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l he Isnteli .Stabilization Program at the Second Anniversnrv and Afteruardx1

Lecture Xotes

The Israeli stabilization program was launched ai July I. 1985: so todav is exactiy

the 1 1 th anniversary!.

With lhe benefic of hindsíght wisdom. it is clcar now that at lhe sccond

anniversary it was too earty lo prepare a denniiive evaluation of the program. some

unforcsccn serious probkms surfaced after a while.

At the nuddle of 1987 the program nas perceived as an almosl unrcscrved

succcss Apparcnily. the deeiared goals had been nearJy achieved: the Inllaiion vvas

reduced Jrastically, though not lo íhe desired levei ot' (hc industrial counfrics: the

Balance of paymcnts was in a good >hapc; the Budgct dcticit was restrained: and after a

short pause, the economy resumed its growth. ‘

Howevcr. rhe consumption-led boom was short lived; the economy suflered from

real wage overshooting and high real interest rates , that led tn proiit squeeze and

crosion of lhe intcmational compchtivcncss. Thcxe developinents resulted in a marked

siow-dcnvn of lhe uconomic aciivnlv in 1987-1989. The cconomy enibarked again on

the growth pnrh only in 1990. under rhe impems of mass imnúgraiion of Jews from

the tormer Soviet ( *nion, Wirhnut this evternal event. lhe renewal of growlh had bccn

more protractcd, and it could well be the case where coordinaivd policy mensures

might be neccssaiy in order to set the econnmy on the track of self-sustained growth .

l he oudines of my prcscntaiiun are as follows: Finstly, the main developmunts

during lhe Iwo sub-periods (1986-87 and 1988-89) will be presented and compared:

Sccondly. explanations of these developnients wll be suggcsicd: and Finally. some

conclusinns will be otfered.
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7. Main Economic Developnients

L1 Rupid disinfladoiv.

Figure 1

Before thc progratn Israel suffcred from a vety high and acceleraring inílatíon;

130% in 1982. 190% in 1983. and 450% in 1984. Furthennorc. lhe inflation was

threatcning to gel out of control and to bccotne hyperinílation.

The inflation went doun .substantiâlly alrcady few months aíicr thc

implcmentation of lhe prograni. From 19X6 omvards thc inílatíon hovercd in the range

of 16-20 perccnt. Still much highcr than thc larget rate : lhe inflation in our main

trade partncrs thc industrial çountries.

/. 2 Econonúc Activuy:

Table l

l986-87:a Prisate Cnnsumption and Exports (seeondary factor) led boom.

1988-X9: slow down: led by weak Private Consumption. Invcstments in

noiulwclhng (i.e. produclive capacily) and Exports.

Develop mento a/ier 19N9 (br:ejM

1,3 hnproved Fiscal Discipline:

Figure 2

The domestte budgct déficit shrank from 11% of thc (tNP in 1980-1984'* to 1% in

1986-X7. llús rellects an inurease of thc percentage of taxes out of GNP by 2.5%; and 

? Hie peak déficit was in 1984 about 16% reilecTing chiefly thc Tan/i Effect. i.e. lhe
loss of real taxes revenue due to the inicracrion belvwen normal delayed tax collecrion
and vety high intlation in 1984.



<iecrea.se of 7.5 pcrccntagc points in thc domcstic cxpcnditurcs out of thc GNP; The

major items that wcrc redueed are: defensv v.xpcnditure, commodities and credil

subsidies.

14 hnproved Balance of Paymcnts

Mie 2

lhe currenr account went from red to black. The pcrcentage of import surplus out

of thc rncomc(GNP and transfere ) went down .and lhal of lhe unilateral transfere went

up. It is intcrcstíng as vvell as important to note that the rate of Savings had not

changed : the marked increasc in the share of the public savings vvas otfset by a parallcl

dccrcasc in thc share of privatc saving. Thc improvement rcílccfs the wcakncss of lhe

investmenls!

2. Some Explanationx

2.1 Why the economy slowed Joim in 1986- 1987?

Tuhla 3

The econonúc siowdown in 1989-90 was prcccdcd by nvo ycars ofvcry buoyant

domestic demand and impressive gains in domesne product and productivity. The

slurnp can be regarded as a lagged response of the economy to the stabilization

progranij folknving a stcady deterioration in Business sector prolitability. l he

wcakcmng oi thc economic actisity was conccniratcd in thc tradablc sector of thc

economy; industrial output, contractcd , constriuiion and Services continue to grow.

2.2 lhe Private Consampàon Behavior

l'igure 3

iecrea.se


I he behavior oi privatc consumption was a kcy factor in accouníing íbr the busincss

cydc aikr 1985. whilc lhe saving rate fel! sharply in 1986 -19X7, it rccovcred partiailv

in 19X8-1989. Some alternativo explanations werc ollcrcd to thc changcs of thc saving

rate :

• Ricardian; thc decrease of govcmment defccit was perccivcd as potential for lower

taxes ín the lutorc.

• 1 he redueed unccrrainty regarding thc financial assets incrcascd thc perccivcd real

vvealth, and thus redueed thc saving rate.

• My own favorito explanation is hinged on the correlation bctween thc labor share in

thc disposablc incotne and the privatc saving rate .

Xaincly. the marginal propensity to save out of profit is highcr then the marginal

propensity to save out of wages; thus incrcase in the labor share dccrcxses the average

privatc propensity to save out of total disposable income.

2.3 77ie Exchange Rate Policy

Figure 4

Israel had a rather soft version of a pcggcd exchangc rate bascd stabiii/ation

program. One guiding principie was that it is extremcly important to avoid situations of

protccting elearly unrealistie cxchange rate. This consideration was rcflectcd in the

program. In the declarcd program thc pcgging was made dependem on preserving the

requircd levei of nominal wages: i.e. temporary suspension of the COLA agreement.

At the initial stages of thc implemcntaiion . thc cxchange rate was pegged to thc

USO1, and after a year to a basket nf currcnctes. Cherc was no expressed conutútmcnt

for a long run pegging. l he second important guiding principie was to clariiy and

dentunstrate to thc ceonomic agents lhat the old '‘rules of the game “ have becn

changed pnnanantly .Narncly, lhat lhe authorities will refrain from thc bad routinc of

iimnediate. automatic and iiill accommodation of the exchange rate to unjustified cost

pushes.

3. Conclusions

The eiFective v.xchange rate w js actimllv deprcaahne, rcflccung ihe vvexkuiiing ot*the USD.



Tablc I
GDP and Aggregate Domestic Demand, 1981-90

(real annual change, percent)

1981-84 1985 1986-87 1988-89

GDP 2.7 4.0 5.0 2.1

Private consumption 5.4 0.7 11.9 2.1

Public consumption’ 2.3 -1.1 0.7 0.4

Gross domestic fixcd invcsment 2 3 -7.1 6.3 -2 1

Non-dwelling 7.8 -5.3

Dwcllings 0.9

Domestic use of resources* 4.0 -2 0 7.9 / 1.3

Exports 4.3 8.8 84^ i.i7

GDP of lhe business sector 2.9 5.3 6.1 2.2

Unemployment rate 5.1 6.7 66 7.7

’ Excluding dirccx dcfensc impons.



Tablc 2
The Rate of Saving, Tnvcstmcnt, and thc Currcnt Account, 1981-901

(perceni)

Current accounl (saving less investment)

1981-85 1986-87 1988-89

Gross saving
General govcmincni 3.2 -0.2
l^ivatc \22.3 ) 14.6 16.2

Total 17J> 17.7 16.0
Gross investnient
Inventorics 0.4 0.7 -0.1
Fixed nondwelling investment 12.1 11.6 10.6
Dweilings 6.8 4.3 4.7

Total 19.2 16.6 15.3

aThc denorninaioi is GNPp/tfj unilateral Iransfers (convcncd lo NIS at lhe oliicial cxchangc rate).
The saving figures are bascd on Bank of Israel estiinatc of intcresi paymcius.

Total -1.6 1.2 0.8
of which Civilian import surplus 6.1 4.7 3.7



Tablc 3
Sclectcd Business Sector Indicators, H1S2-90'’

c1983-S5.

1!>82-85 1 986 87 J988-89 1988 J9S9 1990

Index. 1986 = 10Ô
Relative priccs:
Exportst business sector GDP 105 Í00 168 1Í0 106 106

Labor cosi per man-hour
Toiul 90.7 iíM.j 1GS.3 108.5 108.1 112.4
kiduslry

Unil lalx>r cosi
88.8 103.2 107.9 109.5 105.9 1 li.Cr

Tuial 97.1 132.3 1CI.7 102.2 101.2 101.4
Induslry

Pcrccnt
Gioss raie of iciurn on capiial

92.0 101.1 102.-1 103.3 101.5 101.6

Total • 13 0 11.2 12.1 11.9 12.2 12.3
hiífusiry

Real iuicrcsi on sboit-lerin cicdiib
13.3 8.9 8.4 8.3 8.6 8.6

Tolal i5.5c 10.8 11.1 11.8 10.3 3.5
Indusiry 14.8" 5.5 8.6 6.6 10.7 0.5

Real imcrcsl on ovcrclraí; í ociJiiics 40.1 37.0 18.4 25.6 11.3 10.2
Yicld lo malurily of 10-ycar bonds
Tax raicsd

3.4 5.8 . 3.4 4.5 2.5 1.9

Nonwagc income. A 25.2 31.2 28.0 30.0 26.0 26.5
Nonwagc income, B€ 12.9 2-1.9 22.5 23.8 20.8 21.5
Slaíulory company lax

Jnvestment
61 53 45 45 45 43.5

InvesimeKi/paxhicl raiío ÍS.O 15.-4 L1.5 15.4 13.5 15.5
Average age of ccpiipmciu (ycais) 5.9 6.; 6.3 6.2 6.3 6.5

‘The data are calei.laicd íioat lhe incrjnic oíiginaiing si: !e
b Wben deflaicd by implicil ptice iridex of biitsoess sccior pre.duct. which rcflixis t\r posi pcoíilabil-

iiy, lhe 1990 íiguies are 8.? pcrcciit (loíal) and 7.5 percciií (inJusiiy).



Figure 1
l he Inflation Raie (CPI)

(pcrccnt, during the period)



Figure 2

Budget Déficit, Percentage of GNP, 1981-1990
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Priva te Saving Rate and the Share of Labor
1964-1989
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