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Abstract

In July 1985, with inflation running at an annualized rate near 500 percent, Israel’'s national unity
government adopted an emergency package: an orthodox core - a budget cut of 1.5 billion dollars, 7.5
percent of GDP, a devaluation of about 20 percent followed by afixed rate, and deep subsidy cuts - joined
to a heterodox wrapper: awage agreement signed by the Histadrut union federation and the employers after
agenera strike, price controls imposed by emergency regulation, and a 1.5-billion-dollar American grant.
Recorded annual inflation fell from 449.7 percent in 1984 to 185.2 in 1985, then 19.7 in 1986 and 16.1 in
1987, while GDP growth rose from 0.9 percent in 1984 to 4.0, 4.2 and 7.1. In September the currency shed
three zeros. This case examines how a democracy stopped inflation without recession, what held afterward,
and what Sri Lanka's 2022-24 disinflation can conditionally borrow fromit.

Why this case for Sri Lanka

Sri Lanka's recent inflation was stopped the other way. Consumer-price inflation peaked at 69.8 percent in
September 2022, and by December 2024 the index was falling 1.7 percent year on year - the fourth
consecutive month of deflation, driven largely by energy price reductions on Central Bank data. The
instruments were demand compression, fiscal consolidation under the IMF's Extended Fund Facility of
about 3 billion dollars, approved on 20 March 2023, and a new central bank law - the Central Bank of Sri
Lanka Act No. 16 of 2023, passed by Parliament in July 2023 and published on 15 September 2023 - that
made price stability the bank's primary mandate - with no wage-price agreement anywhere in the mix, and
with GDP contracting 7.3 percent in 2022 and 2.0 percent in 2023 before growing 5.0 percent in 2024 on
World Bank data. Israel in mid-1985 faced inflation at an annualized pace near 500 percent and stopped it
without arecession, in a package that paired a negotiated wage agreement and regulated price controls with
a deep budget cut and afixed exchange rate. The comparison is about which instrument does the work when
the state cannot print its way out: crushing demand, or changing wage- and price-setters minds at once.

The starting point: aspiral everyone fed

Israel's inflation, on the Bank of Israel's own series, ran 132.9 percent in 1980, 105.1in 1981, 131.5in
1982, 190.7 in 1983 and 449.7 in 1984. By mid-1985 monthly inflation was running at 15 to 20 percent on
the NBER's account, and the Journal of Economic Perspectives retrospective describes the pace the
program inherited as an annual rate close to 500 percent - a measure distinct from the 449.7 percent
recorded for calendar 1984 on the annual series. The mechanics were self-reinforcing: alarge budget
deficit, wages indexed to prices through cost-of-living allowances, prices indexed to the exchange rate, and
the exchange rate chasing both - every actor protecting themselves and, in doing so, feeding the spiral. The
political opening came from deadlock: the July 1984 election produced no winner, so Labour and Likud
formed a national unity government with Shimon Peres as prime minister under a rotation agreement. A
coalition spanning both major blocs made a negotiated package politically possible - but the Histadrut and
the employers still had to sign for themselves.
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The decisions: cut, fix, freeze - and bring the unions and employersin

The emergency program adopted on 1 July 1985 had an orthodox core and a heterodox wrapper, as the
World Bank's retrospective classifies it. The core: an announced budget cut of 1.5 billion dollars, 7.5
percent of GDP, below the 1984 budget; a deval uation of about 20 percent to 1,500 shekels per dollar on 2
July, then afixed rate; deep subsidy cuts that raised basic food prices by as much as 75 percent; and tight
monetary policy. The NBER's account also records cuts to import duties and export subsidies inside the
same package - protection was being traded away as the rate was fixed, so the traded-goods sector could not
rely on the price system to defend it. The wrapper: a negotiated wage agreement and controlled prices. A
one-day general strike answered the package on 3 July; on 16 July, after an all-night bargaining session, the
Histadrut federation and the employers' organizations signed a temporary wage agreement, and price
controls were imposed by emergency regulation. Two moves locked expectations: a special American grant
of 1.5 billion dallars, in two equal 1985 and 1986 installments, which rebuilt the central bank's reserves, and
anew currency - on 4 September 1985 the new shekel replaced the shekel at one to athousand.

The decision chain: dates

When What happened

1980-1984 Inflation climbs on the Bank of Israel series: 132.9 (1980), 190.7 (1983), 449.7 percent (1984)

September 1984 National unity government takes office after deadlocked elections; Peres prime minister under rotation

1 July 1985 Cabinet adopts the emergency stabilization program: 1.5-billion-dollar budget cut, devaluation then fix,
subsidy cuts, price controls

2 July 1985 Shekel devalued about 20 percent to 1,500 per dollar (about 25 percent including days-earlier
adjustments), then fixed

3 July 1985 One-day general strike shuts shops, airport and government offices against the austerity

16 July 1985 All-night bargaining: Histadrut and employers sign a temporary wage agreement; strike averted

4 September 1985 New shekel becomes the currency at 1 to 1,000 old shekels

Late 1985 First 750-million-dollar US grant tranche lands; monthly inflation falls from 15-20 percent to 1-3 percent

1986-1987 Annual inflation 19.7 then 16.1 percent; GDP growth 4.2 then 7.1 percent (World Bank)

1992 Crawling exchange-rate bands replace the fixed rate, en route to inflation targeting (IMF)

Measured outcomes I: the spiral breaks

The disinflation was immediate and enormous. The program's stated aim was to cut monthly inflation from
around 15-20 percent to virtually nil, accepting 2-3 percent amonth at first; the NBER's account records 1-2
percent a month within afew months, and the Journal of Economic Perspectives retrospective records the
annual rate falling from close to 500 percent to less than 20 percent within two months - corresponding,
respectively, to average compounded monthly rates of 16.1 and 1.5 percent - with minimal adverse
employment effects. On the Bank of Israel's annual series: 449.7 percent in 1984, 185.2 in 1985, 19.7 in
1986, 16.1in 1987. Just as important; no recession. GDP growth - 0.9 percent in 1984 - reached 4.0 percent
in 1985, 4.2in 1986 and 7.1 in 1987 on World Bank data, and the NBER's two-year review found no visible
unemployment cost. Foreign-exchange reserves rose on the American grant. The operational budget deficit
fell by about 8 percent of GNP in six months (World Bank) - delivered, not just announced.
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Two things carried the expectations burden, on the IMF's retrospective analysis. the devaluation itself and
the first 750-million-dollar tranche of the American grant, which was highly publicized. The grant mattered
because it was a grant rather than aloan - reserves rose without new obligations, which made the fixed rate
credible to defend. The Bank of Israel's annual report records the fall in inflation as concentrated in the
second half of 1985: thefirst half still ran at the old pace, the second at the new one. That asymmetry isthe
case's central exhibit. A freeze is an announcement; what made this one bind was that the workers,
employers and shopkeepers setting prices could see the fiscal arithmetic underneath it had already changed
(desk interpretation).

Measured outcomes |1: the price of the freeze, and what held

The freeze was not painless and was never meant to be permanent. Employment costs were bounded rather
than absent: the NBER's two-year review found no visible unemployment cost, while the Economic Policy
assessment records a modest rise in unemployment. The designers treated the freeze as scaffolding - its job
was to hold prices till long enough for the budget cut to become credible, then come down (desk
interpretation). Subsidy cuts raised food prices up to 75 percent at the start; the wage agreement held only to
April 1986, after which indexation resumed in modified form; and price controls were lifted gradually. The
durability problem also stayed visible: inflation was still 16.1 percent in 1987, and only in 1992, with
inflation well below 20 percent, did Israel move from the fixed rate to crawling bands and eventually
inflation targeting on the IMF's account - stabilization was a decade-long project, not an event. The
symbolic instrument deserves its own verdict: the Bank of Israel describes the new shekel's three dropped
zeros as intended to simplify payments, and the redenomination stopped no inflation by itself; its function
was to make the break visible (desk interpretation). The record's own summary is complementary: the
NBER credits the combination of areal fiscal cut with the wage agreement that held the new anchor while
expectations reset, and the IMF's analysis credits the devaluation and the first grant tranche with carrying
expectations.

Transfer limits: what Israel 1985 does not prove

First, the cushion was a gift. The 1.5-billion-dollar American grant reflected a strategic relationship no
debtor can order up; Sri Lanka's equivalent support, the IMF's Extended Fund Facility, is a conditioned
loan, which changes both the politics and the room for error. Second, someone could sign for labor. The
Histadrut then represented most organized workers and a unity government spanned the aisle; a fragmented
union landscape cannot deliver a signed freeze, and Sri Lanka's disinflation accordingly ran without one.
Third, in this case the freeze rested on a delivered fiscal anchor - the World Bank credits an
8-percent-of-GNP deficit reduction in the first six months, and the package's own design treated the budget
as the anchor and the wage agreement as the hold on expectations (desk interpretation). Fourth, the
inflation's composition matters: Israel's spiral was indexation-driven, so breaking indexation broke the
spiral, while Sri Lanka's 2022-23 inflation was heavily import-and-energy-driven and its 2024 deflation was
delivered largely by electricity and fuel price reductions on Central Bank data - a wage-price freeze would
have targeted the wrong lever (desk interpretation). Fifth, even the comparison with the other 1985
stabilization separates the wrapper from the core: Bolivia's Decree 21060, signed eight weeks later the same
summer, stopped afar faster hyperinflation with an orthodox package alone - afloat, afiscal cut and no
signed wage-price freeze - and paid for it in output and jobs, as this series Bolivia case records. Isragl's
recession-free outcome is what the signed freeze is usually credited with, and the two cases together are
why the wrapper is taken seriously (desk interpretation).
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Sixth, much of the primary record (Bank of Israel reports, NBER papers by program architects) comes from
the institution and economists who ran the stabilization; outcomes above were cross-checked against World
Bank and IMF series where possible.

Conditional lessons for Sri Lanka
These are design observations, not prescriptions.

1. Announce the fiscal number, then deliver it visibly. Isragl's credibility came from a delivered
8-percent-of-GNP deficit cut in six months, not the announcement. Sri Lanka's EFF framework publishes
fiscal targets; the transferable practice is measuring and publishing delivered consolidation at the same
frequency asthe targets.

2. Give the break avisible symbol. The new shekel marked the regime change for every shopper. Sri
Lanka's analogue islegal rather than numismatic - the Central Bank of Sri Lanka Act of September 2023 -
and symbols only work when the substance is already moving (desk interpretation).

3. If incomes policy isever used, it must be signed, temporary and dated. |srael's wage agreement had a
union federation able to sign and an expiry - April 1986 - after which modified indexation resumed. An
unsigned price freeze by decree alone has no Isragli precedent in this case's record.

4. Match the instrument to the inflation. An indexation spiral yields to a freeze; an imported-energy price
shock yields to supply and tariff policy, as Sri Lanka's 2024 deflation via electricity price reductions shows.
Choosing between them is diagnosis, not doctrine (desk interpretation).

5. Arrange the external cushion before the freeze. Israel's grant rebuilt reserves as the rate was fixed. Sri
Lanka's EFF disbursements - about 3 billion dollars over four years from 2023 - are staged and conditioned;
the lesson isto lock the cushion's credibility before asking price-settersto hold still (desk interpretation).

The case's real claim is narrow: between 1984 and 1986 Israel cut recorded annual inflation from 449.7
percent to 19.7 percent without a recession, in a package where the fiscal cut was delivered and the wage
agreement was negotiated with the union federation and employers whose pay it bound. For Sri Lanka,
which disinflated through contraction instead, the case is a study of the instrument that was not available -
and of the conditions that would have to exist before it could be.
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Sources

Theinflation record and the program:

https://www.boi.org.il/media/3xyb3xfc/surv66_1.pdf (Bank of Israel: annual CPl 1980-1987 - 132.9, 105.1, 131.5, 190.7, 449.7, 185.2,
19.7, 16.1)

https://boi.org.il/media/zilinjbo/pe_3.pdf (Bank of Isragl annual report: inflation 185 percent in 1985, fall concentrated in the second half)

https://lwww.nber.org/system/files/working_papersw1822/w1822.pdf (NBER: aim to cut monthly inflation from 15-20 percent to virtually
nil; 1.5-billion-dollar cut = 7.5 percent of GDP; about 20 percent devaluation to 1,500 per dollar; import-duty and export-subsidy
reductions)

https://www.nber.org/system/files'working_papers/w2398/w2398.pdf (NBER two-year review: 25 percent devaluation including earlier
adjustments; tripartite wage agreement signed two weeks after launch; no visible unemployment cost)

https://www.aeaweb.org/articles?d=10.1257%2Fjep.7.2.103 (Journa of Economic Perspectives: annual rate from close to 500 to under 20
percent within two months, corresponding to average compounded monthly rates of 16.1 and 1.5 percent; minimal employment effects)

http://academic.oup.com/economicpolicy/article/1/2/379/2392238 (Economic Policy: under 3 percent amonth by end-1985; modest
unemployment rise)

https://documentsl.worldbank.org/curated/en/635731468771285252/pdf/multi-page.pdf (World Bank: heterodox classification; operational
deficit down about 8 percent of GNP in six months; US grant 1.5 billion dollars in two equal 1985 and 1986 installments; reserves
bol stered)

https://www.€elibrary.imf.org/view/journal §001/1990/029/article-A001-en.xml (IMF working paper: devaluation plusfirst
750-million-dollar tranche most effective on expectations)

https://www.imf.org/external/pubs/ft/scr/2005/cr05134.pdf (IMF: 1992 move to crawling bands and eventually inflation targeting, with
inflation well below 20 percent)

https://www.csmonitor.com/1985/0703/ocon.html (Christian Science Monitor: 1.3-billion-dollar budget cut per the PM's economics
adviser; food prices up as much as 75 percent; general strike)

https://www.upi.com/Archives/1985/07/16/General -strike-averted-in-1srael /9592490334400/ (UPI: al-night bargaining, 16 July wage
agreement, strike averted)

https://www.cia.gov/readingroom/docs/CI A-RDP85T01058R000507000001-4.pdf (CIA: 1 July plan components; Histadrut forgoing
specia wage adjustments until 1 April 1986)

https://www.upi.com/Archives/1985/09/04/1 srael -switches-to-new-shekel 3561494654400/ (UPI: Israel switchesto the new shekel, 4
September 1985)

https://boi.org.il/en/economic-rol es/banknotes-and-coing/first-series-of -the-new-shegel/ (Bank of Israel: the new shekel at 1 to 1,000 old
shekels)

https://data.worldbank.org/indicator/NY .GDP.MKTP.KD.ZG? ocations=IL (GDP growth: 0.9 percent 1984; 4.0in 1985; 4.2in 1986; 7.1in
1987)

Sri Lanka comparison:

https://www.business-standard.com/article/internati onal/sri-lanka-s-inflation-zooms-to-69-8-in-sept-ami d-worst-economi c-crisis- 12209300
1017_1.html (inflation peak 69.8 percent, September 2022, on Department of Census and Statistics data)

https://www.imf.org/en/news/articles/2023/03/20/pr2379-imf-executive-board-approves-under-the-new-eff-arrangement-for-sri-lanka
(IMF: EFF approved 20 March 2023)

https://www.cbsl.gov.lk/sites/default/files/chslweb_documents/publications/aer/2023/en/major_economic_policy measures.pdf (Central
Bank of Sri Lanka Act No. 16 of 2023, published 15 September 2023; price stability primary mandate)

https://www.cbsl.gov.lk/sites/defaul t/files/chslweb_documents/statistics/wel/WEI_20250103_el.pdf (CBSL: deflation of 1.7 percent in
December 2024, fourth consecutive negative month)

https://www.cbsl.gov.lk/sites/default/files/chslweb_documents/press/pr/press_20250407_annual_economi_review_2024 e.pdf (CBSL:
deflation since September 2024, driven largely by energy price reductions)

https://www.elibrary.imf.org/view/journal s/002/2025/056/article-A001-en.xml (IMF third review: electricity tariffs cut 39 percent
cumulatively; headline -1.7 percent, core +2.7 percent in December 2024)

https://data.worldbank.org/indicator/NY .GDP.MKTP.KD.ZG? ocations=LK (GDP growth: -7.3 percent 2022; -2.0 in 2023; +5.0 in 2024)
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