
Chapter n

PRODUCT AND DOMESTIC DEMAND

Economic activity expanded in 1987 at an accelerated rate: the business sector product
grew by some 7 percent, following a 5 percent average annual growth in the two
preceding years, and an average annual increase of 3.5 percent since 1973. The
expansion expressed itself in a substantial rise in productivity and employment, and a
falling unemployment rate. The large increase in business sector employment was
supported by restraint in employment in the public sector and nonprofit institutions.
Domestic resourceuse (excluding defense imports) continued toexpand, albeitmore
slowly than in the previous year. The major source of the expansion was the consid
erable rise in private consumption and fixed investment, the impact of which was
greatly dampened by a steep fall in inventory investment.1 Domestic public consump
tion increased only slightly; its direct effect on domestic resource use was therefore
correspondingly small. The domestic uses channelled to the business sector and the
business sector product increased by 7.5 and 6.9 percent, respectively (see Table
Illb), so that by compairson with the previous year the civilian import surplus2
widened only moderately in volume, accompanied by a slight real appreciation, i.e.,
a irse in the pirce of the business sector product relative to export pirces. The increase
in the share of the import surplus in GDP was higher, due to the deteiroration in the
terms of trade, which means an increase in real national expenditure.
The developmentofdomestic uses (excluding stocks) duirng the year was similar to
the pattern of the year as a wholea high irse in pirvate consumption and fixed
investment, and a slower increase (albeit faster than the annual average) of public
consumption. The steep fall in stocks in the second half of the year more than offset
the expansionofotherdomestic uses. Exports and imports rose considerablyduirngthe
year, while GDP growth was relatively moderate, reflecting a stabilization or even
slight decline in the second half of the year, in line with the contraction of stocks and
the irse in the civilian import surplus. The indexofindustiral production also points to
a slight expansion in the courseof the year, following its substantial irse duirng 1986.
At the same time, the labor input in the business sector continued to irse rapidly.

* Despite its contraction, however, inventory investment remained positive in 1987.
The import surplus is by definition the difference between domestic resource uses and GDP.
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Table n1
RESOURCES AND USE OF RESOURCES, 1984S7

Percent annual changeAt current pirces,
PirceQuantityNIS million

1987198619851987198619851984198187198719861985

Resources
20.450.7256.85.23.33.72.43.255,33743,71128,084GDP at market prices
17.028.7296.818.78.91.00.76.432,34123,27516,606Imports*
17.929.2302.711.115.23.83.76.827,63521,10514,181ofwhich: Civilian imports1"
19.142.127139.95.51.81.24.487,67866,98744,690Total resources

Use of Resources
19.645.7295.78.114.20.56.86.1353532734116,425Private consumption

Public consumption
20.847.3243.916.110.13.36.31.319,48813,89910,495Total
23.850.6241.71.83.51.01.50.814,78211,7298,071Excl. direct defense imports
23.149.6257.93.89.310.76.91.710,9688,5855,251Gross domestic investment
22.850.2267.613.71.67.811.31.710,8847,7965,275ofwhich: Fixed investment"

Subtotal: Domestic ersource use,
21.247.8272.75.88.42.24.73.861,10247,65429,747excl. direct defense imports
15.029.9273.110.85.68.513.95.921,86917,16112,519Exports'* at local market prices
19.542.7272.17.17.50.90.14.482,97164,81642,265Total resource use excl. direct defense imports
19.142.1271.39.95.51.81.24.487,67866,98744,690Total use of resources

3.81,9321,6411,046Net factor payments to rest of the world
3.153,40542,07027,038GNP at market prices

18.750.6262.46.95.35.02.84.039,24830,93919,521Business sector GDP at market pirces"

* Imports c.i.f., not including factor payments and interest payments of the public sector to the rest of the world.
bTotal imports less direct defense imports.
c Total investment less investment in stocks.
d Exports f.o.b., not including factor payments from the rest of the world and interest received by the public sector from the rest of the world.
eGDP, less productof public services, pirvate nonprofit institutions, and housing services.

Source: Central Bureauof Statistics.



Table nla
RESOURCES AND USES, QUARTERLY DATA, 198587

(Seasonally adjusted, percent real change(

198719861985

IVmnIIVIIIIIIIVmIII

0.43.01.21.61.24.72.53.311.76.01.04.21. Pirvate consumption
0.40.70.90.80.10.10.90.50.92.41.81.82. Public domestic consumption
1.02.90.77.61.57.21.85.97.86.81.22.33. Fixed investment*

0.52.41.02.40.44.00.90.67.35.10.82.34. Total domestic uses (1+2+3(
2.23.86.55.44.53.91.70.24.81.62.12.95. Exportsofgoods and services'"
2.14.40.66.23.85.76.01.713.29.76.02.76. Civilian imports of goods and services1.0
22.77.521.09.40.913.329.915.4159.663.042.034.97. Civilian import surplus (65(
0.90.23.30.03.60.61.55.61.1A.Z0.93.48. Gross domestic productn

y * Excluding ships and aircraft.
0bSeenote6 to Table 111 .
p c See note a to Table 111 .

8 Source: Centarl Bureau of Statistics.
c

8

n
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A. The Determinantsofthe Business Sector Product

The 6.9 percent growth ofthe business sector product in 1987 was significantly higher
than the average of the last two years (some 5 percent a year) and the multiannual
growth rate attained in the period after 1973 (about 3.5 percent a year). Together with
the growthof product, productivity (both total and labor productivity) rose in the last
three years at an average 3.5 percent a year (see Table II2). These productivity gains
had asignificant share in speeding up the economy's growth rate in these years, as they
contirbuted some 60 percent of the incremental business sector product.
The substantial irse in the business sector product and the domestic uses channelled

to it associated with a slight appreciation of the real exchange rate and a moderate
increaseofthe civilian import surplus apparently reflects a great expansionofboth
demand and supply, although the latter lagged slightly behind the growthof domestic
demand.3
Several factors on the supply side operated to increase GDP: a) the steep decline of

the inflation rate after the adoption of the stabilization program in July 1985 reduced
uncertainty, and induced producers to give greater weight to efficient production and
theexpansionofactivities as sourcesofhigher profits, ratherthan engaging in financial
speculation, as was done in the peirod of galloping inflation; b) the balancing of the
public sector accounts and the reduction of government involvement in the capital
market also helped to enhance the sense of stability and expectations of accelerating
economic activity.
Direct corporate taxes were cut in 1987 and raised net profits in the business sector;
net nonwage real income, which had fallen significantly in the preceding two years,
rose this year by some 6 percent.
One goalofeconomic policy was to birng about a structural change in the economy;
employment in the public sector and the nonprofit institutions was cut, thereby
releasing resources for the business sector. In 1987, public sector employment
(including nonprofit institutions) remained unchanged for the second year running,
while business sector employment rose in these two years by 6.5 percent.
In view of these developments it would be reasonable to suppose that the large
increase of the business sector product mainly reflected supply expansion; this,
however, should have reduced the pirce of the domestic product relative to export
pirces, and narrowed the import surplus. Instead, there was somereal appreciation and
a moderate increase in the import surplus. The explanation for the real appreciation
may lie in the possibility that in 1987 supply expanded mainly in sectors producing

3 It should be emphasized that expansion of demand or supply refers to a shift on their respective
schedules, and not to an increase in the quantity demanded or supplied (a movement on the curve).

18 BANK OF ISRAEL ANNUAL REPORT 1987



tradeable goods,4 the pricesofwhich are determined in the intenrational market. At the
same time, demand for nontradeable goods, particularly construction, went up, and
their relative prices rose. A preliminary examination indicates that in the tradeables
sectorproduct growth was above average, butits quantitativecontribution to total GDP
growth was only slightly greater than that of the nontradeables sectors.5
While some factors were conducive to supply expansion, others had a contractionary
influence: real wages increased further, by 2.5 percent in excess of productivity
growth, and the real interest rate rose further, above the already high level it had
reached in recent years.
The continued great expansionof domestic demand (by 5.8 percent), and primarily
the demand directed towards the business sector (7.5 percent) at the same time well
accords with the hypothesis that it was the large incremental demand which reflected
itself in the high growth of the business sector product, in association with a real
appreciation of the exchange rate and a greater import surplus. Moreover, the resource
uses relevantfor causing the real appreciation may be thosenetof investment in stocks

Table nlb
DOMESTIC USES DIRECTED TOWARDS THE BUSINESS SECTOR, 198487

(Percent annual change, quantities)

1984 1985 1986 1987

Domestic use of final goods and services*
Total domestic usesb
Product ofhousing services
Productofpublic services and nonproift institutions
Total domestic uses directed to business sector

Total domestic uses, excl. fuel and diamonds
Gross domestic product of the business sector

*Private consumption plus public consumption plus ifxed investment.
b Domestic uses of ifnal goods and services plus investment in stocks.

4 In recent years supply apparently expanded somewhat more rapidly in the tradeables sectors than
in those producing nontradeables. This supposition ifnds support in the fact that the capital stock in
industry grew slightly faster than that of the business sector as a whole.
s The examination was for the business sector product without agirculture, so as to eliminate the

effects of natural causes. The 'tradeables' sectors were taken as including industry, international
transport (aviation and shipping),and tradeable services (mainly otuirsm). The shareof these sectors in
total business sector product is 48 percent, as deifned above. Their average growth in 1987 was 7.5
percent,and their totalcontirbution to thenonfarmingbusinesssectorproductwas 3.5 percent. The total
growth of the business sector product as deifned above was 6.5 percent.
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7.56.41.55.6
5.88.42.24.7
1.61.82.52.9
0.72.90.41.1

7.S12.13.26.8
8.710.23.27.6
6.95.35.02.8



Table nlc
NATIONAL SAVING, GROSS DOMESTIC INVESTMENT,

AND EXTERNAL CURRENT ACCOUNT, 197687"
(Percent of GNP, current pirces, at official exchange arte(

198719861985198184197680

18.321.625.717.920.91. National saving outof economy's total income
)19.1(b)22.6(bExcluding the $750 million emergency grant

4.16.24.25.5ofwhich: Public saving0■"1
14.315.421.423.4Pirvate saving
19.119.018.322.124.02. Total domestic investment
0.11.70.10.31.8ofwhich: Stocks
14.112.713.313.914.8Economic sectors
4.94.65.17.97.4Dwellings
0.82.67.3423.13. Net external current account, adjusted0 (l)(2(
6.45.53.98.78.8ofwhich: Civilian import surplus

* Total income of the economy equals GNP plus net unilateral transfers from abroad, valued at the
representative exchange rate. The GNP is estimated in accordance with the definitions of the new
SystemofNational Accounts of the United Nationas Statistical Office.
"Excluding the U.S. emergency grant of $750 million.
0Calculated according to real interest payments.
"0Nobreakdownof savings by the two sectors is available for 197680, due to changes in definitions.
"Advance payments onaccountof future suppliesofdefense materiel are considered as actual imports

and included in direct defense imports.

of diamonds and fuel, and possibly net of total inventory investment.6 These uses
indeed expanded by 8.7 percent, as compared with a 6.9 percent growth of business
sector product (see Table Illb).

6 Investment in stocks of fuel and diamonds is subject towidefluctuations. Thus,forexample, in 1986
itamountedtol.lpercentofGDP(1986pirces),anddeclinedto0.3percentofGDPinl987.Fuelstocks
are managedby the government,andare thereforenotdeterminedpirmarilyby market forces. Thevalue
added of the diamond industry isvery small (less than 20percentofoutputvalue), andalmost the entire
output is destined forexport. Domestic economic developments therefore have very little effecton the
industry. It is therefore notclearhow the fluctuationsof inventoires in these industires affect domestic
demand and relative pirces.
Total investment instockshasfluctuatedexceptionally widely in the last two years. In 1986 inventory

investment was four times its 198085 average, which means an increment of 1.8 percent of GDP; in
contrast, in 1987 this investment contracted to 0.1 percent of GDP. Moreover, the high inventory
investment of 1986 (even net of fuel and diamonds) is especially remarkable in view of the then
prevailing high interest rateand the ifnancial dififculties in certain sectors. It is therefore possible that
for the major part the large size of this investment represents involuntary accumulations ofstocks by
enterprises that had ran into marketing difficulties. The steep fall in stocks in the second halfof 1987
may be evidence for a liquidation of these involuntary stocks. If that was the case, the fluctuations in
stocks show that demand expanded more rapidly than GDP.
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Figure 111
DOMESTIC USES, CIVILIAN IMPORT SURPLUS, AND GDP, 198287

(Quatrerly indexes, 1982 I = 100, seasonally adjusted(
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Fromwhat has been said above it may be deduced that the high product growth in
1987 was due toboth demand and supply expansion (although supplygrowth mayhave
been somewhat less than the increase in demand). In 1986, by contrast, the entire
product growth reflected a sharpriseofdomestic demand, while supply may even have
contracted. The large wage increases in 1986 beyond the rate warranted by the
employment situation and productivity growth (the wage increases were apparently
mainly due to exogenous factors) erduced business sectorprofitability, as expressed
in the considerable decline in returns per unit of capital, and held back amore rapid
growthofoutput as called for by the substantial increase in domestic demand.7 These

Table n2
PRODUCT AND PRODUCTIVITY OF THE BUSINESS SECTOR, 196186

(Real average annual rate ofchange, percent(

19851982197819731961
1987198619851984198319871984198119871972

Product8
6.95.35.02.83.15.71.94.93.610.0Estimate A
7.34.12.61.04.04.72.43.93.59.1Estimate B

Factor input
4.12.20.12.13.42.11.92.21.43.6Labor (manhours(

Capital stockb
2.42.53.14.63.22.73.54.14.78.7Gross
0.80.82.04.72.31.22.82.43.58.0Net

Productivity
Product per manhour

2.73.04.90.60.33.50.12.72.26.3Estimate A
3.11.92.51.10.62.50.61.62.15.3Estimate B

Capital stock.' per manhour
1.70.33.02.40.20.51.61.83.35.0Gross
3.21.31.92.51.10.90.90.12.14.2Net

Total productivity0
3.22.93.90.10.23.30.52.01.14.5Estimate A
3.61.81.51.80.62.40.01.11.03.7Estimate B

" EstimateAmeasurestheproduct fromtheexpenditure side (national accounts). Estimate B isbased
on vairous indicators ofoutput volume by industry.

b Beginningofyear stock.
c The weights are 0.68 for labor and 0.32 for capital, based on distributive shares of gross national

income (longrun average) and examination of the 1977/78 inputoutput table.

7 The decline in proiftability was partly offset by the slowing of inflation, which tended to expand
supply; the great expansion ofdomestic demand therefore expressed itself in a large increase of the
product.
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Figure 112
DOMESTIC PRODUCT OF THE BUSINESS SECTOR, 196187

(Quanitty change, estimated rfom resource uses(

61 62 63646566676869 70 71 72 73 74 75 76 77 78 79 80 81 82 83848586 87

developments relfected themselves in areal appreciation, a largediversionofdomestic
demand to imports, and a slowdownofexport growth, so that much ofthe incremental
demand was supplied by a great increase in the import surplus.
The year under review was the third consecutive year of significant growth of

business sector product and productivity, following sluggish annual product growth
and falling productivity in the years 198284. Twomain stages are discernible in this
revival of growth: in the ifrst stage, fromend 1983 to July 1985, domestic demand
shrank considerably, accompanied by a real depreciation and GDP growth, which
together relfected themselves in a sizeable narrowing of the import surplus. This
development was supported by the shift in economic policy at the end of 1983:
following the stock market crashof October 1983, an end was put to the manipulation
of the bank shares, accompanied by a sharp fall in their value, the currency was
devalued by some 23 percent, and subsidies to basic products and services were cut
sharply. The large devaluation and the deep cuts in subsidies led to a considerable
acceleration of inflation and a sharp erosion of real wages. The real contraction of
current income and assets operated to reduce domestic demand, supported by the steep
rise, in 1984, of the real interest rate on overdraft facilities. As against this, the fall in
real wages and labor costs to employers made it possible for product supply to expand
and the import surplus to narrow. Also, the 'package deals' concluded between the
government, trade unions and employers towards the endof 1984 and early 1985 made
it possible for real labor costs to decrease, as the nominal devaluations exceeded the
inflation rate. In fact, during 1984 and until the introduction of the stabilization
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programin July 1985, GDP gerw by some9 pecrent, or an annualized rate of 6 percent
(see Fig. IIl). The narrowingof the gap between domestic demand and GDP assisted
thesuccessofthe stabilizationprogram (asexplainedbelow) . In order to birng inflation
down rapidly, measures were taken to synchronize the main nominal economic
vairables: the exchange rate and prices were frozen, after a onetime large raise; the
costofliving agreement and other wage agreements were suspended and substituted
by a special agreement which amounted to a significant erosion of real wages. These
measures were accompanied by stirngent fiscal and monetaryrestraint. The curbing of
domestic demand was intended both to help slow inflation and further cut the civilian
import surplus. The lower import surplus, together with the US emergency grant,
enhanced the public's confidence in the governments ability to persist in holding the
exchange rate ifxed. This greater confidence helped to reduce inflation and strength
ened the feeling that the economic cirsis had been overcome. The steep slowdown of
inflation laid the ground for the economic growth in 1986 and 1987, with a large irse
in productivity.
An examination of the contirbutions of the vairous ersource uses to the changes in
business sector product (based on inputoutput analysis see Table II3) shows that
the contirbution of exports increased, but in 1987, too, the biggest contirbution to
product growth came from domestic demand. This stands in contrast to the years
198185, when,on average, exports anddomestic demandmade a similar contirbution
to GDP growth (see Appendix Table IIA1).

B. The DeterminantsofDomestic Resource Use

Domestic uses, excluding dierctdefense imports and investment in stocks, continued
to expand in 1987 at about the previous year's rate, following their substantial
contraction in 198485 (see Table Illb). This year, too, most of the expansion was
in the pirvate business sector, which increased its domestic demand by some 9 percent,
following an 11 percent irse in 1986 against the background of a fiscal policy which,
having been very tight sincemid 1985, became slightly expansionary in 1987. This
easingoffiscal restraint expressed itself in a 3.5 percenthigher domestic demand8 (in
volume) of the public sector, including nonprofit institutions. The effect of this irse in
demand on disposable income, however, is obtained by measuirng it in purchasing
power terms. This implies the inclusion ofanother 3.5 percent the irse in the pirce of

8 Domestic demand of the public sector (including nonproift institutions) equals its domestic con
sumption and investment in the economy's industries.
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Figure 113
PRIVATE SAVING RATE OUT OF DISPOSABLE

INCOME FROM ALL SOURCES, 196087"
(Calculated on the basis of long term real interest on the domestic public debt(

a For 196079, the line is changed on the basis of 1980 to accord with the new system of national
accounts (SNA).

public sector demand relaitve to the pirce of pirvate consumpiton.9 As against this,
there was no change in net income10 as a proportion of GNP (at the representative
exchange rate), which had irsen significanity in 1986. Nevertheless, it seems that the
easier fiscal policy of 1987 can explain only part of the large increase in the demand
of the pirvate sector, and addiitonal factors seem to have been at work:
a) The last two years' stabilization of inflaiton at a level much lower than in earlier
years affected domesitc uses both directly (see below), and on the supply side, by
increasing product and income, as explained earlier.
b) The migraiton balance (the sum of a slight irse in gross immigraiton and some
decline in emigraiton) was positive in 1987, following two years in which it had been
negaitve.
The increasein business sectorinvestment, afterthree yearsofdecline (see Appendix

Table IIA16) is apparently a refleciton of entrepreneurs' expectations that growth
will conitnue in the future, as a result of the great loweirng of inflaiton. This reduced
their uncertainty, but these expectaitons made themselves felt with some delay, appar
ently because the implementationof planned investments needs time. The growth of

9The effectof public sector demand on disposable income also depends on households' propensity
to consume.

10 Total income from taxes and obligatory payments, less transfer payments and subsidies.
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business sector product in the last two years, at a rate higher than the multiannual
average, probably also strengthened the expectations of continued future growth.
The recovery in residential construction possibly represents the endof the construe

tion sector's adjustment to a lower levelofdemand than in the past. The timingof the
turnabout seemstohave been affected by the thelast two years' largeriseofdisposable
wage income and by the slight improvement in the migration balance.
The 8 percent increase in private consumption is only partly explained by the rise in

disposable income from wages and current transfer payments (which increased by 7
percent in real terms, following a 15 percent irse in the preceding year), and by the
slower increase in the private sector's wealth (some 4 percent, after having remained
stable in 1986 see AppendixTableVIIIA9). The increase in pirvate disposable
income from all sources lagged slightly behind the irseofpirvate consumption, which
means a further slight fall in the pirvate saving rate, to below last year's rate the
lowest since 1960 (see Fig. II3). This development is puzzling and calls for explana
tion. The breakdownoftotal consumption by current consumption and acquisition of
durable goods also points to a similardecline in the pirvate saving rate. The distinction
between the two categoires of consumption is important because the acquisition of
durables is a kind of investment by households, and the factors influencing these
acquisitions are somewhat different from those involved in other investments.
The measurementof pirvate disposable income and pirvate saving does not distin

guish between households and business firms, for lack of data and also because it is
impossible to establish whether the fluctuations in the total pirvate saving rate reflect
a similar amplitude in the fluctuations of saving by households and business firms.
Thus, for example, the sharp fluctuations in net undistirbuted profitsof firms (which,
as said before, are included in pirvate sector saving) may have been caused by the
upswings of inflation and the extreme changes in corporate taxes. These may have
caused the pirvate saving rate to swing more widely, particularly in 1986, when
business profits apparently dropped steeply. It may also be that the considerable fall
in the inflation rate in the last two years has diminished the sense of uncertainty about
future economic developments, enhancing individuals' sense of secuirty as regards
theirreal wealth, thereby leading to a decline in the pirvate saving rate in the last two
years.
It has been suggested that individuals set their level of consumption in accordance

with the changes in the real resources available to the economy, less the resources
required for public consumption, and that pirvate saving is in effect identical (in
absolute amount) with national saving. Thismay be seen in Table IIlc: in the last two
years the national saving rate was 18.5 percent of GNP (not including the U.S.
emergency grant of $750 million in 1986). This rate is similar to the average of
198184, and slightly below thatof 197680. Moreover, despite the stable levelof the
national saving rate, its composition changed greatly: public saving became positive,
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Figure 114
GROSS NATIONAL SAVING RATE OUT OF ECONOMY'S TOTAL INCOME,8

AND ITS DISTRIBUTION BETWEEN PRIVATE AND PUBLIC SECTOR, 196087b

A. Gross national saving rate
out of economy's total income

C. Gross public saving rateoutofeconomy's total income

\

60 61 62 63 64 65 66 67 68 69 70 71 72 73 74 75 76 77 78 79 80 81 82 83 84 85 86 87

" For definitions and the method of calculation, see Appendix Table II4.
b See note to Fig. II3.
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while private saving fell to half its 198184 rate. This tradeoff between public and
private saving accords well with this socalled Ricardian approach.

C. The Import SurplusandNational Saving

As already said, the volume of the civilian import surplus rose in 1987 only moder
ately, accompanied bya real appreciation ofthe exchange rate and a rapid irse ofboth
exports and imports. The accumulationofstocks, which had been exceptionally great
in 1986, ceased, and this apparently had a role in slowing the increase of the import
surplus. The considerable irse in exports (10.8 percent and, excluding diamonds, 9
percent) at the same time as a real appreciation occurred for the second year running,
is puzzling. It should be pointed out that the considerable recovery oftouirsm from the
low to which had declined in 1986 due to external factors, contirbuted significantly to
the large export growth.
In 1987 total consumption pirvate and public still expanded at a faster rate than
the accelerated GDPgrowth rate (although the gap between them narrowed considera
bly by compairson with the previous year), which expressed itself in a further fall of
national saving outofdomestic resources (in real terms). This means that the quantity
of the economy's own resources allocated to investment continued to decline, so that
the irsein investment showed upinalarger civilian import surplus. Since the economy
has sizeable additional income from grants and unilateral transfers from abroad, it is
important to examine what part of domestic investment was financed by national
savings from all sources (the remainder, by definition, is the net external current
account). Table1110 shows that the great improvementin the external current account
in the last twoyears (excluding the US emergency grant), as compared with the average
duirng 198 184, almost entirely reflects the fall in investment in dwellings, while the
national saving rate remained stable. Accelerated growth in the future requires
stepping up the increase in the businesssector1 s capital stock, which has slowed
markedly in recent years. This means higher investment. In order to maintain a long
run business product growth of 6 percent per annum, the capital stock must increase
by 5 percent a year, and the GDP shareofinvestment in the economic sectors must irse
by some 3.5 percent of GDP. With a technologically determined constant capital/
product ratio, the GDP share ofinvestment will have to be even higher. Without a irse
in national saving, the foreign debt will therefore increase again.
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