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The Israch stabilization program was launched at July 1. 1985: so today is exactiy
the 11th amversary!,

With the benelit of hindsight wisdom. it is clear now that at the sccond
annuversary it was too carty to prepare a defintive evaluation of the program. some
unforeseen serious problems surlaced aller a while,

At the nuddle of 1987 the program was perceived as an almaost unreserved
success Apparently. the deelared goals had been nearly achieved: the Inflation was
reduced drastically, though not 10 the desired level of the industrial  countries: the
Ralance of pavments was in a goad shape; the Budget deticit was restrained: and after a
short pause, the cconemy resumed its prowth.

However, the consumption-lcd boom was short lived; the economy sullered from
real wage overshooting and high real interést rates , that led to prolit squeese and
crosion of the intemational competitiveness. These developments resulted in 2 marked
stow-down of the ceconomic activity in 1987-1989. The cconomy embarked again on
the growth path only m 1990, under the jmpems of mass immigration of Jews from
the tormer Soviet [Union. Without this external event. the renewal of growth had been
more profracted. and it could well be rhe case where coordinated  policy measurces
might be necessary in order 1o et the economy on the track of sclt-sustained growth .

I'e outlines of my presentation are as tollows: Firstly, the main developments
during the Iwo sub-periods (1986-87 and 1988-89) will be presented and compared:
Secondly, explanations of thess developments will be suggested: and Finally. some

conclusions will be otfered.
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1. Main Kconomic Developments

L I Rupid disinflagon:

Figure 1

Refore the progran Israel suffered from a very high and accelerating inflation;
130% in 1982, 190, in 1983, and 450% in 1984. Furthenmorc, The inflation was
threatening to gel out of control and to become hyperinilation.

The infladon went down  substantially alrcady  few months after the
umplementation ol the program, From 1986 onwards the intlation hovered in the range
ol 16-20 pereent.  Still much higher than the targer rate ; the intlation in Our main

trade partners the industrial countries.

1.2 Economic -Activiny:
Table 1

1986-87:a Private Consumption and Exports (sccondary factor) led boom.

1988-89: slow down: led hy weak Private Consumption. Investments in
nondwelling (i.e. productive capacity) and Exports.

Developments ufter 1989 (brieflvi

1.3 Improved Fiscul Discipline:

Figure 2

The domestic budget deticit shrank from 1196 of the GNP in 1980-1984" to 1%ain

1986-87. Lhis reflects an increase of the percentage of taxes out of GNP by 2.3%; and

U Phe peak deficit was in 1984 about 16”a reflecting chietly the Tanvi Etfect. 1e. the
" loss of real taes revenue due o the interaction between normal delaved tax collecnion
and very high intlation in 1984,



decrease of 7.8 percentage points in the domestic expenditures out ot the (VN The
major items that were reduced are: detense expenditure, commodities and credit

subsidies.

1.4 Improved Balunce of Puymenes

(ahle 2

‘The current account went trom red to black. The pereentage of import surplis out
ol the Income(CGiNP and transfers ) went down .and that of the unilateral transfers went
up. Itis interesting as well as important to note that the rate of Savings had not
changed : the marked increase in the share of the public savings was offset by a parallcl
decreasce in the sharc of private saving. The improvement retlects the weakness ol the

investments!

2. Some Fxplanations

2.1 Why the economy slowed down in 1986- 1987?
Tuble 3

‘The econonuce slowdown in 1989-90 was preceded by twvo vears of very buoyant
domestic demand and impressive gains in domestic product and productivity. The
slump can be regarded as 2 lagged response of the economy to the stabilization
program; tollowing a steady deteroration in business sector prolitability. ‘The
weakenung of the cconomic actvity was concentraied in the iradable sector of the

ceonomy: industial output. contracted , constriction and services continue 1o grow.

2.2 The Private Consumpton Behavior

Figure 2


iecrea.se

The behavior of private consumption was a key factor in accounting for the business
cycle atler 1985. while the saving rate tell sharply in 1986 -19%7, it recovered partially
in 1988-19389. Some aliernative explanations were oflered to the changes of the saving
rate :
¢ Ricardian; the decrease of government detcit was perceived as potential for lower
faxcs (n the tuture.
¢ T'he reduced uncertamty regarding the tinancial asscts increased the perceived real
wealth, and thus reduccd the saving rate.
¢ My own favorite explanation is hinged on the correlation between the labor share in
the disposable income and the private saving rate |
Namcly. the marginal propensity to save out of profit is highcr then the marginal
propensity to save out of wages; thus increase in the labor share decrcases the average

private propensity 1o save out of total disposable income.

2.3 The Exchange Rare Policy
Figure 4

Israel had a rather soft version of a pegged exchange rate based stabilization
program. One guiding principle was that it is extremcly important 10 avoid situations of’
protesting clearly unrcealistic exchange rate. This consideration was reflected in the
program. In the declared program the peyging was made dependent on preserving the
required level of nominal wages: i.e. temporary suspension of the COLA agreement,

At the initial stages ol the implementation . the exchange rate was pegged to the
USD', and after a vear to a basket of currencies, ‘There was no expressed commitment
for a long run pegping. I'he second important guiding principle was to clarfy and
demonstrate .:o the ceconomic agents that the old “rules of the game = have been
changed prmanantly . Namely, that the authorities will refrain from the had rourtine of
itnmediate, automatic and tull accommodation of the exchange rate to unjustified cost

pushes,

J. Conclusions

“The eifactive uxchange rate was achually deprecianng, reflecting the  venkerang of the 1SD,



Table |
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 21
Private consumption 54 0.7 11.9 2.1
Public consumption” 23 -1.1 0.7 0.4
Gross domestic fixcd invesment 2.3 -7.1 6.3 21

Non-dwelling 78 -33

Dwellings 0.9 @
Domestic use of resources’ 40 20 79 5 1.3
Exports a3 8.8 g4 117
GDP of the business sector 29 53 6.1 22
Unemplovment rate h | 6.7 6.6 7.7

* Lxcluding direct defensc wports.




Table 2
The Rate of Saving, Investment, and-the Current Account, 1981-90
{percent)

1981-85 1986-87 1988-8Y

Gross saving

General government (—4\'\ 3.2 -0.2

Private g AR 15.6 16.2
Total s 117 16.0

Gross investment

Inventorics 0.4 0.7 -0.1

Fixed nondwelling investment 12.1 11.6 10.6

Dwellings 6.3 4.3 4.7
Touwl 19.2 16.6 15.3

Current account (saving less investment)

Total ~-1.6 1.2 0.3

of which Civilian import surplus 6.1 4.7 3.7

2 The denominator is GNP pius unilateral translers (converted 10 NIS at the ol licial exchange rate).
The saving figures arc based on Bank: of Isracl cstimate of interest payments.



Table 3
Selected Business Scetor Indicators, HBZ2-K)"

| 962-55 19687 1988-80 1988 1955 1593
Index. 1985 = 16U
Relative prices:
LExports\ business scctor GDP 103 100 168 110 106 106
Labor cost per man-honr
Total 9i.7 i3 1683 1085 105.1 2.4
fedusicy &858 1:3.2 1679 139.5 1:5.9 11506
Unit fabor cost
Total i 1323 1G1.7 102.2 161.2 1614
Industry u2.0 1011 102.4 1033 1Wil.S 141.6
Percen:
Gross rile of 1ewirn on cadital
Towl - 15.6 11.2 12.1 11.9 12.2 12.3
Industry 13.3 8.9 8.4 83 8.6 §.6
Real interest oi short-term ciedit® '
Total i5.5¢ 10.8 11.1 11.8 10.3 35
Industsy 14.5¢ 5.5 8.6 6.6 10,7 0.5
Real iterest on overdeafi facilities 40.1 37.0 18.4 25.6 11.3 10.2
Yicld o maturity of 10-year bonds K| 5.8 . 34 4.5 2.5 19
Tax rates?
MNonwage income, A 25.2 3i.2 250 30.0 26.0 260.5
Nouwage income, B¢ 19 249 225 23.8 20.% 215
Statutory company 1ax 61 3 45 45 45 43.5
Investment
lovestientpeeduct ratio 180 15.4 11.5 15.9 13.5 15.5
Average ape of cquipmen: {years) 5.9 6.3 G 6.2 6.3 6.5

* The dina are calerlated froin the incone ogimning ik,

b When defared by Enplicit price index of busioess sector praduct, which refleets ex post profitabil-
ity, the 1950 figmes are 8.2 percent (oialy aud 7.8 pereis (indusin .

€ 1983-85.



#“0

oy

bV

Figure 1
The Inflation Rate (CPI)
(percent, during the period)

¥

hnnnl



20 - temimvmrm e e

A0 e e =

Figure 2

Bugggt Deficit, ,BE,’EE’.“?E? of GNP, 1981-1990
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Priviate Saving Rate and the Share of Labor -

1964-1989
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