
Chapter 1

The Economy: Developments and Policies

The year 1991 is the second consecutive year to be dominated by the influx of
immigrants which started in 1989. The picture that emerges from the pirncipal indicators
(Table 1.1) is of a second year of substantially higher investment and economic activity.
Business profitability and productivity show marked improvement and there is an
appreciable irse in employment. But these developments must also be judged by the
needs of immigrant absorption, and by this standard the year has not been altogether
successful. The tempo of economic activity slackened somewhat at the end of the year
and the beginning of 1992. Moreover, most of the year's growth occurred in industires
producing inputs for housing construction, whose considerable expansion is temporary;
in other industires there are as yet no discernible indications of the onset of sustainable
growth. Immigrant absorption encountered considerable difficulties duirng the year;
towards its end these were being expressed in a slower inflow of immigrants and a
decline in investment and economic activity.

Table 1.1
Main Economic Indicators, 198691

19911990
Annual average

198689

7.06.64.6Growth arte" (percent change(

2.44.31.2Total productivity* (percent change(

14.712.011.0Gross arte ofreturn on capital15 (percent(

10.69.67.1Unemployment rate (percent(

0.90.60.4Balance of payments on current account ($ billion(
20.017.517.1National saving ratec (percent(

2.62.70.2General government deficit () (percent of GNP)d
18.017.618.2Inflation duirng year (percent change in CPI(

exchange rate(.

" In businesssector product.
b Business sector.
c The denominator is GNPplus unilateral transfers (converted to NIS at the official
d The 1991 estimate is downward biased.
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The immigration raised strong hopes that, in spite of shortrun difficulties, there
would be a change in the trend of economic developments. They were based on fore
casts of one million immigrants within the next ifve years many of them with higher,
chiefly technological, education whose integration into the labor force would make a
substantial contribution to productivity and economic growth. Realization of these hopes
presents a challenge to both the government and the business sector.
The government decided on a strategy of abstaining from intervening directly in the

integrationof immigrants into employment, while giving them subsistence grants during
their ifrst year of residence. In addition, the government would be concerned with the
creation of an adequate infrastructure and a more favorable and less uncertain environ
ment in which the business sector would be able to absorb the extra supply of labor
gradually. This strategy was based on the view that although in the short run direct
intervention could provide jobs, in the long run it would be counterproductive, per
petuating resource misallocation and interfering with the proper utilization of human
capital. Such an approach is suited to the Israeli economy of the 1990s and the markets
in which it must compete, but since it does not bear fruit immediately it requires
perseverance. The integration of immigrants into employment proceeds slowly at ifrst
and the rate of unemployment irses temporarily. If the process is to be speeded up, the
government must improve the underlying conditions and generate business confidence.
This requires a seires of measures which are essential if the economy is to attain the
correct growth path, but which are futile if not pursued beyond a cirtical minimum. The
ifrst prerequisite is to increase business profitability by cutting taxes, particularly those
which reduce the propensity of firms to expand and employ more workers. In addition,
government infrastructure investment must be stepped up substantially, since adequate
transport and communications facilities stimulate businesssector investment and are a
prerequisite for competing in the world market. The reforms needed in the labor,
commodity, and capital markets are also of great importance; they should increase
competition, reducing costs and thus raising business proiftability.
Even before the advent of immigration this bundle of measures was called for by the

economic conditions of the last few years low business profitability, a low growth
rate, and fairly high unemployment. Immigration has made the need to remedy matters
far more pressing, and in fact this year the government has decidedin line with the
strategy adopted on a series of reforms, infrastructure expansion, and direct incentives.
What has been done has been too limited and too hesitant, however.
The government's housing strategy, by contrast, has placed growing emphasis on its

commitment to meet immigrants' housing needs in full, with greater involvement in con
struction, as regards its volume, location, and price. Thus the government concentrated
its efforts and spending on housing, at the expense of appropirations for expanding the
infrastructure and raising business proiftability, impairing the ability of ifrms to respond
adequately. Furthermore, the government's intervention in housing has induced
entrepreneurs to enter this industry, with its limited growth capacity, thereby reducing
the prospects of success of the strategy selected to deal with the employment problem.
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For their part, firms have begun to respond, as relfected in increased investment,
including a considerable inventory buildup, chiefly of imported intermediates (non
dwelling investment rose by 22 percent in 1990 and by 26 percent in 1991; the
corresponding figures for imports of intermediates are 12 and 15 percent). Employment
also began to rise in 1990a trend that strengthened in 1991  and output increased
substantially, but the relative profitability of construction rose because of the
government's increasing emphasis on housing. As a result, a large proportion of the
incremental investment and employment was in construction and allied industires. By
contrast, investment, employment, and output increased little in industries with a
potential for sustainable growth. These developments, the result of both government
policy and unfavorable external conditions, cooled businesssector optimism and held
back its growth rate.

Table 1.2
GDP and Aggregate Domestic Demand, 198691

change, percentReal annualPercentof GDP

1991199019868919911990198689

5.95.43.6100100100GDP
7.65.37.0656464Private consumption
1.83.21.2242526Public consumption"

Gross domestic ifxed investment
25.821.62.1171413Nondwelling
76.014.82.9965Dwelling
14.16.01.7312929Total domestic government demandb
12.47.64.6116109109Domestic use of ersources"

Exports
2.33.04.8363943Total

Excl. diamonds, tourism, and exports
0.76.55.6282928to the administered areas

a Excluding direct defense imports.
b Public consumption (excluding direct defense imports) + general government investment + publicly

initiated housing.

World trends were particularly unfavorable in 1991. The Gulf War broke out at the
beginning of the year, but the adverse effects of the runup to it were already evident in
the summer of 1990. Economic activity and exports suffered increasingly so in early
1991 the uncertainty endemic in the Middle East grew, and firms' propensity to invest
declined. When the war ended it seemed likely that Israel would receive extensive aid
from friendly governments, but in the event, there was only a small increase in unilateral
transfers, while the U.S. government guarantees for immigrant absorption failed to
mateiralize. In addition, the recession in the western economies further slowed down the
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expansion of world trade in general and the demand for Israeli expotrs in particular.
Thus the combination of reduced world demand and lower profitability relative to
construction and allied industries meant that in the exportoriented industries output and
employment grew by very little.
For these reasons and most probably also because internal events in the former

Soviet Union reduced fears that emigration would be stopped the flow of immigrants
lessened, and no more than 1 80,000 arrived in 1991, much less than forecast at the
beginning of the year. The result was to dampen economic optimism.
Businesssector gross product rose by 7 percent in 1991, about the same as in 1990.

The increase was generated by domestic demand, which was dominated by the
government (with total domestic government demand up by 14 percent). Most of the
increase stems from construction and allied industries. The change in the composition of
output is a response to the exceptional (76 percent) rise in housing demand, which was
generated by massive government involvement rather than the market. Other components
of domestic demand also continued to grow, and faster than last year, but their share
declined. The rise in domestic demand increased GDP, but it pushed imports up by over
16 percent, compared with 9 percent in 1990. Exports other than tourism failed to
increase, and total expotrs declined owing to the effect of the GulfWar on touirsm. The
combined result of these developments was a simultaneous increase in the impotr surplus
and in relative construction prices.
Over half the increase in economic activity was generated by residential construction

and allied industires, in spite of the sector's small size (it accounts for 15 percent of
businesssector product). Additional capacity was needed to meet the heavy housing
demand, and there was some adjustment to the capital stock; at the same time, it was
clear that this level of demand would be temporary, so that full adjustment would be
uneconomic. Thus in spite of a substantial irse in employment, which made a futrher
increase in output possible, the construction sector was unable to meet the demand; patr
of the excess was met by impotrs, including commodities not previously impotred due to
high transpotr costs. At the same time, as stated, excess domestic demand raised the
relative price of construction output.
In the rest of the businesssector investment grew more slowly. It was patricularly

lowin compairson with needsin expotroirented industires, consideirng the age
composition of their machinery and equipment and the structural change in hitech
industry previously specializing in military products. Employment also grew by very
little (2 percent), reflecting the weaknessof demand: foreign demand for Israeli expotrs
(especially touirsm) fell off, while on the domestic side, pirvate consumption (the
mainstay of expansion in the past) did not irse vigorously enough, the major increase
being in machinery and equipment, the demand for which is usually met by impotrs. In
sum, businesssector output other than construction and allied products rose by no more
than 3 percent, much less than forecast at the beginning of the year.
As immigration slowed down, it became clear that the volume of residential

construction undetraken was excessive and was not yet matched by effective demand.
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Table 1.3
Demand for BusinessSector Product: Tradables and
Nontradables, 198991

(percent change overpreceding year(

PriceQuantity

199119901989199119901989

Nontradables
21.520.023.314.64.03.2Total
18.415.419.820.74.83.7Excl. housing"

Tardables
15.311.819.77.07.60.3Total
15.012.217.513.511.13.3Excl. exports

" That is, excluding imputed housing services.

Excess supply is particularly marked in remote districts. Sooner or later the construciton
industry will presumably shrink back, in conformity with longrun trends rather than
temporary changes. Economic growth can then be based mainly on other industries. The
most important industries with a growth potential are those able to compete in the export
market, where they can realize economies of scale and enjoy high rates of profit and
growth. These industries failed to grow much in 1991, and the increase in their capital
stock is not yet sufficient for the large expansion needed for economic growth and to
absorb additional workers.
In addition to the limited contribution of government policy, which lacked the scope

and ersolution demanded by the strategy chosen, as well as to problems specific to 1991,
investment is also adversely affected by the uncertainties besetting the Middle East. On
the positive side, the rate of return on capital, which was very low duirng the 1980s, has
recently begun to rise owing to streamlining in the business sector and supporting
interestrate and tax policies. It grew substantially this year, chiefly owing to the decline
in real businesssector labor costs. Furthermore, Israel has a special advantage in its irch
endowment of human capital, which has been greatly enlarged by the present
immigration, and this too has a positive effect on investment. It is not yet clear however,
to what extent thenew human capital can be immediately utilized by the business sector.
There is some evidence to suggest that efficient utilization means that firms must invest
in training, so that from their point of view, the effective volume of unemployed
immigrant labor falls short of the measured volume.
The labor market showed more signs of flexibility this year, but the remaining

institutional irgidities are far from negligible. The substantial growth of the labor force
exerted pressure on businesssector wages, which fell by a real 4 percent (deflated by the
CPI), the greatest decline observed in recent years. Nevertheless, although real wages
have now declined for three consecutive years, the exceptional irse that followed the
1985 stabilization has not yet been cancelled. Real wages failed to contract by morein
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spite of the rise in the unemployment rate due to labor market irgidities. Some of them
are specific to Israel and stem from institutional factors, while others airse from the
advantages of longterm employment for both employer and employee. Moreover, in
some industires, the effective excess supply falls short of the measured excess supply
becauseof differences in the human capital of Israelis and immigrants, and because the
immigrants are not familiar with some of the local production processes. This also
reduces the pressure of excess supply on wages. The decline in real wages did not result
in higher profitability for all producers. Although average labor costs (deflated by
producer pirces) did fall, the decline was concentrated in the nontradables sector (chiefly
construction), while in the tradables sector they rose. This intersectoral difference (which
does not extend to nominal wages) pirmairly reflects real appreciation (whose ersults are
explained below). Taking changes in productivity into account, the real labor cost figures
indicate that the irse in 1986 and 1987 has been only partly offset.

Table 1.4
The LaborMarket, 198691

(percent change over preceding year(

19911990198689

Israeli employed persons
5.92.12.2Business sector
6.62.31.6Public services
10.69.67.1Unemployment rate*
2.01.05.0Real average wageb
3.81.64.9ofwhich Business sector
1.63.81.4Labor productivity, business sector

Real labor cost, business sector0
0.95.18.2Tradables
6.53.73.1Noniradables

a This is the unemployment rate, not the rate of change of unemployment..
b Deflated by the CPI. The 1991 figure does not include workers from the administered areas.
c Delfated by producer prices.

In these market conditions, businesssector employment rose by 6 percent. Over half
the additional employed persons were immigrants, of whom close to a quarter went to
occupations in which at least some of their skills could be utilized (see Table 4.16).
About two thirds of the additional employment was in construction and allied
industiresas mentioned, this does not reflect permanent employment.
Public services employment rose by61^percent, an increase dictated by the education,

health, and welfare needs of the additional population. However, despite increasing
unemployment, and in contrast to the business sector, real wages rose by 2 percent, an
increase that hampered the response of businesssector wages to market forces.
Although employment rose substantially, it failed to keep pace with the labor supply,
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principally because new immigrants were quick to join the ranks of workseekers and
because they have higher specific laborforce participation rates than the established
population. The unemployment rate, which rose throughout the year, reached an average
of 10.6 percent. The increase was concentrated among immigrants, with an average of
39 percent, while the number of unemployed established residents declined. High
unemployment rates of immigrants in their first year or two in the country reflect
adjustment problems and are typical of migrations to other countires as well. However,
many of the immigrants seem to have been unwilling to endure such an initial adjustment
period and employment difficulties may well have played a significant role in reducing
the number of arirvals in 1991 and early 1992. Interim solutions should be explored
provided they do not interfere with the desirable longrun development of investment and
the ongoing reforms, and make possible a longrun solution of employment problems
consistent with the strategy outlined above.
Fiscal policy, as expressed in the budget, is by and large a relfection of the govern

ment's immigrant absorption effortas regards both what it includes and what it omits.
Expenditure was increased by transfer payments to immigrants and by the provision of
education, health, and social services for them, as well as by extensive spending on
housing. As regards the latter, the budget so far includes only a part of the total outlay
the government's involvement and the decisions taken entail a considerable additional
burden in the next few years: housing subsidies to homebuyers have been raised and
new obligations have been created by giving purchase guarantees to contractors; only a
small proportion of the guarantees have been paid off this year, but it is expected that the
proportion called in will irse in view of the low demand by immigrants for owner
occupied housing. In particular, it is highly likely that the government will be obliged to
buy in the many units erected in remote distircts, and will be able to sell them off again
only at a heavy loss this could (according to some estimates) amount to as much as $1
billion (2 percent of GNP). If this were to happen, the functioning of the housing market
would be impaired.
This year, too, incremental spending on infrastructure has fallen short of require

ments, in spite of the considerable benefits to be gained in terms of economic growth.
The situation is particularly acute in the caseof roads and advanced telecommunications,
where there is a large backlog due to past neglect road traffic density rose this year in
spite of the increased investment.
The irse in public spending was in part offset by increased taxes the average tax rate

rose, the net result of higher indirect tax and lower direct tax rates, the latter being chiefly
a temporary measure to alleviate the burden on the business sector. The net outcome was
to lower profitability (the changes which raised it had little effect because of their
transience). Fiscal policy was thus inconsistent with the strategy chosen by the
government to deal with the employment problem. This policy implies a deficit which
appears to be larger than is consistent with stability, but is nevertheless on a downward
trend (since some of the outlays are temporary, while the revenue should increase as
economic activity steps up). Furthermore, towardsthe end of 1991, the government
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committed itself to a declining deficit until the budget is balanced in 1994 that is, to a
fiscal policy consistent with longrun stability. This commitment increased cetrainty, a
signal that was contradicted by the fact that the measures entailed by the policy decisions
were not in fact implemented in full. The excessive housing outlays (on both
construction and subsidies to homebuyers) went well beyond the sums budgeted (as
stated, these amounts do not all figure in the 1991 deficit). Moreover, not a fewof the
government's decisions (particularly those concerned with labormarket flexibility) have
been rejected by the Knesset, which has furthermore recently passed a number of laws
entailing a considerable overstepping of the budget contrary to the government's stance
(see Chapter 5).
In accordance with its reform decisions, the government made efforts to speed up

privatization, being aware of the impotrance of signallingat home and abroad its
intentionof reduce its businesssector involvement. Moreover, at a time of high deficit
funding requirements, the proceeds of pirvatization can be used to prevent an excessive
irse in the public debt; here, too, not all the decisions have been implementedin
particular, the sale of the Arrangement bank shares, which is taking too long. In fact, the
government's increased involvement in credit represents a retreat from capitalmarket
reforms already implemented.

Table 1.5
General Government Deficit, 198691

(percentof GNP(

19911990198689

2.62.70.2Totaldeifcit )(
5.45.52.5Domestic deficit )(
44.245.248.9Domestic income
28.429.729.7Dierctdomestic demand
21.321.021.7Other domestic expendituers*

a Includes direct subsidies, credit subsidies, transfers to households, and eral interest payments.

The budget deficit amounts to 2.6 percent of GNP, similar to last year, and the
domestic deficit to 5.4 percent of GNP. This is below the planned figures for 1991, and
may reflect the effect of slower immigration. As stated, the figures do not cover a good
patr of the outlays to be incurred as a result of decisions taken duirng 1991. Futrher
more, government credit to the pirvate sector expanded this year, the incremental
credit/GNP ratio amounting to 2. 1 percent, a much higher ifgure than in the past, so that
the government's financing requirements rose steeply. Funding was mainly by domestic
borrowing, thereby raising the interest rate on government bonds.
Along with the irse in longterm interest rates, share pirces and housing pirces rose

steeply, patricularly in the first three quatrers of 1991; these irses were fuelled by
expectations connected with the influx of immigrants, which raised the expected yield on
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these assets. Interest rates on shortterm assets did not rise, although the decline of the
preceding three years ceased. The divergence between short and longterm rates is
attributable to monetary policy, which was geared to supporting economic activityas
long as there is no danger of an appreciable drain on the foreign reserves. Accordingly,
the monetary aggregates and shortterm bank credit were allowed to expand in
accordance with demand, and they rose at roughly the same rate as nominal GDP. Never
theless, real shortterm interest rates were still high in 1991 and impaired proiftability. In
the fourth quarter, foreignexchange purchases stepped up (owing to devaluation
expectations and the approaching dateof redemption of the Arrangement bank shares),
and the Bank of Israel enabled interest rates to rise appreciably in order to prevent a
substantial increase in the exchange rate. Interest on bank credit did not fall back to its
former level until early 1992, after revision of the exchangerate mechanism and
considerable salesofforeign exchange.

Table 1.6
Monetary Indicaotrs, 198691

(pecrent(

19911990198689

282777Monetary aggergates (average change(
352564Ml
282331M2
272435M3

Shortterm bank credit
Nominal interest

131315SROs (CDs(
262333Shortterm bank cerdit
688Foerign credit"

292232Nominal GDP (avearge rate of change(
191726CPI (avearge arteofchange(

a Threemonth Eurodollar rate.

The events of the fourth quarter of 1991 illustrate the dilemma that has confronted
monetary policy for the last six years. On the one hand, the exchange rate serves as the
anchor for the price level; this helped to stop the very high inflation of the early 1980s.
On the other, Israel has a higher rate of inflation than its trading partners, and overrigid
adherence to this anchor is liable to injure exports and increase imports. Defense of the
exchange rate entails maintaining the level of reserves and, in peirods of speculative
capital exports, is reflected in a irse in interest rates, with adverse effects on current
economic activity and investment!
The exchangerate regime has been altered several times in the last few years. Until

1989 there was a ifxed rate with peirodic adjustments. A band was then introduced (and
later widened); changes in the midpoint rate did not entail a irse in the actual exchange
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rate. These changes were designed to moderate the speculative cycles and their real cost
by reducing the expected proift rfom discrete changes in the exchange rate. The midpoint
rate adjustment of March 1991 departed from this pattern inasmuch as it did raise the
actual rate, thereby reinforcing the speculative cycle of the third quarter. Once this cycle
had turned down, a further change was made, with the introduction of the 'diagonal' (as
distinct from horizontal) band. Accordingly, the midpoint rate (together with the upper
and lower limits of the band) changes daily at a rate which cumulates to 9 percent over
the year. This innovation should further restrict the speculative element of capital
movements; it should also extend the business sector's planning horizon, since it signals
the expected rate of change of the exchange rate and thereby reduces the uncertainty
which was a feature of previous regimes. In addition, it will be judged by its success in
preventing any recurrence of the rapid inflation of the past. It must not, however,
constitute a barrier to a substantial decline in the rate of inflation once domestic economic
conditions permit this.

Table 1.7
Prices, 198791

(annual change, percent(

199119901989198791

12.515.418.322.9Businesssector wages per employee post
Consumer pirces (CPI(

19.017.220.218.5All items
15.713.417.816.7Excl. housing
14.111.616.815.8Excl. housing and controlled commodities
13.411.713.512.8ofwhich Tradables
15.011.420.919.4Nontradables
20.112.818.517.6Businesssectorgross product prices
12.310.616.110.6Exchange rate.
15.811.322.815.6Export prices
10.413.020.814.2Import prices (excl. direct defense imports(

" Against the currency basket.

The 1991 rate of pirce increase did not diverge from that prevailing since the
successful stabilization program of 1985 (ESP). This year too, the price rise was
dominated by the rate of increase of the actual exchange rate, the slacklabor market, the
prices set by the government, and the housing market. The interaction of these nominal
factors with the price expectations of economic agents also played a part. These
expectations are affected to a great extent by the steadiness of the rate of inflation since
stabilization, and they influence not only the behavior of ifrms, but of policymakers too.
Thus the Bank of Israel's exchangerate management was influenced by expectations, a
prominent instance being the midpoint devaluation of March 1991, at a time when the
actual rate was at the lower edge of the band. Expectations played a part in the average
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development of the exchange rate of the last few years and this year's rise did not depart
from that of the preceding five years (Table 1.7), as is also the case with the average
increase in the CPI (19 percent). In the last quarter of 1991, however, the rate at which
the CPI rose declined steeply, to less than that of the exchange rate. This decline reflects
the pressure of unemployment, on the one hand, and the currently weak housing market,
on the other. It is still too early to say whether there has been a genuine change of trend.
In any event, a more flexible labor market and the institution of the 'diagonal' band call
for a policy designed to reduce inflation without incurirng significant real costs.
Such real costs were incurred in the first few years of stabilization (until 1988), when

the exchange rate was the leading factor in the convergenceof rates of pirce increase to a
low level. The failure of nominal wages to slow down sufficiently reduced the
profitability of businesssector output, principally exports and other tradables. Since
then, the situation has been exacerbated by the current influx of immigrants, which from
the outset raised the proiftability of producing for the housing market, thereby reducing
the relative profitability of other output. This occurred at a time of generally improving
proiftability, particularly this year, although the level of previous highgrowth peirods
has not yet been restored. The last two years' decline in the relative profitability of
exports, though temporary, has reduced the propensity of exportoirented firms to invest
and expand. At the same time, it appears that Israel's recent export performance (a
slowdown in 1990 and a fall in 1991) is due primairly to the decline in world demand
specifically, in view ofMiddle East tension, for Israeli exports, so that Israel's share of
the world market has shrunk. The question airses whether given slack demand abroad
and high unemployment at home raising the exchange rate any faster would have done
anything to improve export performance. Past experience suggests that the little to be
gained by faster devaluation is conditional on the ability to reduce real wages. And even
if there were shortterm gains, the pirce could be loss of confidence in the exchangerate
regime and more rapid inflation, with all its attendant dangers.

Table 1.8
BalanceofPayments , 198691

($ billion(

19911990198689

0.90.60.4Current account
7.05.14.6Import surplus
6.25.74.9Unilateral transfers
5.23.62.9Civilian import surplus
24.622.717.8Civilian imports
19.419.114.9Exports
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This year's decline in exports increased the import surplus, but a more important
factor here was the rise in imports due to a shift ofdemand. The civilian import surplus
roseby $1.6 billion (compared with $1.1 billion in 1990), to standat $5.2 billion. A irse
in import surplus is typical of the first few years of largescale immigration. This year,
however, since nondwelling investment has not yet reached the desired level, the irse
was not as great as it would otherwise have been. The increase in the external debt/GNP
ratio expected in the first few years of immigration has therefore not yet mateiralized; in
fact the ratio declined again this year, partly because of improved terms of trade and
partly because of statistical problems (see next paragraph).
The import surplus was financed without a irse in interest rates paid abroad. This year

it is especially difficult to identify the sources of balanceofpayments financing, a type
of problem common in countries which have liberalized the capital market and
deregulated foreign exchange, since this reduces the quality of the credit data available.
Gradual liberalization continued this year, with a seiresof relaxations which reinforce the
ties between domestic and foreign ifnancial markets, thereby enhancing businesssector
functioning. However, liberalization increases the opportunities for speculative capital
movements, as occurred in the third quarter of 1991.

Table 1.9
TheBate of Saving, Investment, and the Current Account, 198191

(pecrent?(

19911990198689198185

20.0
1.1
18.9

17.5
0.5
18.1

17.3
1.7
15.5

17.7

4.3
22.0

Gross national saving
General government
Pirvate

21.6
12.5

16.8
11.2

16.1
11.3

19.1
12.3

Gross investment
ofwhich Nondwelling investment

1.60.71.11.4Current account

a The denominator is GNP plus unilateral transfers.

Liberalization also induced portfolio adjustment, and investment abroad by Israelis
incerased. The converse flow, typical of economies in the course of reform and with
improving prospects of economic growth, has not yet started, however. There has never
been much foreign investment in Israel, and the dramatic rates of growth of the past were
sustained mostly by domestic investment financed by foreign loans or grants. This
situation is explained pirmairly by geopolitical irsk, which causes investors to demand
higher rates of return than in growth countires in less tense parts of the world. In view of
this, it is the government's duty to create an adequate infrastructure and pursue a stable
economic policy that minimises uncertainty.
This year's developments show that in this area, too, not enough has been done. The

country's capacity for sustained growth is founded in utilizing its comparative advantage
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in human capital, on the one hand, and exploiting the large export potential, on the other.
Such growth cannot be achieved by government intervention. It is the task of
government to substantially improve the environment in which the business sector
operates and enable it to realize its growth potential. In addition to direct measures,
which include low taxes and a suitable infrastructure particularly in transport and
communications the reforms begun in the labor, commodity, and capital markets must
be pursued more energetically. One sphere which must be given higher national pirority
is R&D both pure research undertaken by research institutes and universities, and
applied research carried out by firms. Some of the measures that the government must
take require legislation or simplification of procedures, while others entail public
spending. It should be stressed again, however, that there can be no departure from the
deficit path to which the government is committed. It follows that other outlays must be
drastically reduced. This can only be done by reordering priorities.
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