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SHAPTER 1
‘NTRODUCTION AND SUMMARY

'RIA

Twenty five years of headlong growth -

Almost four decades have passed since Israel's creation; its economic development
in that time may be divided into two distinct periods. The first comprised the
quarter century following May 1948, in which the chaos and upheaval stemming
from the War of I~“ependence gave way to rapid growth. This was orchestrated by
a centralised syste... of government based on the Labour Party and its affiliated
socioeconomic organisations, grouped round the Histadrut, which imposed a clear
get of economic and social priorities. This structure facilitated the successful
\ absorption and integration of several waves of Jewish immigration of widely diverse
| backgrounds, especially of Holocaust survivors and Jews from Arab countries, which

doubled the population from 1948 to 1951 and quintupled it by 1970.

Against a background of unrelenting external tension and the refusal of Israel's
neighbours to accept its existence, it was inevitable that the first aim of every
government, especially the early ones, was the achievement of military security.
Nevertheless, using foreign capital to make good the dearth of savings in the
economy, the Labour led governments of the 1950s and 1960s invested heavily in
infrastructure and education. They allowed industry and services to grow behind
high protectionist barriers, before graduallv opening up the economy to foreign
trade and pushing it from labour intensive import substitution industries to up
market export oriented sectors. The combination of clear sighted leadership,
foreign capital and an able and eager work force, taking off from a base of
negligible proportions, resulted in an "economic miracle" on a scale to match the
{mt dramatic of the post-war period. Until 1972 Israel's average annual growth
rate was in excess of 9 per cent per annum, and above 5 per cent in per caput
terms. Other measures, such as private consumption, government expenditure and
gross domestic capital formation registered similarly spectacular gains.

—gave way to a prolonged and worsening stagnation

| The pace at which the economy began changing, in the late 1960s and early 1970s,
| Proved to be too little, too late. Instead of aggressively seeking to promote new
industries and greater responsiveness to market forces, the government and
Histadrut allowed the existing system to ossify. Meanwhile ever growing resources
werg charznelled into a broad arrav of social welfare schemes, and into a panoply
of incentives aimed at promoting development areas on the country's periphery.
Even before the full extent of the emerging structural problems in the economy
btf?came clear, the country was struck by the twin traumas of the Yom Kippur War
of October 1973, and the oil and commodity price rises that followed it. These
caused immediate and continuing 158565 o the ecoriomy;and ushered in a period of
gradual loss f)f momentum, which was severely aggravated by Iirresponsible
| ?:Vt:;nment policies in the early 1980s. In this period, which stretches from 1973
most irp:'ﬁsent,.prodpctivi_ty growth was insignificant, investment shrank and, for
j of o € period, inflation became gradually worse, until threatening to run out
ontrol into hyperinflation in 1984-85.

t

A

lhey an emer rogramme, initiated by a National Unity government comprising
two main parties

AUDI aid, sye . o.f Labour and Likud, and backed bv large scale additional US
RABIA and, . n?;!_eded In stabilising the key nominal variables of inflation and devaluation,
{ gnificantly reducing the government's budget deficit, in the 18 months from
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.el'gence Of ap . . .

ice oil anThe ehances of the latter threat developing are significantly lessened by the

nt rates ‘assumptiO" that unilateral transfers, of which US government military and economic

We  aus Se;ald is the dominant element, will continue at a level ($4-5 bn per annum) high

d by now soenough to cover both military imports and the civilian balance of payments deficit.

980-85 Period The jdeological, political, strategic and geostrategic roots of the US-Israeli
relationship lead to the conclusion th{it aid_levels are unlikely to be reduced in
quantitative terms in the forecast period. Indeed, thev may.well be enhanced in
qualitative terms, for ex.amp_le by the granting to_Israel of the status of "non-Nato
ally",| as was announced in February 1987.

Tr‘easury and N

1dfrom an aj Repewed austerity would then follow the excesses of 1986-87 -

2d  tre

trains avt?:(:]?,: The twin concerns of avoiding inflation and maintaining the balance of payments in

is opposition rough balance are expected - to reass.ert themselves in the course of 1987, as the

ed andg only deleterious effects of the economic expansion combine with growing political
instability to produce rising inflation and a widening budget deficit. They will
eventually force the adoption of a new round of austerity measures, either in late

on the loca; 1987 or early 1988, and the period of "go" that characterised 1986-87 and that is

in private expected to bring the strongest rate of growth so far this decade, will give way to

stment gnq another "stop" that will send the economy into recession in 1988-89.

Our market

eal wages, = leading to fundamental reforms

ther

50 thatthe[j; - in this period and against a generally favourable international backdrop which will,

nereasingly at the least, not impose new pressures, there will be an opportunity for the next
government to prepare, legislate and implement the needed reforms. If this second

- opportunity is taken, the subsequent round of recovery may be expected to be

more soundly based and hence longer lasting than previous ones. In other words the
ground should be laid for a fundamental redistribution of resources in both

therefore, consumption and investment, from the public sector to the private.

Structural '

he labour AV shaped cycle will produce average GDP growth of 2.6 per cent -

aspect . .

Trowth (:Sf This pattern of developments will give rise to a "V" shaped cyecle in the key

economic variables of GDP, labour productivity, private consumption, public
eonsumption net of defence imports, fixed investment, exports and civilian imports,

't before although not all at the same pace. Unemployment, meanwhile, is expected to rise
ke place to a Pla?eau of around 9 per cent, with total employment increasing slowly.
! strong Inflation is forecf:lst to rise to around 40 per cent in 1987 before falling to a low
vo major of 10 per cent in 1989, with a gradual increase thereafter, spurred by internal
7 event expansion and external price rises.

N b

i1 grow

= % lower public consumption releases reserves for export growth

Within this general picture, the most significant trend is expected to take the form

of a Fﬂdu_al fall in the share of GDP taken by net public consumption. Growth in
tone of ::Ioi:' tem is expected to be f!at overall, registering falls in 1988-89, and.a very
o main Wimar‘;?te of increase even in 1990-91. Thfz resources thus released will flqw
at any excess ytt‘)s export sectors, so that ex‘port§ will achieve an average growth rate_m
:ducing iMreaseoi per cent per annum. This will be fed bv a steac?y, if undramatic,
which '-‘Onﬂruct'n Investment in plant. aqd .equipment, although residential anq other
30pag, fixed | lon mvestmept will remain in its long term downtrend, resulting in total
W ‘ nvestment showing an average annual growth rate of less than 1 per cent.
et ‘ )
’ 3:3:{“{3“‘”3 helping the expansion of export sectors will be the policies regarding
cloge Dro?('i‘ j‘t“d wage r‘ate.s. T}'\e rate of devaluation is expected to be Kkept in
the b mity to local price rises, and a small real devaluation is possible against

ackground of g weak economy in 1988-89. This, and the sluggish home market
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CHAPTER 2
HISTORICAL BACKGROUND
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THE INGATHERING OF THE EXILES

A country of immigrants, built in haste -
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reforms. Thi
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Israe! is a land of immigrants of widely diverse geographical, social and cultural

nds, brought together within a short span of time and under conditions of
intense pressure. The development of the country's political and economie
structures, as well as its society, must be viewed in the light of this basic fact.
This also explains why so many of Israel's institutions are at once both complex
and yet incomplete, since they were put together under duress to provide quick
solutions to numerous and often conflicting needs.

- by a long dispersed people returning to its ancient home -

The process of recreating an independent Jewish state, 1,900
destruction of the Second Commonwealth by the Roman Empire
exile of the Jewish population, has no parallel in other
movements. The realisation of the aims of political Zionism,
began in the late nineteenth century, involved bringing together in Palestine
members of a nation linked through shared religious and cultural roots, but
disparate in most other respects.

years after the
and the ensuing
modern national
a movement which

The foundations for the future Jewish state were laid during the half century
between the First Zionist Congress in Basle in 1897 and the United Nations

- resolution of November 1947 favouring the division of Palestine into separate Arab

and Jewish states.

Palestine in the late nineteenth century was a section of the Ottoman Empire. Of
the total population of some 450,000, Jews numbered around 25,000 and their
general economic position was similar to that of the other inhabitants. Successive
waves of emigration, beginning in the 1880s and continuing through both the latter
part of the period of Turkish sovereignty, which ended with the British conquest in
1817 and the period of the British Mandate from 1918 to 1948, boosted the Jewish
population of Palestine from 24,000 in 1882 to 85,000 by 1914 and to some
600,000 on the eve of the creation of Israel in 1948.

-

= fn the face of growing opposition

The Jewish influx spearheaded modernisation, which spread to other sectors of the
wlation as well, but also led to increasing political opposition from Palestinian
lnte‘ﬁ:’ whose n}xmbers also grew apace in this period. Successive bouts of
‘mig'?:t\{nunal violence, beginning in 1920, led the British tq curb. Jewish
rema; ion and'also marked the early stages of the Arab-Israeli conflict that

NS the dominant feature of Israel's external position to this day. This state

f i . - , X ,

:m;ﬁ?:llct has given rise to an increasingly onerous defence burden, an issue
€xamined more closely in Chapter 5.

e socialist ethos of the pioneers -

The e

mehi?l'ly Immigrants were predominantly European, mostly socialist and
mingly secular. In all these respects they differed sharply from the
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en-Gurion's charismatic leadership -~

fhe decision to make a rapprochement with thc:: "new Germany" was a painful one,
soming s0 SooOn after the Holocaust, and was violently denounced by the right wing
;pposltion parties. It repgg_s_eg_t.e.d_a_.iypi_cgl}z\ _p_ragma.tlg approach by the country's
dominant political .fig.upe-,-——Da-v-l-d..Be_p;gynor), prlme“ﬂnnjstgr from—1948~53 and t:rom
1855-63, and leader of the Jewish Natxonal_ Council in thg pre-state period.
Ben-Gurion's leadership was marked by a mixture of idealism and hardheaded
pragmatism, probably the perfect qualities needed to weld the hoards. of refugees
who flooded into the country after independence into a cohesive nation. His
famous remark, that "to be a realist here, one has to believe in miracles",
captures the atmosphere of the country's formative years, when extraordinary
achievements in the military, social and economic spheres were compressed into a

rernarkably short time span.
- eomeentrated on solving the most pressing problems -

Ben-Gurion, more than anyone else, realised that the final format of the state
eould not be fixed in these hectic years of scrambled response to the most urgent
tasks facing the country - security, employment and infrastructure. Thus issues
such as a written constitution, the relationship between the state and the Jewish
religious authorities, and even the desirable form of electoral system, were left on
an ad hoc basis until the population, and society as a whole, had become more
eohesive. However, all of these temporary arrangements have taken on a life of
“thelr own and become permanent, even hallowed, features of national life. The
electoral system provides an excellent example of this process.

~ Jemving en unsatisfactory electoral system to catech up later -

Elections to the first Knesset were held in January 1949, in the midst of war, and
weee intended to create a temporary assembly pending the arrival of more settled
times. The voting system adopted was that of direet proportional representation,
since that had been used by the pre-state National Council and was simple to
apply. The intention was, however, to replace it in due course. In the event, the
temporary assembly declared itself a duly elected legislature and the proportional
representation system, in which each party puts forward a list of candidates,
became the accepted democratic process, used for local council and workplace
elections, as well as national ones, although direct elections for mayorships have
proved successful since their introduction several years ago.

= which it has yet to do

The l;esult has been that no party has ever won an outright majority and all
I's governments have been coalitions. This, in turn, has given inordinate
;‘Wh to the smaller parties that hold the balance of power between the main
lm of right and left, especially to the religious lists. Even in the 1950s and
when the Labour bloe was dominant, coalitions were the rule, since factional

then 1?3 within the Labour camp made coalitions with the religious parties easier
orming an outright left of centre government.,

Political instability,

trade of Israeli wo
Premature engd. et

and the constant threat of ecrisis, have become the stock in
rnments, and have caused the majority of them to come to a
termine the i Furthermore, it is _widely felt that the party secretariats that
and that the Ists of Kngs.set candidates have grown detached from thglr voters
result of tn: personal qualities of the average Knesset member have declined as a
13 estrangement. Calls for electoral reform are therefore being heard

fl'eguency and from a growing spectrum of opinion. A recent private
eeking to introduce a modified constituencv system won the majority

with increasing
™S bill g
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austerity period of 1988-89 will probably cause a decline, although not necessarily
of great magnitude, before levels rise again in 1990-91, in response to the
renewed expansion of the economy. Throughout the period, the greater alignment
of devaluation policy to internal price rises will prevent relative prices moving out
of line as they did in 1986, and thus create a disincentive to speculative
purchases based on exchange rate considerations.

Imports of investment goods will probably rise again in 1987, if by a smaller
margin than in the previous year, as firms react to the boom in the local market
of 1986-87 by ordering new capacity and updating obsolete equipment. The change
in the economie climate to one of recession in 1988-89 will reverse this trend, and
only with the expected enactment of a reform programme in those years, and the
subsequent pick up in activity, will investment, and hence imports of investment
goods, begin to climb again in the last part of the forecast period.

THE BALANCE OF PAYMENTS AND FOREIGN DEBT

The civilian deficit on goods and services will average $2.1 bn -

As with GDP figures, so with the balance of payments, the distorting effect of
military imports must be factored out before tracing the development of the
economy. In the context of the balance of payments, the key variable is the
civilian trade deficit, and this is forecast to fluctuate over the forecast period
between $1.8 bn and $2.5 bn. The total trade deficit is obtained by adding in
military imports, and therefore shows much greater volatility, rising for instance
from $4.1 bn to $5.3 bn between 1986 and 1987, before slumping to $3.6 bn in
1988 and reaching as low as $3.4 bn in 1990. These forecasts ecannot pretend to
be accurate as the future flow of military imports from year to year is not
predictable; nor do the totals matter, given that almost the entire military import
bill is directly covered by US government military aid, which is part of unilateral
transfers. The civilian trade deficit, however, is a crucial factor in determining
the economy's performance and in influencing the course of government policy.

The significant deterioration in the civilian deficit in 1986, to $2.9 bn from $2.1
bn in 1985, reversed the sharp improvement recorded in 1984 and 1985 which had
halved the 1983 deficit of $4 bn. It came despite the very favourable turn in the
terms of trade, in which the collapse of oil prices played a major role. The main
cause was the surge in imports, which was a response to the sharp rise in real
wages and no doubt a release of pent up demand following almost two and a half
years of falling consumer imports. On the export side, several factors, which will

" be analysed separately, caused a slower than expected growth rate, although the

overall increase of 5.7 per cent was by no means entirely unsatisfactory.

One element behind the widening trade deficit was undoubtedly the change in
relative prices that stemmed from the stable dollar/shekel exchange rate mandated
by the ESP. This began to change with the devaluation of January 1987 and it is
expected, as noted above, that the forecast period will see a close alignment
between the rates of inflation and devaluation, with a small real devaluation being
achieved in 1988-89. This will therefore be an important factor in the shrinking of
the civilian trade deficit over the period as a whole, although the expected
budgetary policy and especially the deliberate slowdown that the government will
impose from 1987-88 will be paramount in depressing civilian imports from late
1987 through early 1990. Another positive force at work over the period will be
the weakness of the dollar which, given that most Israeli imports are dollar
deriominated while most exports go to non-dollar countries, will improve the trade
figures as reflected in current dollar prices.
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CHAPTER 9
ALTERNATIVE DOMESTIC FORECASTS

Coherent post-election policies are not guaranteed

The central forecast explicitly assumed that government policy would set itself the
targets of preventing a return to high and rising inflation rates and/or a
deterioration in the balance of payments, by initiating austerity measures if and
when these became necessary. It was further assumed that the failure of the
reform proposals made in late 1986 would ensure that no further attempts would be
made in the life of the present government, but that the next government would

take up the challenge of attacking the structural flaws in the economy, this time
with success.

In this chapter, most of these assumptions are relaxed, and the consequences of
alternative policies, and particularly of the absence of coherent policies of any
sort, are examined. Only the assumption that reform is impossible until after the
next election can be taken as having a very high degree of probability. The state
of internal relations within the National Unity government in the early part of
1987 seemed to point to its early demise, and certainly to rule out the possibility
of it regaining the degree of cohesion and authority that would be needed to

overcome the vested interests that have already torpedoed one set of reform
proposals.

Furthermore, the trends in the economy at that time suggested that the continued
breakdo of the stability achieved under the ESP would continue through 1987,
while the factors promoting growth in that year were already in place, so that the
first part of the forecast has no realistic alternative. Only the speed of the
deterioration on the inflation and budget deficit fronts, and the extent and timing
of the government reaction remain in doubt. The date of the next general election
is a erucial variable in this process, and this could be set for any time between
the late summer of 1987 and the final deadline of November 1988, depending on
political developments. The alternative scenarios are therefore ones that deal with
a more negative turn of events in the years from 1988 through the end of the
forecast period.

POLITICAL PARALYSIS

The National Unity government might linger on, ineffectually -

The first danger is that the internal dissension within the National Unity
government might worsen, so that policy making became subject to the push and
pull of party and factional interests, but yet not reach the point where the
government actually fell. In this case, the Treasury would be unable to pursue any
kind of restrictive budgetary policy, because its initiatives would be defeated by
ad hoc parliamentary coalitions of disparate lobbyists representing interests which
stood to lose from the implementation of such a policy. The Bank of Israel might
try to hold the line by the use of tight monetary policy as a compensating factor,
but this is unlikely in the assumed political context, as well as being undesirable
from an economic point of view. Monetary policy is too blunt an instrument to
replace the more selective weapons available to the Treasury. When its inevitable
impact was feit in the corporate sector, there would be immense pressure exerted
to haveTit eased.
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Israeli military spending could not be massively cut. The inherent instability of the
Arab countries and their policies force Israel to be prepared to cover all
contingencies. This would certainly continue to be the case if a peace treaty were
signed with Jordan, although some reductions, especiallv in the amount of reserve
duty needed, would presumably result. Only a genuine winding down of the arms
race, which would have to encompass all, or at least most, of its potential
enemies, could enable Israel to make long term reductions in its order of battle.

- sinee scope for trade is limited -

In the context of trade, too, the Egyptian treaty has been a disappointment.
Although joint efforts in the tourist industry would be possible for Israel with both
Egypt- and Jordan, and agricultural cooperation would be likely, including joint
development of water resources, these are relatively marginal issues. No
significant trade in goods has developed or seems likely to develop with Egypt,
with the important exception of oil imports, nor would it with Jordan, whose
economy is structured towards the Gulf states. The main effects would therefore
be indireet, including the removal of some of the factors militating against
investment in Israel, such as the Arab boycott affecting companies involved in
Israel and the general threat of war. Israel's credit standing would improve, but it
has already been noted that the country's economic performance has been the
primary factor determining its creditworthiness, not its security situation.

- but it§ long term effects would be strongly beneficial

In short, peace would be a positive factor to Israel's economy, but its concrete
contributions would only be felt in the medium and long term, when the peace was
seen to be lasting and confidence had built up. Willingness to trade with and
invest in Israel would certainly grow, and immigration trends could only benefit.

ENERGY AND COMMODITY CONSIDERATIONS

Price rises in energy and other commodities would be harmful -

The extremely negative effects of the oil shocks of the 1970s and, conversely, the
strong positive impact of the oil price slump of 1986, have been noted in earlier
chapters. Despite having spent some $250 mn between 1975 and 1985 searching for
oil, Israel remains almost devoid of domestic energy sources. In 1986, oil
exploration ground to a near total halt, although the exploration group headed by
Armand Hammer continued its seismic studies in preparation for future drilling.

Therefore any recovery in oil prices, beyond that assumed in Chapter 6, will lead
directly 'to a worsening of Israel's trade deficit.

Similarly, any general recovery in primary commodity prices relative to prices of
manufactured goods, will undermine the significant improvement in its-terms of
trade tnat Israel experienced in recent years. The only commodity that Israel
produces on any major scale is citrus fruit, and that is far outweighed by its
manufactured exports. Thus the general influence of the direction of energy and
commodity prices for the Israeli economy can be summed up in the simple formula:

down is good, up is bad. There is no reason to assume any change in this basic
fact in the forecast period.

- although oil dependency has lessened -

However, the structure of the country's energy economy has changed considerably
since 1973. By 1985 oil to coal conversion programmes had made coal the supplier
of 17 per cent of primary energy supplies. The electricity generating industry had
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led this switch and had, by 1984, passed the halfway mark in coal fired
production, with plans to reach 70 per cent by 1990. This drive has since slowed,
because coal became more expensive than oil, but it can easily be renewed. Coal
is a more congenial fuel for Israel, because its supply is far freer of political
constraints. Oil is purchased primarily from Eygpt and Mexico, as well as on the
spot market, but the potential threat of supply difficulties is always there for a
commodity whose main reserves lie in the Arab world. By contrast, no such
problems were encountered regarding coal purchases from Australia, Colombia and
the UK. In the worst case Israel has a treaty with the USA whereby that country
will act as oil supplier of the last resort if no other sources are available.

The development of alternative energy sources is further advanced in Israel than in
most other countries. In particular, Israel is a world leader in the use of solar
energy, with 800,000 families - 70 per cent of all households - using roof top
solar collectors for water heating. This reduces the nation's electricity requirement
by an estimated 6 per cent. Nevertheless, total per caput energy requirements
rose by 1.5-2.5 per cent per annum in the 1980s while GNP per caput was
stagnant. Any renewed and prolonged rise in energy prices would therefore require,
and probably receive, tougher pricing policies than was the case in previous energy
crises, and a renewed and more determined effort to reduce the strategically
dangerous dependence on imported oil, which will centre on coal and include solar
and wind generated power. The plan to construct a nuclear power station is still
making slow headway, and represents a further path for diversification, although
public awareness in the wake of the Chernobyl nuclear disaster in 1986 will
certainly cause additional delays.

Overall, therefore, the Israeli economy will remain vulnerable to price rises in

both energy and general commodity prices, but will continue to improve its supply
position by diversification.

- and shale oil would benefit from major oil price rise

Ironically, a worst case scenario, in which oil prices rise passed $30/b, would
become a major positive factor for Israel. The country's Negev desert contains
proven reserves of low grade oil shale sufficient to supply current requirements for
80 vyears, and pilot plants indicate that existing technology could make these
commercially worth exploiting at oil prices of around $31/b, while exploiting
byproducts such as sulphur and ammonia could lower this cost. Furthermore,
underneath the shale oil layers are rich phosphate deposits. Although oil market
developments have reduced interest in this area of development, oil shale

represents a trump card in reserve and would seem to put a firm cap on Israel's
potential loss from high energy prices.

A SWING TO PROTECTIONISM

Free trade agreements will provide some shelter from protectionism -

Any economy in which imports and exports together are larger than GNP is clearly
vulnerable to protectionist moves that would reduce trade flows. However, the
relative degree of vulnerability of the Israeli economy is lessened by two factors.
In the first place, Israel is uniquely placed in having free trade agreements with
both the European Community and the USA. These areas comprise the country's
main trading partners, as has been seen. It must be considered highly unlikely that
either of these treaties would be curtailed, much less abrogated, as part of any
conceivable US-European trade war, or US/European-Far Eastern trade war.

Furthermore, Israel's trade balance with both the EC and the USA is firmly
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