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government’s total spending is among the highest in the world,
and that is true. Israel is in first place, but that is the result of
two factors: an unusually high level of defense spending, and
interest payments stemming from the high level of debt, the
majority of which was taken in order to finance the army’s
revamping after the Yom Kippur War. This leads us to conclude
that interest payments are related to defense spending. If the
unusual spending for defense and interest are removed, then
Israel is no longer in first place. This reduction is a technical
one, which conceals an important question that we all need to
confront: Should the poor be paying for defense spending? In
other words, should this spending be deducted from transfer
payments? Should citizens who receive health and education
services be paying it? Perhaps it should be financed by taxes?
Fundamentally, this is a question of preference.
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does not consider unemployment to be a sufficiently important
consideration.

In December 2001, a sharp change occurred that caused a
re-stabilizing of public expectations as a result of a deal struck
between the governor of the Bank of Israel and the government.
In other words, lowering the interest rate did not stem from a
Bank of Israel initiative. Moreover, it was made parallel to an
increase in the budget deficit as described above To the public,
this means that the government is increasing the deficit while
making sure to secure a spot for itself at the currency printing
press, and the governor is helping it accomplish this.

All of this would not have happened if there had been a
council of governors, since then it would have been more
difficult to strike a deal with the government. Therefore, it is
very important to establish price stability as the central goal of
monetary policy — a goal achieved at no small price. It is very
important to ensure the Bank of Israel’'s independence; it is very
important to establish an impartial board of governors, while
maintaining the Bank’s independence and establishing price
stability as a central goal. However, it is also very important to
set additional, secondary goals, such as a high level of economic
activity. Managing monetary policy, exchange rates and foreign
currency balances should be handled by the Bank. In this regard,
the Bank’s activity must also be made more transparent.

In conclusion, we focus briefly on the subject of the Israeli
economy’s basic problems. There has been a slowdown in
productivity over several decades, and the rate of the
population’s participation in the workforce is low. This is mainly
true regarding men, and is not true for women. When the rate
of women’s participation is compared and Israel’s level of
economic development is taken into account, women are
certainly participating at a reasonable level.

Another question that arose is sharing the burden of defense
spending. There was discussion of the fact that the Israeli



be higher. Several weeks later, these assessments proved to be
true. The government approved another amendment, including
raising taxes and cutting spending by an overall NIS 8 billion.
The target grew from 3% to 3.9%, with the actual deficit being
4.4%. Doubts still exist regarding the ability to meet that target
as well.

These are problems not only of credibility, but also of the
fiscal policy management culture. In the recent budget,
government ministers did not know the price tag of each of the
items brought before them — what the implications were of the
unemployment rate, the growth rate, inequality, and other policy
targets. Another point concerning policy management culture
is the lack of decisiveness in dealing with private legislation.
Thus, the Negev Law and the Large Families Law were canceled
a number of times. Another matter is the lack of consistency in
dealing with the problem of foreign workers. The scope of the
phenomenon has increased while the declared intention has been
to reduce their number. Thus, we recommend increasing
budgetary credibility and transparency. There needs to be a
quarterly report to the government, including a forecast of
growth and revenues, prepared by an independent research
institute. This would be a step on the path to the establishment
of a proposed socioeconomic council. The government and the
public should receive a report on economic policy targets and
their impact on the budget. Ministers and the public need to
know how much each measure costs and what it affects.

Regarding the Knesset, we support a proposal made by the
government concerning private legislation. We also recommend
establishing December 31 as the last date for approving the
budget; there is no sense drawing out the bargaining and
negotiating process until March 31. As for managing monetary
policy — 2001 was the third consecutive year in which the
inflation target was underestimated. In my view, this was
intentional. It is an expression of the fact that the Bank of Israel
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and high foreign currency balances. All of these certainly help
protect the stability of Israel’'s economy. Without them, | believe
that the financial crisis would have already taken place some
time ago.

In the current economic situation, all the fiscal parameters
have experienced reversals, according to two scales — in relation
to the past and in an international comparison: the debt, the
deficit, spending and taxation have all grown. Another thing
that has assumed importance, especially at a time of great
uncertainty and during a dangerous security situation, is that
the credibility of economic policy has been eroded. The
credibility of economic policy is very important, especially when
the economy itself is unstable. When there is uncertainty, the
last thing that economic policy should do is to create additional
uncertainty.

We recommend that policymakers strive for the environment
of operative rules determined in the Maastricht Treaty.
Specifically, regarding the economic plan, the team determined
that the budget deficit established for 2002 is too high, the
composition of the cutback includes too many taxes, the
reduction in transfer payments is not balanced, and the reduction
in wage expenditures is too small. The permanent level of
defense spending must be financed by lowering spending or by
increasing the tax burden.

In late October 2001, the 2002 budget was submitted to the
Knesset. The deficit target was raised from1.5% t02.4%. In real
time, there were assessments that the true deficit was higher,
not only because of the erroneous assumption of 4% growth,
but also because of the overestimation of tax revenues. Several
weeks later, these assessments proved to be accurate. The
government approved an amendment to the 2002 budget, which
included arise in taxes and cutting spending by NIS 6.15 billion.
The deficit target was raised from 2.4% to 3%. Even after the
amendment, most assessments were that the real deficit would



a social crisis. If one of these occurs, the probability that the
other two will also occur increases.

The current crisis catches Israeli society at one of its lowest
points in terms of social stability. The unemployment rate passed
10% a while ago in some Arab localities and development towns.
For those communities, the crisis is not a future matter, but is
already present, here and now. The unemployment rate is the
result of globalization, among other things, which makes the
fluctuations even more significant in terms of employment and
other problems.

A second point related to the unemployment rate is the sharp
rise in economic inequality in Israel. Compared with other
countries, the socioeconomic gap in Israel is very great. Part of
the reason stems from the fact that the educational system does
not equip its graduates with suitable tools — 60 percent of Israeli
youth don’t even have matriculation certificates. Even among
those who do, not all can get into a university. In other words,
even after taking into account the numbers of undereducated
youth in the ultra-Orthodox and Arab communities, a
fundamental social stability problem still exists. Some argue
that transfer payments are responsible for the growing
inequality: — there was quite a bit of discussion about the fact
that transfer payments have risen considerably. However, when
measured on an international scale, Israel is not very high on
the list when one looks at the transfer payments rate vs. GDP.

Four countries precede Israel: Greece, Portugal, Spain and
Italy. What distinguishes them is that their income level per
capita is similar to Israel’'s on an international scale, the transfer
payments place Israel at a fairly low level.

Encouragement can be drawn from countries similar to Israel
— the industrialized countries of Asia, which are showing signs
of a recovery. One factor that helps us (thanks to the
government’s disciplined behavior over a fairly long period) is
a relatively low balance of payments deficit, a low external debt
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Summary

MACROECONOMIC POLICY

During the course of the macroeconomic team’s work, the
Knesset approved two emergency plans, and interest rates were
more than doubled.

We will begin by taking a look at the situation from an
historical perspective. If we look at growth rates since 1960,
the only period in which there was a steep decline instead of
growth was during the past two years. In other words, we can
state at least preliminarily, that what Israel is currently facing is
not simply a recession but a crisis; and the terminology is
important. Two significant factors are causing this; the wave of
terrorism and the global recession. If, at first, the global recession
was more significant, as time passes the security situation is
becoming more important in determining economic
developments in Israel. These factors are significant in
understanding economic development. Still, it should be
emphasized that errors in policy management made the situation
worse.

Policy management should be guided by the understanding
that we in danger of facing a financial crisis. Thus, policy’s
supreme objective needs to be preventing a deterioration of this
situation. Consequently, there is no need to employ an anti-
cyclical policy, since this is not a recession but a crisis. In other
words, expanding the deficit will not help in this case; itis liable
to have precisely the opposite effect — increasing the likelihood
of a crisis.

Another point that the team brought up was the social
stability consideration. Navigating policy in the near future
should be done with an eye to preventing a security crisis (more
severe than the one that currently exists), a financial crisis and



The Tenth Economic Conference, July 2002
Academic Director and Editor: Reuben Gronau

Preface

The Tenth Annual Economic Conference took place in the
shadow of a deepening economic crisis in Israel. This economic
reality influenced the deliberations of each of the four teams
and their recommendations. These recommendations, together
with the analyses of the subjects we chose to concentrate on
this year, are presented in the Caesarea Conference position
papers.

The conference was held this year in Jerusalem, the capital
of Israel. This was an act of solidarity on our part, because the
capital has been so hard hit — physically and economically —
during the course of the intifada.

| would like to express my sincere thanks to the heads of
each of the four teams: Professor Dan Sidon and Minister Dan
Meridor; Professor Assaf Razin; Professor Tzvi Eckstein; Dr.
Momi Dahan; and all the team members who devoted so much
of their time and energy to providing the best possible analyses
and recommendations.

Special thanks go to Professor Reuben Gronau, the academic
director of the conference.

Prof. Arik Carmon
President of the Israel Democracy Institute
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