of

investment growth. Gross domestic investment increased by over 7 percent in 1996,
compared with about 11 percent in 1995 (Table 2.2). The various investment
components developed differently than in 1995; inventory investment fell in 1996,
after rising in 1995, the expansionof residential construction slowed, after accelerating
in 1995, and investment in nonresidential and other construction stagnated, after
expanding impressively in 1995.
Investment in residential construction rose by a rapid 11.5 percent in 1996,

but less significantly than in 1995, when it increased by 20 percent (Table2.A.3).
The slower expansion of construction also attests to a falling off in the effect of
the influx of immigrants.
Investment in nonresidential construction stagnated in 1996, after rising by

14 percent in 1995 (Table 2.A.3). The main cause of this sharp change appears to
have been the capacity constraint in the principal industries. Investment in plant and
equipment continued to grow at an impressive pace, on the other hand, and for the
first time capital stock per employee passed its level before the influx of immigrants
(Figure 2.3). Nonetheless, capital stock per employee has not yet reverted to the trend
line it displayed for many years before 1989.
In view of the appreciable increase in investment in the principal industries, it

seems that in 1996, too, high domestic interest rates did not have a significant direct
effect on investment. According to empirical evidence, shortterm interest has relatively
little effect on investment demand. Moreover, implicit capital imports of the private
sector were $ 6 billion in 1996 (see Chapter 7), serving to ofset the negative effect of
domestic interest rates on investment and pirvate consumption.
The increase in private disposable income, due inter alia to the decline in

government tax revenues, contributed to the continued expansion of private
consumption, which rose by 5.5 percent in 1996, after 7.3 percent in 1995 (Table 2.2).
Consumption expandedmore slowly than disposable income, apparently because patr
of the decline in tax receipts was temporary. The government's deviation from the
inflation target in the last two years makes it more likely that part ofthe adjustment of
the budget deficit path will be attained by increasing net taxes. In fact, in July the
government decided to reduce the 1997 budget deficit by some NIS 5 billion; it also
decided on a NIS 2 billion budget cut towards the end of 1996, partly by raising net
taxes and partly by reducing public consumption.

The slowdown in
investment growth
contributed to the
slower rate at which
demand rose.

The slower increase in
construction investment
was another expression
of thedeclining.effect of
the influx of immigrants.

Because of the'persis
tent increase in
investment in plant and
equipment, for the first
time capital stock per
employee surpassed its
level prior to the influx
of immigrants.

Private disposable
income rose following
the reduction of taxes,
leading to a 5.5 percent
increase in private
consumption.
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The openness of
the economy to

international capital
markets weakened the

effect of domestic
interest rates.

Figure 2.1
Private Consumption8 as a Proportion of Total Disposable Income
and DisposableWage Income, 198096
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8Excluding durables.
SOURCE: Based on Central Bureau of Statistics data.

High shortterm domestic interest rates, which make savingmore worthwhile, acted
to check the expansionofconsumption.2 Empirical evidence indicates that this effect
is not strong. The extent to which the economy is open to international capital markets
further weakens the effect of domestic interest rates.
Durables consumption rose by a relatively moderate 5.3 percent in 1996, as the

new immigrants' period of acquiring durables showed signs of coming to an end.
This is indicated by the substantial increase in recent years in durables inventory,
which has doubled since the beginning of the decade. The inventory enables a high
level of durables services consumption in the next few years even at the current
levelof purchases. Developments on the capital market especially withdrawals from
provident funds also operated in the background. However, the increase in the
public's financial assets implies that the money withdrawn from the provident funds
was directed to other financial channels rather than to durables purchases.

Supply rose more
slowly than did

factors of production.

3. AGGREGATE SUPPLY

After the impressive expansion of businesssector product in 1995, its growth
rate moderated to 5 percent in 1996, after 9 percent in 1995 and an annual increase

2 This policy has another effect: if households believe that the real exchange rate is below
equilibrium they will tend to increase current consumption before prices rise. This would be
expressed primarily in durables purchases and foreign travel. The latter did indeed rise
appreciably, but the former moderated, as explained above.
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Table 2.3
, SupplyofBusinessSector Porduct, 198696; .

~ ; , .  ■''.\ ' (rateofchange, percent)
י י י. י . י .י . 198689 199094 1995 : 1996;.
Businesssector product . . 4.9 7.0
Gross physical capital stock 2.7 . 4.3

 Labor input . 2.0 6.3
Civilian labor force . . 2.6 4.8
.Civilian labor force /r/us .. . ," ...

nonIsraeli workers0 . .. 2.6 . 5.2 :.

, Total factor productivity . ■ . ' 2.6 1.3
י Rate of return on capital IPjJS 13.7

a Growth rate of civilian labor force plus growth ■rate of labor input of workers ןז!(^
the Autonomy and the administered areas, and foreign workers.

 5.08.9
8.28.5

, 3.78.2
2.23.5.

. 3.46.6
0.20.5

■ 11.712.7

of 7 percent since 1990 (Table 2.3). The slowdown in the rate of increase was
greater than that at which factors of production fell.
According to a rough estimate, the rise in potential output in 1996 was between

5.7 and 7.5 percent, compared with a rate of between 6.7 and 9.8 percent in 1995
)Box 2.1). The growth rate of potential output reflects the possibility of expanding
supply given almost full employment. The fact that the unemployment rate was
below 7 percent for the second year in succession seems to be a rough indicator
of the inabilityof the Israeli labor supply to grow in 1996. However, the marked
increase in the number of foreign workers means that output can be increased
beyond that level, and the calculation above takes that into account.
Gross businesssector capital stock at the beginning of 1996 rose by 8 percent,

similar to its rate in 1995. The stockof plant and equipment in industry increased
by 9 percent, and that of industrial structures by 15 percent. Businesssector net
capital stock grew by 10 percent. Despite the rapid increase in total capital stock,
capital stock per employee was below its trend line, which stopped rising as the
mass immigration began (Figure 2.3).
The rate of growth of the civilian labor force moderated in 1996, rising by 2.2

percent compared with 3.5 percent in 1995. This growth rate is still higher than
the rate of natural increase, because about 70,000 immigrants are continuing to
arrive each year.
The increase in the civilian labor force(of the workingage population) reflects the

potential expansion of the Israeli labor supply in the long term; in the short term,
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Figure 2.2
Ratesof Return on Gross and Net Capital, 198096

1980 81 82 83 84 85 86 87 88 89 90 91 92 93 94 95 96
SOURCE: Based on Central Bureau of Statistics data.

Figure 2.3
Capital Stock per Employee, 197196
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Box 2.1: The Estimate of Potenital Output

A compairson of actual economic performance withpotential ;expansion is,,
generally considered to indicate the efficiencyof factors of production. In
practise, this is done by comparing the actual rate of expansion of business
sector product with that of potential output. ' This involves making several
assumptions, regarding some of which there is no general consensus. For ,
example, the calculation of potential output does not take changes in capital
utilization and in the levels of employees' education into account, and this
gives irse to estimation difficulties. The entryinto Israelof foreign workers irr
the last few years has created another problem lack ofclarity regarding the
potential labor supply and its efficiency (inthe past the incremental supply of
foreign workers was simply ignored).The estimateof potential output is based
on the growth ratesof the factors ofproduction physical capital stock and the
labor supply plus total factor productivity.Gross physical capital stock at the
beginningof the year rose by 8 percent (Table 2.3), and its specific contirbution ,
to the expansion ofbusinesssector product was 2.6 percentage points (its share
in production is 32 percent). The labor supply was calculated in two ways. The
ifrst was based on the civilian labor force (the workingage population can also
be used for the calculation). This indicates the potential labor supply of Israelis,
disregarding the contribution of workers from the Autonomy and the
administered areas andof foreign workers. The second method involves taking
the civilian labor force together with the labor input of nonIsraeli workers.
This implies that asregardsquality, nonIsraeli workersare perfect substitutes
for Israelis. The civilian labor force grew by 2.2 percent in 1996, and calculated ,
in the ifrst way its specific contribution to the expansion of supply was 1.5
percent (its share in production is 68 percent). According to the secondmethod,
the civilian labor force plus the labor inputof workers fromthe Autonomy and
the administered areas and of foreign workers roseby3.4 percent, its specific 

contribution to the expansion of supply being2.3 percent. To the increase in
the factors of production we add the assumption that total factor productivity
rose by between 1.6 percent (in accordance with its growth rate in the last ten
years) and 2.6 percent (a rangewhich relfects the fact that productivity is

currently below the longterm average).;On the basispf the first method, the
supply of potential output rose by between 5.7 and 6.7 percent in 1996, while
according to the second one it went up by between 6.5 and 7.5 percent. A
calculation based on the growth rateofnet (rather than gross) capital stock
would yield a larger rate of increase. ■:, ., ,i, /.;
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There were indications
of a laborsupply

constraint in certain
industries.

Given a laborsupply
constraint on GDP
growth, continued

economic expansion
will exert upward

pressure on real wages.

Labor productivity was
affected by the process
of immigrant absorption
and fluctuations in the
composition of labor

inputs.

Security incidents
had an adverse

effect on productivity,
particularly in tourism.

The moderate rate of
nominal depreciation of
the last two years has

had a cumulative effect.

however, the labor supply might grow faster than this by an increase in hours
worked per employee, a reduction in the unemployment rate, or the employment of
foreign workers. The ifrst two possibilities have been almost fully utilized: the number
of hours worked per employee remained virtually unchanged in 1996, and the actual
unemployment rate appears to have almost reached the natural unemployment rate.
There are indications that there was a capacity constraint in certain areas (Chapter 4),
while the number of foreign workers continued to rise steeply. The share of foreign
workers in the business sector is relatively large, and is apparently approaching the
point where the authorities will be obliged to limit the numberof permits and intensify
law enforcement in order to prevent the rapid increase in their number and halt the
expansion of the number of illegal workers. The growth rate of the civilian labor
force (or the workingage population) is thus becoming an ever more effective
constraint on the expansion of the labor supply. Continued economic growth will
thus inevitably give rise to upward pressure on real wages, which in turn will act to
moderate the rate at which output increases in comparison with the years when the
unemployment rate was higher.

Total factor productivity

A numberof processes have been operating on total factor productivity in the last few
years, and their effect was notable in 1996, too. These include the absorptionof mass
immigration alongside the rapid rise in capital stock, ongoing interruptions in the
employment ofworkers from the Autonomy and the administered areas, and the entry
of foreign workers (Box 2.2). Cyclical demand factors with mainly a shortterm
effect and associated more with capital stock utilization have also been at work.
Several shortterm factors operated to check supply in 1996. First, as mentioned

earlier, the security incidents impaired productivity that is temporary in nature by
causing a decline in capital stock utilization, particularly in tourism. Businesssector
product would have risen by another 0.3 percentage points had exports of tourism
services risen in line with the increase in world trade. However, this is an overestimate
of the damage that would have been incurred had factorsof production been released
by the tourism industry. On the other hand, the estimate does not take into account the
damage caused to industries closely associated with tourism. Assuming that the upward
and downward biases are similar, we find that had it not been for the security incidents,
businesssector product would have increased by 5.3 percent.

Secondly, the moderate rate of nominal depreciation in the last two years, as well
as the decline in profitability, which were due inter alia to the policy mix, had a

cumulative effect, impairing the competitiveness of the traded sector providing there
are nominal rigidities in other (nontraded) industries. This can be translated into a
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reduction of demand for factors of production in the traded sector, and/or a decline in
its factor utilization, captured by the decline in total factor productivity. The persistent
fall in the rate of return in the business sector, due also to the moderate rate of
depreciation, acted to reduce supply.
The damage incurred as a result of the slower rate of nominal depreciation may be

partly temporaryif firms do not expect the slopeofthe exchangerate band to change
in the near future.If that is the case they will try to avoid dismissing employees since
this means losing specific human capital and incurs costs associated with worker
mobility (the motive for labor hoarding). The absence of complete mobility of factors
of production between industries is generally accompanied by relatively low total
factor productivity.

A positive contirbution was made by the improvement in the termsoftrade alongside
the reduction of foreign pirces, but this improvement followed a larger deteiroration
in 1995. This effect is not very significant, nor does it greatly influence firms' behavior
since it is at least in part unexpected.

Box 212:Total Factor Productivity

Total factor productivity is defined as the rise in output per employee (per
labor input) beyond the increase in capital stock per employee (per labor input).
The slow growthin total factor productivity since 1992 (Table 2.A.9) requires
explanation considering Israel's success in absorbing previous influxes of
immigrants,3. as indicated by the rapid growth of output based on the rise in
total factor productivity.*This is especially the case since the level of human
capitalof the latest influx of immigrants is extremely high. Although total factor
productivity rose at the beginning of the current influx (199091), this mainly
reflected increased demand, which was met in part by raising factor utilization.

Population and Productivity:ALoiigTermyiew, 196296 '3 V ' 'S■

(rateof change, percent(
199096198289197281196271

3 4

1 0

1 7

0 9

2 5

1 8

3 4

4 3

Population growth rate '
Productivity growth rate

3 Yoram BenPorath/'The Entwined Growthof Population and Product, 19221982," and
Jacob Metzer, "The Slowdown of Economic Growth: A Passing Phase or the End of the Big
Spurt?" in Yoram BenPorath (ed.) (1986), The Israeli Economy; Matuirng Through Crises,
Harvard University Press, place the responsibility for the high productivityof the 1950s and
1 960s inter alia on the successful absorption of mass immigration and its longterm effect.
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Three factors have been operating on total factor productivity in recent years:
the absorptionof immigrants in the production process alongside a fall in capital
stock per employee, interruptions in the employment of workers from the
Autonomy and the administered areas, and the entry into Israel of foreign
workers.
At the first stage of the influx of immigrants, most of the newcomers found

employment that did not match their original professions. As a result, their
wages (serving as an indicationof their productivity) were lower than those of
the established population, and this had a negative effect on productivity. As
time went by, the immigrants adapted to economic conditions in Israel, and
progressed to employment commensurate with their original occupations. The
table below shows the negative contribution of the more recent laborforce
entrants among the immigrants (whose wages were lower than those of the
established population), as well as the positive contributionof the immigrants
whose advancement in employment acts to increase productivity and whose
wages rose by more than those of the established population. The first factor
predominates in the initial stages of immigrant absorption, and the second at
the later stages.

Ratio of Immigrants' HourlyWage to that of Established Population
inBusiness Sector, 199095

Year of
199519941993199219911990immigration
0.710.590.600.510.530.481990
0.660.490.520.450.481991
0.560.480.430.371992
0.550.420.451993
0.510.371994
0.411995

At the same time, the rapid expansion of capital stock that is required in
order to increase the capital/employee ratio which shrank as a result of the
sharp increase in the number of employees involves expenditure in the short
term. This process operates to the detriment of productivity in the short term,
but embodies technological advances which have a positive effect on total factor
productivity in the long term.
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The interruptionsin trie arirval1offworkers'irornthVAutonomy and trier
administered areas caused by secuirtyproblems hadan adverse effect on total.
factor productivity. In the shotr run these interruptions prevented other factors^
ofproduction^especiallyin constructionand ag^
harming economic activity inthose industires. This provided artimpetus for? *

the entry into Israel of foreign workers, thus solving the problems of both
secuirty and the irregular supplyof labor. ,;y: . jiv . 4:

Some 110,000 workers fromtheAutonomyandthe administered areas and,:'*
2,000 foreign workerswere employed in Israel injJ990. In 1996 the numbers^
were 39,000 and 125,000 (thelatter including illegal workersjrespectively.
The replacement of workers from th#Autonomy and the administered areas^i,
and the notable increase in the number of foreighworkers(evenexceeding ;J.'

the replacement requirement) makes a peirodof.adjustment necessaryfor .

both employees and employers, witha consequentimpairmentjbf total factor
productivity. Some foreign workers may beless skilledthan thosefrom thC
Autonomyandthe administered areas;theyreplaced^coirsequehtly,;jtheirwagesif ;
were lower, so that diminishedtotal factor productivity did not necessairly,
reduce profitability. .;. ■Y■. .'V\. ■ ■' :/:

4. DEMAND, SUPPLY, AND THE REAL EXCHANGERATE

Businesssector usesofresources, constituting an indicatorof the increase in demand,
rose by 6.5 percent in 1996 (Table 2.4), surpassing the actual expansion of business
sector product. This was reflected by the steep irse in the share of the civilian impotr
surplus in businesssector product from 20.7 percent in 1995 to 22.3 percent in
1996. The shift abroadof demand indicates the inadequate responseofdomestic supply
to demand.
Alongside background factors (see below), monetary and fiscal policy also operated

to prevent supply from expanding more rapidly. These factors probably also caused
real appreciation.
The real exchange rate, measured by the relative pircesof businesssector product

)including housing services) and expotrs (excluding diamonds), appreciated by 4. 1

percent in 1996, compared with 2.7 percent in 1995 (Table 2.5). When measured by
the relative pirces of impotrs (excluding diamonds) and businesssector product
)including housing services), the real exchange rate appreciated by 6.6 percent in
1996 compared with depreciation of 1.6 percent in 1995and appreciation has

Although there was
pressure for real
depreciation in 1996,
the rate of appreciation
outstripped the long
term trend.
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Table 2.4
Demand for and Supply of BusinessSector Product, 198696

(rate of change, percent(

19961995199094198689
5.08.97.04.9
6.58.59.44.5
22.320.719.611.3

Actual businesssector product
Businesssector use of resources
Share of import surplus1* ,_L_,

a Share of civilian import surplus in businesssector product, at constant prices

Expansionary
fiscal policy and

contractionary mon
etary policy moderated
nominal depreciation,
exerting pressure for

real appreciation.

been evident since the late 1970s (Figure 2.5). This trend is explained by the country^
economic growth, based on a relative increase in productivity in the traded sector and
a relative rise in demand for nontradable goods. The rate of appreciation in 1996
exceeded this trend, however. This should be seen in the context of four main forces
that were operating in 1996 over and beyond the effectoffiscal andmonetary policy:
(1) the rapid expansion of demand for hightech products and the fall in demand for
the output of traditional industries (Chapters 4 and 6) should have given rise to real
depreciation; (2) the slowdown in construction, which is the leading nontraded industry,
should have exerted pressure for real depreciation; (3) the continued rapid expansion
in the numberof foreign workers, who are employed mainly in the nontraded sector,
exerted downward pressure on wages in that sector, also tending to cause real
depreciation; (4) capital imports that are neither due to the interestrate gap nor intended
for investment contribute to real appreciation.

Fiscal policy, which was expansionary, exerted pressure for real appreciation. This
caused tight monetary policy to be adopted in an attempt to keep inflation down. In
addition, the exchangerate policy enabled market forces to affect the exchange rate
within the band, thereby bringing about moderate nominal depreciation against the
currency basket. The nominal exchange rateof the sheqel against the currency basket
rose by an annual average of 3.5 percent in 1996, compared with 4.6 percent in 1995
(Table 2.5). During 1996 it rose by 3 percent, compared with 5.8 percent in 1995 (the
slopeof the band was 6 percent during both years). The rate at which nominal wages
rose, which outstripped nominal depreciation for the second year in succession,
prevented the more rapid expansion of the production of import substitutes as well as
ofexports, This obtains when there are nominal rigidities in conjunction with imperfect
mobility of factors of production, and explains the combination of the inadequate
supply reponse with real appreciation that outstripped the trend.
Even though changes in the nominal exchange rate have little effect in the short

run, nominal downward rigidities make the real exchange rate more responsive to
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: Figure 2.4 ■■ ■. .
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1980 81 ;82: 8384 85 86 87 88 89 90 9192 . 9394 95 96
'4', . . . ■' ■ ■'. .

SOURCE: Based on Central Bureau of Statistics data. . ■." v ' ■;. ;..,

nominal appreciation than to nominal depreciation. Despite the moderate rate of
nominal depreciation in 1996, nominal businesssector wages rose by 12.7 percent,
compared with 10.7 percent in 1995. Pricesof the nontradable items in the CPI rose
(on average)by 12.6 percent in 1996, compared with 11.5 percent in 1995. These
developments, which had begun in 1995, affected the rate at which product rose in
the traded sector, and this was a modest 3 percent in 1996, after 8 percent in 1995
(Table 2.5). These facts indicate that nominal rigidities played a part in converting
nominal into real appreciation. This is also borne out by the developmentof civilian
imports, which rose by 7 percent in 1996, after9.4 percent in 1995. Assuming constant
coefifcients (from uses of resources), imports could have been expected to grow by
less. The rate at which civilian imports rose is in Une with the decUne in their relative
price (i.e., real appreciation), which increases demand for imports beyond what is
derived from the use of resources.
Futrhermore, the rate at which hightech exports rose was, as stated, far higher

than thatof the traditional industries (Chapters 4 and 6).Ifthis process is the dominant
factor, it should have been accompanied by a reduction in the share of the impotr
surplus in GDP and by increased proiftability. In fact, the impotr surplus rose in 1996,
and the rateofreturn on capital continued to fall. This further bolsters the assessment
that real appreciation went beyondwhat was required by real economic forces alone.
Nonetheless, themoderate rate of nominal depreciation did not relfect a change in

an important parameterofexchangerate policy: the slopeofthe band did not change,
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Table 2.5
The Real ExchangeRate and the Traded Sector, 198696

(rate of change, percent(
19961995199094198689
4.12.73.65.0Exchange rate (export terms)a
6.61.63.86.6Exchange fate (import terms)b

Nominal exchange rate against
3.54.610.2currency basket
3.18.25.43.0Traded businesssector product0

Traded businesssector
6.77.69.54.1use of resources0

2.74.20.21.7Terms of traded
a Ratio of export prices (excluding diamonds) to businesssector product prices

(including housing services).
b Ratio of import prices (excluding diamonds) to businesssector product prices

(including housing services).
c See Table 2.A.7.
d Ratio of export prices (excluding diamonds) to import prices (excluding diamonds(.

Fiscal policy cannot
be blamed for the

inadequate shortrun
response of supply

to demand.

remaining, as stated, at 6 percent. Thus, alongside the irse in the variance of the real
exchange rate there was no change in its average. The extensive use of instruments
for hedging against exchangerate fluctuations, which impose costs on firms, is in
line with the irse in the vairance. There is no evidence for concluding that the traded
sector (which includes productionofexports and import substitutes) is more sensitive
to variance in the exchange rate than in interest rates. However, this might be the case
because this sector has relatively easy access to the international credit market.
Monetary restraint should be evaluated in light of longterm considerations

(assuming that policy does not divert the economy from its longterm target path).
The longterm objective of monetary policy is to attain macroeconomic stability by
gradually closing the gap between the inflation rates in Israel and its trading partners.
Success in achieving this goal will create favorable conditions for the expansion of
the traded sector and for sustainable economic growth.
Data for the public sector show that its deficit grew: the total (currentaccount)

publicsector deficit rose from 2.1 percent of GDP in 1995 to 3.1 percent of GDP in
1996. Although fiscal policy contirbuted to the increase in demand, particularly for
nontradables, both directly (by enlarging public consumption) and indirectly (by
reducing net tax receipts), and thus caused real appreciation and the sharp increase in
the import surplus in 1996, it cannot be held responsible for the failure of supply to
respond adequately to demand.
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Implicit Price Indexof BusinessSectorProduct(including Housing)
Relativeto Importand ExportPrices(excludingDiamonds), 198096
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The improvement in the terms of trade in 1996 generated conflicting effects.
Empirical evidence indicates that the forces for real appreciation predominate in Israel.
The improved terms of trade also affected the real exchange rate by reducing the
relative price of raw materials. This had a positive effect on supply, and hence
caused real depreciation. Alongside the improved terms of trade, the rate at which
foreign prices rose moderated, and if nominal rigidities exist thisalso generates
real appreciation.

5. SAVING, INVESTMENT, THE CURRENTACCOUNT, AND INTEREST

The national saving rate fell in 1996 for the fourth successive year, and stood at 17.1
percent, after 17.8 percent in 1995 (Table 2.A.16), reflecting a fall in public saving
and a rise in private saving.

The reduction in public saving mainly expresses government policy, which involved
a significant departure from the 1996 deficit target. Setting a low budget deficit target
for 1996 indicated cautious policy intended to protect the economy from problems
arising frombalanceofpayments dififculties. In fact, the government's domestic
deifcit was 4.7 percent of GDP (cash basis), compared with a target of 2.8 percent.

The decline in public
saving was due mainly
to the government's
policy, reflected by the
significant deviation
from the 1996'
deficit target.
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The response of private
saving did not fully
offset the decline in

public saving, so that
the national saving rate

continued to decline.

The decline in the
national saving rate

exceeded that in
investment, and this
was reflected in the

large currentaccount
deficit  4.6 percent.

The persistent balanceofpayments deifcit, together with continued capital inlfow, makes
the economymore vulnerable, and couldhave negative repercussions on economic activity.

The response of private saving did not fully offset the decline in public saving, so
that the saving rate continued to fall. The private saving rate was 18.8 percent in
1996, compared with 18.5 percent in 1995. Experience shows that private and public
saving offset one another to some extent (Figure 2.6). As stated, the fall in public
saving reflects a decline in tax receipts, someof which is temporary. Households may
have expected the deviation from the budget to be partly corrected by higher taxes
and partly by a cut in public expenditure. Alternatively, they may have interpreted the
deviation from the budget as indicating a policy shift away from ifscal restraint. Either
possibility explains the relatively moderate rise in private saving in response to
expansionary fiscal policy.
The share of gross domestic investment in total income was 22 percent in 1996,

compared with 22.1 percent in 1995. This slight decline reflects the stagnation of
nonresidential construction and almost imperceptible rise in merchandise inventory.
The fall in the national saving rate surpassed that in the total investment rate, and this
was reflected by the persistently high level of the currentaccount deficit and upward
pressure on real interest rates. The currentaccount deifcit was 4.6 percent (current prices),
after4 percent in 1995, a rate which is high in compairson with both the peirod following
the 1985 economic stabilization program (ESP) and international levels.

Figure 2.6
Gross National Saving Rate, by Sector, 196496a
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3Percentage of total income, at official exchange rate.
SOURCE: Based on Central Bureau of Statistics data.
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In pirnciple, a balanceofpayments deficit indicates the smoothingof consumption
over time, which in itself is positive, so that the question that arises is why is the level
of Israelis deficit regarded with alarm? Inthe, short term, a high balanceofpayments
deficit increases the chances of a financing constraint and/or a significantrirse in the
real interest rate. A rise in the foreign debt will eventually raise interest payments on
it and reduce national income. On the other hand, when investments mature, this will
give rise to faster growth, making it possible to pay for debt servicing. There are,
however, three kinds of government intervention which may give rise to a financing
problem. First, the Encouragement of Capital Investments Law grants overgenerous
incentives to investment in the principal industries; secondly, the government borrows
under the US government guarantees and makes some of the money available to the
pirvate sector; thirdly, restirctions on themovementof capital could create differences
between foreign and domestic interest rates.

The international real marginal interest rate for investors and savers, based on the
costof borrowing under the US government guarantees, is estimated at 4.7 percent.4
In 1996 the real yield to matuirty on longterm (10year) government bonds was 4.7
percent, and the interest on mortgages was 5.7 percent. Thus, the domestic longterm
interest rate was similar to the international one. This should allay fears that investment
is not efficient from the standpoint of the economy as a whole.

^Figure 2!f W W PUT W !.§
Rate of Saving, Investment, and theCurrentAccount, 1964796^
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SOURCE: Based on Central Bureau of Statistics data.;. .  ~ ",

Domestic longterm
interest rates were in
line with international
rates in 1 996.

4 The calculation is based on the following assumptions: the dollar interest rate on credit
taken under the guarantees in 1996 was 7.3 percent; the rate at which the dollar price of
exports rose was 2 percent; the risk premium on dollar inflation was 0.5 percent. .
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However, this calculation is appropriate for firms which do not qualify for benefits
under the Encouragement of Capital Investments Law. Under certain conditions this
creates a significant gap between the interest rate confronting pirvate investors and
that for the economy as a whole. This embodies possible damage to both national
income and the ability to service the external debt in the future.

6. PRINCIPAL INDUSTRIES5

Industry

The rate at which
industrial product grew

slowed to about 5.5
percent in 1 996.

The slowdown in
production appears to
have been due to the
fall in both domestic

demand and exports of
goods produced by

'traditional' industries.

The growth rate of industrial product slowed to 5.5 percent6 in 1996, after annual
increases of 7 and 8 percent since the beginning of the decade. For the last seven
years Israel's growth rate has been faster than thatofmost industiral countires, and is
in line with the trend of total businesssector product. It has remained consistently
high because to a great extent industiral production involves hightech goods for
export (Tables 2.6, 2.8, and 2.A.19). Exports and product of the main hightech
industires rose significantly faster in 1996 than those of industry as a whole. The
slower rate at which production rose in 1996 was apparently due to a decline in both
domestic demand and the exportsofmanyofthe traditional industires food, textiles,
clothing, footwear, and wood following the irse in competing imports that ensued
from the liberalization of trade.7 The slowdown in investment in construction, and
increased uncertainty as a result of secuirty incidents and hitches in the peace process,
also played a part in this. The expansionary effect of immigrant absorption may also
be abating, after having made a significant contirbution to the increase in industiral
production in the first half of the decade.

5 In some cases the labor input data used here are drawn from sources other than those
used in the foregoing macroeconomic analysis, and this may give irse to discrepancies between
the two main parts of this chapter with regard to productivity and other estimates.

6 All the figures refer to industry excluding diamonds. Because of the small share of the
latter in product (value added), it does not significantly affect rates of change in most years,
including 1996. Export ifgures do not include exports to the Autonomy and the administered
areas. The source of most of the data is the Survey of Industry undertaken by the CBS; in
some cases data may not be consistent with those for industry in the ifrst part of this chapter
due to differences in methods of calculation and in definitions.

7 See also the detailed analysis of the development of industrial exports in Chapter 6.
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Box 2.3:Some Basic Dal a on Israel's Industry

According toa new estimate, there were 18,000 plants, excluding diamonds,
employing wdrkers in|srael in 1996. Over 8,000ofthemwere small enterprises
with fewer than five employees, and 145 had more than 300 employees and
accountedfor some40 percent of total industrial revenue.
There wereabout 380,000 employees (and another 8,000 in diamonds), with

an estimated 12,000 in R&D most of them engineers, other academically
qualified professionals; and technicians.

Total industrial revenue was someNIS 1 57 billion; direct exports excluding
diamonds accpunted^for about NIS 41 billion of this (i.e., $ 13 billion).
Approximately 600 plants with 1 20,000 employees accounted for almost 95
percent of exports . , >. ,,

Physical capital stock at the beginning of 1996 was estimated at NIS 110

billion, annual ifxed investment at NIS 16 billion, and R&D investment at
NIS2.3 billion?' :0i/:

Aworrying development in 1996 was the fall in producers' proiftability, which has
persisted since 1994, and in particular the marked decline in exporters' return on
capital (Table 2.7, Figure 2.8). As stated, the decline in profitability and slower rise in
total factor productivity(TFP) preceded the slowdown in the rate at which production
expanded by two or three years. Can this be taken to indicate that the seven good
years have come to an end and the basis has been created fora longterm slowdown
in the rateof industrial growth? What we appear to be witnessing is a 'natural' process
of structural change, one of adaptation to hightech production, involving the
conversion and even closureof traditional industries that have not adjusted to changing
demand and the liberalizationof trade. This view is supported by the notable increase
in investment in both ifxed assets and R&D in the last few years. Physical capital
stock in industry has irsen by an annual 9 or 10 percent since 1994, compared with
about half that rate in the three preceding years (Table 2.6). R&D capital stock8 is
also irsing markedly. It is not reasonable for an industry that is approaching a slowdown
in activity to increase its production and export potential to such an extent.9 It seems

8 R&D capital stock is the cumulative value of annual investment in research and
development in industry. The estimate here uses the perpetual inventory method (the way
physical capital is measured) and assumes that this investment has alifespan' of 7 years;
alternative assumptions concerning lifespan did not signiifcantly alter the trends during the
period discussed here.

9 One of the reasons for investment of this magnitude might be expectations realized in
1997 ofan appreciable cut in capital subsidies (in the form of grants for capital investment
in development regions, see below(.

The decline in produc
ers' profitability that had
begun in 1 994 persisted
in 1996.
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Table 2.6
Produciton and FactorsofProduciton in Industry/1 198086

(average rate of change, percent(
19961995199396199093198590198085
5.48.47.17.22.03.7Production
6.93.58.110.26.89.2Exports
2.14.04.05.81.91.2Labor input

Physical capital
10.010.19.44.63.84.6stock
7.96.15.72.67.718.4R&D capital stock

3.34.23.01.44.02.4Labor productivity
0.82.21.31.70.81.3Total productivity

a Excluding diamonds.
Source: Based on Central Bureau of Statistics data.

Table 2.7
Indicatorsof Proiftability in Industry, 199186

)yearonyear change, percent(

199619951994199496199193
2.27.33.74.41.9Real unit labor costa
5.611.95.37.60.6Real cost per manhour1

0.23.90.91.71.5Output/input price ratio

3.24.82.03.30.3Export/domestic price ratio

11.212.014.212.515.1Rate of return on gross capital15

7.49.113.410.015.9Rate of return on net capital0

11.213.210.511.610.9
Real interest on
overdraft facilities

3.59.917.510.343.4
Change in industrial
shareprice indexa
a At product pirces.
b Ratio of product (less labor costs) to capital stock (including vehicles).
c Ratio of product (less depreciation and labor costs) to capital stock (including

vehicles, less amortization).
Source: Based on Central Bureau of Statistics data.
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likely that the rapid irse in capital stock has not been fully expressed in output, but in
the short run has reduced the return on capital, especially in view of the fact that the
process of investing in industry usually takes more than a year or two. This may
also explain the temporary slowing of the rate at which TFP rose. On the other
hand, the employment of immigrants in industry and their improved integration
in the production process in the last two years appear to have made a positive
contirbution to productivity.
According to all the indicators, the proiftability of industry has declined since

1994 (Table 2.7). A closer examination shows that the declineis duemainlyto export
industires (Figure 2.8), since the fall in average profitability in industires producing
mainly for the domestic market has been more moderate. The two pirncipal factors
determining export proiftability10 labor costs and relative export pirces had a
negative effect. Most of the increase in unit labor cost occurred in 1994 and 1995;
nonetheless, in the last three years the relative pirceof industiral exports has fallen to
10 percent below domestic pirces.

,cf !^Figure 2.8 . .. ■/ . . ..■.■. I

(7i Rateof Return, Labor Cost, and Relative Prices in Export ''
*Industries, 199090■"■'' '

Index . ■ ■ : ' : ■ "■■■ ' : " ' יי ■ "IMMMMJ&V

i85

115*B
13!

w
11 j
10 j

9■I
8 I

י 1

6 /

1990 1991 1992 , 1993 1994 1995 1996 I

', aAII industries in which exports are above the average. .''י ■: . ■'

bTotal labor cost at unit factorprice, 1990=100. .. ' '.'. .: ■' I

'. cRate of return on gross capital. . ., \ . .. , |
'dExports/domesticprice ratio, 1990=100. ■' .. , ; . j
SOURCE: Bankof Israel.  י. .' ■■.'■'V ' :■'' ' .' I

10 Export industries are those in the twodigit category where the shareof exports in revenue
is higher than the average (30 percent); see also Table 2.7.
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Unit labor costs rose
by about 2 percent.

The deterioration in
the terms of trade of
industry, which came

in the wake of real
appreciation, impaired

the profitability
of exports.

An increasingly
prominent source of
finance for industrial
firms was flotation on
international capital

markets.

Labor costs, which account for two thirds of value added in industry as a whole,
rose by about 5 percent in real terms (at product prices), after increasing by 12 percent
in 1995 (Table 2.7), and labor productivity (outputper manhour) went up by 3 percent.
Unit labor costs thus rose by only 2 percent, albeit after an annual average increase
of about 5 percent in the two preceding years.

The deterioration in the termsof trade in industry also harmed export profitability,
as prices of exports rose by less than those of their intermediates. Although output
prices rose slightly more than input prices in 1996, their 7 percent increase reflects a
riseof 8.6 percent in production for the domestic market and a 3 percent rise in export
prices in local currency (Tables 2.7 and 2.A.18). Continued real appreciation reduces
both the price of imported intermediates and export revenues, but allinall lowers
exporters' profits. Nonetheless, manufacturers try to hang on to export markets, since
penetrating them is a lengthy and complex process. This is especially the case where
hightech products and the fruits of extensive domestic R&D are concerned. The
persistence of widespread investment reflects expectations of continued growth.
However, in the traditional industires, which produce primairly for the domestic market,
the decline in profitability is viewed, at least in part, as being permanent because it
deirves from relatively low efficiency and exposure to lowpirced competing imports.
While the shortterm localcurrency interest rate facing Israeli manufacturers in

the last three years played a role in reducing profitability, the share of interest in the
total expenditure of most industiral firms is small. Furthermore, most of the large
firms have access via the banks to the international capital market, where credit
including shorttermis cheaper.
A source of finance for firms which has been growing recently especially for

hightech firms in electronics, chemistry, communications equipment, printing
equipment, etc.is offeirngs on the capital marketsof the US and England. In 1996
such offeirngs in manufactuirng industry, software, and communications accounted
for $ 1 billion, after $ 300 million in1995.This foreign investment depends not
only on the potential profitability of the issuing companies, but also on
international assessmentsofIsrael's economy, inter alia regarding continued progress
in the peace process.
Government financingofinvestment by grants under the Encouragementof Capital

Investments Law grew by only 3 percent in real terms in 1996, after 15 percent in
1995. The slower increase is in line with the more moderate rise in approved
investments since 1994 and with the policy of reducing the capital subsidy extended
within this framework. The method of giving subsidies, which averaged about 37
percent of the approved investments, distorts the allocation of economic resources,
especially by granting them to investments that are worthwhile to the investor rather
than to the economy as a whole."

'' See Chapter 2 in the last two editions of this publication.
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Demand and supply in various industries
The pace at which production expanded slowed, mainly in the second halfof 1996,
reflecting the effect (with different lags) ofthe fall in demand for the output ofdomestic
industry. In all, pirvate consumption contirbuted about 1.5 percent to the growth of
industiral product in 1996, compared with 3 percent in 1995. Exports accounted for 3
percent, and construction investment 0.66 percent, compared with 2 percent in 1995.
Investment in construction residential, nonresidential, and infrastructure rose

by 6 percent in 1996, far below the buoyant 17 percent of 1995. The increase in the
rate of production slowed in line with demand, mainly in industries producing
construction mateirals (nonmetallic minerals, metal products, etc.)to an average of
5 percent, after 20 percent in 1995. In contrast, the rateof productionof more tradable
goods did not adjust to domestic demand (current consumption of food, textiles,
clothing, leather, etc.). Production of these dropped in volume terms, and the gap
between supply and demand was closed by the increase in competing imports (Table
2.A.19). In some of these industries employment fell in 1996, employees were
dismissed, and labor input declined by 6 percent (after 4 percent in 1995; Table
2.A. 20). Since not all factors of production are mobile and it is very difficult to
reduce capital stock in the short term, the result was a drop in TFP in these industires,
in spite of the layoffs. 1

Despite the considerable heterogeneityofthe 'traditional' industires in the foregoing
descirption, the generalpicture in 1996 is one of a decline in their production, most of
which is intended for the domestic market. On the other hand, the rapid growth of
most ofthe hightech industires, which account for 80 percent of all industiral exports
continued (Table2.8). 'The industires are classified in accordance with an index of
technology, which uses indicators of the quality of labor and of physical capital, as
well as R&D capital stock for each industry. Although technological level is a

characteirstic of a plant rather than of an industry, and there are some hightech firms
in very traditional industires,12 these characteirstics can be used to classify some 12

percentof the plants and 18 percentof the outputof the traditional industires as high
tech. Nonetheless, about 70 percent of the output and 80 percent of the exports of
hightech industry come from plants that are technology and humancapitalintensive.
The point of making a distinction between these groups is that hightech ifrms are

more capitalintensive, pirmairly because the average industry and longterm TFP
and rates of return on capital are also significantly higher. Thus, if the trend of the
increasing proportionof hightech industry evident in 1996 persists, in the ifnal event
the average profitability and productivity of industry will irse, too.

n See A. Bregman, M. Fuss and H. Regev, "HighTech and Productivity: Evidence from
Israeli Industrial Firms," European Economic Review, 35 (1991);H. Regev, "Innovation, Skilled
Labor, Technology and Performance in Israeli Industrial Firms, 198293," Maurice Falk
Institute for Economic Research in Israel, Discussion Paper No. 97.06, May 1997.

The slowdown in the
rate of investment in
construction affected
productionin allied
industries.

The economic activity
of 'traditional' industries
slowed, while hightech
industries continued to
grow rapidly.
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Table 2.8
Structural Change in Industry: From Traditional to HighTech,a and
rfomDomestic Uses to Exports^ 199096

(annual average change, percent(

DomesticExportsTraditionalHighTech

Product
47533466Share
6.97.47.07.3199093

8.26.67.97.01994
9.47.89.38.21995
2.86.21.16.51996

Exports
20802080Share of expotrs
11471439Share of sales

17.012.710.414.71994
8.52.56.03.41995
1.28.61.59.11996

Labor input
6.25.46.25.5199093
6.84.35.85.51994
4.32.71.75.21995
2.40.90.33.31996

Physical capital
stock

2.95.91.66.4199093
7.08.86.1■ 9.11994
8.811.19.710.41995
8.910.77.011.51996

a The groups were classified according to a 'technology index' based on the quality of
capital and labor, and R&D investment.

b The groups were classified according to the share of exports in total sales.
Source: Based on Central Bureau of Statistics data.

In recent years capital stock has grown faster in hightech industries than in
traditional ones. This has not yet been fully expressed in product (Table 2.8), so that
the increase in productivity in these industries has been slower than in the traditional
ones. This difference cannot be attributed to difficulties in employing immigrants,
since the proportion of immigrants in the traditional industries is almost twice as high
as in the hightech ones. Immigrants make up between 21 and 28 percentof the work
force in plants producing textiles, clothing, leather, metals, wood products, and food,
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etc., compared with between 12 and 14 percent in electronics and chemicals.13 The
contention that the employment of immigrants explains part of the slowdown in
productivity does not appear to be borne out by the findings of the Manufacturers'
Association surveys of the last two years. Although most of the immigrants were
initially employed in work that was not commensurate with their skills, 87 percent of
firms (especially large ones) reported that they have fitted in well professionally.
Most firms (75 percent) had no clear preference between immigrantsand established
Israelis when taking on productionline workers. The fact that most immigrants in
industiral firms work on a shift basis also contributes to the efficiency of production.

The rapid growth rate of industry of the last few years slowed in 1996, and the irse
in labor productivity and TFPwas checked. Nonetheless, capital stock both physical
and R&D continued to increase, pirmarily in hightech industires. This creates an
appropirate basis for exportoirented growth in the future, depending pirncipally on
export profitability, which appears to have suffered considerably in the last three
years. Achieving this requires the longterm stabilityof unit labor costs and the creation
of a balanced fiscal and monetary policy mix, so that the trend of localcurrency
appreciation can be reversed. This will remove the obstacles to the full utilization
of Israeli industry's comparative advantage technological innovation based on
highlevel human capital. The persistent decline in export profitability could
prevent the utilization of the export production capacity that has accumulated in the
last few years.

Future industrial growth
depends on the
profitability of exports,
which appears to have
suffered significantly in
the last three years.

Agriculture

Agirculture continued to expand in 1996, albeit at a slower pace than in 1995 when
there was an exceptional surge in agircultural product, output, and productivity.14
Output and product rose by 3.4 and 7 percent respectively, while total factor
productivity grew by 8 percent (Table 2.9). In contrast with real economic
developments, the decline in relative pirces in agirculture accelerated. The input
output pirce ratio declined more steeply, causing product pirces to fall.When deflated
by total businesssector product pirces, the pirce of agircultural product fell for the
second consecutive year, by 13 percent, representing a deteiroration in the longterm
trend of relative pirces in agirculture.

Agriculture continued to
expand in 1996, though
more slowly than in
1995, and the decline in
its relative price
persisted.

l3 According to the annual Surveyofthe EmploymentofImmigrants, June 7996, published
by the Israel Manufacturers' Association, immigrants accounted for 22 percent of employed
persons.

14 A change introduced by the CBS in its byindustry classification of employees in 1995
was not accompanied by an equivalent adjustment of agricultural output and product.
Consequently, output, product, and income levels should henceforth be treated with caution.
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Table 2.9
IndicatorsofAgricultural Production, 199196a

(annual rates of change, percent(
Average

1996199519941993199496199193
Output

3.410.92.72.65.61.5Total outputb
0.46.02.33.82.90.9Inputs0

7.016.23.21.38.72.3Gross product
2.74.913.111.83.44.3Total farm income

Real income from
18.615.517.925.06.81.2capital <ef own labor

Factor input
1.75.54.811.42.81.0Labor
0.62.01.63.01.43.2Gross capital stock
1.27.06.112.94.14.2Capital/labor ratio

Productivity
8.810.21.59.15.71.3Product/labor ratio
8.313.41.04.07.53.1Product/input ratio

Exports
2.936.41.411.39.316.1Citrus
28.813.214.56.718.65.4Other
23.116.812.03.417.20.3Total

Prices
7.40.59.35.65.67.4Output
17.68.34.29.49.410.2Purchased inputs

8.77.24.83.43.92.5Terms of trade
a For footnotes, see Table 2.A.25.
b Including intermediate product.
c Purchased and intermediate product.
SOURCE: Based on Central Bureau of Statistics data

Selfemployed farmers continued to leave the industry in large numbers, amounting
to 22 percent in the last two years. Compensation payments, subsidies, and the transfer
payments from which the industry benefits have helped to stabilize farmers' average
real return on capital and own labor, though in 1996 they could only moderate the
decline. This refers to the aggregateof various agricultural branches, however, and is
a longterm average, while there is considerable variance within and between branches.
Note, too, that the reference is solely to income from agriculture.
The continued relative contraction of agirculture, largely the result of the decline

in its relative pirce, is attested to by the decline in its shareof businesssector product
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at current pirces of factors of productionto about 3 percent a year in the last two
years, compared with an annual average of 4 percent in 199094, and 5 percent in
1990. At the same time, the proportion of Israelis employed in agirculture fell from 4
and 5 percentof all employees in 1990 and 1987 respectively to 2.5 percent in 1996.
The rate at which agircultural output grew fell in 1996 due to the slowdown in

crops and standstill in livestock. Output accelerated in exportoirented crops (flowers,
avocados, vegetables, and cotton), however. The increase in output of field crops for
the domestic market slowed, partly because of the weather and cyclical factors, and
partly in reaction to the expansion of 1995. This was expressed in producer prices on
the domestic market, with a slight real irse in prices of fruit and a decline in those of
vegetables (Table 2.A.26).
Agircultural production for export15 rose in 1996 for the second consecutive year

an 18 and 12 percent volume increase in crops in 1996 and 1995 respectively. This
compensated farmers for the real decline in relative pirces, including the effect of
localcurrency appreciation, and as a result the share of exports in total crop revenue
rose to about 35 percent.16
Marked volume shifts in the exports of several agircultural branches are usually

associated with fluctuations in the weather and the biennial beairng of certain crops
(avocados, citrus, cotton, etc.), but in 1996 the acceleration in the productionofflowers
and vegetables for export was particularly marked. Although in part this was the
result of improvements in the quality of the product and methods of processing, as
well as of the maturation of technological improvements and marketing processes, it
reflects mainly adaptation to significant changes in the composition of employment.
The permanent employment on farmsof foreign workers, manyof them as substitutes
for workers from the Autonomy and the administered areas who were employed in
seasonal jobs, has made it possible to take their wages into account as a permanent
expense. Consequently, the expansionof exports, e.g., flowers and vegetables^ beyond
their traditional (winter) season was made possible by minimal marginal costs,
and relatively low unit costs, making efficient use of the existing labor force, as
well as of transportation and marketing arrangements. Thus, someof the decline
in the average relative prices of exports also reflects changes in the composition
of exports (Tables 2.A.27, 2.A.28).
Technological improvements and structural changes in agirculture since 1987 and

the irse in productivity made a 17 percent reduction inthe number of employees and
capital stock possible, while output and product rose by 29 and 62 percent respectively

The share of agriculture
in businesssector
product declined, in
tandem with the
reduction in the
proportion of Israelis
employed in it.

The acceleration in the
production of flowers
and vegetables for
expotr was patricularly
marked in 1996.

15 This differs from exports in the balanceofpayments figures, see Table 2.9 and
Chapter 6 below.

16Agricultural production for directexport accounted for 22 percent of agricultural revenue
(Table 2.A.28(.
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Figure 2.9
Agriculture: Selected Indicators, 198796
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SOURCE: Based on Central Bureau of Statistics data.
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)Table 2.A.25). On the whole, developments in the industry in 1996 were consistent
with longterm trends, although during the year gross agricultural capital stock
stabilized, after declining continuously since 1986. This was because capital discards,
which had fallen, were approximately equal to gross investment during the year. This
apparently checked the process of declining capital input that began when the economic
stabilization program (ESP) was introduced in 1985, and as a result of which many
farms found themselves in financial difficulties.

The decline in total labor input that has characterized agriculture in Israel and
most developed countries for many years was evident in 1996; the change in the
composition of labor input continued, the share of Israelis falling by 11 percent and
that of workers from the Autonomy and the administered areas by 27 percent, while
that of foreign workers rose by 37 percent. Of the average 73,500 workers in the
industry, 38 percent were selfemployed farmers, 32 percent Israeli employees, and
30 percent were foreign workers and workers fromtheAutonomy and the administered
areas. This reflects a declining trend (both absolute and relative) in the number of
selfemployed farmers and a rise in the number of employees, only half of whom are
Israelis. The large number of foreign workers in agriculture as a response to the
economic situation appears to be becoming a permanent feature, and will determine
its future structure. Market forces and government policy encourage the transition to
large production units and, given current technology, these cannot rely on farmers'
own labor. Becauseof the low average profitability of agriculture, there is a growing
tendency to use cheap hired labor. If this trend persists it will have farreaching
repercussions on the structure and nature of the Israeli farm. In view of the economic
substitutes available for factors of production in the rural sector (work and land in
different geographical areas), as well as the growing exposure to market forces imposed
by the liberalizationof trade, the structural change the industry is undergoing imposes
considerable organizational and social strain on agriculture.

Total farm income shrank by a real 7.5 percent in 1996. Note, however, that this
also includes revenue not arising from output (insurance benefits, drought
compensation, etc.), which rose by a real 8 percent, accounting for 19 percentof total
farm income in 1996, compared with 14 percent in 1995. Deducting wages paid to
employees (which rose by a real 5 percent this year) from total income shows that the
fall in the number of selfemployed farmers did not prevent the 11 percent decline in
average income per farmer from own labor and capital, after this had risen by 4 and
19 percent in 1995 and 1994 respectively. Thus, farmers obviously depend to a great
extent on compensation and subsidy payments,17 and this explains the growing resotr
by many of them to supplementary or alternative occupations outside agriculture,
including real estate.

Gross agricultural
capital stock stabilized
in 1996, after declining
steadily since 1986.

The decline in total
labor input resumed in

1996, alongside a steep
rise in the labor input of
foreign workers.

Average farm income
per farmer from own
labor and capital fell by
a real 11 percent.

17 Note the downward bias in output, product, and income in agriculture as now defined
(seenote 14(.
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The 6 percent growth of
transport and commun

ications reflects the
rapid growth rate of
communications and

slower rise in transport.

The security situation
affected transport.

Transport, communications, and roads infrastructure

The product of this industry18 rose by 6 percent in 1996 (Table 2.10 and Figure 2.10),
compared with 12 percent in 1995, and accounted for 13 percent of businesssector
product (Table2.A.10). This marked slowdown in expansion was due to a dip to 17
percent in the extremely rapid rise in communications product, and to a sharp drop in
the growthof transport product which rose by only 3 percent below the growth rate
of total businesssector product. Prices and wages (Table 2.10 and Figure 2.11) in
both transport and communications rose more slowly than in the rest of the business
sector, possibly indicating the industry's excess capacity. Since 1994 the average
increase in inputs in this industry has been slower than that of product despite the
considerable increase in investment and capital (Table 2.12, Figure 2.12). Thus, total
productivity rose by an annual 2 percent and labor productivity by 3 percent, in line with
wages (Table 2. 10), so that labor input did not have an adverse effect on profitability, This
was not the case in 1996, when wages rose and labor productivity declined.
The rate of expansion of the transport industry slowed due to the more moderate

growth of other industries, to whose demand it responds, as well as to the security
situation, which affected it directly. Bombs on buses in the first halfofthe year reduced
the already declining numberof passengers, and also deterred incoming tourism. The

Table 2.10
Transport and Communications,Main Indicators, 199196

(annual change, percent(

19961995199496199193
61297Total gross product

31176ofwhich Transport
17201712Communications
1911421Gross investment
8985Capital stocka

10665Employees
9565Labor input

2832Labor productivity
2622Total productivity
3431Hourly wageb

2020Hourly wage0

a At beginning of year.
b Delfated by transport and communications prices.
c Deflated by CPI.

'8 For methods of estimation, see note to Table2.A.29.
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latter was also affected by other security events towards the endof the year. All these
factors led to a decline in the productof the industries in the twodigit category which
serve tourism air and land transport,tour buses, and taxis. Communications continued
to soar, based on rapid technological advances and the resultant decline in relative
price, and the increase inthe range of services. There was a dramatic rise in ownership
of cellular phones, and the expansionof international communications persisted. Rates
in these ifelds are low the welcome result of both present and future competition.
Investment in the industry increased by 19 percent in 1996 (Table 2.12), and in

communications it rose by a remarkable 49 percent. Investmentin transport rose after
many years of neglect, but the infrastructure investment needed for the continued
rapid growth of the industry and the economy as a whole is behind schedule.
Preparations for the construction of the CrossIsrael Highway and special public
transport lanes continued. A tender was also issued for the construction of the Carmel
Tunnel. Investment in trains, which embody the potential for mass transportation
while bypassing the congested roads, soared. There was little progress regarding mass
transportation systems in the three principal cities, however. The air and seaports
became increasingly crowded, as traffic grew while their expansion lagged behind.
The start of the planned and muchneeded investment in the international airport has
been held up by legal and statutory disputes, and is now two years behind schedule;
plans to expand the seaports are also awaiting approval. Investment in private vehicles
rose steeply in 1996, principally in trucks (by 24 percent) but also in cars.

The rapid growth of
communications was
based on increased
competition and
technological innova
tion.

Investment in roads
grew by 21 percent,
and for the first time in

many years the rise in
capital exceeded that in
kilometers driven.

The lag in roads and
other transpotr infra
structures persisted.

Figure 2.10
Growthof Transport and
Communications Product, 198896
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SOURCE: Based on CBS data.
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Table 2.11
Real Product and Prices in Transport and Communications, 199596a

(annual change, percent(
Share in

pricebRelativeproductRealproduct
19961995199619951995
501746Land transport

56_j113of which Buses
5601210Sea transport
7451511Air services

122112Other

4031178Total transport
30172022Communications
40613100Total product15

a Estimated on the basis of revenue, except for communications, for which there is a
CBS estimate of product.

b Deflated by implicit index of businesssector product price (see notes to Table
2.A.29(.

Figure 2.12
Shareof Investment in Transport in GDP, 196596
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Table 2.12  '"'' \"'": ':' ^?'V ,
Investmentin Transport andConunuiucatioinis, 199596a "". ~* i j \ k.

,,... a .., .. ^ , .■■y ■■j!**■>.:■■;,.;;■?■■g■/> y*■■ ^ 1 (percent(

Composition of investment Real change

Actual (NIS million( Share< ,1995* 1996i :;

; ; 21 /;'■.<if r *V \ \ 3U99;Roads

7,761"Total vehicles
.< 1

y \y /3,244V.0/w/lic/l Trucks :

* "163 ',rr<jx7rx::rל . _ i233;;Other transport
? ^27 ^5^ 10 > '4,";' v"42,133 ^,Total transport

rJ30 ;":{ ^ ' 23< ■; ' 3,625 .Communications
" ' '\ "[ "'"ITotal transport 81

; ; 19 !"י '1: 1 ;:100 : V15,758communications
\י 'X■ י*/, see:,י" Table 2.A.3L.and calculationsa For sources, definitions,

Roads infrastructure
This infrastructure continued to grow in 1996, the fifth consecutive yearof extensive
investment in it after a long periodof neglect. Investment rose markedly in real terms,
by 21 percent, and amounted to NIS 3 billion, most of it in the heavilycongested
urban areas. The share of road investment in GDP was an unprecedented 1.1 percent,
far higher than the previous peak in 196870 (Figure 2.12), indicating that vigorous
steps are being taken to reduce the longstanding delay in road investment and the
attendant congestion. Nonetheless, the share of road capital in gdp is still less than it

was in 1980.
The extensive investment of the last few years is reflected bya 2 percent rise in

road surface, and an even more impressive 8 percent increase in road capital stock
)Table 2.A.34). Road use, as measured by kilometers dirven, rose by a rapid 7 percent,
however. Evenif this indicates the continued slowing of the rate at which road use is

irsing, it is still significant. For the ifrst time in many years the irse in road capital has
outstirpped that in kilometers dirven (by about one percent), so that this index of
congestion assuming that the new capital is already operating has declined, after
irsing for many years (Figure 2.13). A different index of congestion the ratio of
kilometers dirven to road surface rose by 5 percent, however. Road congestion in
Israel is high in compairson with western countires, though pirvate vehicle ownership
is far lower, even after its 3 percent irse in 1996, to 204 vehicles per 1000 persons.

The effect of congestion is not linear, and each irse in its indices causes a more
than proportionate increase in traveling time. Note that these indices are averages and
do not reflect the situation in the major conurbations, where the effect of investment

The share in GDP
of investment in the
roads infrastructure
reached a peak level
of 1.1 percent.

Road congestion in
Israel is higher than in
the western world, even
though the proportion
of private vehicles
is lower.
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The solution to metro
politan congestion must

be by means of a
system of mass trans

portation, for which
some preparations
have been made in

recent years, though no
solution is yet in sight.

Figure 2.13
Indices of Road Congestion, 197595
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in the roads infrastructure has not yet
been felt and the congestion is even
more severe. In addition to increasing
travel time, congestion imposes costs
through fuel use and wear and tear,
causes environmental damage through
noise and pollution, and adversely af

fects the quality of life, especially in
cities.
The solution for the cities

must involve mass transportation,
preparations for which have been under
way in recent years but whose imple
mentation is still remote. Meanwhile,
the output of buses on regular routes
is declining, a feature characteirstic of
western countries, and more traveling
is done in pirvate vehicles, thereby fur
ther increasing road congestion. This

underlines the need to make bus travel more attractive as part of an allout effort to
combat this trend. Buses may also serve as a means of mass transportation if they are
allocated special lanes and given prioirty at intersections.
As congestion on the roads has improved, their use has become more expensive

because the fuel tax has soared. Although this is a step in the right direction, the high
level of taxation on vehicle ownership has not fallen, so that the tax burden on car
owners in Israel has become even higher.
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Construction

The rise in construction
output fell to some 6

percent in 1 996.

The relative price of
construction product fell

by between 2 and 3
percentage points after
going up for three years

in succession.

The irse in construction output (including investment in structures and earthworks,
both residential and nonresidential) moderated in 1996, and stood at only 6 percent,
after 16 percent in 1995 and an annual averageof 13 percent in 199195. Construction
product followed a similar trend, growing by 5 percent in 1996 after 15 percent in
1995. Construction activity in 1996 returned to the growth rates evident in the second
halfof the 1980s, before the influxof immigrants (Table 2.13).

The share of construction in gross businesssector product (at current prices)
stabilized at a level similar to that of 199511 .3 percent4 percentage points higher
than in 1989. The period between 1989 and 1995 was characteirzed by extensive
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investment in both nonresidential and residential construction as well as in the infra
structure, so that the real growth rate of this industry's product outstripped that of
GDP, especially at the beginning of the period. This gap in growth rates narrowed
considerably in 1996. The pirce of construction product (relative to that of business
sector product) fell by 23 percentage points in 1996, after irsing for the previous
three years.

The slowdown in construction was reflected by the 12.6 percent irse in the output
of residential construction, which accounted for 52 percentof the industry's output in
1996 compared with 21.7 percent in 1995, and by nonresidential construction output
(including earthworks), which remained static, even falling by one percent after irsing
by 13 percent in 1995.

The rate of increase of nonresidential construction output was lower in 1996 than
in 1995,except for roadbuilding and pirvate services construction, which continued
to grow rapidly. This development reflects the expected conclusion of the process
whereby capital stock adjusts to the number of employees in the wake of mass
immigration; it also reflects changes in the level of activity in the vairous industires,
mainly manufactuirng. The tendency to invest appears to have declined as economic
uncertainty increased due to secuirty incidents and the political situation. In some
areas of real estate (e.g., office and commercial buildings) there was excess supply

The slowdown in
nonresidential construe
tion reflects inter alia
the completion of the
process of adjusting
capital stock to the
increase in the number
of employees.

Table 2.13 r^J:  W: '0Ml:tc:^:'fm^Jf
Output and Product in Construciton, 199(£96a'

)percent(Annual average change■

■

199619951990941996

6.116 313 521,468Total output {millions of 1990 NIS(

12 621 710 511,097Residential v
0 713 420 59,062Nonresidential
4 60 41 41,309~*: Other6* ";'.'

"

Total area of starts
13 624 719 710,815)thousandsofsq. m (
12 836 415 57,590,Residential !{";:
15 63 830 33,225Nonresidential
16 745 517 253Residentialstarts (1000s(

27 912 78749Residential completions ('000s(
5 315 112 2Change■ in construction product

'' a Calculated from unrounded figures.
. b Includes defense construction and an estimate of maintenance
Source: Central Bureauof Statistics
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Figure 2.14
Housing Capital Stock per Household, 19751997"
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aThe number of households in 1996 and 1997 are estimates; the data for households
are adjusted according to census data; housing capital stock is for beginning of year,
at 1995 prices.
SOURCE: Based on Central Bureau of Statistics data.

during the year, exerting downward pressure on pirces. The effectof the credit pinch
felt by contractors, as a result of the higher ratio of equity capital in financing real
estate transactions demanded by the banks in order to reduce their exposure to credit
risk, appears to have had an effect on the supply side. The expansion ofbank credit to
the construction industry in the last few years is partly reflected by its share in total
bank credit, which at the endof the year was twice as high as the shareofconstruction
product in GDP; this exceeded the industry limit required by the SupervisorofBanks,
and required special loanloss provision, which naturally increased the cost of this credit.

In 1996 investment in residential construction slowed to halfits 1995 rate, and the
increase in the number of households moderated. The estimate of the annual change
in housing capital stock per household (not including land value) reverted to the growth
rates evident in the second halfof the 1980s, before the mass immigration, and moved
only slightly towards the longterm trend line thathas prevailed since 1975 (Figure 2.14).
The 4 percent gap between actual housing capital stock per household in 1996 and
the longterm trend line derives largely from the fall in the average size of new
apartments from 197589 to 199096 (between these two peirods the proportion of
new small apartments rose). The deviation from the trend line indicates that a greater
number of mortgagetakers were eligible persons (and fewerofthemwere households
seeking to improve their standardof living), and that governmentinitiated construction
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increased. The process of reversion to the trend line, if it occurs, could take a long
time and will not necessairly cause the relative pirce of apartments to irse. Thus, the
rate at which the relative price of housing units rose slowed in 1996 (as an annual
average), continuing its conspicuous slowdown in 1995, although their real pirce did
not fall. Note, however, that the measurement of changes in apartment pirces involves
statistical difficulties; for example, the recorded pirces of apartments in the second
half of 1996 did not reflect significant inducements granted to purchasers.
Becauseof the secuirty incidents and the resultant closure, the number of workers

from the Autonomy and the administered areas fell in 1996, too, while the number of
foreign workers rose by more than mere substitution would require. Since the beginning

Israelis accounted for
54 percent of construe
tion workers in 1990,
and 62 percent in 1996.

; Box 2.4: The Sale of Land for Construction

: . The fact that apartment prices have been irsing constantly in the last few years,
since the influx of immigrants, alongsidethe relative stability in the pirce of

\ ■inputs, the supply of which is elastic, indicates that land prices have irsen more
rapidly than apartment prices, as the rate of land allocation for construction

= purposes is significantly lower than thatofbuilding starts and demand in Israel.
; Thus, in 199096 sales of land (in terms of housing units) were 279,000,
! compared with .368,000 starts and an additional 325,000 households (about
: one quarter of households; see Tables 2.A.38, 2.A.39). Since 1995the annual

average of land sales has been 36,600 units, while starts averaged 58,200. This
; gap has reduced the stock of land available for construction, so that apartment
.]■ prices have irsen dueto the constant increase in demand. The relative rigidity
: of the supply of land for construction in the short term depends largely on
; . decisionmaking, planning, and development procedures regarding land use.
: The complexity ofplanning construction and allocating land deirves from
: the necessityoftaking many different needs and pressures into account. Public
\ involvement in planning and allocation processes is justified, but should not
\ prevent the necessary organizational and institutional changes that will increase
\ competition and eliminate red tape; nor need it require the privatization of
■' land: The implementation of such changes would make it possible to expand

the supplyof land available, inter alia by changing designated land use in

' response to or even aheadofdemand pressure. This would make it possible
. : to reduce costs and pirces while minimizing the economic rent granted by the
: government (as the owner of most land) to contractors and entrepreneurs. It is
',■' possible to alter the supply of land for construction by changing landuse density
) rather thanby'adding area.
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of the industry's rapid growth in 1990 it has taken on an additional 102,000 workers
(73 percent), 74,000of them Israeli residents and 28,000 others (64,000 foreign workers
replaced 36,000 workers from the Autonomy and the administered areas). At the
beginning of the period Israeli residents constituted 54 percent of employees in
the industry, and 62 percent in 1996. Thus, the industry remains highly dependent
on foreign workers. Note that in this period construction product more than
doubled (Table 2.A.39).
The contraction of activity in the industry to a level that reflects longterm

conditions is a positive trend with regard to the overall allocation of resources.
This adaptation does not appear to make a crisis in the industry inevitable, as
there is no accumulated inventory, and it has proven its ability to adapt to extreme
changes in employment in the last few years, when it operated at a high level of
economic activity.

No particular demand
pressures were evident

in housing in 1996.

The lack of availability
of land designated for
construction purposes
appears to have kept

prices from falling
significantly.

Residential construction
Demand for housing was relatively quiet in 1996, with no special pressures beyond
those deriving from longterm demographic changes natural increase and the
consequent rise in the numberof households, the rateof immigration, which stabilized,
as expected, and the demand for housing by the cohorts born in 196777, the offspirng
ofthe 'babyboomers' (those born in 194554). Pirvate disposable income is sometimes
offered as an explanation for changes in housing demand, but in per capita terms it
grew by less than it has since 1990. In view of security and political events, it can be
assumed that investment by nonresidents did not serve to increase the demand for
apartments in 1996. Thus, whereas building starts (some 53,000) were in line with
longterm needs (50,000), the pace of allocating land for residential construction in
areas where demand is high lagged behind, so that the stockofavailable land dwindled.
This appears to have prevented the fall in pirces that might have resulted from the
slowing of demand.

The real extentof mortgages (deflated by apartment pirces) rose by about 2 percent,
after declining in 1995. At the same time, mortgage interest rose, exceeding 6 percent
in the second halfof 1996. This was due to a great extent to the crisis in the provident
funds, apparently due to expectations that longterm interest would rise, and also
reflected by the increased cost of mortgage sources. The substitution effect of
the provident funds crisis was expressed in the increased tendency to invest in
housing because of fears that the value of wealth invested in these funds would
continue to decline. But the crisis also had an income (wealth) effect, acting in
the opposite direction, so that it is difficult to assess the net effect on the demand
for apartments.
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Table 2.14
IndicatorsofConstructionActivity, 199086
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Table 2.15
Relative Construction Prices,a 199096

)periodonperiod change, percent(
Annual

19961995average
IVHIIIIIVmIII19961995199094

Apartment prices
3.21.15.14.74.84.62.42.816.015.124.4Actual change
0.92.81.01.81.82.60.71.54.14.68.9Relative to CPI

Relative to input
5.65.12.72.07.30.60.80.27.73.410.9price index
2.22.11.10.10.10.22.00.40.35.44.7Rent relative to CPI

2.34.22.72.72.35.33.23.07.711.312.2Input prices
7.912.612.2Output prices
8.115.215.0Product prices

a At current prices.
Source: Based on Central Bureau of Statistics data.

The rise in interest
rates kept demand
down, as well as

reducing longterm
supplies by making
contractors' credit
more expensive.

The overall rate of
return on an apartment
(including capital gains)
was 9 percent in 1996.

The rise in real longterm interest in 1996, also reflected in the moderationof the
extent of mortgages, acted to depress demand, while the increased cost of credit to
contractors served to reduce supply in the long term. The reduced rate of mortgage
funding extended to eligible persons and the lower rate of the subsidy as a result of
the increase in interest duirng the year and the failure to bring mortgages into line
with apartment prices also served to contract demand (Table 2.A.40). The extent of
grants and subsidies to interest on credit for apartment purchases continued to decline
in real terms in 1996, and reached NIS 2.1 billion.
The demand for apartments also embodies an element deriving from the asset

portfolio (discussed in last year's edition of this publication). There were no
developments in the capital market in 1996 that were potential causes of instability in
the housing market. The real rate of return on rent was 4 percent in 1996, compared
with 4.3 percent in 1995 and an annual average of 5.6 percent in 199095. The total
rate of return on shares remained negative (9.8 percent), but its decline moderated
considerably. The rateof return on apartments (including capital gains) was 9 percent
in 1996, compared with 10.5 percent in 1995 (and 16 percent in 199095, when the
total rate of return on shares averaged 9.5 percent(.
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Trade and business services

The productof the trade and business services industry rose more slowly in 19967
percent after the rapid growth of recent years (Figure 2.16, Table 2.16). The
slowdown encompassed all the components of this industry (Table 2.17), and occurred
mainly in the second half of the year. It was caused by the decline in demand due to
the slowing of growth in other industires and the fall in tourism. The cost of services
in this industry rose by one percent less than total businesssector product (a reversal
of the trend of the last few years), a possible indicator of excess capacity, which could
retard growth in the industry.

The slowing of the rate
at which trade and
services product rose
encompassed all the
twodigit industries.

Box 2.5 Estimates of Trade BusinessServices Product . ''

Estimates of trade and businessservices product are deirved from the VAT
paymentsof the industry's vairous segments. Theseare based on a detailed set
ofdata for 1988, using the SurveyofTrade and Servicesof the GBS. However,
the product of certain components financial services, which are hot part of
the VAT system,and services for touirsts, realestate, and domestic services of
vairous kinds, whose VAT returns do not accurately reflect economic activity
is estimated from indicators.

Table 2.16
Principal Trade and Services Indicators, 199196

)annual change, percent(

19961995199496199193
7109.8Product
59. 8. ,:8of which Trade
81010,,8Services
,47 '87Labor input
10 ... 98_4Capital stocka

3211Labor productivity
1112Total factor productivity
1101Real wage
32; ■ 1' 1Real labor costb

': 1420Relative pricec
111124Exports

11121712Investment
a At beginning of year.
b Relative to industry product prices.1
c Relative to businesssector product prices.
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Investment in trade and
services continued to
rise steeply, enabling

rapid expansion
in the future.

Trade and services
product increased as a

result of the direct
demand of consumers
as well as demand from

other industries.

The slower expansion in 1996 follows several years of rapid growth. Investment
continued to soar (11 percent, Table 2.16), enabling the speedy riseofindustry product
in the future; the capital available to the industry at the beginning of 1997 was 11

percent more than at the beginning of 1996, after increasing at a similar rate for the
previous two years. Even though tihnedustry5s growth rate slowed in 1996, it remained
much higher than thatof the restof the business sector, so that its share in its product
rose to about 40 percent (Table 2.A.1 0)a trend characteristic ofdeveloped countries.
The share of total services, including transport and communications, in business
sector product was 53 percent. According to our estimate, labor input did not have an
adverse effect on profitability in 1996. Labor productivity rose by 3 percent, in line
with real labor cost (i.e., real wages deflated by output prices, Table 2.16). This also
applies to the average for the last three years: wages and labor productivity each rose
by about one percent a year (as did total productivity). Growth was particularly rapid
in those services with highlyeducated employees business and legal services, which
expanded by 12 percent, education and health, which grew by 11 percent compared
with 8 percent in services in general.

The longterm increase in trade and business services product is duemainly to the
rise in direct demand from consumers, as the standard of living goes up, as well as to
demand from other industries. Trade and business services product is also affected by
changes in the structure of business activity, which resorts increasingly to the

outsourcing of services. There was
virtually no growth in hotel and
catering services in 1996, due to the
fall in tourism. Inputoutput tables
show that most of the increase in the
productof this industry was due to the
rise in private consumption (which
accounted for 6 percentage points of
the increase), while investment and
exports contirbuted very little (about
1 percentage point each), and the
decline in consumption by
nonresidents had a negative effect on
growth (by about one percentage
point). Product due to exports of
services rose by 1.4 percent; some of
these, e.g., tourism services (which fell
by 6 percent in 1996), are direct, but
most are indirect and consist of

Figure 2.16
Product of Trade and Services,

0/0 199096
12
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Table 2.17
rvices, 199296
(annualchange, :percent(

mdSen TradesiWages,iProduct, Employment, an>

: Real. Employ7■ ■j .:  Product <:.■ > ,Share in■ ■ ■

wageamerit .1996">. 1995199295GDP

100Total
'  2 _. .;v:; .1 A. !._,10;■■ : 27Tarde

i 1 . :"  4 , ■08i;' i 1:114 ■Services '

'''i5' ":.^ >?,." ■■ 8= /:. 106Food and cateirng
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Banks, insurance
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Education and
health .

'י ץ, יי = , ':.י/, .71'" ';11 Z. '". 13V13
Personal and
other
Per employee post, deflated by CPI.

services to other exporting industries. Banking services, as well as business and legal
services to trade, played an important role in this increase.
The industry, which is laborintensive, continued to lead the economywide

reduction of unemployment. The 4 percent rise in employment (Table 2.17) reflects
an additional 26,000 persons employed in this industry, constituting 60 percent of
incremental businesssector employment, and 40 percent of total incremental
employment. It is estimated that 2,000of the additional persons employed were foreign
workers and workers from the Autonomy and the administered areas. The increase in
employment in 1996 led to an increase in the average industry wage of about one
percent, compared with 0.7 percent in the business sector in general,19 and it currently
stands at 90 percent of the businesssector average.

The industry is very heterogeneous and its various segments are developing at
very different rates. It offers a wide variety of services, ranging from domestic cleaning
to education, health, legal consultancy.and business services such as advertising and
computers, also supplying employees through pirvate employment agencies.

Trade and services,
which is a labor
intensive industry,
continued to lead the
reduction of unemploy
ment.

l9 It is difficult to learn much from the comparison without a breakdown of employment.
The figure includes nonrecurring payments via banks due to employees' pension plans.
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