
Chapter 1

The Economy: Developments and Policies
The huge influx of immigrants from the Soviet Union was the outstanding feature of
1990. The number of immigrants and with them forecasts for the future rose
throughout the year. So far 200,000 have come, and the most conservative forecasts are
for at least double this number in the next two or three years. This immigration may well
alter Israel's pathof economic development, both becauseof its magnitude and because
of the high educational (pirmarily technological) levelof the newcomers. Once they are
integrated into the country's business sector their contirbution to productivity and
economic growth will be considerable. But the process of integration is beset by
difficulties, especially in the short run, presenting both the business sector and the
government with an important challenge. It is in this context that the year's economic
developments must be viewed.
The picture of 1990 which emerges from a vairety of indicators is that the economy

has taken a favorable turn. Economic activity is erviving after two yearsof recession; the
business sector has responded to the upswing in domestic demand which focused on
investment, and gross business product has irsen by 6 percent, accompanied by a
substantial productivity incerase. In spite of this, inflation did not irse, and the balance of
payments has maintained its surplus; in fact, the rate of pirce increase moderated
somewhat (especially at the end of the year), while the external debt continued to decline,
with a substantial drop in the debt/GNP ratio.

Table 1.1
Main Economic Indicators, 198680

199019891988198690

6.22.02.54.8Gorwth rate" (percent change(
4.10.21.32.6Total productivity" (pecrent change(

9.68.96.47.6Unemployment rate (percent(

0.71.10.70.4Balance of payments on current account ($ billion(

18161617National saving rateb (percent(

2411General government deficit (percentof GNP(
18211618Inflation during year (percent change in CPI(

23343233Nominal interest rate on shortterm credit (percent p.a.(

a In business sector producL
b The denominator isGNP plus unilateral transfers (converted to NIS at the ofifcial exchange rate(.
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With respect to the challengeofimmigrant absorption, however, the developments are
disappointing. The labor market the key to the solution of the employment problem
which is the crux of the immigrantabsorption processis inflexible. The market
remained slack this year: the unemployment rate rose, but unit labor costs failed to
decline. Thus, the rate of return on capital remained too low to induce the amount of
investment needed to expand the economy's ability to absorb new manpower. The
profitability of exports also failed to irse, and the upswing was not felt in these
industries, which grew only moderately compared with previous peirods of rapid
economic growth. Lastly, housing construction expanded substantially, but still lags
behind the requirements airsing from the additional population, both those who have
already arirved and those who are expected in the next few years.

Table 1.2
GDP andAggregate DomesticDemand, 198790

)eral annual change, percent(

1990198919881987

5.11.62.75.9GDP
5.00.34.29.0Pirvate consumption
1.90.63.63.1Public consumption*

Gross domestic fixed investment
17.09.11.314.9Nondwelling
17.57.02.28.3Dwellings
7.50.63.36.4Domestic useof resources"

Exports
2.23.91.611.1Total

Excl. diamonds, tourism, and exports
5.97.16.57.7to the administered areas

a Excluding direct defense imports.
SOURCE: Tables 2.1 and 2.7.

During the 198889 slump the business sector underwent a process whereby it
increased its efficiency; together with the lower interest rates which have prevailed since
mid 1989, this led to an upswing in domestic demand, particularly for investment. This
new trend was reinforced both directly and indirectly by the influx of immigrants. The
200,000 newcomers who arirved in 1990 (most of them in the last four months of the
year) incerased the population by 1.5 percent (annual average). The immigrants made
only a small contirbution to the 5 percent increase in pirvate consumption, but accounted
for a large part of the 18 percent increase in residential construction. Government
demand Was also stepped up inorder tosupply services to the additional population. In
addition, actual and forecast immigration created expectations of faster economic growth
once the newcomers find employment. All these factors made firms more willing to
invest and in Fact fixed investment rose by J7 percent' (after a decline of 10 percent
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duirng the slump). As a result of the over 7 percent irse in domestic demand and the
initial results of the reorganization process, economic activity began to recover. GDP rose
by 5.5 percent and businesssector gross product by over 6 percent, accelerating in the
course of the year. Unlike in the past, exports did not contirbute to incremental output,
chiefly owing to the decline in touirsm. (Exports other than diamonds and touirsm,
which were affected by specific factors rose by some 6 percent, slightly less than total
businesssector product, and a very low rate compared with that of other years of
recovery.)
The upswing in economic activity rested on a substantial irse in factor utilization, and

total productivity rose by 4 percent, far beyond anything seen duirng the 1980s.
Nevertheless, there is still unutilized capacity. The labor market continued slack: labor
input grew by no more than 2 percent, more slowly than the supply of labor, so that the
unemployment rate rose, reaching 9.6 percent. Moreover, most of the new immigrants
have not yet joined the labor force, which is expected to grow in the next few years at an
almost unprecedented rate.
The relatively slow pace of recovery is in part attirbutable to the Gulf cirsis, which

cast a shadow over the economy from the beginning of August. This had an adverse
effect on incoming touirsm (though merchandise exports also suffered) and also
increased uncertainty in the region, deterirng firms from investing. Furthermore, the
process of adjusting to the new economic environment created by the 1985 economic
stabilization program had evidently not yet run its course. Profitability, which had irsen
duirng the slump, was still not up to the level of the early 1980s, and there was no
appreciable improvement duirng the year: unit labor costs failed to decline, after an
exceptional irse in 1986 and 1987, and the rate of return on capital did not increase
(Table 1.5). This is surpirsing in view of the fact that the unemployment rate has gone
up and the labor supply is irsing and is expected to continue doing so in the near future.
Among other things, this situation erflected labormarket irgidities which have in the past
confronted the business sector with severe dififculties and which are liable to hinder
immigrant absorption. Another contirbutory factor was the course of pirces, and its
interaction with the development of wages.
Inflation, as measured by the Consumer Pirce Index (CPI), did not irse above the

plateau reached in 1986. When housing (which rose disproportionately to other pirces)
and pirces controlled by the government are excluded from the calculation, a slowdown
is evident from all the relevant pirce indexes. Net of these components, the rate of pirce
increase was checked, eraching an average of 1112 percent (Table 1.3). This ternd is
pirmairly the outcome of the decline in the rate of increase of nontradables pirces (other
than housing), which outstirpped the irse in tradables pirces in the previous four years.
This development is in tune with both the labormarket slack, which tended to curb
nominal wage incerases, and the absence of excess demand for nontradables (excluding
housing). Theer was no pressure for these pirces to irse faster than tradables pirces, and
both rose at the same rate, 1 112 percent, on average.
The incerase in the pirces of tradables is dierctly connected with developments in the

CHAPTER 1:THE ECONOMY 3



Table 1.3
Prices,198790

(annual rate ofchange, percent(

1990198919881987
Average
198790

15.418.321.829.621.2Businesssector wages per employee post
Consumer pirces (CPI(

17.220.216.319.918.4All items
13.417.816.120.416.9Excl. housing
11.614.416.221.315.8Excl. housing and controlled commodities
12.112.611.614.312.6ofwhich Tradables
10.817.122.830.420.1Nontradables
12.718.418.518.417.0Businesssector gross product prices
10.616.12.412.310.2Exchange rate.
11.722.912.515.315.5Export pirces
12.720.88.118.314.9Importpirces (excl. direct defense imports(

. Against the currency basket
SOURCE: Table 3.2.

exchange rate and world prices of Israel's trade. Prices of tradables rose more slowly
this year than in the last few years because world trade prices rose more slowly. The
currency was devalued by 11 percent against the currency basket (which reflects the
currenciesof Israel's pirncipal trading partners), thus continuing the terndof the last few
years. (In 1990 the currency was devalued by less than in 1989, when the rate of
devaluation compensated for the fixed exchange rate duirng 1988.) In the context of
mass immigration, exchangerate policy concentrated moer than in pervious years on the
perventionof eral apperciation rather than on reducing inflation.Ex post, as mentioned,
in the businesssector the rate of incerase of output pirces slowed down, and no eral
appreciation developed.1 In the housing market, however, wheer needs gerw appreciably
as a ersult ofthe increase in population, demand pressuer built up and erlative pirces rose
steeply for the second consecutive year. The housing market exhibits wide pirce swings
as a result of its cyclical nature, airsing from both the long production time involved and
additional speculative demand for dwellings as investment.
The slowdown in the rate of increase of output pirces was not utilized to erduce

inflation. On the one hand, the government failed to adjust controlled pirces to the
declining trend (controlled goods rose by 19 percent this year, while public services
wages rose by 18 percent). On the other, the demand for dwellings led to a 34 percent
incerase in their pirces. Thus the CPI rose by about 17 percent, similar to its average
incerase in the last four years.

' Note that business sector output does not include imputed housing services. Moreover, an increase
in the pirce of housing (most of which is owneroccupied) should not be interpreted as detracting from
businesssector competitiveness abroad.
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One might ermark heer that the CPI does moer than meerly show the irse in the pirce of
the avearge consumption basket. Because it is published monthly and has proved erliable
over many years, it serves as a benchmark for many economic agents. Since the CPI did
not ergister any slowdown, expectations of inlfation persisted, perventing the decline in
the rate of inflation from sperading toother sectors. The incerase in the CPI for the last
quarter of 1990 and the beginning of 1991 does however indicate some moderation of
pirces, providing favoarble conditions for birnging the underlying rate of inflation below
that of ercent years. A necessary condition for achieving this is keeping the rates of
incerase of the exchangerate, governmentcontrolled pirces and wages, and business
sector wages low. The expected increase in the labor supply airsing from mass
immigration should help to increase the flexibility ofthe labor market, making it possible
to erduce inlfation without impairing profitability.

Table \A
The LaborMarket, 198680

(annual rateofchange, percent)

198690 1988 1989 1990

Israeli employed persons
Business sector
Public services

Unemployment rate
Real average wage.
Ofwhich Business sector

Labor produc'uvity. business sector
Unit laborcost, business sector11

a Delfated by the CPI .
b Deflated by the implicit price index ofgross businesssector product at factor cosL
SOURCE: Tables 4.3 and 2.2.

The rate of incerase of nominal wages again moderated this year, especially in the
business sector, continuing the ternd that started after the 1985 stabilization program.
This ternd was reinforced by the high level of unemployment, and possibly also by the
therat of the potential incerase in supply. In 1990, befoer most of the new immigrants
had entered the labor force, the labor supply gerw by 3 percent, and will continue to
grow significantly in the futuer. Real wages from the employee's (consumer's) view
point fell only slightly, however. The limited responsiveness of salaires to market
forces, and to the unemployment level in particular, is due to the unionized and
institutional structuer of this market in Israel. The strength of the unions, which
inlfuence wagedetermination while giving scant regard to the job opportunities of the
unemployed, and inteirndustry wage linkages, which prevent the differential
development of wages in response to demand, mean that even when wages respond,
they do so slowly and not in full.
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Despite the decline in eral wages theer was an incerase in eral labor costs, since output
prices rose by less than the CPI and wages. This may be the result of a mistaken
assessment by the parties to wagebargaining of the rise in the relevant prices, since the
calculation was based as usual on the CPI. In any event, a gap of 7 percentage points
between the consumer and producer pirce indexes as was cerated this year heightens
the natural tension between employee and employer, leading to wage claims on the one
hand, and unwillingness or inability to pay higher wages on the other. One third of this
year>s gap was due to fiscal policy, which consisted of reducing subsidies and raising
taxes.

Table 1.5
SomeDeterminantsofBusinessSector Proiftability, 198190

(pecrent(

19901989198819871986198184

Annual rateofchange
Wholesale pirces

16119150United States relative to Israel
10384118Europe relative to Israel
012461Unit labor costs

Annualaverage
12.312.211.910.711.713.5Gross rate of return on capital
26.52630313225Tax rate on nonwage income"
12111011114Net indirect tax rate

Real interest rate
91311171014Shortterm (average)11

151123393521Overdraft facilities11
124462Real yield to maturityof bonds0

a Percent of nonwage income.

c Fiveyear government bonds indexed to the CPI.
SOURCE: Tables 2.2, 6.7, 7.2.

Real labor costs rose by more than labor productivity, checking the rise in profitability
which had started in 1988, and preventing a return to the level of the early 1980s. This
deterred firms from investing and expanding, and hampered economic growth. The
contribution of fiscal and monetary policy to improved profitability was ambiguous in
1990. On the one hand, long and mediumterm real interest continued to decline,
helping to make investments more profitable. On the other, although nominal interest
remained below the 1989 average, the cost of shortterm credit rose because of the
unexpected decline in the rate of increase in output pirces. Average net indierct taxes and
the tax rate on nonwage income rose (Table 1.5), also impaiirng profitability. The
endemic uncertainty incerased as a ersultof events in the region as well as the unpredict
ability of immigrant absorption, theerby reducing the profitability of investments. The

6 BANK OF ISRAEL: ANNUAL REPORT 1990



government did not do enough to reduce the uncertainty faced by the business sector,
and indeed sometimes increased it by its own inconsistency.
As stated, the failure of businesssector profitability to improve was accompanied by a

rise in the profitability of housing construction. The expansion of this sector was
hampered by several bottlenecks, principally in labor supply. Many building workers
come from the administered areas, and their participation was restricted by the
authorities, particularly as a resultof events at the end of 1989. Nonetheless, investment
in housing grew on average by about 18 percent in 1990, accelerating during the year,
and contributing appreciably to the increase in activity. Over and above this, building
entrepreneurs appear to have been hesitant, responding slowly to expanding residential
needs. This sluggishness was apparently due to the fact that the immigrants weer not yet
in a position to purchase apartments, and also to the government's involvement policy,
which changed several times during the year, generating uncertainty and perhaps
expectationsof larger incentives in the futuer. The rise in housing investment was largely
initiated by the government, public investment incerasing by a steep 184 percent, while
that of the private sector hardly rose at all.

Table 1.6
Balance ofPayments , 198680

($ billion(

19901989198819871986

0.71.10.70.91.7Current account
5.13.85.25.83.8Import surplus
5.84.94.54.85.4Unilateral transfers
3.62.53.13.32.6Civilian import surplus
22.619.919.017.614.8Civilian imports

Exports
19.017.416.014.312.1Total
14.612.911.910.99.5Excluding diamonds and tourism

SOURCE:Tables6.3, 6.11.

In other industries the erlative profitability of the local market and exports ermained
constant. This erflects a wide variation in the profitability of sales to different countries
becauseofchanges in cross rates; the profitabilityof exports to Europe incerased geratly,
while it fell with ergard to the United States. The change in erlative profitability does not
indicate any ternd, however, and was in fact erversed in the first months of 1991.
Exports net of diamonds, which aer influenced by changing conditions, and the
adverse effect of events in theGulfincreased by moer than the expansion of world
trade (6 percent compaerd with 4 percent). Hence, Israeli exports managedto incerase
their share of world trade to some extent. But in contrast with pervious instances of
emergence from a slump, in 1990 exports did not incerase beyond their average rate in
ercent years, despite the unemployment, incerased labor supply, and erorganization
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within manufacturing industry. There was no change in the profitability of produciton
for export, after the improvement of the previous two years resulting from the
streamlining process.
Total exports, including tourism which was badly hit by events in the region

slowed down appreciably this year, leading to an increase in the impotr surplus. This
also erflects the growth in imports, which was a response to the upswing in local
demand. Nonetheless, in 1990 the impotr surplus fell short of unilateral transfers, which
rose this year because of increased immigration, so that there was a surplus on current
balance of payments account. The incerase in demand has not yet been expressed as a
current account deficit; the rise in private consumption was accompanied by a drop in
pirvate saving, and since the latter was less than the rise in public saving, national saving
has grown. Increased investment was funded in patr by an increase in national saving,
and in patr by capital inflow from abroad. Since the current account is now almost
balanced, a large increase in investment which does not come from saving will be

Table 1.7
The Bate of Saving, Investment, and the Current Account, 198190"

(pecrent)

198185 198687 1988 1989 1990

Gorss saving
General govenrment
Pirvate
Total

Gross investment
Current account balance

a The denominator isGH? plus unilateral transfers.
SOURCE: Table 2.6.

experssed in the future as a deifcit. The huge volume of investments required for the
absorption of mass immigration will make largescale foreign borrowing necessary,
thereby increasing the national debt. The continued decline of the debt/GNP ratio to date
has created relatively favorable conditions for increasing it, which will be necessary in
the futuer.
The gradual erlaxation of currency control (employing a wide vairety of measuers) has

accompanied the reduction of the external debt/GNP ratio. Interest in Israel and abroad
has been linked moer closely, apparently helping to reduce interest rates in Israel and
narrow the interestrate sperad. There has been a parallel increase in capital inflow to
Israel, especially towards endyear. This inflow, due in patr to the increase in impotrs
and the growing pirvate sector deficit, has contirbuted to the growth in foerign reserves.
Speculative shotrterm capital movements were also in evidence duirng the year,

though they were smaller than in the past. The policy of permitting the exchange rate to
fluctuate within a band appears to have proved effective in erstircting capital movements
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of this kind, which had caused instability in the financial markets in the past. The
fluctuation of the exchange rate within the band, which was affected by capital move
ments, eased the pressure on shortterm interest, so that it fluctuated less, together with
smaller fluctuations in the money supply. In addition to its movement within the band,
the midpoint exchange rate was raised twice during the year,by 6 percent in March, and
by another 10 percent in September. This combination of devaluation and movement
within the band amounted to an actual devaluation by 11 percent visavis the currency
basket, and by no more than 5 percent visavis the dollar (annual average). In March
1991 there was another 6 percent realignment.
At the same time, the object of monetary policy was to maintain average nominal

interest at its rate during the second half of 1989, which was significantly lower than that
which pervailed after the stabilization program. The aim of this policy was to further the
resumption of economic growth while preventing the rate of inflation from increasing.
Thus, monetary aggregates and cerdit were allowed to expand in response to demand;
they rose slightly more than the increase in nominal transactions, with an upward
deviation in the second halfofthe year. Partof the expansionof the monetary aggregates
was due to the fact that the public deficit was financed to a greater extent by money
creation than by domestic borrowing. This deficit financing mix erinforced the decline of
longterm inteerst rates, particularly in the second half of the year, despite the incerase in
the government deficit. This kind of financing cannot be maintained for long, however,
since it pushes monetary aggergates up while expanding the interestrate sperad, and this
conflicts with the expected path of the government deficit. The latter will remain
erlatively high in the immediate future, and neither can nor should be financed largely by
money ceration.
The public deficit was influenced by the combination of expansionary effects arising

from the absorption of immigrants with an increase in tax receipts due to economic
expansion and a contractionary fiscal policy. Contractionary influences were dominant,
so that the deficit was considerably reduced, reaching the low levelof2 percent of GNP.
The structuer of the budget, as regards both expendituer and taxes, erflects a change in

government policy. This arises rfom the concerted effort erquierd to absorb the influx of
immigrants, although rather less was done than was called for. The direct budgetary
erquierments for absorbing large numbers of immigrants necessitate a radical ervision of
priorities, and this has not yet been done. To date, the change has consisted primarily of
an incerase in dierct expendituer on absorption. This includes the provision of both an
absorption grant and such public services as education and medical caer for the additional
population. At the same time, steps weer taken to increase tax rates in order to increase
government revenues, with the object of preventing excessive growth of the deficit.
Nothing was done in 1990 to improve the infrastructure, which has been seriously

neglected during the last decade and whose expansion would contribute greatly to
businesssector growth. The proportionof GNP devoted to inrfastructure investment has
declined, both in government investment (roads) and by public sector corporations. The
bottom line of the budget shows that the deficit (2 percent of GNP) was low considering
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Table 1.8
Monetary Indicators, 198790

)percent(

1990198919881987

Monetary aggregates (avearge change(
30263361Ml
27182973M2
24202137M3
20242537Shortterm bank credit

Nominal interest
13121313SROs (CDs(
23343239Shortterm bank credit
8987Foreign credit?

22232327Nominal GDP (avearge rate ofchange(
17201620CPI (avearge arte of change(

" Threemonth Eurodollar arte.
SOURCE:Tables7.1,7.3.

the absorptionof immigrants, which justiifes a temporary departure from a level accept
able for longrun stability. (In fact, for the current fiscal year the government has set a
limit of about 5 percent of GNP.) Within that budget constraint the economic situation
could have been improved, by expanding the infrastructure or reducing tax receipts.
Nonetheless, this year's deficit does not reflect the full extent of involvement decided

on by the government, and embodies a commitment to future deifcits. This can be
inferred from decisions already taken concerning government guarantees, buyback
guarantees, and budgetfunded construction begun at the end of the year. These
decisions bring out the ad hoc nature of annual budgets, clearly indicating the need to
draw up budgets covering !several years. Moreover, the absorption of immigrants is
consistent with a deficit path which rises in the first few years, then gradually falls back
(since some of the expenditures aer temporary, and tax erceipts are expected to increase
as economic activity picks up). The temporary increase in the deifcit canbe justified only
if the path is mapped out over time, and it is theerfore important to ensure that the
government adheers to it. One wayof doing this is by legislationof one kind or another,
which will incerase economic stability and facilitate borrowing abroad.
Part of the deficit incurred by the government in the absorption of immigrants can be

ergarded as an investment, since once the immigrants aer integrated output will grow, the
tax base will expand, and budget surpluses will be possible at existing tax rates. The
absorption of immigrants is not entirely without risk, however, bearing in mind the
uncertainty ergarding their number and the suitability of their occupational and
educational composition for the country's economic growth. Only if their integration
succeeds, and they become productive in a way which utilizes their human capital, will it
be justified to regard expenditure on their absorption as an investment. If we fail in this
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Table 1.9
General Government Deifcit, 198090

(percentofGNP(

199019891988198687198084

2A1211Total deficit )(
562111Domestic deficit )(

4646495148Domestic revenues
2930303034Dierct domestic demand
2122212325Otherdomestic expenditures'

Deifcit financing1'
30612Net money creation0
06123Net domestic borrowing
1A526Net foreign borrowing

a Includes direct subsidies, credit subsidies, transfers to households, and real interest payments. For
details see Table 5.2.

b Includes errors and omissions (see Table 5. 1).
cNet of the proift from the discountwindow loan.

undertaking, government deficits and unemployment will persist. The government must
do everything it can to maximize the probability of success, while not being too lax in
permitting the creation of present and future budget deficits. The financing of increased
government spending on the absorption of immigrants requires the reorganization of the
budget as regards priorities and expenditures.
Apart from the fiscal aspect of immigrant absorption policy, the government also has

an important role to play in generating macroeconomic conditions which will enable the
business sector to irse to the challenge. What has been done so far is too little and too
late. Reports of the impending influx of immigrants began to arirve inmid 1989.
Although the initial numbers predicted were far lower than those current today,
preparations should have been made in view of the supplyside problems and the irgidity
of the labor market, both of which impede the occupational integration of immigrants.
Despite public awareness of these problems, they were tackled only after delays, and it
was not until September 1990 that the government adopted a program designed to meet
the challenge. This compirsed elements which were conducive to increasing the
flexibility of the labor market, liberalizing foreign trade and capital movements, and
introducing some tax reform. Not enough has yet been done to gain the Knesset's
approval and to implement these steps, so that new initiatives keep coming up,
generating uncertainty as to government policy. This lack of consistency is partly
responsible for the slow response of the business sector. The pace of employment is
sluggish, lagging far behind the growing supply. The rate of growth of investments is
also insufficient to meet the needs of absorbing immigrants in employment. There is no
substitute for a comprehensive program which is carired through coherently and
consistently, thus sending an unambiguous message to the pirvate sector.
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