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12 Nissan 5778
March 28, 2018

To:
The Government and the Finance Committee of the Knesset
Jerusalem

I am honored to submit herewith the Bank of Israel Annual Report for 2017, in
accordance with Section 54 of the Bank of Israel Law, 5770-2010.

In 2017, GDP grew by 3.4 percent. After two years in which growth
was based primarily on domestic uses, this year it presented a more balanced
composition as the growth rate of exports accelerated. The rate of expansion of
private consumption did not change materially (net of fluctuations derived from
the timing of vehicle purchases), but household nonhousing debt increased at
a slower rate than in recent years. The Current Account surplus has contracted
over the last two years as the rate of investment in the economy increased and
the savings rate decreased.

An increase in world trade contributed to the acceleration in exports
that was driven by business services. These are human capital intensive exports,
which in recent years have been increasing their share of total exports. To some
extent, this process is unique to Israel, and its ramifications for the economy are
discussed at length in this report. The recovery in tourism also contributed to
the acceleration of exports this year.

The strong demand in the economy was reflected in the labor market:
the employment rate continued to rise, and the unemployment rate continued
to decline, reaching its lowest level in decades. At the same time, several long
term factors that had worked in recent years to expand the labor supply, such
as the increase in the participation rate, weakened. This combination acted to
further tighten the labor market, and with it to accelerate the rise of nominal
wages. The economy’s proximity to full capacity contributed to the acceleration
of imports as well.

The inflation rate for the full year was 0.4 percent. Although it is below
the lower bound of the inflation target range, it was the first year since 2014
that the rate was positive. The low level of inflation was primarily due to the
appreciation of the shekel, enhanced competition in the economy—among other
reasons as a result of government policy and the increase in online purchases—
and price reductions initiated by the government. The full employment
environment and the increase in global prices of oil and other commodities
contributed to the acceleration of the inflation rate.
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The Monetary Committee of the Bank of Israel kept the interest rate at
its low level, 0.1 percent, and changed the wording of its forward guidance: it
currently links the future interest rate path to the entrenchment of the inflation
environment within the target range. In addition, the Bank of Israel continued
to intervene in the foreign exchange market. The Monetary Committee avoided
exceptional accommodative measures, such as those adopted by other central
banks, as the economy grew at a relatively rapid pace and is in a full employment
environment, and because the Committee assessed that the inflation rate is
influenced by enhanced competition, and it also took into account considerations
that relate to financial stability. The fact that Israel adopted less accommodative
monetary policy than abroad contributed to inflation in Israel remaining lower than
inflation abroad. Even though inflation has been low in recent years and short term
expectations are below the lower bound of the target, expectations for longer terms
are within the range, evidence of the credibility of the inflation target policy.

The government deficit this year was 2 percent of GDP. This is lower
than the previous year’s deficit and than the ceiling set in the budget, because tax
revenues were higher than the budget forecast, primarily due to one-off revenues,
part of which were at the expense of revenues that were expected to be received in
the coming years. The ratio of public debt to GDP continued to decline, reaching
60.8 percent of GDP at the end of the year. The general government accelerated
the growth in its expenditure this year and the share of civilian expenditure in GDP
increased, but it remains very low compared to its share in most OECD countries.
In addition to the acceleration of expenditure, there was a reduction in tax rates,
which deepened the structural deficit. The Numerator Law that was put into effect
for the first time this year contributes to transparency in terms of the government’s
future obligations, but the use of time-limited legislation (temporary provisions) is
liable to adversely impact the attainment of its objective.

Home prices increased this year at a rate slower than that of previous years
and the number of transactions continued to decline—continuing the decrease that
began at the end of 2016 already. Contributing to this were measures adopted by
the government in recent years to increase supply and to reduce investor demand. It
is important that the government continue to act to create the conditions that allow
a high level of supply, including through creating a large inventory of construction
plans that are readily available for execution, particularly in areas of high demand,
and through taking full advantage of the potential inherent in urban renewal.

Narrowing the gaps between Israel and other advanced economies in
terms of GDP per capita and labor productivity, and in terms of incidence of
poverty and net-income inequality, are two of the main challenges facing policy
makers. An essential part of dealing with them is improving the human capital of
the overall population and reducing the gaps among its various groups. To that end,
the achievements in the overall education system should be improved, and gaps in
achievements between students from various population groups and socioeconomic



and geographic backgrounds should be reduced. The role of advanced exports in
the Israeli economy and the differences existing between population groups in
their scope of participation in these export industries underline the said challenges.
These exports are human capital intensive and act in a highly competitive global
environment. Israel will not be able to maintain its competitive edge in such an
environment without consistent improvement in its human capital, and the various
population subgroups will not be able to expand their participation in the advanced
industries and benefit from the high wages they offer without an improvement in
the achievements of students from all backgrounds.

However, the high tech industries should not be the only focus. The
problem of low productivity is actually concentrated in the rest of the economy,
which accounts for the bulk of activity and employment. Increasing productivity
in the rest of the economy depends not only on improving the achievements in the
education system but also on improving human capital later on through active labor
market policy, including professional training. In order to increase productivity
in the economy overall, broad investment in infrastructure is required—primarily
public transportation. Such investment will also help in reducing inequality as it
makes it easier for various population subgroups to access employment centers.
Taken together, these steps will assist in continuing to integrate into the labor
market the population groups that still participate very little in it. Consistent policy
in this direction will raise the standard of living for the overall population and will
reduce the gaps between its various groups.

hoasnt F%/

Dr. Karnit Flug
Governor of the Bank of Israel
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Chapter 1
The Economy and Economic Policy

e GDP grew by 3.4 percent in 2017, similar to the growth rate in the previous year, and higher than the
potential growth rate (about 3 percent). The improvement in the global economy contributed to an
acceleration of the increase in uses, and to the increasing share of exports in total uses at the expense
of private consumption.

e The job vacancy rate increased in most industries and in most professions, and the unemployment
rate is lower than in the past, even in the periphery and among individuals with low education levels.
Real wages increased at an accelerated pace in the past three years.

* Investment expanded rapidly in the past two years, in parallel with a decline in the rate of savings.
The surplus in the current account therefore declined.

 Increased competition and price reductions initiated by the government moderated inflation. Inflation
remained lower than its target range, and lower than inflation abroad, inter alia because the shekel
appreciated while Israel adopted a less accommodative monetary policy than some of the other
advanced economies. In contrast, the limitation of Israel’s production capacity and the increase in
commodity prices contributed to the acceleration of price increases in Israel to positive territory.
Short-term inflation expectations are lower than the target, but expectations for the third year and
onward are within the target range.

» The Bank of Israel maintained its monetary accommodation, but avoided exceptional measures such
as a negative interest rate, in view of the good state of economic activity, considerations regarding
financial stability, and the assessment that the moderate inflation is a result of, among other things,
increased competition and price reductions initiated by the government.

e The pace of home price increases slowed this year thanks to measures taken by the government to
expand the supply of homes and reduce demand among investors.

e The public debt to GDP ratio declined, inter alia thanks to one-time tax receipts. The government
increased expenditures and reduced taxes, while increasing the structural deficit.

e Between 2008 and 2013, per capita GDP in Israel increased more rapidly than GDP in other advanced
economies, but in recent years the rates of increase have been similar. The level of per capita GDP
remains lower than in other advanced economies, and the lag in productivity remains.

e The incidence of poverty declined in recent years to the level seen at the end of the 1990s, thanks
to the effect of measures taken by the government to increase employment, and even though the
government has since sharply reduced its involvement in income redistribution. The incidence
of poverty and inequality in net income were—and continue to be—higher than in most OECD
countries.

e Increased competition and openness are apparently contributing to an increase in productivity in
industries that are geared toward the domestic market, and export activity has been diverted in recent
years from the manufacturing industries to the advanced services industries. These changes have
large economic advantages, but also bring into sharper relief the challenges facing socioeconomic
policy makers in the field of human capital and regarding the distribution of income.
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1. MAIN DEVELOPMENTS

Economic activity in Israel grew in 2017 at a similar pace to the previous year, and
more rapidly than the potential growth rate. The change in the background conditions
that took place this year contributed to an acceleration of the increase in uses
(adjusted for one-off fluctuations?) and affected the composition of growth. Due to
the acceleration of world trade and the lack of any essential change in the growth
rate of private consumption, exports accounted for a greater share of the increase of
uses at the expense of private consumption. On the supply side, the participation rate
increased persistently until recently, and is now high and contributing very little to
the expansion of employment. Human capital has also made less of a contribution
to growth over the years. There was also a short-term factor acting on the supply
side: The terms of trade worsened after the marked improvement in the previous
year increased the ratio between the GDP deflator and the CPI, thereby increasing
consumers’ purchasing power.

The current account surplus declined in the past two years, both as a result of
the increase in the rate of investment and as a result of the decline in the rate of
savings.? In terms of investment, the high demand alongside the decline in the positive
contribution of a number of supply factors led to the rapid expansion of investment
in the primary industries in the past two years, with the aim of increasing production
capacity. Even so, investment as a share of income remains lower than in the past,
and is certainly not sufficient to close the gap between Israel and the other OECD
countries in terms of the quantity and quality of the public and private stock of capital.

On the savings side, the national savings rate declined in the past two years, due to
the decline in private savings. Private savings declined in 2017 because the increase
in the ratio of the GDP deflator to the CPI was halted, after increasing the real income
of consumers in 2016, and allowing them to sharply increase private consumption
without negatively impacting their savings. Private savings also declined due to the
payment of taxes on dividends being brought forward, but that did not have a direct
effect on national savings, since public savings increased accordingly.® The decline

1 According to National Accounts data, the growth rate of private consumption declined from 6.1
percent to 3.3 percent, but this is because many consumers brought forward vehicle purchases from the
beginning of 2017 to the end of 2016 in order to benefit from lower green taxes. There was a similar
phenomenon among businesses, leading to volatility in the rate of fixed capital formation in recent years.
The fluctuations in vehicle purchases also had an effect on the official GDP growth rate, since about
half of the value of the purchases is considered value added because sales activity includes a domestic
component and because tax payments are also considered value added.

2 Inrecent years, the current account surplus has been higher than in the past and higher than expected
taking into account the fundamentals of the Israeli economy. Chapter 7 of the Bank of Israel Annual
Report for 2016 analyzes the long-term factors that affect savings, investment, and the current account
surplus. The analysis found that, taking the fundamentals into account, savings in the economy are high,
while investment is low.

3 Bring the payment forward was a result of legislation regarding companies formed for tax mitigation
purposes.
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in national savings only partly offset the increase of previous years, and its level is
higher than expected, taking into account that the dependency ratio is relatively high
in Israel. (More discussion on aggregate activity appears in Chapter 2.)

Despite the strong economic activity environment, inflation totaled 0.4 percent in
2017, lower than the price stability target (1-3 percent), and lower than inflation in
other OECD countries. Inflation in Israel began declining in 2013 as a result of the
decline in global commodity prices, and has been negative or near zero ever since,
even though the economy is in a full employment environment. In contrast, in most
OECD countries, inflation has already reached very close to the targets (mostly around
2 percent).

There are a number of factors to the moderate inflation, but it is difficult to quantify
and rate their contributions. First, in the past seven years, the government has lowered
many of the prices of items subject to price controls, and competition in the economy
has increased. The social protests of 2011 led at their peak to public discourse on the cost
of living. There was a marked change in consumer behavior, which created pressure
to rein in domestic prices due among other things to technological improvements that
make it possible to order goods and compare prices via the Internet. Section 4b of this
chapter presents signs that the increase in competition and in openness in Israel have
moderated the rate of prices increases in the economy in recent years.*

Second, the moderate inflation is also connected to the appreciation of the shekel.
It is particularly difficult to identify and quantify this factor, since the change in the
exchange rate is a result, inter alia, of the differences in the monetary environment
(prices and policy) between lIsrael and other countries, which both affect and are
affected by the exchange rate.> However, it is possible to assess that some of the
factors that contributed to the current account surplus, including the natural gas
discoveries in recent years, contributed to the appreciation of the shekel, and thereby
to the moderation of inflation. The negative effect of the appreciation on inflation
and on the tradable sector is among the considerations for maintaining monetary
accommodation, and led the Bank of Israel to continue intervening in the foreign
exchange market.

Third, it seems that inflation also remained low because the Bank of Israel decided to
avoid unconventional monetary accommodation measures such as a negative interest
rate. Countries in the eurozone and other European countries used unconventional
tools, and the inflation rates in those countries are already close to the targets.
Unemployment in those countries is high, and the unconventional accommodation
they adopted is intended to also deal with that problem. In contrast, the Bank of Israel
Monetary Committee believes that in view of the good state of economic activity

4 Box 3.2 finds that the sub-components with products characterized by a high rate of online purchases
showed sharper price declines than other tradable goods. In uniform currency terms (taking the exchange
rate into account), they showed similar declines to the declines in other advanced economies.

5 Since the beginning of 2014, the shekel has appreciated by 10 percent against the basket of
currencies, and by 2 percent against the dollar. The appreciation against the dollar is more prominent
since the beginning of 2015 (10 percent).
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in Israel, there is room for much greater flexibility in the process of convergence to
the inflation target.% This flexibility strikes a balance between the need to maintain
the credibility of the inflation target and other considerations, including the need to
maintain financial stability and the assessment that the moderate inflation reflects
declines in price levels as a result of improvement competition and government-
initiated price reductions, among other things. Such declines are desirable, and they
do not materially contradict the price stability target.

The continued deviation from the inflation target led inflation expectations for
the next two years to decline below the target range. Low inflation expectations are
themselves a contributing factor to the decline in inflation, and delay its return to the
target. Inflation in Israel increased to positive territory (0.4 percent compared with
-0.2 percent in the previous year), apparently impacted by the increase in the nominal
unit labor cost—in view of the limited production capacity—and the increase in the
commodity prices. Inflation expectations for the third year and onward are in the lower
part of the target range, signaling that the price stability anchor has been maintained.
Sections 3a and 4a deal with monetary policy (and more discussion appears in Chapter
3).

The low interest rate environment in Israel and around the world, and the decline
in yields in the bond market, led to a continuation of lower credit prices and lower
mortgage interest rates (Chapter 4 contains more discussion on the financial system).
Private sector debt as a share of GDP increased this year, but at a slower rate than in
the previous years. The increase in debt reflected an acceleration of the expansion of
debt raised in the bond market and an increase in bank credit to small and medium
enterprises. In contrast, the slowdown in the rate of increase reflected a decline in the
rate of increase of household debt (both consumer and housing). The volume of new
mortgages taken out was lower than in 2016, due to a decline in the volume of real
estate transactions and due to the gradual effect of the increase in purchase tax and of
the leverage restrictions imposed in recent years.

In recent years, the number of building starts increased both because supply reacted
to price increases and because a policy was adopted to improve the bureaucratic
processes. The measures to improve the early planning stages are expected to increase
the supply of homes to some extent in the future as well. The high price level and
the measures to expand supply and reduce demand on the part of investors, led to a
slowdown in price increases this year. The increase in homes prices (1.2 percent during
the past year) is a result of the limits on the supply of homes cause by the marketing
of land, the approvals process for plans, and the process of construction itself. Supply
cannot adjust rapidly enough, despite the improvement in recent years, since some of
the bottleneck in the early planning stages has shifted to later stages. Moreover, the
Buyer’s Price program encourages demand on the part of young couples but does not
provide an immediate response to that demand, rather delaying some of the response

6 such flexibility is made possible in the existing legal regime as long as the Committee believes that
the rate of price increases will return to the target within the timeframe set out in the law (two years).
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in accordance with the progress of the projects. (Chapter 9 provides more discussion
on the housing market.)

In 2017, the government adopted accommaodative measures on the expenditure side
and on the tax side, but thanks to one-off tax receipts from the tax on dividends and
from the sale of Mobileye and Tamar Petroleum, the deficit did not change relative
to 2016, and the debt-to-GDP ratio continued to decline (Table 1.1). However,
taking into account that these receipts are one-off, it shows that the structural deficit
increased by 1.4 percent. The deficit in the coming year is expected to be similar to
the target, but the increase in the structural deficit raises the likelihood that additional
adjustments will be needed later on. Sections 3b and 4a deal with fiscal policy (and
more discussion appears in Chapter 6).

Per capita GDP in Israel (Table 1.1) is 24 percent lower than the average in the group
of advanced economies (according to the International Monetary Fund classification,
Figure 1.1). While it grew more rapidly than the average in those countries between
2008 and 2013, the growth rates have been similar in recent years. Compared with
countries whose per capita GDP was similar to Israel’s at the beginning of the sample
period (1995), the situation is similar, although in this case, the ratio declined slightly
in the past four years. In both
cases, the ratio is similar to
what it was in 1995, and even The Ratio Between Per Capita GDP in Israel
declined slightly, although and in Other Countries?, 1995-2017
there was volatility over the 19

Figure 1.1

years. This stability is the

result of the increase in the 11

relative employment rate 1 f==Comparison countries N\
while relative productivity 0.9

declined.”  Chapter 2 ' N—

recommends measures that 0.8 ‘\\

may increase productivity. 07 /\
This chapter focuses on Advanced economies

the structural changes that 06

increased competition in the 0.5

industries that sell mainly to
the domestic market (Section
4b), and on the diversion
of export activity from the
manufacturing industries
to the advanced services
industries  (Section  4c).®

a2 The value 1 reflects absolute equality between per capita
GDP in Israel and the simple average of per capita GDP in the
group of other countries. Advanced economies—according to
the International Monetary Fund (and not according to the
OECD). The group of comparison countries includes countries
where per capita GDP in 1995 was similar to that of Israel
(within 20 percent higher or lower).

SOURCE: International Monetary Fund.

7 More discussion of the components of the per capita GDP ratio appears in the Bank of Israel Annual
Reé)ort for 2016, Chapter 1.
Chapter 7 deals more in depth with the increase in services exports as a share of total Israeli exports.

In 2017, the government
took accommodative
steps on the expenditure
side and on the tax side,
while increasing the
structural deficit. This
made it more likely that
additional adjustments
would be required in the
future.

The current ratio
between per capita GDP
in Israel and in other
advanced economies

is similar to the ratio in
1995.
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Table 1.1
Main Developments, 2012-17

2012 2013 2014 2015 2016 2017

GDP? 2.2 4.2 815 2.6 4.0 3.4
Private consumption? 2.8 3.7 4.5 3.9 6.1 3.3
Exports (excluding diamonds)? 1.7 2.8 3.0 -0.8 2.2 5.4
Mean population (million) 7.9 8.1 8.2 8.4 8.5 8.7
Nominal GDP (NIS billion, current prices) 992.1 1056.1 11035 11625 1220.3 1262.9
Per capita GDP (NIS thousand, current prices) 1255 1311 1344 1388 1428 1450
Goods and services exports ($ billion, current prices)? 84.4 88.1 90.0 86.3 88.8 95.6
Goods and services imports ($ billion, current prices)® 85.2 83.8 86.5 78.3 83.1 90.9
Current account of the balance of payments (surplus, $ billion) 1.6 8.7 11.9 15.5 12.0 10.5
Overall government deficit (as a percentage of GDP) 4.1 3.8 2.9 2.1 2.3 2.2
Public debt (as a percentage of GDP) 68.3 67.1 66.1 64.0 62.3 60.8
Employed persons in Israel (thousands) 3359.0 3449.5 3555.8 3643.8 3736.9 3824.8
Unemployment rate® 6.9 6.2 59 5.3 4.8 4.2
Real wage per employee post (yearly average, percent change) 0.5 0.9 1.1 2.9 2.8 2.9
Poverty rate (percent) 235 21.8 22.0 21.6 21.9 -
Inflationd 1.6 1.8 -0.2 -1.0 -0.2 0.4
Bank of Israel interest rate® 2.3 1.4 0.6 0.1 0.1 0.1
Real yield on 10-year government bonds® 2.1 1.6 1.0 0.5 0.4 0.6
Real one-year interest rate® 0.2 -0.3 -0.7 -0.5 -0.1 -0.1
Real effective exchange rate® 53 -5.7 -1.3 -0.1 -1.9 -4.5
NIS/$ exchange rate (yearly average) 3.86 3.61 3.58 3.89 3.84 3.60
Tel Aviv 125 indexf 7.2 15.1 6.7 2.0 -2.5 6.4
Global trade? 2.7 3.6 3.8 2.8 2.4 4.2

2 Percent rate of change

b Excluding diamonds

¢ Yearly average, percent

d December compared to the previous December, percent

€ Rate of change of the year's average compared to the previous year's average (percent).

f Nominal rate of change - the last day of December compared to the last day of the previous December.
SOURCE: Based on Central Bureau of Statistics and International Monetary Fund.

These changes may increase productivity in Israel and reduce the gap between Israel
and the comparison countries. However, as of now, it is difficult to separate the positive
effect caused by durable factors such as these from the temporary effects created by
the business cycle.

The structural changes also include the transition of workers between industries.
Such workers are rapidly absorbed in new workplaces due to the increasing global
demand and high domestic demand. However, if there is a negative shock to demand
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in the short-to-medium term, it could be reflected in an increase in unemployment,
which will become stronger in view of the structural change in the background. The
government will have difficulty softening the blow if necessary, since compared
to other advanced economies, Israel rarely adopts an active labor market policy
(ALMP), particularly professional and technological training programs. It is therefore
recommended to strengthen the active policy, since successfully dealing with
challenges of this kind depends on the individuals’ basic skills, and on their ability
to adjust to a changing reality. Section 5 discusses socioeconomic issues, particularly
the challenge faced by the education system in the area of basic skills, since improved
human capital is the key to long-term inclusive growth.

2. GLOBAL DEVELOPMENTS

In most countries, the growth rate accelerated with an increase in energy prices and
inflation, and it seems that growth in most countries is higher than the potential growth
rate. As such, some of the central banks are already gradually retreating from their
accommodative policies. The Federal Reserve increased its interest rate in August
(and in January 2018), and it is expected to continue increasing the rate gradually
in the coming two years. The Bank of England increased its interest rate in view of
some decline in concerns over the implications of Brexit and an increase in inflation
and in the utilization of means of production. In contrast, the European Central Bank
continues to use unconventional monetary accommodation, although it announced
its intention to reduce asset purchases beginning in early 2018. The Bank of Japan
continued its strong monetary accommodation.

Fiscal policy around the world is mixed, and it seems that fiscal accommodation
is being carried out mainly in the US. The administration announced during the year
that it intends to pursue fiscal accommodation mainly by significantly lowering tax
rates, mainly corporate tax. This program was launched toward the end of the year,
and is expected to expand investments, mainly in the short term, but in the long term
it could increase debt. Perhaps for this reason, the dollar weakened relative to other
currencies, particularly in the first half of the year. In contrast, fiscal policy is Europe
is largely neutral, except in Germany where it is in an accommodative trend.

Following the broad crisis and the fragile recovery around the world in the past
eight years, it seems that the recovery became entrenched this year. Unemployment
in most of the OECD countries is lower than the average of the previous five years
(Figure 1.2), remaining extremely high only in Greece and Spain, and somewhat high
in Italy and Turkey. Since economic activity improved rapidly in most countries, world
trade increased, together with exports in most countries. The European and Asian
economies even improved more rapidly than expected, after being surprisingly weak
for a number of years. As a result of the positive surprise, the International Monetary
Fund revised its growth forecast for the coming two years, with its assessment now

The structural changes
in the economy may
increase productivity,
while also changing the
industry composition

of employment and
creating a risk of
structural unemployment
in the short-to-medium
term.

Global growth
accelerated this year,
world trade increased,
there were sharp
price increases on the
capital markets, and
fixed capital formation
expanded.
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Figure 1.2

Selected Indices of Economic Developments in the OECD Countries, 2017 and the Average Between 2012 and 2016 (percent)
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SOURCE: Based on OECD.

being that the growth rate will accelerate.® Optimism regarding the global economy
contributed to sharp price increases in the capital markets around the world, and
investments recovered significantly. In most countries, investment increased in 2017 at
a significantly higher rate than the average of the previous five years, and 2 percentage
points higher than the OECD average in 2016. This may increase potential global
growth in the future, and extract the global economy from the “low growth trap™.1°

9

In January 2018, the IMF raised its forecast of global GDP growth for 2018 and 2019 from 3.7

percent to 3.9 percent. Global growth in 2017 was 3.7 percent.
10 Chapter 1 of the Bank of Israel Annual Report for 2016 provides a lengthy discussion of the “low
growth trap” and the long-term processes that may weigh down upon global growth.
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Table 1.2
Economic indicators: International comparison?, 2016-17
2016 2017
Israel US Eurozone OECD Israel US Eurozone OECD

GDP growth rate 4.0 15 1.8 1.8 3.4 2.3 2.3 2.4
Per capita GDP growth 1.9 0.8 1.4 1.9 1.4 1.5 - 1.8
Per capita GDP ($ thousand, current prices)  37.2  57.6 421 369 40.3 595 44.0 -
Population growth rate 2.0 0.7 0.4 0.6 1.9 0.7 0.4 0.6
gé\il(slilan labor force participation rate, ages 799 770 . 773 800 ) ) )
Unemployment rate 4.8 4.9 10.0 6.3 4.2 4.4 9.1 5.8
Inflation rate (during the year) -0.2 2.1 1.1 0.7 0.4 2.1 1.4 1.8
Exports (percent of GDP)P 27.9 119 458 282  27.2 - - -
Gross investment (percent of GDP) 205 19.7 20.3 22.0 20.7 19.8 20.6 225
National savings (percent of GDP) 243 18.0 23.8 236 237 175 242  24.0
Current account (percent of GDP) 3.8 -2.4 3.6 0.2 3.0 -2.4 3.4 0.3
Public expenditure (percent of GDP)° 38.8 35.6 - 436 40.0 35.8 - 430
Tax revenue (percent of GDP)d 31.1  26.7 - 346 326 26.7 - -
Gross public debt (percent of GDP)° 62.3 107.1 88.9 86.5 60.8 108.1 87.6 854

@ Figures for the eurozone and OECD countries are weighted averages of the data for the countries in each group, as
published in the OECD Economic Outlook.

b For Israel—exports excluding diamonds.

¢ Deficit and expenditure data for Israel are adjusted to the accepted international definition.

d Data for the eurozone and OECD countries are the simple averages of the data for the countries in each group.
Data for the eurozone do not include Latvia, Malta or Cyprus.

SOURCE: International Monetary Fund, OECD and Bank of Israel.

3. ECONOMIC POLICY

a. Monetary policy

The Bank of Israel left its accommaodative policy in place, leaving the interest rate at the
low level of 0.1 percent, continuing to purchase foreign exchange, and using forward
guidance to moderate the future interest rate path in entrenching inflation within the
target range. There were far fewer foreign exchange purchases in the second half of the
year, and they were made mainly as part of the program to offset the effect of natural
gas production on the current account.** The Bank of Israel Monetary Committee
changed the formulation of its forward guidance in April. Instead of announcing

L January 2018, the Bank of Israel resumed purchasing large volumes of foreign exchange.
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explains the need for
continued monetary
accommodation, but
the Bank of Israel
avoided deepening
accommodation due

to its assessment

that the deviation of
inflation from the target
is temporary, and that it
results from increased
competition and
government-initiated
price reductions, among
other things.

BANK OF ISRAEL, ANNUAL REPORT, 2017

its assessment that the interest rate will remain accommodative for a considerable
time, the Bank of Israel Monetary Committee announced that the accommodative
policy would remain in place as long as necessary in order to entrench the inflation
environment within the target range.

The Monetary Committee decided to leave the accommaodative policy in place—
without reduction or further accommodation—because it is required to balance the
need to achieve the inflation target with the need to maintain financial stability, taking
into account the boom in real economic activity. This challenge is brought into sharper
relief in view of the fact that further accommodation will require unconventional
measures, such as a negative interest rate.

As stated, the inflation rate in Israel is near-zero. The tradable goods price index
declined this year by 1.1 percent, and the nontradable goods price index increased
slightly (1.1 percent) compared with its pace of increase prior to 2015, even though
the full employment environment has become entrenched. Moreover, the increase in
the GDP deflator declined as well, to near zero, after greater increases in the past
three years. A decline in the prices of some goods, such as those that are affected
by increased competition, may have an effect on the general inflation environment,
inter alia through inflation expectations. Short-term expectations are lower than the
inflation target, and may moderate employees’ wage demands and the pricing of goods
and services in the future. The low inflation and expectations that it will remain low
therefore explain the need for continued accommodation.

The Bank of Israel avoided lowering the interest rate to below zero even though
inflation has diverted from the target since mid-2014, for a number of reasons. First,
the Monetary Committee’s assessment is that inflation is low temporarily, since long-
term expectations (for the third year and onward) are within the target range!? and
the advanced economies are gradually returning to the inflation targets. Second, the
low inflation that is currently prevalent is not consistent with the economy’s position
along the business cycle, and particularly with the high rate of wage increases, among
other things because inflation is low due to increased competition and government-
initiated price declines. Israel is exceptional in the OECD in terms of the gap between
the increase in nominal wages and inflation during the past three years (Figure 1.3).
Finally, the need to maintain financial stability has been an important consideration
against unconventional monetary accommodation. Section 4a provides a more in-
depth discussion of the financial risks in the low interest rate and the boom in real
economic activity.

125 prolonged decline in the inflation environment may narrow the room for using the interest rate
tool. When expectations are negative, a lower nominal interest rate is required in order to achieve an
accommodative real interest rate. As such, the limitation of a negative interest rate acts more rapidly.

10
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Figure 1.3
Inflation and the Increase in Nominal Wages in Israel and in Other OECD
Countries, 2014-17

/=)

5 ¢ Estonia
E 4 @ Czech Rep.
8 @ Poland ¢ Hungary oo
%) ’ Slovakia » I_SuxeénboL;rg South Korea
vakl weden .
Ti fsrae! ‘,, : V'S SIovenia’Germany 2Au & ¢ Norway
E irea E UK US Canada
5 ] rance @ Denmark
= - eterengST=? Finland * @ _Australia
F & ¢ Belgium
2 Spain lItaly Portugale japan
o 0 , ] ] | |
k= @ Switzerland
S
Greece
2
0.5 0 05 1 15 2 Ay

Inflation
SOURCE: Based on OECD.

b. Fiscal policy

Government revenue exceeded the budget forecast, mainly due to the tax incentive
given to the distribution of dividends and to the sale of Mobileye and Tamar Petroleum.
Public expenditure increased, because the government decided, as part of the 2017-
2018 budget, to increase expenditure beyond the rate set by the expenditure rule.
The increase reflected accelerated growth of government investment, expenditures
that are temporary in nature and contribute to growth, but also an increase in public
consumption and in transfer payments, which are continuing in nature. However,
even though public expenditure increased more rapidly than GDP and the government
reduced taxes, it ended the year with a deficit that was lower than the ceiling and a
decline in the debt-to-GDP ratio, because revenue exceeded expectations.

The government’s measures show its desire to expand the welfare policy and reduce
the tax burden at the same time. The government decided to lower corporate tax and to
grant tax benefits to working parents as part of the “Net Family” program. At the same
time, it committed to increase expenditure on a continuing basis in a number of items.
The government signed an agreement with the secondary school teachers union that
is expected to increase the wages of new teachers at an accelerated pace; it decided
to institute a comprehensive reform in long-term care insurance (see Box 8.1) and to

11

Both tax reductions and
increased expenditures
may contribute to well-
being or growth, but the
combination of these
measures carries a risk
in view of the one-off
nature of the growth in
revenue.



In the past two years,
the signs of supply
restrictions in domestic
production have
increased, but it is not
possible to determine
in real time whether the
unemployment rate has
reached its bottom.

BANK OF ISRAEL, ANNUAL REPORT, 2017

increase disability benefits starting in 2018; and it decided to subsidize after-school care
and to increase the earned income tax credit in the coming years. Moreover, a public
committee that examined productivity in manufacturing recommended measures in
the area of innovation and manpower, and these decisions may have an effect on the
budget. While each of these measures may contribute to welfare or to growth, the
combination of them carries a risk in view of the one-off nature of the increase in
revenue and the increased structural deficit it involves. Section 4a discusses this risk,
among other things. Section 5 deals with the long-term aspects of government policy.

4. ISSUES IN ECONOMIC DEVELOPMENTS

a. Policy in a full employment environment

Section 3 showed how monetary policy and fiscal policy are accommodative even
though growth and employment are strong. This section expands on the possibility
that the economy has reached its production capacity limit, and discusses the results
that accommaodative policy can achieve in such an environment.

The growth rate in the past five years, adjusted for one-off factors, is similar to
the potential growth rate, and it can be assessed that activity in Israel is not far from
its potential level. The output gap is near zero according to various measurement
methods, and in the past two years there have been other signs in Israel that hint to the
creation of a supply restraint in domestic production: the export surplus contracted,
reflecting the increasing use by the economy of external sources in order to provide
for demand; and the job vacancy rate increased (in most industries and in most
professions; see Chapter 2) with a parallel decline in unemployment for the third
consecutive years (the upper portion of Figure 1.4), reflecting the tightening of the
labor market (in this context, it should be noted that the decline in unemployment
between 2011 and 2014 was not accompanied by an increase in the job vacancy rate,
and reflected a positive shock to supply due to the decline in the natural unemployment
rate); the unemployment rate is also lower than in the past in the periphery and among
individuals with low levels of education (see Chapter 8); the nominal unit labor cost
increased despite the near-zero inflation; and the rate of return on labor increased after
a prolonged decline, apparently because competition created pressure on firms in both
the labor market and the product market. Chapter 5 deals at length with the return on
labor, and finds that the turnaround in the ratio between the GDP deflator and the CPI
(the GDP deflator recently increased more rapidly) plays a vital role in explaining the
turnaround in the return on labor.

Despite the impressive decline in unemployment, it is not possible to determine
in real time whether its rate has reached bottom. The lower portion of Figure 1.4
shows that many countries previously enjoyed unemployment rates that were lower
than the current rate in Israel (3.7 percent among the prime working age population).

12
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Figure 1.4
Unemployment Rate Among Those Aged 25-64 and Job Vacancy Rate in
the Business Sector, 2009-17 (percent)
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The Lowest Unemployment Rate Among Those Aged 25-64, Israel and
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For instance, the unemployment rate in the Netherlands reached 2 percent in 2001.
It is therefore not impossible that the unemployment rate in Israel will continued to
decline. To illustrate, unemployment is still relatively high among workers from a
weak backgrounds, despite the narrowing of gaps, and it is possible that if a policy
is adopted to improve their compatibility with professions that are in high demand,
unemployment could decline further.

Inflation in Israel is low despite the production capacity limitation. Monetary
accommodation is necessary in order to maintain the price stability anchor, but the
low interest rate in a high demand environment comes with risks. First, the ratio
between home prices and rents increased until recently, inter alia because investment
in dwellings generated higher yields than investment in other channels in the short
and medium terms.® This exposes the financial institutions and households to the risk
of a turnaround in the employment situation and/or a sharp decline in home prices.
Second, in view of the low interest rate in risk-free channels, the financial system is
particularly exposed to a decline in the yield spreads of corporate bonds, against the
background of high liquidity in the markets and yield seeking. Finally, financing the
purchase of a vehicle carries a risk to financial entities, households, and businesses in
the vehicle field. As a result, this year the Banking Supervision Department directed
the banks’ attention to the risks inherent in the provision of credit with a vehicle as
collateral. However, despite the risks, the financial system remained robust. Household
leverage is low by international comparison, and the risk from the housing market
even declined this year in view of the significant moderation in the increase of home
prices and the decline in the volume of new mortgages taken out (see details in the
Financial Stability Reports for 2017).

Fiscal policy makers are adopting accommodation despite the good state of growth
and employment. This policy also carries risks since it includes both a reduction of
taxes and an increase in expenditures that are permanent in nature. If tax receipts do
not carry a positive surprise in the coming years, and even more so if they carry a
negative surprise, the government will need to deal with the increase in the deficit and
with another change in tax and/or expenditure policy. The resulting fiscal risk seems
small at this time because the debt-to-GDP ratio is trending downward. However,
the ratio may increase rapidly if a crisis develops, as happened in the past in Israel
and as happened in a number of countries over the previous decade (See Figure 6.1
in Chapter 6). If such a scenario in Israel is accompanied by moderation of business
activity, the government may be forced to take restrictive measures precisely when
fiscal accommodation is required. Moreover, frequent changes in fiscal policy have a
negative impact on the abilities of businesses and households to plan their moves, and
therefore damage the efficiency of the economy in the long term.

13 See Box 3 in the Financial Stability Report from December 2017.
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b. Implications of competition and openness of the economy

In the past three decades, the government has adopted a number of measures to
increase competition and openness in the Israeli economy. The program to expose
the Israeli economy to competing imports was accelerated in the mid-1990s, which
constitutes a milestone in this process. Over the years since then, the government has
taken additional measures, but the social protest that broke out in 2011 accelerated its
activity.* In addition, there has been a marked change recently in consumer behavior,
due among other things to technological improvements that enable price comparisons
and purchasing goods on Israeli and global retail websites.®

The increase in competition and openness is apparently lowering prices in the
economy and contributing to the fact that inflation is lower than the target. However,
the Bank of Israel’s accommodative policy does not contradict the measures intended
to lower the cost of living. First, the monetary accommodation offsets the price
reductions only partially, and the Bank of Israel does not have to retroactively correct
deviations from the inflation target. Second, in any case, the policy the Bank of Israel
uses to achieve the inflation target affects has a long-term effect only on nominal
scales.'® However, the increasing competition is expected to be reflected in real
developments in the medium-to-long term: prices that are high due to inefficiency and
a lack of competition will decline relative to other prices; workers from inefficient
industries will be diverted to other industries; productivity will increase in industries
that are exposed to competition; and the average real wage will increase, which will
moderate the sense of “cost of living”.

The foregoing description observes three processes. Accordingly, we will examine
three questions: (1) Is the increase in the competition and openness in various markets
reflected in a change in the ratio between prices in those markets and prices in other
markets? (2) Is the increase in competition and openness in various markets reflected
in an increase in the relative productivity? (3) Are workers in industries that are
exposed to increasing competition diverted to other industries?

Relative prices: The Bank of Israel Annual Report for 2014 showed that the prices
of some consumer goods in Israel were higher than in other countries. An up-to-date
examination shows similar findings, but there are signs of changes that are in line

14 Even prior to the protests, in 2010, the government announced a program of structural change in
the cellular communication industry. Since the protest, many other measures have been taken, including
further changes in the communication industry (for instance in the area of multi-channel television),
separating the ownership of financial companies from the ownership of nonfinancial companies, removing
barriers to the personal import of consumer goods, lowering air travel prices through “open skies”
reforms, lowering the prices for public transit, increasing competition in the food industry, preparing a
five-year plan to reduce regulation, taking actions to lower the prices of financial services, and removing
import taxes on consumer durables.

15 see more discussion in Box 3.2, and in the Bank of Israel Annual Report for 2016, Chapter 3.

16 According to the money supply theory, a change of X percent in the money supply will increase
prices and nominal wages by X percent in the long run.
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with the efforts to lower the cost of living. Brand et al. (2017)!7 showed that there is
a marked decline in prices in product groups where there were structural changes. In
order to rule out the possibility that these differences are the result of other factors,
we used a regression to calculate the price changes in each group between 2011 and
2017, net of macroeconomic effects (Figure 1.5; the calculation method is presented
in the shaded box). The residual difference in the development of prices in each group
reflects only the unique domestic factors that acted to change the price in each group
on its own. It does not reflect the global price change in each group, the effect of the
exchange rate, or the effect of domestic macroeconomic activity.

The unique changes may explain a number of prominent price declines (declines that
exceeded the decline in the overall CPI). Communication prices declined significantly
between 2011 and 2017, afterincreasing inthe previous period, which led the list of price
declines and was apparently the result of reforms enacted in the industry. Clothing and
footwear prices and prices of furniture and household equipment declined significantly
between 2011 and 2017, and between 2005 and 2011. This decline accelerated slightly
in recent years, perhaps because consumers increased their use of domestic and foreign
websites to compare prices and purchase goods and services.!® The turnaround in
food and beverage prices—which increased until 2011 and have since declined—

Figure 1.5
Annual Rate of Change in the Consumer Price Index, Excluding Macroeconomic
Effects, 2017 Compared to 2011, and 2011 Compared to 2005 (percent)

3 m 2017 compared to 2011 *
#2011 compared to 2005

: N
Q@’" SOURCE: Based on OECD stat. ~

g, Brand, A. Weiss and A. Zimring, “A Macroeconomic Picture of the Economy in 2017, in The
State of the Nation Report 2017, Taub Center for Social Policy Studies in Israel, December 2017.

18 Box 3.2 deals with how the increase in Internet purchases affects the price of goods in Israel and a
number of selected countries.
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is perhaps connected to Figure 1.6
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power. The Bank of Israel SOURCE: Based on Central Bureau of Statistics.

Annual Report for 2016

found that among some public companies in the consumer goods field, there was
a slight decline in gross profitability compared with 2011. An updated examination
showed that this decline remained in place. The negative impact to profitability is
expected to create pressure on the companies to streamline through an adjustment of
the number of workers and/or technological improvements.

There have been a series of reforms in the communication industry since 2011,
chiefly the integration of additional competitors—in the cellular, Internetand television
fields—and as Figure 1.5 shows, prices have declined since them to a particularly
large extent. In addition, we found that the profitability of wholesalers in the field
declined slightly.*® Figure 1.6 shows the productivity in the communication industry
alongside the productivity in the business sector as a whole. Until 2011, the two figures
developed along similar lines, but since then, the former has increased rapidly, while
the latter has increased moderately. The increase in relative productivity may be linked
to reforms that were enacted in the industry, but also to accelerated technological
improvements in the field. The increase in productivity was accompanied by a sharp
decline in the rate of employed persons in the industry beginning in 2012, after it
increased until then. However, it turns out that this was a temporary decline, since the

19 Gross profitability declined from 19.5 percent in 2011 to 17 percent in 2017.
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rate of employed persons Figure 1.7

began to increase again in Productivity in Selected Manufacturing Industries
2014, in accordance with Relative to Productivity in Manufacturing (excl.
the long-term trend in the High Technology) 2004-17 (index)
industry—increasing its 12
share of total activity.2 115

Figure 1.7 shows the o /\// \ /

relative  productivity in
the food, furniture, and 105

clothing and  footwear 100 LA /\V/\,
industries. Regarding the

first, we found that relative
prices declined in recent

years, and regarding the 85
other two we found a more

95 “

90

. . 80 1 1 1 1 1 1 1 1 1 1 1 1 1

prolonged decline (Figure JOOAIIIDVO YL OAN

- - S O O S O 0 0 00 00 0 0 O
1.5). In these industries, 2 A A A A A A Y
relatively productivity also = Textiles, Clothing, and Leather Products
increased continuously. The ===Furniture
increase began as a result Food
of the program to expose SOURCE: Based on Central Bureau of Statistics.

the economy to imports,

which was implemented in the mid-1990s, and it has been particularly prominent
in recent years. In these industries as well, the increase in relative productivity has
been accompanied by a decline in employment (not shown), but in contrast with the
developments in the communication industry, the decline in employment is continuous
in the traditional manufacturing industries that are exposed to imports. This reflects a
process in which a few companies—that succeed in manufacturing through innovative
technologies and with high productivity—survive.

In contrast with the developments in the communication, furniture, and clothing
and footwear industries, we find that relative productivity in the food industry
declined in recent years, and the decline was accompanied by an increase in the rate
of employees. Even so, and despite the decline in relative prices of the industry’s
consumer products, the profitability of the food manufacturing companies remains in

20 The information industry is included in the graph because of limited data. More detailed data are
available for the years 2012-2014, and these support the assessment that communication services led the
developments shown in the Figure: a lower share of employees in the communication services field as a
share of total employees in the information and communications industry, from 27 percent in 2012 to 17
percent in 2014, because the number of employees in communication services declined from 45,000 to
28,000 during those two years. The ratio between productivity in the communication services industry
and productivity in the information and communication industry as a whole remained the same between
2012 and 2014 in current prices. If we take into account the sharp decline in communication prices,
we find that the relative productivity in the communication services industry in fixed prices increased
significantly during that period.
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place at this stage. The price declines were apparently absorbed by wholesalers, since
their gross productivity declined from 18 percent in 2011 to 14 percent in 2017.

Since domestic demand is high and demand from abroad increased, the adjustment
process described above—a decline in employment in some of the industries—did not
lead to greater unemployment. The job vacancy rate is at a record high, and workers
who are forced out due to streamlining are quickly absorbed in new work places.
However, a negative shock to demand may lead to an increase in unemployment in
the medium term, both due to the shock itself, and due to the structural change. The
speed of the adjustment of productivity and employment in the economy depends first
and foremost on the skills of the individuals and on their ability to adjust themselves
to the new reality. However, the government should also be prepared for this type of
challenge. It must strengthen its active labor market policy, including in the area of
professional training.

Calculating the estimates of unique changes in relative prices

As stated, our assessment is that there is a change in relative prices that derives from factors that are
unique to each group. In order to test this assessment, we examined the contribution of the macroeconomic
factors that affected the prices of goods and services in Israel and abroad. Thus, the residuals from the
estimation of each group reflect the effect of the unobserved unique domestic factors in each group. We
estimated 13 regression equations—one for the overall CPI and 12 for the goods and services groups—
based on the data on Israel and on 31 other OECD countries between 2005 and 2017.

We used the identical equation estimation in all 12 groups:

AP, AE., . s
> = B i O D
Poer + B4 Foror ios + B2Dountry,
AE,, .-
+ B3 (Country % #)
EC,t—l,.,,,t_4

+ BsQuarter, + Bsout_put_Gap.. +¢_,

where the dependent variable in the estimations, ﬁi =, is the rate of change in the price between each

quarter and its predecessor in country a .c is an intercept that reflects the average of the price increase
that is common to all countries throughout the estimation period, net of the effects of the explanatory
variables. The explanatory variables are the change in the dollar exchange rate in each country relative
to its currency, 2fee-t=3 | in quarter tand in each of the three preceding quarterst; Deounmye and is a

Ec,t—l,...,t—4

1 We measured the pass-through in Israel and in the other countries using the dollar exchange rate, since it seems that
its importance to understanding the development of prices in the short term is greater than the importance of the basket of
currencies. This is because 71 percent of import transactions are carried out in the US dollar, which is a higher rate than its
weight in the basket of currencies. See Developments and Trends in Israeli Exports, summary Report for the First Half of 2017,
Israel Export Institute. The report is based on data from the Central Bureau of Statistics. See also evidence of the fact that the
dollar is important in a short-term analysis of the volume and prices of world trade: C. Casas, F. J. Diez, G. Gopinath, and P. O.
Gourinchas (2016), “Dominant Currency Paradigm”, National Bureau of Economic Research No. w22943.
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dummy variable for each country. The interactions between it and the changes in the exchange rate
(contemporaneous and with three lags) make it possible to identify the pass-through from the exchange
rate to prices in each country separately. The effect of the exchange rate on the prices of each group in
Israel is equal to the sum of the coefficients of all its lags on their own and of the interaction coefficients
between the exchange rate and the dummy variable for Israel. Quarter. is a dummy variable for each
quarter, and identifies the change in prices that is common to all countries in each period; ouz_put_ gap[’t
is the typical output gap for each country in a given period. Its inclusion in separate equations for each
group makes it possible to identify how the effect of activity on prices differs between groups. €., is
the unexplained residual of the regression, and it reflects changes that the aforementioned explanatory
variables do not explain. It is therefore also deducted from the average change in the price of each group
during the entire sample period.? The residual is unique for each product group in every country and at
every given period.

Identifying the causal connection between the various explanatory variables and the change in prices
(the dependent variable) depends mainly on the assumption that the price of each group does not influence
the macroeconomic variables in the estimation equations, but is only influenced by them. This assumption
is reasonable because in the mechanism that is at the foundation of purchasing power parity, the prices
generally affect the exchange rate in the long term and not in the short term, the range on which the current
estimation concentrates. Moreover, it is reasonable to assume that the prices of each group separately
influence the general exchange rate of the economy less than the exchange rate influences the prices of
the various groups.

The columns in Figure 5a (for the period 2011-2017) show the total

BZDlsrael + 8Israel,2017—2011

in each of the groups. With the assumptions detailed above, this sum reflects the development of prices of
each group in Israel during the period, including the average change in the group’s prices throughout the
sample period, but minus the effect of macroeconomic changes.

The results of the regressions are shown in Table 1. The pass-through from the exchange rate to prices
is positive in an examination based on the CPI and in 10 of the 12 price groups. The pass-through to the
overall CPI is similar to the pass-through obtained in other examinations made by the Bank of Israel.
The pass-through coefficients from the exchange rate to housing prices are robust to a shortening of the
estimation period to 2008-2017, a period in which the tendency to index rental contracts to the dollar
declined greatly, although the regressions for later periods generate declining pass-through coefficients.
The output gap has a positive effect in most of the price groups (as expected), and is not different from 0
in any statistically significant way in the other groups.

2 The residual is deducted from the average change in the price of each group because the estimations for each country include
dummy variables that reflect the average change in each country during each sample period.
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c. The development of exports

Israeli exports grew more rapidly in 2017 than in the previous year, because world
trade expanded thanks to improving trends in the global economy. The increase was
led by an accelerated increase in services exports. In contrast, goods exports improved
only slightly after declining in the previous year. The standstill in goods exports is, to
a certain extent, tied to weakness in the pharmaceuticals industry and in the electronic
components industry—which account for about 10 percent of Israeli goods exports.

However, from a broader perspective it seems that goods exports moderated in
recent years due to three interconnected macroeconomic factors. First, similar to
other advanced economies, the Israeli economy is undergoing a process where the
services industries are increasing their share of economic activity at the expense of
the manufacturing industries. This process has, to a large extent, passed over exports
until the beginning of the current decade, but there were already signs of the structural
change in this sector as well, and the chapter dealing with the balance of payments
goes into greater detail.

Second, in 2009, the shekel began to appreciate in real terms, to a large extent
because the state of the Israeli economy was better than that of other advanced
economies, and the increase in services exports may itself be among the causes of this.
However, the appreciation is acting to slightly offset the success of services exports,
particularly through a negative impact on the competitive ability of other industries.
Box 2.1 of the Bank of Israel Annual Report for 2016 presented indications that
the manufacturing industries are more vulnerable to appreciation than the services
industries. The appreciation is forcing companies with low profit margins to streamline
or to cease their operations, and if it is derived from fundamental factors, it contributes
to growth because it accelerates the diversion of activity to areas where the economy
has greater value added.

Finally, there is a limitation of professional workers in the Israeli economy,
particularly in the technology fields. In the software and computers field, the job
vacancy rate is very high, and wages are increasing rapidly.2! The increase in demand
for these workers is more rapid than the increase in supply, and since the value added
in the services industries is higher than in the production industries, they win the
competition for workers. The real appreciation, combined with the moderate increase
in the supply of professional workers, therefore accelerates the process in which
export activity is moving from the goods industries to the services industries.

Figure 1.8 supports the argument that the difficulty in recruiting professional workers
is restricting activity in the export sector. The Figure shows an index of the quality of
human capital in total exports. In order to build the index, we took the average score
of workers in every export industry in the PIAAC test (2014), and multiplied it by the
weight of the Israeli export industry at each point in time between 2004 and 2017.

21 5ee more discussion in Chapter 2 of this report, and in Chapters 1 and 5 of the Annual Report for
2016.
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Due to data limitations, we

were forced to assume that Figure 1.8
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industry  (the  PIAAC
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because the advanced a The average score achieved by workers in each export

. . industry on the PIAAC literacy and numeracy tests (2014),
export industries (gOOdS multiplied by the industry's share of Israeli exports at each time

and Services) increased point between 2004 and 2017.

their share until then at the SOURCE: Based on Central Bureau of Statistics.

expense of more traditional

manufacturing industries (Figure 1.9). This reflects an increase in specialization in
higher quality goods and services. However, from 2012, the increase in the index
has been halted, because the export of advanced services has increased its share at
the expense of high technology manufacturing industries (and the average quality of
human capital is similar in both industries).

Competition therefore diverts economic activity to industries with high value
added, and this is a welcome development. However, the analysis presented above
also indicates a number of lessons concerning policy. First, a larger supply of workers
in the technology professions may have enabled high tech manufacturing to continue
expanding to some extent, despite the accelerated increase in services (see Chapter
7). The implementation of the recommendations formulated by the interministerial
team led by Eugene Kandel (2012) could help increase the flow of workers to the
technology industries. Second, the increasing specialization of the economy in the
technological services industries may, in the short-to-medium term, have a negative
impact on workers that do not have the necessary skills for such activity. Manufacturing
workers may encounter unemployment or reintegration into work at a lower wage
in the trade and services industries. Israel needs a policy to both quantitatively and
qualitatively strengthen the professional training system, inter alia because it may
help soften the structural change and maximize its benefit. Finally, in order to increase
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the growth rate of workers with Figure 1.9

high human capital, the skills of High Technology as a Share of Israel's Total
most students in the elementary Exports, 2004-17

and secondary education system 0.70
must be maximized, thereby 0.65 —
expanding the number of those 0.60 //\/
fit for studies in technological 0.55 ==
fields in the higher education 0.50
system. The next section deals g':g -
with policy measures that may 035 -~
help in this. 0.30 L
)~ \/\_\
om =~

A
- High technology manufacturing
- High technology services

Total high technology

2 High technology manufacturing includes the electronics,
pharmaceuticals, and transport vehicle industries. The
Central Bureau of Statistics official abstract includes only part
of the transport vehicle industry, but it is included here as one
bloc due to data limitations.

SOURCE: Based on Central Bureau of Statistics.

5. SOCIOECONOMIC ISSUES IN GOVERNMENT POLICY

Lowering the tax burden compared with increasing civilian expenditure: Civilian
expenditure as a share of GDP increased in 2017, continuing the slight increase
that was recorded in 2016. These increases cut off the downward trend that has
accompanied the economy since the beginning of the 2000s. Since the increase was
actually accompanied by a decline in statutory tax rates, it is doubtful whether it will
persist.

The policy intended to lower the tax burden and government expenditure helped
to extract the economy from the economic crisis at the beginning of the 2000s
(Strawczynski and Flug, 2007)??, and was necessary in view of the high levels of
debt and public expenditure at that time.?® The economic literature shows that there
are economic advantages to a reduction in taxes, but there is no consensus as to
the extent of its effect. Romer and Romer (2010)?* found that lowering taxes by 1

22 K. Flug and M. Strawczynski (2007), “Persistent Growth Episodes and Macroeconomic Policy
Performance in Israel”, Discussion Papers Series 2007.08, Bank of Israel Research Department.

23 The necessity of these measures is discussed in depth in the Bank of Israel Annual Report for 2004.

24 Christina D. Romer, and David H. Romer (2010), “The Macroeconomic Effects of Tax Changes:
Estimates Based on a New Measure of Fiscal Shocks.” American Economic Review 100(3): 763-801.
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percent contributed about 3 percent to the GDP level in the US between 1976 and
2007, while Blanchard and Perotti (2002)?° found that a similar reduction contributed
about 1 percent between 1946 and 1997. In lIsrael, Igdalov et al. (2017) found that
the cumulative reduction in tax rates for salaried individuals between 2003 and 2009
led to a negligible increase of 1.1 percent in the gross wages reported in the business
sector.?®

So there are economic advantages to lowering taxes, but the benefit it brings also
depends on the type of expenditures the government cuts in parallel. To illustrate,
Hanushek and Kimko (2000)% found a strong and stable causal connection between
growth and basic skills in the labor force. In a later study, Hanushek et al. (2014)28
found a link between the relative wages and quality of teachers, and between teacher
quality and student achievement. An empirical examination carried out by the
International Monetary Fund (2014)%° showed that if investment in infrastructure is
increased by 1 percent of GDP per year, the long-term GDP level increases by 1.5
percent, provided that the investment is chosen carefully and implemented efficiently.
The IMF also found that if expenditure on active labor market policy is increased
by 0.1 percent of GDP per year, the GDP level increases by about 0.35 percentage
points.2° Since the tax burden in Israel is low and defense expenditure is high, civilian
expenditure—inter alia on the growth-supporting items that we mentioned—is among
the lowest in the advanced economies (see Figure 6.2). Therefore, a further reduction
in the tax burden and a parallel cut in expenditures may in the end have a negative
impact on growth if political constraints prevent the government from maintaining
growth-enhancing items.

Inequality: It seems that the main economic benefit of the policy intended to
minimize the government’s involvement in income distribution is due to the reduction
in benefit payments and the increase in the retirement age, since alongside long-term

25 QOljvier Blanchard and Roberto Perotti (2002), “An Empirical Characterization of the Dynamic
Effects of Changes in Government Spending and Taxes on Output.” The Quarterly Journal of Economics
117(4): 1329-1368.

2% g Igdalov, R. Frish and N. Zussman (2017), “The Wage Response to a Reduction in Income Tax
Rates: The 2003-2009 Tax Reform in Israel”, Discussion Papers Series 2017.14, Bank of Israel Research
Department (in Hebrew). It is possible, for instance, that employees worked more hours in response to
the tax reduction, thereby increasing their gross wages. The quantitative result in the paper is obtained on
the assumption that if the supply of labor actually did grow, then the stock of physical capital also grew
accordingly.

27 Eric A. Hanushek and Dennis D. Kimko (2000), “Schooling, Labor-Force Quality, and the Growth
of Nations”, American Economic Review 90(5): 1184-1208.

28 Eric A. Hanushek, Mark Piopiunik and Simon Wiederhold (2014), “The Value of Smarter Teachers:
International Evidence on Teacher Cognitive Skills and Student Performance”, National Bureau of
Economic Research, no. w20727.

29 International Monetary Fund (2014), “Is It Time for an Infrastructure Push? The Macroeconomic
Effects of Public Investment”, World Economic Outlook, October 2014, Chapter 3.

30 |nternational Monetary Fund (2016), “Time for a Supply-Side Boost? Macroeconomic Effects of
Labor and Product Market Reforms in Advanced Economies”, World Economic Outlook, April 2016,
Chapter 3.
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social processes, these measures contributed to an increase in the employment rate.3!
That increase, for its part, reduced economic inequality, with poverty and inequality
in net income declining in recent years to levels similar to those seen at the end
of the 1990s despite the sharp reduction in government involvement (see Chapter
8). However, both then and now, inequality in Israel is higher than in most OECD
countries, and it is expected that the employment rate will not continue increasing
without policy measures to integrate ultra-Orthodox men and Arab women into the
labor force.

Figure 1.10
Rate of Positive Responses that it is Worth Keeping Gaps in the Standard of Living
Narrow for a Fair Society and the Gini Index of Inequality in Net Income, 2016
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SOURCE: European Social Survey. This data source is used by the OECD in its quality of life reports ("How's Life?").

We examined the public’s positions concerning inequality based on a survey used
by the OECD. As Figure 1.10 shows, 65 percent of Israeli respondents believe that
low inequality is important in a fair society. This rate is higher than the average in
Europe, and similar to the rate in countries that are characterized by low levels of
inequality.®? Only a small percentage of Israelis believe that welfare policy is too
expensive in terms of taxes (the left side of Figure 1.11), perhaps because the tax
burden in Israel is low compared with the countries in the sample. The tax burden
may actually reflect the public’s preferences, since only a small portion of the public

31 Bank of Israel (2017), “The Composition of Those Joining the Labor Market in the First Decades
of the Century”, in Fiscal Survey and Selected Research Analyses 142 (June): 42—-49.

32 The average value of the Gini index is relatively low in countries shown by the survey to have a high
preference for equality (Iceland, Austria, Finland, Slovenia, Belgium and Ireland)—0.265 compared with
0.3 in the sample as a whole.
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believes that benefit payments and welfare services are efficient in reducing inequality
(the right side of Figure 1.11).%3

Figure 1.11
Rate of Agreement with the Statements, 2016 (percent)

Transfer payments and welfare services are too expensive in Transfer payments and welfare services are helpful in

terms of taxes and the negative impact on business activity. lowering inequality in society.
60 80
50 i
60
40 50
30 40
20 e
20
10 10
0 0

SOURCE: European Social Survey. This data source is used by the OECD in its quality of life reports ("How's Life?").

The government can efficiently reduce inequality in net income without negatively
impacting its achievements in employment, and even increasing those achievements.
This can be done through a series of measures to improve the earning capacity of
workers and through intervention in income distribution in a manner that does not
reduce the incentives to work. The 2019 budget includes such measures: a program to
improve the quality of technological colleges, and a change in the incentive structure
in the earned income tax credit (“negative income tax”). However, these measures are
not expected to materially change the situation, and additional measures are required,
such as a more significant increase in the earned income tax credit and actions to
improve human capital in the short and long term.

The efficiency of government services: Chapter 1 and Box 6.2 of the Bank of
Israel Annual Report for 2016 dealt with the government’s difficulty in efficiently
putting infrastructure investment programs into action. In 2017, the government
increased its efforts to improve coordination between the various projects and to
maximize the potential of projects financed through public-private partnerships

33 1tis interesting to note that in parallel, only a small fraction of Israelis believe that benefit payments
encourage laziness.
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(PPP).24% Infrastructure services in Israel do require improvement, as illustrated
by the discussion in Box 2.1 of the inferiority of public transit in the metropolitan
areas. Improved government efficiency may reduce the need to raise taxes in order to
achieve such goals. The advantages involved were mentioned above.

It is not simple to assess the efficiency of government activities, since public sector
output is calculated based on wage payments, which are set by the government. Below,
we will try to assess the extent to which the government has succeeded in improving
life expectancy, satisfaction with healthcare services, and measurable scholastic
achievements, compared with other countries and taking into account the volume of
resources allocated to these fields.

The right side of Figure 1.12 shows the link between public healthcare expenditure
(per capita, equivalized to the age composition) and life expectancy in the country. A
country’s position relative to the trendline may serve as an indication of the efficiency

Figure 1.12
Healthcare Expenditure and Healthcare Quality Index, Israel and Other OECD Countries, 2015
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SOURCE: Based on L. Ahdut, G. Ben-Nun, and E. Politzer (2016), "Profile of Healthcare Expenditure by Age in Israel and the OECD", Policy Studies
Series, Van Leer Jerusalem Institute; and OECD.

34 A long-term public investment project in which a private entity takes significant risks and
management responsibilities, and payment depends on results.

35 Government decision 3012 from September 3, 2017. The government established a team to
accompany and monitor the multi-year infrastructure development program, led by the Director General
of the Prime Minister’s Office.
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of its healthcare system.36 Up to a certain point, there is a positive correlation between

expenditure and life expectancy. Israel’s location slightly above the regression line

shows that life expectancy in Israel is higher than forecast according to the level of rTehseulft‘sez':anorsdsyStem’s
expenditure: Expenditure as a share of GDP is relatively low, and life expectancy Considermggthat its

is relatively high. However, it is possible that life expectancy in Israel is high for  pudget is relatively low.
reasons that have nothing to do with the system’s efficiency, such as genetic and/or

environmental reasons. The left side of the Figure shows that satisfaction with the

Israeli healthcare system is similar to the satisfaction forecast based on the regression

line, but lower than the level in most countries. We can derive from this that the

system’s results are sufficient taking its relatively low budget into account, but also

that the allocation of additional resources has the potential to improve the situation.3’

Figure 1.13
Expenditure on Education? and PISA Test Scores, Israel and Other OECD Countries, 2015
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a Cumulative expenditure on education for those aged 6—15.
SOURCE: Based on OECD.

36 Government efficiency can also be tested by the extent of its success in narrowing the life expectancy
gap between those with higher education and those without. Israel was found to be efficient according to
this index as well. Citizens with no higher education generally have a less healthy lifestyle, and have less
access to private healthcare and to information on maintaining health. See, for instance, Mary A. Silles
(2009), “The Causal Effect of Education on Health: Evidence from the United Kingdom”, Economics of
Education Review, 28(1): 122-128.

37 An analysis conducted by the Bank of Israel found that the low investment over the years led to a
lower stock of capital in the healthcare system than in other countries, which is reflected, for instance,
in the low number of general hospitalization beds and scanning instruments. The intensive use of the
existing infrastructure partly compensates for the lack, and helps the Israeli healthcare system achieve
good results with low expenditures, but it has a negative impact on the level of service to the patient,
since it leads to overcrowding in the hospital wards, unconventional hours of service, and long waits. See
Bank of Israel (2014), Recent Economic Developments, 138.
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The right side of Figure 1.13 shows the link between the amount spent by various
countries on education per student and the students’ achievements on the PISA
test. The Figure shows that there is a positive correlation between expenditure and
achievements. Students in Israel have low achievements, but they are almost identical
with the achievements predicted by expenditure. The left side of Figure 1.13 shows
the link between total expenditure on education per student and the achievements of
the students in the 5th and 95th achievement percentiles in each country. The Figure
shows that Israeli students in the 95th percentile have reasonable achievements
taking total expenditure into account, while students in the 5th percentile have low
achievements. The public education system is particularly important to students from
weak backgrounds. When the quality of the system is high, it could compensate for the
students’ socioeconomic starting point. Therefore, the finding regarding students from
the 5th percentile may show that the public education system in Israel is not efficiently
utilizing the resources available to it, or that it allocates insufficient resources to
affirmative action needs.

Figure 1.14
The Gap in PISA Test Achievements Between the 95th and 5th Percentiles, Israel,
Hebrew Speakers in Israel, and Other OECD Countries, 2015 (points)
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SOURCE: Based on the OECD's PISA test. Ultra-Orthodox boys are not included in the group of Hebrew
speakers presented here because they do not take the PISA tests.

Challenges in the education system: In lIsrael, there are large gaps in scholastic
achievement. One hypothesis holds that these gaps mainly reflect the socioeconomic
gaps between the Jewish and Arab sectors. However, Figure 1.14 shows that inequality
is not only high between the sectors, but that it is also high within the group of Hebrew-
speakers. The strong students in the Jewish sector excel relative to their peers in
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other countries, while students at the bottom of the distribution have particularly low
achievements. There are relatively large gaps even within the state and state-religious
school systems (not shown), even though these population groups are homogenous
compared with the overall population in Israel and with the populations in many other
countries.

In November 2014, the Ministry of Education announced a five-year plan®® to
narrow gaps in the system. The volume of teaching hours allocated to affirmative
action increased in the first two years of the program, and the gap in hours that was
to the detriment of the Arab sector was narrowed.3® In terms of class size, it was
decided in 2014 to lower the maximum number of students per class from 40 to 32,
with affirmative action in accordance with the socioeconomic index of the school, but
this decision was not implemented. Instead, it was decided that the maximum number
of students would be lowered gradually to 34, without taking the socioeconomic
index into account. Regarding the quality of teachers, the “New Horizon” and “Oz
LeTmurah” reforms increased teachers’ wages significantly, and signs of improvement
in teacher quality can also be seen.*® However, teacher quality in localities from the
lower socioeconomic clusters is significantly lower than in the stronger localities
(Figure 1.15), even though the gap was recently narrowed due to improvement in the
localities from lower socioeconomic clusters. Blass and Shavit (2017) examined all of
the additions to the education budget between 2014 and 2016, and found that the two
lowest quintiles accounted for about one-quarter of the additional expenditures—Iess
than their share of the student population. The main reason for this apparently has to
do with a turnaround that led to the cancellation of affirmative action in class size.

Policy recommendations in the field of education: The program to narrow gaps
and promote equality is supposed to increase the share of distributed hours through
a clear affirmative action formula. The program should contribute to a narrowing

38 The program is detailed in the interministerial report entitled “The Program to Narrow Gaps and
Promote Equality” (2014).

39 Thus far, about one-third of the program has been implemented. In the 2011-12 school year (two
years before implementation), the number of weekly hours per student in the two lowest quintiles was
2.03, while in the Arab sector it was 1.65 (a gap of 18.5 percent). In the 2015-16 school year, the number
of hours in the Jewish sector was 2.11, and in the Arab sector it was 1.81 (a gap of 14 percent). These
data are taken from the Ministry of Education’s budget transparency website, and do not take external
budgetary sources into account. Jewish students from strong socioeconomic backgrounds benefit from
additional hours paid for by the municipalities and parents; Jewish students from weaker backgrounds
benefit from additional hours paid for by various non-profit organizations, and students from the Arab
sector barely received any additional hours from sources outside the Ministry. See N. Blass, S. Tsur and
N. Zussman (2010), “The Allocation of Teachers’ Working Hours in Primary Education, 2001-2009”,
Discussion Papers Series 2010.18, Bank of Israel Research Department.

40 The precise data regarding wages appear in R. Zilbershlag and D. Ma’agan, “Trends in Teachers’
Wages, 2003-2014", press release published in Hebrew by the Central Bureau of Statistics in December
2016. The data on the quality of teachers appear in V. Kazhdan and D. Ma’agan, “The Psychometric
Profile of Teachers, 2006-2017", press release published in Hebrew by the Central Bureau of Statistics
in August 2017.
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of the achievement gaps?,

part!cularly the gap to the Average Score Achieved by Teachers on
detriment of students from Psychometric Tests by Socioeconomic Cluser of
the Arab sector, although it the School's Locality, 2008 and 2017

is not expected to close the

Figure 1.15
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contribution to learning.

It is important to lower the number of students per class, particularly in classes
with students from weaker socioeconomic backgrounds.*? However, there is doubt as
to the extent of the benefit that can be derived from it*344 within the existing teaching
methods. The need for lowering the number of students is addressed by the one-on-

4 Lavy (2012) examined the additional hours the schools received due to the implementation of the
Shoshani outline for affirmative action. He found that it has a positive and statistically significant effect
on achievements in mathematics, English and sciences, and a negligible and statistically insignificant
effect on achievements in language studies:

Victor Lavy (2012), “Expanding School Resources and Increasing Time on Task: Effects of a Policy
Experiment in Israel on Student Academic Achievement and Behavior”, National Bureau of Economic
Research, no. w18369.

42 Unique teaching methods can be adopted in small classes, but it is unclear whether the education
system is set up to maximize the possibilities of such classes. See R. Shafrir, Y. Shavit and K. Blank
(2017), “Subtraction by Addition? On the Link between Class Size and Scholastic Achievement in
Israel”, in Taub Center for Social Policy Studies in Israel, State of the Nation Report, 2016

43 Joshua D. Angrist and Victor Lavy (1999), “Using Maimonides’ Rule to Estimate the Effect of Class
Size on Scholastic Achievement”, The Quarterly Journal of Economics 114(2): 533-575; Joshua D.
Angrist et al., (2017), “Maimonides Rule Redux”, National Bureau of Economic Research, no. w23486.

44 Shafrir, Shavit and Blank (2017) did not find a statistically significant link between class size
and scholastic achievement after statistical control for students’ previous achievements and parents’
education. A survey conducted by the Ministry of Education emphasized that smaller classes are
beneficial only if the number of students declines to below 20, and mainly among students from weak
socioeconomic backgrounds. See A. Asher (2014), “Class Size and Student-Teacher Ratio: Survey of
International Policy and Research Findings”, Ministry of Education Chief Scientist’s Office.
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one hours provided by the “New Horizon” reform, and it is expected that affirmative
action measures in the number of hours and quality of teachers will generate a greater
benefit relative to cost (see Appendix 1).

There is little affirmative action in the education system for the time being, and it
exists only in terms of the number of hours. However, improvement in the quality of
teachers is essential for improvement in the quality of the use of resources in schools
with a weak socioeconomic background. It is therefore recommended that the quality
of teachers in the education system be improved through actions to attract high-
quality teachers to schools with a low socioeconomic background. For this purpose,
remuneration should be improved—particularly starting pay—for teachers in these
schools.*® In addition, a teacher evaluation system should be promoted to help schools
from weak backgrounds absorb better candidates and constantly maintain their existing
high-quality teachers. Israel has not instituted such a process in a comprehensive way,
and it is therefore impossible to assess its benefit through research.*® However, a
similar process is being studied in the US*’, where high-quality teachers—those that
made a large contribution in the past to student grades—were given incentives to
teach at schools with lower socioeconomic backgrounds through a grant amounting to
20 percent of their annual wage. The researchers found that the program contributed
to students’ achievements more than lowering class size (with a similar budget).*®

*kkk

The findings regarding students’ achievements in Israel are based on the output of
measurements of the education system—basic skills like numeracy and literacy.
However, the system does not fill an essential role only in providing these skills.
It should also strengthen the ability to search for and analyze information, solve
problems, and relate critically to issues. These qualities, and certainly interpersonal
skills and values, are not measured well in international or other tests. Achieving the
goals of education in broad terms, and in all layers of the population, will help Israel’s
citizens meet the challenges posed by the rapid changes in our world.

45 Rytov and Krill (2017) showed that there are gaps between veteran and new teachers that are
anomalous by comparison with other countries. The McKinsey Report from 2007 shows that the starting
wage is more important in attracting high-quality teachers than the pace of its growth over a career. The
wage agreement signed in 2017 with the Secondary School Teachers Association acts to narrow the wage
gaps between veteran and new teachers in secondary schools.

46 |t iis therefore recommended to run the program partially, and to accompany it with research, before
full operation.

47 “Transfer Incentives for High-Performing Teachers: Final Results from a Multisite Randomized
Experiment”, US Department of Education, 2013:

https://ies.ed.gov/ncee/pubs/20144003/index./asp

48 The cost and benefit of lowering class size were calculated based on the findings of the “Tennessee
STAR Class Size”.
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Appendix 1
Policy measures in the area of education: Annual cost per class of an additional point in the
average class score

Policy Cost-benefit ratio in  Assumptions that Monetary cost  Bibliographical source
measure the original study  underline the move per point in the
to uniform terms  score in uniform
terms
Using grants  An annual grant The annual wage NIS 4,286 "Transfer Incentives
to divert of $10,000, about in Israel is NIS for High-Performing
high-quality 20 percent of the 150,000. The Teachers: Final Results
teachers teacher's annual measure generated from a Multisite
wage, generated the median of the Randomized Experiment",
4-10 points on a reported effect, or 7 US Department of
grade scale of 1-100. grade points. Education, 2013
Additional Addition of one The average annual NIS 4,800 Victor Lavy (2012),
teaching hours weekly teaching wage of teachers is "Expanding School
for students  hour for a year NIS 150,000. The Resources and Increasing
from aweak generated about 0.05 average weekly Time on Task: Effects
background standard deviations  scope of the position of a Policy Experiment
to the score in most  includes 25 teaching in Israel on Student
elementary subjects. hours. Academic Achievement
A standard deviation and Behavior", National
is the equivalent of Bureau of Economic
about 20 points. Research, No. w18369.
Reducing the In order for the The necessary input NIS 7,886 Frederick Mosteller, "The

number of achievements to

students per  be similar to those

class reached by diverting
teachers, the cost
should be $23,000
per class per year.

is calculated by
teacher hours only.
The average wage
per teacher in the

US is $50,000, so
the additional cost
(necessary to achieve
7 grade points) is
0.46 of the wage.

Tennessee Study of Class
Size in the Early School
Grades." The Future of
Children (1995): 113-
127.

The use of other studies
leads to the conclusion
that the cost-benefit ratio
is even higher.
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Chapter 2
Aggregate Activity: GDP and Employment

e In 2017, amid good macroeconomic conditions and nearly full employment, Gross
Domestic Product increased by 3.4 percent, surpassing the growth rate of potential
GDP.

e The composition of growth was more balanced than in previous years. In 2016-2017,
domestic uses accelerated due to improved terms of trade and the accommodative
monetary and fiscal macroeconomic policies. In addition, exports accelerated, abetted
by the recovery of world trade.

e The growth in exports was largely a reflection of improved exports of business
services and the recovery of tourism. In contrast, goods exports increased moderately,
impeded by protracted currency appreciation as reflected in the real exchange rate.

e The rapid expansion of private consumption (excluding durable goods) lowered the
national saving rate—reversing the trend of recent years—because consumption
growth outpaced GDP growth (in fixed prices), and the terms of trade deteriorated.

e The employment rate continued to rise and the labor market tightened further. The
unemployment rate fell to its lowest in several decades; the job vacancy rate reached
a record high, firms in the business sector reported a growing shortage of labor, wage
increases accelerated, and there was a marked increase in the rate of return on labor
after a protracted decline.

e The economy appears to have exhausted its surplus production capacity after two years
of vigorous growth in demand and slower growth of potential GDP. The presence of a
supply constraint makes it hard for economic activity to continue its rapid expansion,
and the share of domestic demand diverted to exports therefore increased, while the
surplus in the current account declined.
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1. MAIN DEVELOPMENTS AND BACKGROUND CONDITIONS

a. Main developments

In 2017, Gross Domestic Product grew by 3.4 percent. Net of the value added
associated with motor vehicle imports?, the growth rate was 4.0 percent—surpassing
the 2012-2016 average and the potential growth rate. Domestic uses have accelerated
in the past two years and this, combined with export growth in the reviewed year,
resulted in a more balanced composition of growth than before.

The GDP growth was also predicated on an increase in employment, as the
employment rate among the prime working ages continued to rise, to 77.1 percent.
The labor market participation rate stabilized and the unemployment rate continued
to fall. Indications of tightening in the labor market increased, including the sizable
increase in the rate of return on labor, countering the trend of recent years. This is
expected to make it hard for employers to continue hiring on a large scale. It also
creates doubt about the possibility that supply will continue to expand via the path of
employment.

In terms of production capacity, the long-term processes that have been lowering
the potential pace of output growth continued in the reviewed year. Foremost among
them are a slowing rate of increase in the prime working-age population and the
buildup of indications that important growth engines in the past—rising participation,
declining natural unemployment, and an increase in the proportion of educated people
in the population—have exhausted nearly all of their potential within the framework
of current policy.

Due to the rapid increase in domestic demand, the economy encountered a supply
constraint—which worsened during the year as exports recovered—and appears to
have used up its entire surplus production capacity.? Given the supply constraint and
the surge in the real appreciation of the shekel, imports increased rapidly and supplied
the brisk demand for consumption and investment. The concurrent worsening of the
terms of trade halted the protracted increase in the ratio of the GDP deflator to the
CPI. These processes sped up the erosion of national savings and the current account
surplus.

This year, like last, the constellation of developments indicates that the economy
enjoyed a good macroeconomic situation that was supported by accommodative
policies, an improvement in the global environment, and room to increase capacity
utilization. Some of these conditions, however, are unlikely to persist. First, the upward
trend in domestic demand, evident for several years, relies on very low interest rates
dictated by domestic and foreign monetary policies. The past two years have also seen

1 Motor vehicle imports declined sharply in the reviewed year because the public moved up purchases
to the end of 2016 in response to an expectation that an adjustment to the “green taxation” formula at the
beginning of 2017 would result in higher taxation of some motor vehicles. The formula was also adjusted
at the beginning of 2015, and is expected to be reviseed once every two years in the future.

2 The term “surplus production capacity” is used when actual GDP is below its potential (i.e., when
a negative output gap exists).
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fiscal accommodation that is manifest in the growing structural budget deficit. These
policy environments are unlikely to endure in the long run. Second, there are growing
indications that the Israeli economy has reached a full employment environment and
has no further surplus production capacity. Finally, the growth rate of potential GDP
has moderated in recent years, and will probably continue to do so in the coming
decade (due to demographic changes) unless meaningful policy measures are taken.
Accordingly, measures to boost the employment rate among population groups with
low labor force participation (chiefly ultra-Orthodox men and Arab women) should
continue. Concurrently, domestic labor productivity must be increased. To accomplish
this, it is necessary (1) to improve human capital and strengthen workers’ skills,
particularly through measures to narrow gaps in the education system (see Chapter
1); (2) to invest more in infrastructure, particularly public transportation (see Box
2.1); and (3) to improve the business environment, particularly by reducing excess
regulation and bureaucracy for businesses that operate in the domestic market.

Table 2.1
Selected indicators of economic activity, 1995-2017

Measures to increase
the employment rate
and labor productivity
should continue.

(annual change, percent)

2017

1995-2012 2013 2014 2015 2016
GDP 3.9 4.2 815 26 4.0
GDP of OECD countries 2.2 1.5 2.2 2.6 1.8
Per capita GDP in Israel 1.7 2.3 1.5 0.6 1.9
Per capita GDP in OECD countries 15 0.9 1.6 2.0 1.2
Exports excluding diamonds and startups 7.2 1.7 53 -0.9 1.1
Domestic uses 3.3 2.8 4.3 3.6 5.9
Unemployment rate (ages 25-64, percent) 8.4 5.4 5.0 4.5 4.1
Real wage per employee post 0.8 0.9 1.1 2.9 2.8
Current account surplus (percent of GDP) 0.4 3.0 3.9 5.2 3.8
Gross national savings (percent of GDP) 21.6 227 235 244 239
Real effective exchange rate® 0.5¢ -57 -13 -01 -19

3.4
2.42
1.4
1.8?
5.7
3.8
3.7
2.9
3.0
23.4
-4.5

@ Data for 2017 are based on estimates from: OECD Economic Outlook, November 2017.
b An increase refers to depreciation.

¢ The figure relates to the years 1999-2012.

SOURCE: Based on Central Bureau of Statistics, OECD, and IMF.

b. Background conditions

Background conditions abroad?

The improvement in the global economy is consolidating itself and global activity
has developed in a way that seems to be supportive of continued domestic growth.
In the reviewed year, global growth recovered and the international agencies and

3 These conditions are discussed at length in Section 2 of Chapter 1.
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investment houses raised their forecasts, expecting the 2017 growth rate to continue
in ensuing years. The improvement in the global environment was reflected in the
recovery of world trade (Table 2.2) and investment, although both aggregates grew
more moderately than in the past, particularly relative to previous recoveries. In most
OECD countries, unemployment fell, the negative output gap narrowed, and inflation
increased. However, these improvements were accompanied by price increases that
had some negative impact on national income. Specifically, the upward movement of
oil prices since 2016 accelerated in the reviewed year, surpassing 20 percent in total,
and commodity prices recovered.

Domestic background conditions

Table 2.2
Global economic developments, 1995-2017
(annual change, percent)

1995-2012 2013 2014 2015 2016 20172

Advanced economies

GDP 2.3 13 21 22 1.7 23
Trade® 5.8 28 39 42 26 41
us

GDP 2.6 17 26 29 15 23
Eurozone

GDP 1.6 -02 13 21 18 24
Developing economies

GDP 6.2 51 47 43 43 47
Trade® 9.0 50 37 04 23 59
World trade 6.7 36 38 28 25 47

@ Data for 2017 are based on estimates.
b Simple average of rates of change of exports and imports of goods and services.
SOURCE: Based on OECD and IMF.

The year’s macroeconomic developments were supported by structural processes that
the economy has been undergoing in recent years. The main processes of this kind are
the increase in competition due to changes in consumer behavior, reforms introduced
by the government, and the growth of e-commerce. The mounting competition is
reflected in pressure on the business sector to improve the efficiency of its capacity
utilization and to expand economic activity without raising prices. This process is
powering important macroeconomic developments including the increase in private
consumption, tightening of the labor market, the absence of inflation, and growth that
is fasther than the growth rate of potential GDP.

The ratio of the GDP deflator to the CPI stabilized in 2017 after five years of
steady increase, particularly in 2015-2016 (Figure 2.1). The sharp increase in this
parameter contributed to the increase in nominal GDP, supported the growth of private
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consumption, and allowed

Figure 2.1 : :

Terms of Trade and the Ratio between GDP real W ages to_ rise with hardly
Deflator and CPI, 1995-2017 (Index: 1995=100) any increase in the GDP labor
e share. However, all of this

stopped in the reviewed year,
mainly because energy prices

110 rose and caused a worsening

of the terms of trade—the
GDP deﬂator . .

105 to CPI ratio main source of changes in the
ratio of the GDP deflator to
the CPI1.4

100 The Bank of Israel

Monetary Committee

Terms of I\ / continued its accommodative
% trade monetary  policy, leaving
\/ \/, interest near zero (0.1 percent)
e Y and revising the forward
guidance text in its interest
announcements. Thus, the
committee stated that it would
maintain the accommodative
policy as long as necessary in
order to entrench the inflation environmentwithin the target range. The one-year ahead
real interest rate remained negative and real long-term (10-year) yields remained
low, at about 0.6 percent. The low interest rate environment typical of recent years
supported domestic demand by lowering the cost of credit, eroding the incentive to
save, and amplifying the “wealth effect” among the public by raising the value of
financial and real estate assets. Along with accommodation via interest rates, the
Bank continued to purchase foreign currency on a scale similar to that of the previous
two years in order to dampen pro-appreciation forces. (For elaboration on monetary
policy, see Chapter 3.)

The concurrent application of fiscal accommodation also contributed to the
expansion of domestic demand. Public expenditure increased more quickly than
GDP—by about 6.9 percent in current prices. This was largely because civilian public
consumption increased as per-employee wages in the public sector increased rapidly
while the GDP deflator stagnated. However, in quantitative terms, too, the growth
of public consumption outpaced the increase in GDP. In addition to the increase
in expenditure, there were statutory tax cuts totaling about 0.2 percent of GDP (a
corporate-tax cut and the addition of tax credit points for parents as part of the “Net
Family” program). While the government deficit contracted, this was due mainly to
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SOURCE: Based on Central Bureau of Statistics.

4 See Bank of Israel (2017), “The GDP Deflator, CPI, and Terms of Trade,” Selected Research and
Policy Analyses, 143, pp. 68-76.
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large nonrecurrent revenues.® In contrast, the structural deficit grew by roughly 1.4
percent of GDP. (For elaboration on fiscal policy, see Chapter 6.)

Changes in “green-taxation” regulations that went into effect at the beginning of
2017 made some motor vehicles more expensive. Consumers and businesses therefore
purchased vehicles in December 2016 instead of early 2017. Although Israel does not
manufacture motor vehicles—it only imports them—the increase in car purchases
affects GDP in two ways. The main way is indirect taxation on imports (including
Value Added Tax), which accounts for some 40 percent of the price of a motor vehicle.
The second path includes importers’ profits (the importers are domestic corporations)
and marketing and trade markups.

2. AGGREGATE DEMAND AND USES

a. The composition of foreign and domestic demand

The aforementioned rescheduling of motor vehicle purchases from early 2017 to
late 2016 created relatively sharp fluctuations in the GDP growth rate in those years.
Since the volatility does not reflect changes in the macroeconomic environment,
it should be neutralized in any analysis of the state of the economy. Accordingly,
the following examination of the development of sources and uses in recent years
divides these aggregates into cohorts of years, with 2016-2017 specifically bracketed
together (Table 2.3). This apportionment emphasizes that the growth rate of final uses
accelerated in the past two years relative to the average pace in 2012-2015 due to the
surge in domestic demand. The rate of increase in private and public consumption—
the leading components of GDP growth since 2012—sped up during this time and
investment rebounded after four years of sluggish growth. The rate of increase in
uses, however, remained slightly low relative to 1995-2011 on account of the export
component, which, despite faster growth in the reviewed year, remained lower than
the earlier period.

The acceleration of growth in uses was reflected on the sources side by the
acceleration in GDP growth and, more so, in the acceleration of import growth (Table
2.3). Imports expanded rapidly both because the economy is close to full employment
and because relative import prices continued to decline.® The growth originated
in large investments in imported machinery and equipment for the electronic
components industry and industries that serve the domestic economy, imports of
current consumption goods and business services, and foreign travel.

5 Atax incentive meant to advance the distribution of dividends, the Mobileye transaction, and the
issuance of Tamar Petroleum.

6 Even though imports grew quickly, their share in GDP (in current prices) did not change in 2017 due
to the decline in import prices.
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Table 2.3
Sources and uses, 1995-2017

(annual change, percent)

1995—2011 2012—2015 2016-20172

GDP 4.0 3.1 815
Imports (excluding ships, aircraft, diamonds and defense imports) 5.1 2.1 6.1
Final uses 4.1 2.7 4.0
Private consumption 4.2 3.7 4.9
Public consumption (excluding defense imports) 2.2 3.4 4.0
Fixed capital formation (excluding ships and aircraft) 2.6 1.9 6.0
Exports (excluding diamonds and startups) 7.6 1.7 1.7

@The rate of change in these years is equal to the increase in the average level in the past two years compared with the average
level in the previous two years. The claculation was made to neutralize the effect of sharp fluctuations in motor vehicle imports.
SOURCE: Based on Central Bureau of Statistics.

Figure 2.2
Total Increase in Uses and Contribution of the Components, 2010-17
(percentage points)

mmm |nvestment mmmm Private consumption
7 mmmm Public consumption mmmm Exports (excl. diamonds)
Total increase in uses

0 ]
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SOURCE: Based on Central Bureau of Statistics.
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b. Domestic uses

Private consumption

Private consumption grew this year by 3.3 percent, a more moderate pace than in
recent years. The slowdown reflected a sharp decline in motor vehicle purchases as
the public moved up purchases to the end of 2016 due to the adjustment of “green
taxation.” In contrast, consumption net of durable goods increased by 4.4 percent,
only slightly slower than in 2016, and continued to power the growth of domestic
demand.

Table 2.4
Domestic demand: Background conditions and main indicators of its development,
1995-2017

(annual change, percent)

1995-2012 2013 2014 2015 2016 2017

Private consumption 4.1 3.7 4.5 3.9 6.1 3.3
of which: Current consumption 3.9 3.4 3.9 4.3 49 4.4
Durable goods consumption 5.6 70 104 -01 194 -76
Gross private disposable income from all sources 3.9 5.0 5.0 5.2 51 1.6
Credit to households 75" 6.5 6.2 6.6 6.7 5.5
of which: Nonhousing credit Ehe 4.7 6.2 6.9 6.1 4.8
Real 1-year interest rate (government bonds, level) 3.4 -03 -07 -05 -01 -01
Value of the public's financial assets portfolio 10.7 7.5 9.3 7.0 1.8 4.3
Consumer Confidence Index 3.1° -4.3 2.7 3.4 1.9 3.7
Fixed capital formation (excluding ships and aircraft) 2.7 3.1 16 -09 112 3.0
Credit to the business sector 6.0° -1.6 0.3 15 3.5 3.6
Real 10-year interest rate (government bonds, level) 0.4 1.7 1.0 0.5 0.4 0.6
Purchasing Managers Index (level) 51.0¢ 472 486 50.2 523 552
Change in capital utilization in manufacturing (net balance
from the Bank of Israel Companies' Survey) -2.6 -31 -21 -90 -02 5.8
Public consumption excluding defense imports 2.2 3.4 3.2 3.8 4.0 4.3
Total taxes® 33.1 306 309 311 311 326
General government budget deficitd 3.2 3.8 2.9 2.1 2.3 2.2
Change in the structural deficit in the government budgetd 01 -10 -06 0.6 14
Change in the cyclically adjusted deficitd -01 -10 -1.2 02 -03

@ Disposable income increased moderately (1.6 percent) because government revenue increased markedly.

b The figure relates to the years 2005-2011.

¢ The figure relates to the years 2002-2011.

d percent of GDP

SOURCE: Based on Central Bureau of Statistics, the “Globes-Smith” Consumer Confidence Survey, the Bank of Israel Companies
Survey, and the Purchasing Managers Indices compiled by Bank Hapoalim and the Purchasing Managers Association.
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Private consumption expanded mainly because real labor income increased
rapidly’, and it relied less on credit this year, as shown by the slowdown in the growth
rate of household consumer credit (Table 2.4). Additionally, private consumption
expanded because home prices continued to rise and the public’s financial asset
portfolio recovered.? The increase in the value of the public’s financial and real assets,
coupled with job security occasioned by low unemployment, reduced contingency
savings. Thus, the quantitative increase in private consumption net of durable goods
surpassed the GDP growth rate for the fourth consecutive year. Concurrently, the
ratio of the GDP deflator to the CPI flattened in 2017 after a protracted increase.
These developments in tandem brought about the first increase in consumption (net of
durable goods) as a share of GDP since 2010.

Inrecent years, private consumption expanded rapidly in parallel with an increase
in the saving rate because relative consumption prices declined, for reasons including
growing exposure to competing imports. Although direct imports as a share of total
private consumption (about 16
percent in current prices) has

. Figure 2.3

been stable in recent years— Imports as a Share of Private Consumption of
largely because the relative Manufactured Goods and Food and
price of manufactured goods has Beverages?, 2010-16 (current prices, percent)
fallen—in quantitative terms it & 6
increased by about 3 percentage /
points between 2010 and 2016. 7 o / ©

. - Manufacturing
This is part of a long-term 6 P y:

upward trend in the share of Y/ Y
private consumption originating . / / -
in imports, which appears to //\L/Foodand

have accelerated somewhat in 4 beverages -

recent years.? 7

This trend is reflected o o
in greater import intensity
of private consumption of 72 . . . . . . 10
manufactured goods and of food 2010 2011 2012 2013 2014 2015 2016
and beverage productslo (Figure aExcluding alcoholic beverages.

SOURCE: Based on Central Bureau of Statistics.

2.3), against the background of

7" Although the nominal GDP growth rate slowed in 2017, the real return on labor (deflated by the
CPI) continued to increase rapidly, approximating the pace in recent years (more than 5 percent) due to an
increase in on the GDP labor share. In contrast, disposable income slowed the growth rate (1.6 percent)
because government revenues increased considerably.

8 See A. Barak (2017), “The Private Consumption Function in Israel,” Discussion Paper 2017.04,
Bank of Israel Research Department.

Between 1995 and 2010, imports as a share of total private consumption grew by 4.5 percentage
points (in quantitative terms), mostly due to an aberrant 3 percentage-point increase in 2006—-2007.

10 The increase in import intensity in food and beverages (excluding alcoholic beverages) stands out

in consumption of fish and, to a lesser extent, of sugar and sugar products.
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the appreciation of the shekel and policy measures that support importers’ activity,
such as tariff reductions and the relaxation of standards. Imports as a share of
manufactured consumer goods grew due to an increase in the import intensity of
consumption of semi-durable goods (clothing, footwear, and others) and an increase
in transport vehicles and personal goods imports as a share of manufactured consumer
goods. The latter component grew due to an increase in personal imports through
online purchases. The value of this activity was about NIS 3.5 billion in 2017, having
grown by an annual average of about 40 percent in the past five years, and its share
of manufacutred consumer goods went up from near zero to about 3 percent during
that time. Yet its proportion of total private consumption remains very low (0.5
percent). The estimates for 2017 indicate that personal imports of goods continued
to increase rapidly, and that the share of such imports continued to grow in food and
beverages but not in the other components of consumption. Imports as a share of
private consumption increased not only because import intensity in manufacturing
and food products grew, but also because Israelis have devoted a much larger share of
consumption to foreign travel in recent years.

Investment

Gross domestic investment increased by 4.5 percent in the reviewed year, as fixed
capital formation (excluding ships and aircraft) increased by a moderate rate of 3.0
percent while inventory investment (excluding diamonds and startup enterprises)
increased by about 0.3 percent of GDP (NIS 5 billion).

Investment in the principal industries—which account for about two-thirds of
fixed capital formation—expanded rapidly in the past two years due to an improvement
in the economic environment, and is based on the acceleration of business credit due
to the low interest rate environment (Table 2.4). During that time, industries that focus
on the domestic market increased their investments in machinery and equipment and
improved their output considerably. These industries—construction in 2016 and trade
and services in 2017—have been exposed to brisk domestic demand and a labor
supply constraint in recent years, with companies in those industries reporting that
labor shortage has become a serious obstacle to the expansion of their activity (see
Section 3). Investment in the principal industries was abetted in the past two years
by an increase in investment in intellectual property, mainly reflecting software and
R&D investment by rapidly growing high-tech export industries. Investment was also
accelerated by large projects in the electronic components and energy industries: major
imports of machinery and equipment by Intel in 2016-2017, and sizable investments
in oil and gas infrastructure in 2017 (Figure 2.4).

In contrast, investment in manufacturing industries (excluding electronic
components) has continued to stagnate since 2011 (Figure 2.4), despite a large increase
in the purchasing managers index in the past two years. As such, machinery and
equipment do not appear to be a supply constraint in manufacturing, which expanded
its output in 2017 by using capital, not by way of investment but by enhancing
utilization after having reduced utilization for several years (Table 2.4).
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Figure 2.4
Total Increase in Fixed Capital Formation and Contribution of its Components,
2010-17 (percentage points)
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SOURCE: Based on Central Bureau of Statistics.

Total investment in the principal industries (excluding ships and aircraft)
increased by 3.9 percent in the reviewed year, more moderately than the vigorous
growth in 2016. One of the main factors of the change is the sharp contraction of
investment in transport vehicles in 2017 after an aberrant increase in 2016 due to the
aforementioned tax adjustment.

Active investment in residential buildings—about one-third of fixed capital
formation—grew by 1.2 percent, far below the typical growth rates in recent years,
as housing starts fell from an average of about 53,800 units in the previous two years
to about 46,300 in 2017.1* (A detailed description of the housing market appears in
Chapter 9.)

Total construction investment (residential and nonresidential) increased
construction industry output by 4.4 percent, making its direct contribution to GDP2
about 0.3 percentage points and its indirect contribution almost twice as large!® (Table
2.5). This contribution is of similar value to the industry’s contribution in 2016,
but whereas 75 percent of the increase in 2016 originated in growth of residential
construction activity, the increase in the reviewed year flowed from nonresidential

n Although the number of housing starts in 2017 will probably be revised upward in 2018, the
adjustment is unlikely to offset the decline and will merely reduce it. See “Significant Revisions in
Estimating Housing Starts,” in Bank of Israel (2017), Fiscal Survey and Selected Research Analyses,
142, pp. 31-40.

12 Derived from the growth of output in the industry and its share of total GDP.

13 The indirect contribution takes place when construction companies buy intermediates from other
firms that also generate added value for the economy.
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construction.# This is an exceptional contrast because there is a long-term positive

correlation between the two types of construction, since large-scale homebuilding

requires infrastructure construction (electricity and water supply, roads, public

buildings), making them complementary activities with common demand. While both

types of construction compete for the same factors of production, and may therefore

Amoderation of ~ come at each other’s expense, this is usually a matter of secondary importance in
demand for residential  the construction industry because cycles in this industry are generally powered by
construction generally demographic changes and shocks to aggregate demand.’® Experience shows that a
seeps Into Investment
in nonresidential slowdown in residential construction demand?® also generally seeps into nonresidential
construction as well. building investment and ultimately attenuates the construction industry’s contribution

to growth.

Table 2.5

Periods of growth and contraction in construction industry output, 2008-17
(annual average, percent)

Contribution of
construction to

Annual average growth growth
Investment
Construction in Investment Construction
industry residential in other as a share of
Period GDP output construction construction Direct? Total® GDP®
2008-13 3.6 7.2 8.8 5.4 0.3 0.6 5.3
2014-15 3.1 0.6 3.7 -3.7 0.0 0.1 5.1
2016 4.0 3.9 8.1 3.1 0.2 0.4 5.2
2017 3.4 4.4 1.2 10.4 0.3 0.4 5.3

& The direct contribution to growth is equal to the growth rate of the construction industry’s output multiplied by its
share of GDP at the end of the previous period.

b Estimated total contribution to growth is equal to the direct contribution multiplied by 1.7.

¢ End of period.

SOURCE: Based on Central Bureau of Statistics.

Another contributing factor in recent years’ growth is the rapid growth of startup
activity. Before this is described, it is worth noting that the Central Bureau of Statistics
(CBS) defines a startup company as one that originates in research-based technological
entrepreneurship and channels its resources to the development of an idea, service, or
good. The sale value of such a firm in its development stage does not reflect the value
of its economic activity (such firms often have zero sales); by and large, the firm’s

14 1nvestment in nonresidential buildings grew rapidly in the reviewed year (10.4 percent) largely due
to energy infrastructure work but also in construction of nonresidential buildings in the manufacturing,
transport, and hospitality industries.

15 see Bank of Israel, “The Construction Industry and Its Contribution to Growth,” Recent Economic
Developments 140, April-September 2015, pp. 6-13.

16 Such a slowdown is consistent with the decrease in the number of transactions in the housing market
and with the deceleration of increases in home prices.
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development is funded by
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GDP on the books.

Startup output expanded rapidly in 2012—-2016, by an average of about 20 percent
per year, reaching about 1.0 percent of GDP—the highest ever except for the level
recorded during the high-tech bubble in the early 2000s (Figure 2.5). In those five
years, startup firms contributed an average of about 0.1 percentage points to annual
growth. In 2017, however, their output contracted by 4.7 percent, meaning that their
contribution was of no benefit to the economy.

In years when startup firms enjoyed rapid product growth, they also posted strong
increases in employment. Salaried positions increased by more than 50 percent to
about 27,000, and their share in total high-tech employment climbed from 6.4 percent
to about 9.1 percent. Employment in these firms centers on software and, lagging
quite far behind, information systems, trailed in turn by communication.

In the reviewed year, as stated, the increase in the growth of startup output was
halted. This is consistent with the standstill that occurred in capital-raising, as data
from Start-Up Nation Central demonstrate. The slowdown in total capital raised was
a result of the decline in capital raised by firms that had 11-200 employees, while
capital raised by the smallest enterprises (up to ten workers) continued to surge and
their share in new capital rounds continued to rise, pursuant to the trend in recent
years.’

7 Capital raising by larger firms (those with more than 200 employees) increased moderately.
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c. Global demand and exports

Exports (excluding diamonds and startup companies) recovered in the reviewed year,
increasing by 5.7 percent after annual average growth of about 1.5 percent in the
preceding five years. The increase was strongly affected by the recovery of world
trade (4.7 percent growth, the highest observed since 2010). Figure 2.6 shows that
Israeli exports recovered swiftly after the 2008 crisis; was much weaker than world
trade since 2012, particularly in 2015-2016; and returned to a rate similar to the
growth of world trade in 2017.

Total exports increased rapidly mainly due to services exports, since goods
exports increased only moderately. Services exports also continued to surge relative
to average export rates among OECD countries, whereas goods exports continued to
underperform (Figure 2.7).

Services exports are
led by business services®,
which account for about 35

] Figure 2.6
percent of Israeli exports. World Trade, Imports to OECD Countries, and
Exports of business services Israeli Exports (Goods and Services), 2008-17
grew by an impressive 9.1 (Quantitative index: 2008=100)
percent in 2017, higher even 140

than the strong growth of the
past five years (5.3 percent
on average). However, 120 ]
much of the quantitative

increase in exports of

business services this year 100
originated in a 5.2 percent
decrease in their measured
prices!®, since for a given 80
level of nominal revenue, a
low estimated price implies
a quantity increase. Price
and quantity are relatively
easy to tell apart when
commodities are at issue but SOURCE: Based on Central Bureau of Statistics and OECD.
the differentiation becomes

130 7
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Israeli exports (excl. diamonds and startups)
e \\orld trade
Imports to OECD countries

18 The main components of business services analyzed here are software services, R&D (excluding
sales of startup companies), shipping and transport services, professional (legal, accounting, scientific,
technological, managerial, and supportive) services, wholesale trade services, complementary services
provided by production industries, financial services, and more. Exports of business services grew in
the reviewed year due to increases in all main components with the exception of R&D services, with
software services (which account for 40 percent of the aggregate) making the largest contribution.

19 Prices fell due to sharp appreciation of the shekel against the dollar, given the nearly full correlation
that exists between changes in shekel price of business services and the NIS/$ exchange rate.
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Figure 2.7
Goods and Services Exports from Israel and from the OECD, 200817 (Quantitative index: 2008:Q1=100)
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SOURCE: Based on Central Bureau of Statistics and OECD.

blurred in reference to sophisticated goods and/or those that have different levels of
quality over time. This is even more the case in respect of services, particularly high-
tech export services. Therefore, the development of services exports should also be
examined in current prices. Such an examination shows that the rate of increase in
2017 was much more modest, at only 3.5 percent.

Furthermore, the dollar prices of services exports are measured on the basis of
international prices?® and are adjusted to domestic currency through the exchange rate.
Among some service exporters that operate in Israel, however, revenue depends not
on international prices but on wage expenditure in domestic currency.?! Accordingly,
we examine an alternative estimate of the change in price of business service exports,
with the price of services of the subject companies based on the average wage in the
Computer Programming, Consultancy and Related Activities industry (Division 62 in
the Central Bureau of Statistics industrial classification) and the Scientific Research
Development industry (Division 72).2? This alternative yields a more moderate
decrease in prices than the National Accounts estimate and the quantitative increase in
exports of business services comes to only 4.8 percent. In summation, it appears that
services exports continued to grow in 2017 but the acceleration in fixed prices traces
to the measurement of price decline, whichdoes not appear to reflect a significant
economic development.

20 Import and export prices of services in the United States and the producer price indices in effect
there.
21 These are mainly multinational firms’ development centers, which receive their revenues on a cost-
plus basis: domestic input cost plus a margin.
22 ; ; g ; i
To calculate the relevant wage, we used the weights of these industries in services exports (Division
62: 70 percent of the total; Division 72: 30 percent).
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Another reason for the growth of Israeli exports in 2017 is that the export of tourism
services—about 5 percent of total exports—increased by 12.7 percent, after lagging
for two-and-a-half years below its level in the first half of 2014, prior to Operation
Protective Edge. The recovery was manifested in a sharp 25 percent increase in tourist
arrivals thanks to the improvement in the security situation; the open-skies policy
reform (which increased the supply of available flights and increased competition in
the industry); and the Ministry of Tourism’s activity focusing on Southeast Asian and
East European countries?, after evidently identifying the potential of these markets
due to steady improvement in their standards of living.

Goods exports (excluding diamonds)—roughly half of Israeli exports—recovered
slightly, posting 2.9 percent growth after several years of stagnation. Nevertheless,
this remains the weak link in the country’s economic growth. Goods exports increased
more slowly in recent years than world trade in goods, and underperformed even
after the composition of the goods and the destination countries of Israeli exports are
taken into account. Growth has been near-zero in quantitative terms since 2012, and
its monetary value declined by about 4 percent in during this time. Since national
income is ultimately affected by the value of exports, it makes no difference whether
the contraction was a result of a decrease in quantity or a downturn in prices.?*

Indices of manufacturing activity by technological intensity

Technological group

Total High Medium-High  Medium-low Low

Share of manufacutring value added, 2014 (100 percent) (42 percent) (18 percent) (19 percent) (21 percent)

Production

Export revenue (fixed prices)

Number of employees
Work hours per employee
Real cost per work hour

Production

Export revenue (fixed prices)

Number of employees
Work hours per employee
Real cost per work hour

Rate of change: 2017 vs 2016, percent

1.9 1.6 2.5 2.4 1.6
2.2 0.5 5.5 3.1 1.0
0.4 0.5 -0.4 0.3 0.7
0.1 0.3 0.0 0.6 -0.4
4.2 2.8 49 3.6 6.3
Rate of change: 2017 vs 2012-2016 average, percent
3.0 -1.5 4.8 7.4 7.5
-2.1 -4.2 9.3 -9.1 -34
0.5 -1.4 -0.9 0.8 2.7
0.0 15 0.9 -0.8 -2.6
9.0 7.7 7.9 9.8 134

SOURCE: Based on Central Bureau of Statistics.

23 Cancellation of fees, extension of visas, subsidization of flights to Ovda Airport, and aggressive
marketing.

24 Although the distinction between change in price and change in quantity makes no difference in
national income terms, it is important for economic analysis.
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By technological intensity, weak exports have been a characteristic of all
manufacturing industries in recent years other than mixed-high technology (Table
2.6). In high-tech, the weakness reflects contraction in exports of pharmaceuticals and
electronic components? and manifests in declines in production and employment.
Accordingly, the contribution of these industries to growth was near zero in 2012-
2016.%% In contrast, traditional industries expanded their domestic activity at the
expense of exports.

The development of exports in recent years is comprised of an increase in the
share of advanced services at the expense of goods, mirroring a structural change that
the domestic economy has been undergoing in accordance with the global trend. (For
an analysis of the change from a long-term perspective, see Chapter 7.) However,
Israel has been making the transition from goods to services more quickly than most
advanced economies (Figure 2.8) because its services exports are growing more
rapidly and its goods exports are underperforming. An analysis by the Bank of Israel
shows that the manufacturing industries are more sensitive than service industries
to changes in the exchange rate.?” Therefore, the change in composition of Israeli
exports seems to be heavily affected by the prologed real appreciation of the shekel
over the past several years. is the analysis also found that the adverse effect of real

Figure 2.8
Change in Services as a Share of Exports in OECD Countries, 2016 compared with
2011 (percentage points)
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25 Electronic-components exports decreased mainly because Intel temporarily cut back on its
production activity in order to replace machinery at its new fabrication plant.

26 1n 1996-2011, high-tech industries contributed 0.3 percentage point on average to GDP growth.

27 Bank of Israel (2017), Annual Report for 2016, Chapter 2, Box 2.1.
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appreciation on exports takes about two years to crest. As such, the development of
the exchange rate in 2017—particularly the strengthening of the shekel against the
dollar—is likely to impede export growth in the next year or two as well. The trend of
appreciation strengthened in the reviewed year. The shekel appreciated by 4.5 percent
in terms of the real effective exchange rate, and particularly by 6.3 percent against
the dollar. The dollar is important in the short term because Israeli exports are more
oriented to it than Israeli imports are, and they are also, apparently, more oriented to it
than the exports of other advanced economies. Furthermore, the impact of the dollar
exceeds the share of trade with the United States, probably because the dollar is used
for trade with additional countries. (For discussion of the importance of the dollar in
imports, see Chapter 3.).

According to the companies that participated in the Central Bureau of Statistics
Business Tendency Survey, most industries—manufacturing (excluding high-tech),
hospitality, and main export services—are suffering from the erosion of export
profitability.?® Figure 2.9 shows that this constraint worsened in these industries
relative to 2016, an outcome consistent with the resumption of the increase in the

Figure 2.9
Seriousness of the Restriction Due to Erosion of Export Profitability?, 2013-17°
(average rating)
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a Companies in the manufacturing industry received a questionnaire containing the "erosion of export
profitability” restriction, while companies in the services industries received a questionnaire containing the
"erosion of profitability due to exchange rate fluctuations” restriction. We assume that in the latter case, the
erosion is mainly a result of export activity.

bn 2015, the sample was split in two due to a change made to other questions in the Business Tendency
Survey.

SOURCE: Based on Central Bureau of Statistics.

28 Other industries focus their activity on the domestic market. For them, the constraint is actually a
source of relief.
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appreciation trend.?® The constraint was most acute in the manufacturing and
hospitality industries, and in 2017 it became the main constraint to the expansion
of activity. In exporting services, it was the second most severe constraint (trailing
enhanced competition in the industry). If the appreciation trend continues, it is likely
to impair their development as well. In contrast, in high-tech manufacturing the
constraint eased slightly but remained severe.

3. MACROECONOMIC DEVELOPMENTS IN THE LABOR MARKET

The labor market continued to
tighten in 2017 and, according Figure 2.10

to various indicators. was in a Unemployment and Employment Rates in the
full | " Prime Working Ages (25-64), 200617
ull employment enwron_ment. (percent)
The employment rate climbed B -
to a record 77.1 percent as the
77 F Employment 11
unemployment rate (among the rate
. . 76 } 10
prime working ages, 25-64)
continued to fall (Figure 2.10) » 1°
while the participation rate held [l 18
steady. sr 17
Growth of labor supply 72 16
continued to slow in 2017—a 71} {15
process that began in 2015, after 70 } , | t 12
. . nem men
morethanadecade ofimpressive 69 e l3
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developments: (1) slowing of RS S PSS
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working-age population, and
(2) exhaustion of the effects of
structural processes such as the
increase in education and the ongoing implications of raising the retirement age, which
increased the participation rate among older members of the labor force (55-64). In
the past two years, Israel’s participation rate has been around 80 percent, slightly
below the median among OECD countries. The possibility of further increasing the

SOURCE: Based on Central Bureau of Statistics.

2y manufacturing, in contrast to hospitality and services, the constraint was not higher in 2017 than
it was in 2013-2014. The reason may be that manufacturing firms received a questionnaire containing
the expression “erosion of export profitability,” whereas the questionnaire given to the service industries
spoke of “erosion of profitability due to exchange-rate volatility.” In other words, manufacturing firms
may have addressed themselves to undifferentiated erosion in export profitability and not necessarily the
kind precipitated by the exchange rate.
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labor force now depends on

low-participation groups— Figure 2.11
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some labor demand into an
increase in the nonresident labor supply in the reviewed year. Although the Central
Bureau of Statistics estimates show a steady increase in the number of Palestinian
workers since 2002, the trend accelerated in the reviewed year. Their numbers peaked
at about 113,000, exceeding the 1999 level (prior to the second intifada) for the first
time (Figure 2.11). Concurrently, the decline in the number of foreign workers since
2009 was halted, with the number leveling off at about 190,000. The reason is that
government policy in recent years has aimed to raise the quota of non-Israeli workers,
particularly in construction. In 2017, the government also decided to improve the
process that allows foreign high-tech experts to work in Israel®? by offering various
dispensations designed to expedite and streamline the issuance of work permits.33
Admitting more non-Israeli workers may help employers to cope with the labor
supply constraint (see discussion of the constraint below) but may also impair Israeli
workers’ labor productivity and wages. The overall utility to the economy of such
measures depends, for example, on how temporary the nonresident workers’ stay
in Israel really is. Experience shows that it is hard to reduce the number of foreign

30 The participation rate of Arab women aged 25-64 (36.9 percent) rose in 2017 after stagnating in
2015-2016 and rising for more than a decade preceding those years.

31 According to the Central Bureau of Statistics’ definition of the ultra-Orthodox, the participation rate
among ultra-Orthodox men aged 25-64 (49.8 percent) exceeds the level a decade ago (about 37 percent)
but has not improved in the past two years.

32 See Government Decision 2292 (Section 8),

http://lwww.pmo.gov.il/Secretary/GovDecisions/2017/Pages/des2292.aspx

33 The decision also includes dispensations in the issuance of work permits in high-tech for foreign students
in Israel.
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workers when such action becomes necessary. This is an important issue because the
employment of nonresidents may contribute to the economy when the labor market is
close to full employment but creates an oversupply when unemployment rises.

Another question concerns these workers’ occupations and the extent to which
nonresident labor and domestic labor are substitutable. A large majority of foreign
workers in Israel are poorly skilled, especially those in low-productivity industries
such as construction and agriculture. These workers may impair productivity because
employers who can utilize an abundant supply of cheap and poorly skilled labor have
an incentive to base themselves on labor-intensive production functions instead of
investing in physical capital and mechanization. Even so, these workers may contribute
to total national income if they complement domestic factors of production and allow
them to be utilized more efficiently (e.g., to create additional jobs and increase return
on equity). In this context, it is noteworthy that these industries employ large numbers
of poorly educated Israeli workers who have few employment opportunities and
relatively high unemployment rates.

In contrast, skilled foreign workers in high tech are expected to join an area of
activity that suffers from a considerable shortage of workers. They may also create
positive external effects, such as sharing unique knowledge with local workers. For
this to happen, however, it must
be assured that they are indeed
experts in their field. According
to current law, an expert foreign
worker’s wage must be no lower

Figure 2.12

Job Vacancies as a Share of Employee Posts Filled
by Israelis in the Business Sector, by Industry
Group?, 2009-2017 (percent)

than twice the average national 22 /S~ Business services

wage per employee post. One 5:0 / /

doubts that this threshold is 45 / \ A

high enough to ensure that these 4.0 / \ /

workers truly are high-tech 35 / —~

experts. 30 |~ ~
While labor  supply 2.5 P

expanded moderately, labor 20 ~——F—Tanufacturing
demand continued to grow 1> 7/

1.0
0.5 \/Otherindustries

0.0

rapidly. This was reflected
in the continuing decline in

the unemployment rate and
the continuing rise in the job
vacancy rate, to 3.8 percent. The
number of unfilled jobs showed
a brisk 8.5 percent increase,
largely due to rapid growth in
demand for sales and services
staff and for unskilled workers
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2The trade, transportation services, hospitality and food industries
include the following sub-industries: wholesale and retail trade and
vehicle repairs; transport, storage, post and courier services; and
hospitality and food services. The business services and
construction industries include the following sub-industries:
construction; real estate activity; professional, scientific and
technical services; and administrative and support services. Other
industries include the following sub-industries: electricity and
water; information and communication; finance and insurance;
education; art, recreation and leisure; healthcare and community
services.

SOURCE: Based on Central Bureau of Statistics.
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in the trade, hospitality services and food industries (Figure 2.12). These industries are
finding it hard to keep up with the increase in domestic demand, and in 2017 they also
faced stronger demand from tourists. In addition, there has been a strong increase in
demand for persons with academic training in information technology, a development
consistent with the rapid growth of high tech services exports in recent years.3*

In view of the full-employment environment, the increase in unfilled jobs was
accompanied by a slowdown in the growth rate of employee posts in the business
sector (Table 2.7). The slowdown originates in the aforementioned industries, in
which the number of job vacancies had grown rapidly, and in the construction and
business services industries.®> The latter two are largely responsible for the slowed
growth of unfilled jobs in 2017, even though the absolute number of job vacancies
increased (Figure 2.12). In the construction industry, job vacancies for skilled workers
decreased after sharp increases in the two previous years, a development consistent
with the slowdown in residential construction. In manufacturing, too, there were fewer
jobs for skilled workers but the total number of job vacancies increased, largely due
to demand for white collar and unskilled workers. The increase in job vacancies was

Figure 2.13
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34 Academic occupations, personal caregivers, drivers and mobile facility operators, particularly in transport,
also made important contributions to the increase in total job vacancies in the reviewed year.

35 The business services industry includes real estate activities; professional, scientific, and technical
services, and managerial and support services. In this industry, the number of unfilled jobs in sales and
customer service contracted.
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accompanied by an increase in the number of employee posts in manufacturing, in
view of the recovery of world trade and the increase in the purchasing managers index
in manufacturing. The latter development reflects an improvement in the industry’s
ability to compete for workers, which also makes the expansion of employment in the
other industries difficult in 2017.

The tightening of the labor market is comprehensive and extensive, with the
ratio of supply (jobseekers) to demand (job vacancies) trending downward in all main
occupational groups (Figure 2.13). The continued contraction of the ratio in 2017
was mainly due to lower ratios among unskilled workers and those with no known
occupation (some 40 percent of labor supply). In most occupations, the ratio has
settled at a low level. The shortage is more acute among skilled workers and those
with an academic occupation than among unskilled workers and sales and services
staff. In the past two years, however, the disparity between the groups has narrowed.
Similar findings were obtained from companies’ reports in the Business Tendency
survey. This indicates that employers are finding it increasingly difficult to hire people
who will accommodate the rapid growth in domestic demand.

As growing demand for labor has made it hard to fill job vacancies, it is also
continuing to lower the share of those involuntarily working part-time.3® The number
of hours per employee, however, plateaued at a high level in the reviewed year after
increasing sharply in 2016. An additional increase will be difficult to attain because
Israelis already work long hours relative to other advanced economies, and because at
the beginning of 2018 the Histadrut (Federation of Trade Unions) and the employers
agreed to reduce the work week from forty-three hours to forty-two (without cutting
wages).

The excess demand for labor was manifest this year in accelerated wage growth.
The rate of increase in the nominal wage per employee post accelerated to 3.1 percent
in 2017 after years of lethargic increases. As a result, real wages continued to rise
impressively (Table 2.7). The surplus demand was also reflected in a significant
increase in the nominal unit labor cost to producers, causing the rate of return on
labor in the business sector to rise as well, by 1.5 percent, after a lengthy decline in
previous years that was followed by a negligible increase in 2016 (Table 2.9). The rate
of return on labor increased because the growth in nominal wages accelerated while
the increase in output prices halted. (For discussion of the rate of return on labor over
time, see Chapter 5.)

How badly is the labor shortage limiting activity? According to the Central
Bureau of Statistics’ Business Tendency Survey and the Bank of Israel’s Companies
Survey, the shortage has worsened in all industries in the past two years. The Tendency
Survey shows that it is the most serious constraint in the trade industry, although
its level there is low compared with other industries (Figure 2.14). In the services

36 The share of involuntary part-time employment was 2.3 percent in 2017, falling steadily from 3.5
percent in the middle of 2014.
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Figure 2.14
The Main Restrictions Cited in the Business Trends Survey in the Trade, Services and Manufacturing Industries, 2013-172
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aIn 2015, the sample was split into two due to changes made to other questions in the Business Tendency Survey.
b Companies in the manufacturing industry received a questionnaire containing the "erosion of export profitability" restriction, while companies in the services industry received a
questionnaire containing the “erosion of profitability due to exchange rate fluctuations" restriction.

SOURCE: Based on Central Bureau of Statistics.

industry, it is the second-worst constraint, after the intensification of competition®’,
with the main burden falling on services industries that focus on the domestic market.8
In information and communication services, the constraint is less severe but has
worsened in recent years even as most other constraints eased.®® In manufacturing,
too, the constraint became more acute, although constraints associated with exports
continue to impede these industries more (irrespective of their level of technological
intensity). In the construction and hospitality industries, the constraint is strong (not
shown) but firms in these industries find industry-specific factors more troublesome.*°
The Companies Survey paints a similar picture regarding the trade and services
industries, but a slightly different one in manufacturing. The labor-shortage constraint
tops the list in manufacturing, but this may be because participants in the Companies

37 Notably, the increase in competition may actually cause total activity in the services industry to
increase. Obviously, however, the survey results reflect the severity of the constraints only from the
standpoint of firms currently active in the industry.

38 The services that meet this definition include food and beverages, transport, storage, postage and
delivery, and other services. Exceptions to this rule are financial and insurance services, in which there
is no labor shortage. The business services include both services for the domestic market and those for
export.

=9 Only one other constraint worsened: erosion of export profitability due to exchange rate volatility.

40 n the construction industry, the most severe constraints are shortages of land and delays in
obtaining permits and approvals. In the hospitality industry, the strongest constraints are erosion of
export profitability, shortage of foreign tourist reservations, and the security situation.
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Table 2.7
Principal labor market data, 1995-2017
(annual change, percent)
1995-2012 2013 2014 2015 2016 2017

Population in the prime working ages (25-64) 2.4 1.3 18 14 15 15
Labor force participation rate in the prime working ages (level) 788 795 798 799 80.0
Employment rate in the prime working ages (level) 745 755 76.2 766 77.1
Unemployment rate in the prime working ages (level) 54 50 45 41 3.7
Employed persons (Including non-Israelis) 2.7 27 28 23 23 2.6
of which: Employed in the business sector 2.7 19 24 1.7 28 2.4
Employed in the public services 2.8 43 37 35 14 2.8

Total work hours (including non-Israelis) 2.8 21 21 23 38 2.3
of which: Total work hours in the business sector 27 1.9 16 20 42 22
of which: Total work hours in the manufacturing industry -12 29 04 09 15
Total work hours in the public services 3.2 27 36 33 25 2.9

Hours per employed person (including non-Israelis) 2.7 25 30 30 35 -02
of which: Hours per employed person in the business sector 2.6 20 30 28 36 -02
Hours per employed person in the public services 3.1 35 29 32 33 0.0

Employee posts (including non-Israelis) 2.7 25 30 30 35 2.8
of which: Employee posts in the business sector 2.6 20 30 28 36 2.4
Employee posts in the public services 3.1 35 29 32 33 3.6

Nominal wage per employee post 2,52 25 16 22 22 3.1
Real wage per employee post 0.32 09 11 29 28 2.9

@ The figure relates to the years 1999-2011.
SOURCE: Based on Central Bureau of Statistics.

Table 2.8

Change in output of principal industries, 1995-2017
(annual change, percent)

Share of total
output (2017)® 1995-2012 2013 2014 2015 2016 2017

Total 3.9 4.2 35 2.6 4.0 34
Public services 16.3 2.1 1.8 2.7 2.7 3.4 2.7
Business sector 70.9 4.2 4.8 3.5 2.7 4.3 3.5
Manufacturing, mining and quarrying 12.7 3.9 -0.8 1.8 0.2 1.1 3.8
Trade and hospitality and food services 11.4 4.8 34 4.6 4.2 6.0 3.9
Business services 17.3 4.1 5.1 5.2 4.0 4.2 4.4
Construction 5.9 2.6 6.4 0.9 0.3 3.9 4.4
Transport and Storage 3.2 3.1 -0.7 3.3 6.4 4.9 5.9
Information and communication 10.8 8.3 11.8 8.3 7.7 8.5 2.1
Agriculture 1.3 3.6 -2.6 -3.4 -7.4 4.1 3.2
Water and Electricity® 1.9 13 65.1 0.6 3.3 6.6 3.2
& In addition to output of public services and business sector product that appear in the table, total output also includes housing services
output.

b The sharp fluctuations in the water and electricity industry in 2012 and 2013 derive from the cessation of the import of natural gas from
Egypt in 2012 and its replacement with the import of expensive fuels, and by the start of the production of natural gas from the Tamar
reservoir beginning in 2013. It should be noted that these are changes in the output of the industry and not in electricity production.
SOURCE: Based on Central Bureau of Statistics.
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Survey are not asked about export profitability.** Thus, while the labor shortage
poses a considerable and worsening constraint on firms’ activity, most industries face
tougher constraints for the time being.

The composition of domestic activity (Table 2.8) suggests more strongly that in
2017 the labor shortage constraint impeded product growth in the trade, hospitality
and food services, and information and communication industries—the very industries
in which the growth of the number of employee posts slowed while the number of job
vacancies increased. The growth leaders in 2016, these industries saw their rates of
increase slow to the overall pace of business product growth in 2017. In particular,
the information and communication industry grew by 2.1 percent in the reviewed
year following average annual growth of 9 percent in the preceding five years. In
manufacturing, in contrast, the labor in labor input had no meaningful effect on the
industry’s product growth. Although the growth rate of manufacturing, mining, and
quarrying product accelerated to 3.8 percent in 2017, the main reason was a rapid
increase in the mining and quarrying production index, given that the manufacturing
production index grew by only 1.9 percent.

4. SUPPLY AND EQUILIBRIUM

Figure 2.15
. Tha Ratio between Net Stock of Capital and
a. Potential GDP and the output GDP, 200017 (fixed prices)
gap 2.15
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41 The Bank of Israel Companies Survey d , e
construction, hospitality, and transport and communication industries there are too few observations to
yield statistically valid findings.

2 In accordance with the production function approach—the one that underlies the following
analysis—potential GDP is equal to the GDP in a hypothetical equilibrium in which capacity utilization
of all factors of production resembles the long-term average and creates neither price nor wage pressures.
Accordingly, the output gap reflects the extent to which actual GDP deviates from potential GDP.
The growth rate of potential GDP is derived from long-term trends of increase in the various means
of production—physical capital, labor, and human capital—and the average increase in total factor
productivity, which is derived from technological and other structural improvements.
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of the decline in the natural unemployment rate. The sotck of physical capital eroded
gradually in recent years but but returned to more growth than GDP in 2017 due to the
rapid expansion of investment the previous year.

The ratio of capital stock to GDP has been rising moderately in recent years but
remains lower than in the past (Figure 2.15). It is expected to continue dropping due
to the structural change taking place in the economy—the growth of service industries
at the expense of manufacturing, which is physical capital intensive.

Thus, in recent years the labor force has grown considerably while the ratio of
capital stock to GDP has shown a moderate increase—a development that is consistent
with the increase in the rate of return on capital during this time. Consequently,
although the GDP capital share increased, the rate of return on labor increased at
the expense of the rate of return on capital because the labor supply constraint has
worsened in the past two years.

The growth rate of potential GDP is also affected by the increase in total factor
productivity, which continued to increase at a modest 0.7 percent pace in the reviewed
year. Total factor productivity has been growing moderately in recent years for reasons
that include the entry of unskilled workers into the labor market and the growth of

Table 2.9
The supply of business sector product, 1995-2017

(annual change, percent)

The negative output
gap continues to
narrow, and it seems
that there is no longer
a significant surplus
manufacturing capacity
in the economy.

1995-2012 2013 2014 2015 2016 2017

Gross Domestic Product 3.9 42 35 26 40 34
of which: Business sector product 4.2 48 35 27 42 35
Public services output 2.1 18 27 27 34 27

Stock of physical capital of the business sector 5.6 45 41 36 30 40
Labor force 2.6 20 27 18 21 17
Total hours worked 2.7 19 16 20 42 22
Total factor productivity 0.6 20 11 02 05 07
Output per work hour (nominal) 4.8 50 17 43 09 15
Labor compensation per hour worked (nominal) 4.3 22 17 37 19 30
GDP labor share -0.5 -27 00 -06 10 15
GDRP labor share (level) 63.4 59.4 59.4 59.0 59.5 60.7
Potential output? 4.0 34 38 32 31 30
Output gap?P 0.1 -01 -04 -14 -06 -03

@ Estimate. Potential output is equal to the output in a hypothetical equilibrium in which capacity utilization of
all factors of production is similar to the long-term average and does not create price or wage pressures. The

output gap reflects the extent to which actual GDP deviates from potential output. The change from year to year
in the output gap is not the same as the difference between actual growth and potential growth as there are gaps

between the quarterly and annual National Accounts data.
b A negative output gap is obtained when actual GDP is lower than potential GDP.
SOURCE: Based on Central Bureau of Statistics.
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industries that are typified by low productivity. The combination of accelerated actual
growth and continued moderating of potential GDP in the past two years has narrowed
the negative output gap, meaning that the economy appears to have exhausted its
surplus production capacity (Table 2.9). Although most developed countries have not
yet reached this situation, the global economic improvement in 2017 allowed most
countries to significantly narrow their gaps—causing the difference between Israel’s
output gap and the global one to contract as well.

b. The current account and the real exchange rate

Growing domestic and global demand amid a labor supply constraint is making the
continued expansion of economic activity hard to achieve. Consequently, the economy
has had to divert more resources to investment, a larger share of domestic demand is
being met by imports, and the current account surplus has contracted.

The current account surplus balances domestic investment with national savings
(public savings plus private savings by households and the business sector). National
savings contracted in the reviewed year because a decrease in private savings more
than offset an increase in public savings (Table 2.10). Private savings began to decline
in 2016 after trending upward for several years, but the decrease was greater in 2017
and left private savings at its lowest level (22.3 percent of national income) since 2010.
The contraction of private savings in the reviewed year traces to the development
of terms of trade—the very factor that allowed savings to expand in recent years
despite the rapid growth of private consumption. In particular, the recovery of the
global economy was accompanied by an increase in energy and commodity prices,
which worsened Israel’s terms of trade by 1.8 percent after a cumulative improvement
of about 15 percent in 2011-2016—most of which was in the two last years (Table
2.10). Private savings also declined because tax payments on dividends were made
early. This, however, had no effect on total national savings because it allowed public
savings to increase commensurately.*3

In addition to the decline in savings in the past two years, investment as a share
of GDP also continued its increase that began in 2016, and the current account surplus
narrowed from 5.1 percent of GDP in 2015 to 3.0 percent in 2017 (Table 2.10). The
decline was mainly a result of the rapid growth of imports, which was supported by
the escalation of domestic demand and the appreciation of the shekel. As a result, the
export surplus fell 4

Although the current account surplus narrowed in 2016-2017, it still exists much
as it has in the past fifteen years. The combination of a protracted current account
surplus and a small surplus in production capacity has been generating real upward
pressure on the currency since the 2008 crisis. Evidently, however, the narrowing

43 The tax payments were brought forward because corporate stakeholders who drew dividends in
2017 were given a temporary tax benefit. (See detailed discussion in Chapter 6.)

44 The current transfers account accounts for the rest of the decline, whereas the primary income
account (net receipts from means of production abroad) was virtually unchanged (Table 2.10).
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of the advantage of Israel’s output gap over the output gaps of the country’s main
trading partners®, along with foreign exchange purchases by the Bank of Israel,
moderated the real appreciation forces. In 2012-2015, average appreciation was only
0.5 percent. Even though the advantage continued to shrink, the foreign exchange
purchases continued, and the current account surplus narrowed in the past two years,
real appreciation accelerated to 4.5 percent in the reviewed year (Table 2.10).

Table 2.10
Savings, investment and the current account, 1995-2017
(percentage of national income)

1995-2012 2013 2014 2015 2016 2017

Gross national savings 21.6 227 235 244 239 234

of which: Public 0.3 -0.6 0.0 0.4 0% 1.1

Private 21.3 233 235 240 234 223

Gross investment 21.2 19.7 197 193 201 204

of which: In principal industries 14.7 135 128 121 133 133
of which: General government's

investments 2.7 2.3 2.2 2.1 2.2 2.6

In housing 5.7 6.5 6.6 6.4 6.6 6.6

In inventory 0.7 -0.3 0.3 0.8 0.2 0.5

Net current account 04 2.9 3.8 5.1 3.7 3.0

of which: Balance of goods and services -1.5 1.8 1.4 2.9 2.1 1.6

Net income account -2.7 -19 -07 -08 -12 -08

Net current transfers 3.6 2.7 3.0 2.7 2.6 2.0

Terms of trade? -0.4 0.8 0.3 8.4 27 -18

Real effective exchange rate?? 0.5¢ -57 -13 -01 -19 -45

@ Rate of change in annual terms, percent.

b An increase refers to depreciation.

¢ The figure relates to the years 1999-2012.
SOURCE: Based on Central Bureau of Statistics.

45 |srael was mildly impacted by the crisis that erupted in 2008 and intensified in 2012. The impact
was felt mainly in a decrease in global demand for Israeli exports. Much of the adverse effect was
offset in subsequent years because domestic demand increased as a result to monetary accommodation,
labor market elasticity, and the understanding that Israel’s financial system was coping with the crisis
successfully. In the situation that resulted, the negative output gap in Israel widened less than in other
advanced economies. As stated, however, this advantage narrowed later on.
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Box 2.1
Public transit in Israel and Europe

e Improving public transit should contribute to the convergence of Israel’s standard of living
to that of other advanced economies.

e The government must act with greater vigor to improve public transit, beyond the increase in
investment that has taken place in recent years.

e Satisfaction with public transit in the three largest cities in Israel is lower than in major cities
in Europe.

e The public transit usage intensity index in Israel, which is influenced by the unique
characteristics of each city, shows that usage intensity in the Tel Aviv district is lower than
the average in the major cities in Europe.

Improving the public transit infrastructure should contribute to the economy’s convergence
to the standard of living that exists in other advanced economies. It will contribute to growth
and to the standard of living by improving the compatibility between workers and firms, it will
support the population that is interested in joining the labor market but cannot purchase a private
vehicle, and it will provide those using a private vehicle with a quality alternative. Moreover,
wide-scale and efficient public transit in the large metropolitan areas will allow for the clustering
of employment areas and an increase in population density, which has significant economic
advantages. Investment in public transit infrastructure is mainly derived from government policy,
and the findings of this box show that even though the government increased such investment in
recent years, it must act with greater vigor to improve infrastructure.!

Investment in, and use of, public transit in Israel: the current situation

Over the years, investment in land-based transport has been about 1 percent of GDP, two-thirds
of which has been for roads, and one-third for public transit (mainly heavy and light rail). In
recent years, the weight of investment in public transit has increased slightly due to investments
in large-scale infrastructure projects, such as the Tel Aviv—Jerusalem rail line and the red line of
the Tel Aviv light rail (Figure 1).

Despite the investments made in recent years, the burden on transport infrastructure has
increased. The number of people traveling to work has greatly increased due to the natural growth
of the population, its greater spatial dispersion, and the impressive increase in the employment
rate. At the same time, transport has improved, which further encourages spatial dispersion and
the attendant heavier burden on infrastructure.

While the population of individuals who work in their residential locality increased by about 34
percent between 2006 and 2016, the population of individuals who work outside their residential

1 This box discusses an international comparison of the current use of transit, mainly public. It does not deal with
the expected changes in the field, mainly as a result of the development of autonomous vehicles, or their implications
on regulation and perhaps on the mix of investment.
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locality increased during the same period by about 53 percent. Accordingly, data from the Central
Bureau of Statistics Social Survey indicate a gradual increase in the time it takes to travel to
work (Figure 2). Among those who work in their residential locality, the increase in travel time
is relatively small, and mainly reflects an increase in the burden on transport infrastructure. In
contrast, there is a more significant increase in travel time among those who work outside their
residential locality, which reflects the burden on infrastructure and the growing distance between
residence and place of work. In parallel with the longer travel times, the rate of those who
respond affirmatively to the question “Does the travel time bother you?” exceeds the rate of those
who respond to the question negatively (Figure 3).

The vast majority of employees in the economy (69 percent) travel to work in private vehicles,
and just 21 percent use public transit (bus or train). As expected, the rate is higher than 21 percent
in the large cities? because public transit in the cities is more widespread. As wages increase,

Figure 1 Figure 2

Investment in Land Transport Duration of Travel to Work in Israel,

Infrastructure, 2005-172 2005-16 (minutes)

(percent of GDP) 20 40
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*Moving 4-year average. SOURCE: Based on Central Bureau of Statistics
SOURCE: Central Bureau of Statistics. Social Survey data, 2005-16.

2 The definitions of Haifa and Tel Aviv are different than the Central Bureau of Statistics definitions. Haifa includes
the Haifa sub-district, and Tel Aviv includes the Tel Aviv district and the cities of Rishon LeZion and Petach Tikva,
since in those cases the urban area is contiguous.
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the use of busses declines® (Table 1). This supports Figure 3
the argument that individuals in Israel use public Balance of Opinions? on Whether the
transit as a last resort, meaning if they do not have IO G UL 05 B, A=
. . q 1
a private vehicle available.* 5
The situation described above shows that 4 /\
increasing the volume of investment in transport 6 /[~
infrastructure—particularly ~ public  transit—is -8 A //
necessary, while making sure that the various -10 7\~
means of transportation are coordinated, with the 12 /
aim of achieving the optimal balance between the ig /
cost inherent in infrastructure improvement and the 18 /
time that people lose while traveling to and from LOLLPIIITV2I YO
i A AR A A A A
their place of work.
aThe rate of those responding affirmatively minus the rate
responding negatively. In the original, the answers are on
an ordinal scale of 1 to 4, but we gathered the "bothers"
and "greatly bothers" responses and the "Does not bother"
and "does not bother at all" responses. In parallel with the
upward trend in the balance toward "bothers”, there is a
persistent decline in the rate who didn't answer (from 41
percent to 31 percent).
SOURCE: Based on Central Bureau of Statistics Social
Survey data, 2005-16.
Table 1
Mode of travel to work, 2014-16 (percent)
Haifa Tel Aviv Tel Aviv district by
Mode of travel Israel  Jerusalem sub-district  district*  equivalized per capita wage?
NIS

Up to 2001- Above
NIS 2000 4000  NIS 4000

Private or commercial

vehicle, incl. motorcycle 69 54 64 62 40 53 72
Public bus or group taxi 18 32 24 24 38 31 17
Train 3 2 4 3 0 3 2
Bicycle or walking 10 12 8 11 22 13 9

@ Including Petach Tikva and Rishon LeZion.
SOURCE: Central Bureau of Statistics Social Survey for 2014, 2015 and 2016.

3 This figure is obtained in all sub-districts.

Studies conducted abroad also generally found a negative link between the level of income and the use of public
transit to travel to work. However, it is possible that higher wage earners in Israel tend to use a private vehicle more than
lower wage earners due to their preference regarding place of residence. If high wage earners tend to live in the suburbs,
places with less widespread public transit than in the urban centers, then a significant portion of them will travel to work
with a private vehicle.
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Public transit in Israel and Europe

Satisfaction with public transit in the three largest
cities in Israel is lower than in the main cities in
Europe (Figure 4), which supports the argument
that public transit in Israel is insufficient. The data
were obtained from surveys conducted in Israel and
in Europe, and participants were asked identical
questions regarding their satisfaction with different
aspects of life in the city.®

Despite the figure on satisfaction, and even
though residents apparently use public transit as a
last resort, the raw data on the rates of public transit
users do not show a significant difference between
the rate of users in the three largest cities in Israel
and the average in the large and medium-sized cities
in Europe (Figure 5).

However, as we examine the factors that affect
the rate of use of public transit, we can build a
usage intensity index—an index that is affected by
the unique characteristics of each city. The index
supports the argument that the intensity of use of
public transit in Israel is lower than the average of
the large European cities.

The public transit usage intensity index for a city
is obtained from the difference between the actual
level of use and the expected level according to the
socioeconomic characteristics of the city. In order to
compare the level of public transit use in large and
medium cities, we examined the public transit usage
intensity in Tel Aviv and in 56 large and medium
cities in nine European countries. We took the data
on lIsrael from the Social Survey conducted by the
Central Bureau of Statistics, and we selected the
European cities based on data availability in Urban
Audit, provided that the population was above

2 Acomparison was also made regarding relative satisfaction,
meaning satisfaction with public transit equivalized to
satisfaction with other aspects of city live, including residential
area and level of cleanliness. The reason for the equivalization
has to do with the possibility that the absolute level is also linked
to cultural characteristics. Some cultures may be less critical
than others, so that satisfaction among them would be higher

Figure 4

Index of Satisfaction with Public Transit in the
Large and Medium Cities in Israel and Europe?

Absolute satisfaction on a scale of 0

(very low) to 4 (very high)

4

Zurich, Switzerland
Vienna, Austria
Rostok, Germany
Rotterdam, Netherlands
Helsinki, Finland
Hamburg, Germany
Dortmund, Germany
Munich, Germany
London, UK
Manchester, UK
Burgas, Bulgaria
Leipzig, Germany
Strasbourg, France
Rennes, France
Ostrova, Czech, Rep.
Oslo, Norway

Berlin, German
Prague, Czech Rep.
Bialystok, Poland
Tineside, UK
Amsterdam, Netherlands
Luxembourg
Bordeaux, France
Manchester, UK (region)
Glasgow, UK

Lille, France
Groningen, Netherlands
Cardiff, UK

Allborg, Denmark
Gdansk, Poland
Ljubljana, Slovenia
Copenhagen, Denmark
Belfast, Ireland
Warsaw, Poland
Stockholm, Sweden
Graz, Austria
Cluj-Napoca, Romania
Essen, Germany

Riga, Latvia

Malmo, Sweden

Paris, France

Dublin, Ireland
Kharkov, Poland
Malaga, Spain
Geneva, Switzerland
Tallinn, Estonia
Oviedo, Spain

Zagreb, Croatia

Piatra Neamt, Romania
Bologna, Italy
Barcelona, Spain
Madrid, Spain

Paris, France (region)
Athens, Greece
Athens, Greece (region)
Sofia, Bulgaria
Brussels, Belgium
Haifa sub-district

Tel Aviv (city)

Antwerp, Belgium
Turin, Italy

Braga, Portugal
Heraclyon, Greece
Greater Tel Aviv district
Vilnius, Lithuania
Marseille, France
Liege, Belgium

Lisbon, Portugal (region)
Reykjavik, Iceland
Lisbon, Portugal
Antalya, Turkey
Miskolc, Hungary
Istanbul, Turkey
Diyarbakir, Turkey
Bratislava, Slovakia
Ankara, Turkey
Budapest, Hungary
Valletta, Malta

Nicosia, Cyprus
Verona, Italy

Kosice, Slovakia
Bucharest, Romania
Oulu, Finland
Jerusalem (city)

Tel Aviv district

Rome, Italy

Naples, Italy

Palermo, Italy

2 Israel—2013-16; Europe—2012 and 2015. To examine the
sensitivity of the result to various definitions of "Tel Aviv", we used
three components: the city of Tel Aviv, the Tel Aviv district, and the
Tel Aviv district plus Petach Tikva and Rishon LeZion.

SOURCE: Europe— Urban Audit, Eurostat; Israel—Based on
Central Bureau of Statistics Social Survey.

in the first place. The results obtained are consistent with the
belief that satisfaction with public transit in Israel is not high.
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Figure 5
Rate of People Traveling to Work on Public Transit?: Tel Aviv District?, City of Jerusalem, and Haifa Sub-
District, Compared with Large and Medium Cities in Europe, 2015 (percent)
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2Bus and mass transit systems.
b Including Petach Tikva and Rishon LeZion.
SOURCE: Europe— Urban Audit, Eurostat; Israel—Based on Central Bureau of Statistics Social Survey.

300,000 people. We first found the rate of people who travel to work on public transit, based on data from
surveys in which participants were asked how they travel to work.® In the second stage, we forecast the
rate through a regression.” We then calculated the residual—the difference between the actual and forecast
rates.® In cities where the residual is positive, public transit may be characterized by high usage intensity.®

The explanatory variables include (1) Demographic effects: The population of the city—its influence
on the use of public transit is positive and statistically significant (+); the population of the metropolitan
area (+)—the largest city in the metropolitan area provides the other localities in the metropolitan area with
various services, particularly public transit; the number of students per thousand residents (+); and the rate
of households containing just one person (+); (2) Geographic effects: precipitation (in millimeters) (-); (3)
Economic effects: The price of a car relative to GDP (+); and per capita GDP equivalized to purchasing
power, a variable that the literature generally finds to have a negative link but that we have found to
be statistically insignificant. The model does not contain variables for public transit infrastructure and
operation, and we assume that they are not correlated with the variables in the model.°

6 Other modalities include private vehicle, walking or bicycle.

G. Santos, H. Maoh, D. Potoglou, and T. von Brunn (2013), “Factors Influencing Modal Split of Commuting Journeys in
Medium-Size European Cities”, Journal of Transport Geography, 30, pp. 127-137.

8 The average residual is zero. Studies on productivity (Solow residual) use a similar method to specify productivity.

9 To be more precise, it may show that public transit infrastructure and operation are characterized by high usage intensity
relative to other travel modalities. To provide a simple explanation, we look at two cities with similar public transit infrastructure
but different bicycle infrastructure—better in one city. In that city, the actual public transit usage rate is lower, so the usage
intensity index is lower. Moreover, usage intensity is also influenced by the difference between the price of use of public transit
and the price of use of a private vehicle.

10 The model also does not include a fixed effect at the city level, since such an effect may partially capture the level of public
transit infrastructure.
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Figure 6 shows the public transit usage intensity index for large cities. It shows that the usage intensity
in the Tel Aviv district is lower than average—the actual usage is lower than the forecast value.

What factors affect the forecast rate in the Tel Aviv district? First, the Tel Aviv district is characterized
by a large population, and the Tel Aviv metropolitan area is considered large on a European scale (the
city is fourth largest out of the 56 cities examined, and the metropolitan area is fifth).!> These increase
the forecast rate considerably—a38.5 percent compared with the European average. Second, the price of a
vehicle in Israel is higher than the average in the examined cities, which increases the forecast rate by about
1.5 percent relative to the European average. However, the Tel Aviv district includes a very small percent
of one-person households—noteworthy consumers of public transit—which lowers the forecast rate by
about 6.3 percent compared with the European average.

In order to maintain the Tel Aviv district’s position in the usage intensity index, 43 percent of those
who become newly employed must travel to work by public transit (compared to 25 percent today). In
Israel, and particularly in the Tel Aviv metropolitan area, the number of those becoming newly employed
is significant, which makes it necessary to invest in public transit.

The usage intensity index should be treated with caution. First, it basically measures the level of public
transit infrastructure and usage relative to the level of infrastructure of other methods of travel.*? Second,

Figure 6
The Public Transit Usage Intensity Index in Large and Medium Cities, 2009-15 Average (percent)
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SOURCE: Europe— Urban Audit, Eurostat; Israel—Based on Central Bureau of Statistics Social Survey.

11 About 145 of European cities that participated in Urban Audit had a population larger than 300,000 in 2015, and 55 of them
had a database that made it possible to run a multi-year regression. Even if we take into account all of the 145 cities, the Tel Aviv
metropolitan area is considered very large in European terms.

12 see note 9.
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in order to apply the parameters obtained in the model to Israeli data, we must test whether it is possible
to compare the values of the explanatory variables in Israel to those in Europe. For instance, it is not
possible to add Jerusalem to the examination, since the values of the demographic variables in that city
are materially different than the values in European cities.!® Third, the estimation is greatly influenced
by the size of the city’s population, and we set it according to the question of whether the city’s margins
are contiguous urban areas that are integrated into the city, and not according to the widespread arbitrary
definition—an administrative decision on the city’s boundaries. For instance, we changed the definition of
Tel Aviv and included both the Tel Aviv district and the cities of Petach Tivka and Rishon LeZion.

Conclusion

The box provides an overview of transport in Israel, and finds that the duration of travel to work has
grown longer in recent years, an indication that the burden on transport infrastructure has increased. In
addition, the box shows that the individuals who use public transit to get to work tend to belong to the
lower socioeconomic levels. This finding supports the argument that many individuals in Israel use public
transit as a last resort, meaning that they do not have a private vehicle available. Israeli residents are not
satisfied with public transit, and the public transit usage intensity index in the Tel Aviv metropolitan area is
lower than what is common in Europe. These findings show that in addition to increasing the budget that
has been allocated for public transit in recent years, the government must act with greater vigor to improve
public transit with the aim of increasing its use at the expense of using private vehicles.

13 The Haifa sub-district was also deleted, because the data are not available.
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Monetary Policy and Inflation

e In 2017, the Consumer Price Index increased by 0.4 percent. While this rate is lower than the
inflation target, annual inflation was positive for the first time since 2014. Inflation accelerated
this year due to the market being in a full employment environment, and an increase in oil and
commodity prices. The low level of inflation is a result of declines in prices of tradable goods
due to the shekel’s appreciation against the dollar, and of mainly supply side factors: increased
competition and government-initiated price declines.

* One-year inflation expectations from the various sources ranged for most of the year below the
lower bound of the inflation target. Forward expectations for the third year are slightly above the
lower bound, and longer-term forward expectations are well-anchored within the target range.
Even though inflation has deviated from the target for a prolonged period, the inflation target
policy has so far remained credible.

» Sinceinflation is low, and since the economy is in a full employment environment for reasons having
to do with financial stability, the Monetary Committee chose to balance various considerations
and leave the interest rate unchanged at a low level of 0.1 percent. The Committee continued
using two additional tools to meet its targets: intervention in the foreign exchange market, and
forward guidance.

* In 2017, the Bank of Israel purchased about $6.5 billion ($1.5 billion of which was as part of the
program to offset the effects of natural gas production on the current account), the vast majority of
which was purchased in the first half of the year. Up-to-date studies have found that interventions
in the foreign exchange markets have an effect on the exchange rate in the short and medium
terms.

e In April, the Monetary Committee changed the text of its forward guidance. It moved from
guidance based on the assessment of the future interest rate path to guidance that links the future
interest rate path with developments in the inflation environment. This change was considered
neutral by the markets.

» Between 2014 and 2017, a negative gap developed between inflation rates in Israel and those in
most of the other OECD countries. This was partly a result of the fact that the Bank of Israel has
engaged in less monetary accommodation than the significant accommodation adopted by many
other central banks. The shekel’s appreciation in those years is consistent with the gap in inflation
(both actual and expected).

* Inrecent years, the volume of online purchases by households has increased, which is intensifying
competition in the economy. An examination of the sub-components of the CPI that include goods
with high rates of online purchasing shows sharper price declines in those components than in
other tradable goods.
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THE OBJECTIVE OF MONETARY POLICY

The Bank of Israel’s objectives, as listed in the Bank of Israel Law, 5770-2010,
are: (1) to maintain price stability over time—its central goal—which is defined by
the government as an annual inflation rate of between 1 and 3 percent!, and when
inflation deviates from the target range, the Bank must adopt a policy that, in its
assessment, will return it to within the range within a period of not more than 2 years;
(2) to support other objectives of the government’s economic policy—particularly
growth, employment and the reduction of social gaps—provided that this support
will not endanger price stability in the long term; and (3) to support the stability and
proper functioning of the financial system. As of October 2011, monetary policy is
determined by the Monetary Committee.?

The generally accepted framework that the central bank has several goals, with the
main one being to maintain price stability, is referred to globally as a “flexible inflation
targeting” regime. In such a regime, when short-term inflation deviates from the target,
policy makers act to gradually return it to the target range. This enables policy makers
to achieve the Bank’s other goals in parallel to maintaining price stability over the
medium and long terms. There are a variety of tools available to the Bank in achieving
its objectives, and the Bank enjoys independence in using those tools.

This chapter analyzes the inflation environment in the economy during 2017 and
the policy steps adopted by the Monetary Committee in response to it and to other
background conditions.

1. THE INFLATION ENVIRONMENT

There are a number of factors that affect the development of prices in a small and
open economy such as Israel’s, including shocks to aggregate supply that result from
changes in the price of oil, commodities, and imported goods; the utilization of means
of production (the gap between actual output and potential output and the gap between
the unemployment rate and the natural unemployment rate); inflation expectations;
and the response of monetary policy makers to these and expected developments.’

' This range came into effect in 2003. A target range was first set in 1992, in coordination between

the government and the Bank of Israel, and declined gradually during the disinflation process that lasted
for about a decade.

2 Until October 2011, interest rate decisions were made by the Governor alone. Since October 2011,
they are made by the Monetary Committee. The Committee consists of six members, led by the Governor,
and its decisions are made by majority vote. In the case of a tie vote, the Governor has an extra vote.
Since the interest rate decision in October 2017, the Monetary Committee has been operating with a full
complement consisting of six members. Prior to that, from November 2014, the Committee operated
with fewer than six members. Box 3.1 of the Bank of Israel Annual Report for 2011 presents a discussion
of the composition of the Monetary Committee, its method of decision making, and the advantages and
disadvantages of decision making by committee versus a single decision maker.

3 The link between inflation and the first three factors is referred to in the literature as the “Phillips
Curve”. More discussion appears in Box 3.2 of the Bank of Israel Annual Report for 2016.
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Alongside these forces, there are factors with long-term impacts operating in the
background, including structural reforms intended to enhance competition and
thereby lower prices in the economy; measures initiated by the government to reduce
the cost of living; the expansion of the digital economy; and the globalization of the
production and supply chains, which increases the global synchronization of prices.*
This section outlines the development of inflation in Israel in 2017 and its background
factors.

a. The development of inflation

The Consumer Price Index increased by 0.4 percent in 2017 (rate of change, December
compared with the previous December), and ended the year in positive territory for the
first time since 2014. However, the deviation from the inflation target has continued
for close to three-and-a-half years (Figure 3.1). Inflation did not develop uniformly in

Figure 3.1
Annual Inflation Rate and Contribution of CPl1 Components?, December 2013 to
December 2017 (percent)
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aThe numbers in parentheses are the weight of the component in the overall CPI (as of 2017).

b "Other components" includes health; education, culture and entertainment; furniture and houshold equipment;
clothing and footwear; and miscellaneous. It also includes the transportation and dwellings maintenance
components minus the sub-components connected with energy prices.

SOURCE: Bank of Israel calculations.

4 See, for instance: R. Auer, C. Borio, & A. Filardo (2017), “The Globalisation of Inflation: The
Growing Importance of Global Value Chains”, CEPR Discussion Paper 11905; R. Auer, A. A. Levchenko,
& P. Sauré (2017), “International Inflation Spillovers through Input Linkages”, CEPR Discussion Paper
11906.
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the past year. The upward trend that began in mid-2016 continued until March 2017,
during which time inflation increased from about -1 percent in April 2016 to close
to 1 percent between March and May 2017. This trend was cut off in June and July,
when the inflation rate declined sharply and returned to the negative values observed
in 2014-16. In the months therefore, the decline was partly corrected, and 2017 ended
with inflation that was positive, but below the lower bound of the target range.

Inflation increased during the year because the housing component (which
measures rental prices) accelerated and contributed 0.6 percentage points to the CPI,
and because energy prices increased due to an increase in oil prices, contributed 0.2
percentage points. These price increases offset the effect of the shekel’s appreciation
on tradable goods and the effect of the communications component, the latter of which
subtracted 0.1 percentage points from the CPI.

The volatility of inflation in the past year, particularly the 1.5 percentage point mid-
year decline in annual inflation, apparently reflected statistical noise and technical
elements. Figure 3.2 details the seasonal path of the monthly rates of change in the
CPI between 2009 and 2017, and shows that in the summer months, particularly
in June, the Index readings are much more volatile than in other months, and extra
caution should be used in considering them as indicators of the inflation environment.
This is particularly the case regarding the index for June 2016 and June 2017.

The June 2017 index reading was negative, and significantly lower than the June
2016 reading. As such, when the low index reading (June 2017) enters, and the high
index reading (June 2016) exits, yearly inflation drops sharply. However, despite

Figure 3.2
The Seasonal Path of Monthly Inflation, January 2009 to December 2017 (percent)
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the decline in inflation, the professional forecasters’ projections of the development
of inflation in the coming year has remained relatively stable. While expectations
derived from the capital market declined temporarily, they returned to their May
levels by the end of the year; inflation returned to an upward path; and real economic
activity, particularly consumption, remained strong. These developments support the
assessment that the decline in inflation in the middle of the year reflected statistical
noise and technical elements.

The increase in inflation in Israel between the second half of 2016 and June 2017 was
consistent with the increase in most of the other OECD countries (Figure 3.3), which
shows that it is in line with global factors, chiefly the increase in global oil, metals
and food prices. The correlation is much less prominent when we look at inflation on
the index excluding energy and food components (Figure 3.4). The sharp decline in
annual inflation in Israel in June and July 2017 stood in contrast with stability in most
of the other OECD countries, and led to a negative peak in the gap between Israel and
the OECD median in both the overall index and the index excluding the energy and
food components.

Figure 3.3 Figure 3.4

Inflation as Measured by the Overall CPI, Inflation as Measured by the Index Excluding
January 2009 to December 20172 (percent) Energy and Food, Jan. 2009 to Dec. 20172 (percent)
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a The calculation does not include Australia or New Zealand, since they publish data only on a quarterly basis.
SOURCE: Based on OECDstat.

b. External pressure on prices

The Tradable Goods Index (37 percent of the overall CPI) weights the prices of goods
that are of a tradable nature, meaning imported goods or import alternatives. The
prices of those products are affected by the global prices of raw materials, through
their effect on the cost structure of firms, and also by the shekel exchange rate, through
its effect on import prices. In recent years, the prices of tradable goods have also been
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affected by measures taken by the government to increase competition in the field of
these products and to lower their prices.

The Tradable Goods Index declined by 1.1 percent in 2017, after declining by
1.7 percent in 2016. The appreciation of the shekel contributed significantly to the
decline, but in contrast with the situation in previous years, energy prices made a
positive contribution to this index.

(1) The exchange rate

The shekel appreciated

by 3.9 percent in terms AYUEED

y 27 P ) . NIS/$ Exchange Rate, NIS/€ Exchange Rate and
of the nominal effective Nominal Effective Exchange Rate, January 2009 to
exchange rate in 2017, after December 2017 (monthly average)

Index:

appreciating by 4.6 percent NIS =0

. . 63
in 2016 (Figure 3.5). The 106
effective  appreciation in 58 /\J\ N 102
2017 was mainly the result '/‘d\ Nominal
, L. A effective d o8

of the shekel’s appreciation 53 |f
against the US dollar (8.5 94
percent), which was slightly 48 90
offset by the shekel’s 43 86
depreciation against the euro -
(2.7 percent). 3.8

Both in Israel and abroad, g 8
it is common to analyze how ' 74
the exchange rate affects 2.8 70

inflation through the nominal
effective exchange rate—an
average of bilateral exchange
rates, weighted according to
the weight of trade between the country and various other countries or currency areas.
However, there is empirical evidence that the dollar is becoming the dominant currency
in analyzing the volume and prices of world trade, and this phenomenon is part of the
rise of the dominant currency paradigm.® This concept posits that the exchange rate of
the local currency vis-a-vis the dollar plays a central role in determining the volume
and price of world trade, since most international trade transactions are denoted in
dollars whether the parties to the transaction include the United States or not. This
leads to a situation where import and export prices are mostly sticky in terms of the

5

> The weights were recently recalculated. See L. Gallo and A. Friedman (2015), “The Effective
Exchange Rate in Israel”, Bank of Israel Research Department.

6 SeeC. Casas, F. J. Diez, G. Gopinath, & P. O. Gourinchas (2016), “Dominant Currency Paradigm”,
National Bureau of Economic Research Working Paper No. w22943.
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dominant currency (the dollar) in the short-to-medium term.” In particular, changes
in the exchange rate vis-a-vis the dominant currency were found to have a high pass-
through in the short-to-medium term to the price and volume of imports and exports,
regardless of the destination or source. In contrast, changes in the bilateral exchange
rate with the trading counterparty have a low pass-through.®

A Bank of Israel Research Department analysis shows that the dominant currency
paradigm may also be relevant for the Israeli economy.’ The analysis found that the
dollar is dominant in explaining the changes in Israel’s foreign trade prices, and there
is a large gap between it and the other currencies, including the euro.'” In particular, in
regressions that try to explain the contemporaneous changes in Israel’s import prices,
the dollar coefficient has a high level of statistical significance, and its marginal
contribution to explaining the variance of import prices is significantly higher than the
contribution of the other currencies, including the euro. Moreover, its coefficient in
the regression is higher than the weight given to it in calculating the nominal effective
exchange rate—about 70 percent compared with 25 percent (Table 3.3). In contrast,
the coefficient of the euro is similar to its weight in the nominal effective exchange
rate.!! A study conducted by the Israecl Export Institute also shows the relevance of
the dominant currency paradigm. The study found that, similar to the situation in
many other countries, most of the foreign trade transactions in Israel are denominated

7 This is a nominal phenomenon by nature, and it is expected to dissipate in the long term, since by
then the prices will align with the new exchange rate and structural factors such as production costs,
the pricing power of the exporting country, and so forth. According to the dominant currency paradigm,
monetary policy makers are capable of improving the well-being of individuals in the economy by
reducing the distortions that price stickiness cause to purchasing power parity in the short-to-medium
term.

8 Bozetal. (2017) estimate that when the importing country’s currency depreciates by 1 percent vis-
a-vis the dollar, the import prices of goods in terms of the domestic economy increase by 0.78 percent
even if the regression corrects for the bilateral exchange rate with the trading partner. However, when
there is a depreciation of 1 percent vis-a-vis the currency of the source country, the import price increases
by just 0.16 percent if the regression controls for the exchange rate vis-a-vis the dollar. See E. Boz, G.
Gopinath, and M. Plagborg-Maoller (2017), “Global Trade and the Dollar,” IMF Working Papers, vol.
17(239).

 E. Argov (2017), “Estimating the ‘Weighted’ Exchange Rate by a Foreign Trade Price Regression”,
internal memo.

10 We used the shekel import prices derived from the quarterly National Accounts data, and in this
case, the import aggregate includes consumer goods but also investment goods and raw materials. In
order to partly neutralize the effect of changes in the prices of raw materials, we included the changes in
oil prices in the comparison to import prices. Since these prices are not seasonally adjusted, we included
a dummy variable for the quarter in the regression. The estimation period is from the first quarter of 2000
to the fourth quarter of 2016. The results are not sensitive to the replacement of prices derived from the
National Accounts with the monthly index of import prices of consumer goods derived from foreign trade
data.

11 1t should be emphasized that the regression does not include all of the currencies used in calculating
the nominal effective exchange rate, and the dollar coefficient therefore apparently represents currencies
that are strongly correlated with it or currencies that were indexed to it in the past (such as the Chinese
yuan). In general, regressions such as the one we ran focus on the explanatory level of the currency (in
terms of statistical significance and R2) and less on the size of the coefficient, inter alia for the reasons
mentioned earlier in this note.
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Table 3.1
Main indicators of inflation and monetary policy, 2013-17

2017
2013 2014 2015 2016 2017 QI Q2 Q3 Q4

A. Inflation (percent)

1. Inflation target -3 1-3 13 13 1-3

2. Actual inflation® 1.8 -02 -1.0 -02 04 0.1 -0.1 03 0.1
3. Inflation net of government interventions® 11 -02 01 00 07 02 00 04 0.1
4. Direct impact of government interventions® 07 00 -1.1 -02 -03 -0.1 -0.1 -0.1 0.0
5. Seasonally adjusted quarterly inflation® 0.3 -09 04 0.1
6. One-year inflation expectations derived from capital

marketd 1.8 12 06 03 02 00 04 03 03
7. Ten-year inflation expectations derived from capital

marketd 23 23 21 23 23 23 21 23 24
8. Forecasters' one-year inflation forecastsd 1.8 13 08 06 06 06 06 06 0.6
B. Yields (percent)d

1. Bank of Israel declared interest rate 14 06 0.1 0.1 0.1 0.1 0.1 0.1 0.1
2. One-year real yield to maturity on government bonds® -03 -0.7 -05 -0.1 -0.1 02 -03 -0.2 -0.2
3. Ten-year nominal yield to maturity on government

bonds? 40 3.1 22 20 21 24 22 19 19
4. Ten-year real yield to maturity on government bonds’ 1.7 10 05 04 06 08 07 04 04
C. Change in the shekel exchange rate (percent)?

1. Nominal effective -7.8 44 -93 46 -39 -39 -1.0 29 -1.9
2. Vis-a-vis the dollar -72 123 -14 -14 -85 -47 -32 02 -1.0
3. Vis-a-vis the euro 3.1 1.1-13.1 43 27 -35 1.7 6.3 -1.6
D. Asset prices (percent)

1. Overall yield on shares (nominal)® 153 115 6.8 -11.0 -1.1 -14 2.0 -6.1 4.7
2. Home prices 73 43 79 5.7 12 12 15 04 -1.8
E. The monetary aggregates (nominal rates of change)Y

1. M1 money supply 152 356 40.7 172 126 2.6 3.6 35 24

2. M1 + SRO" + unindexed deposits of up to one year (M2) 6.6 84 136 79 81 29 27 23 0.0
F. Other background data (percent, seasonally adjusted quarterly data)
1. Unemployment rate 62 59 53 48 42 43 44 41 42

2. GDP growth rate' 42 35 26 40 34 12 29 40 3.6
2 Change in CPI during the period.

b The index adjusts for the impact of major government measures on the index. In 2017, these measures included lowering the cost of compulsory
vehicle insurance, increasing taxi and electricity prices, cancelling customs duties on cellular devices, lowering water prices, lowering phone
prices to small suppliers, and lowering the costs of after-school childcare.

¢ As calculated by the Bank of Israel Research Department (see article on page 20 of Inflation Report No. 30, January to March 2010).

d Period average

¢ Based on the zero coupon yield curve. Period average.

f Gross yield, based on the zero coupon yield curve. Period average.

€ Average of last month in period compared with average of last month in previous period. Minus sign refers to appreciation of the shekel.

h Self-Renewing Overnight Deposit (Current Credit Deposit).

i Annual average compared with average of previous year:

SOURCE: Bank of Israel Research Department and Central Bureau of Statistics.

78



MONETARY POLICY AND INFLATION

CHAPTER 3:

SISl JO neaing [eNud)) uo paseq ‘HDYN0S

(0107 Jo Joyrenb 3511y oYy 10§ 110doy UOLBHU] Y} UI | XOg 99S) Judunedd(] YoIeasay [orIs] Jo uegd ay) Aq Paje[no[ed sy ,

“[0SIP PUE SEST [BINJEU “AJDLIII[S PIOYISNOY PUE “S[I0 PUE S[a1 S[IIYIA Spn[oul Jusuodiod £Z1oud oy o

"L107 JO s [dD Ay} uI Xaput [erpred oy Jo Jo W ) Jo JYSToM ) 0} J9JI SSUIPEay uwn|od Ay Ul sasayjualed ur srquinu oy,

10 10 10 60 £0- <0 00 9°0- 14 I'- 70 ¢o0 S0~ €& 10  Tqueeg
00 10" ¥'0- 00 00 £0- 00 £0- 0¢ €0~ 10 10~ 10~ 66 €0 IquRsoN
0 €0 €0 80 0 0 10 10 I'9 90- T0 00 €0 1 €0 140300
v'0 00 [0 §0 90~ €0 0 $0 0~ S0 I'0- v0 00 67 10 Jequiandeg
0 [0 0 8l I'0 €0 [0- 01 9¢  TO- 10 90 TO0 ST €0 1sngny
€0 0 I'0 [5G ['0- [0 €0 00 I8 60~ 10 60 ¢0- T0 T0 Aqng
60" 90" 80" 0~ 10 $0- 70 0~ ve- 01 T ¢o 10 69~ L0 aung
€0 v'0 $0 90 I'0 00 [0 ['0- 601 T0 0 €0- €0~ 91 70 e
70 €0 €0 el 0" 70 ¢o- 80 el €0~ 70 [0- 10 91 0 [udy
€0 v'0 70 $0- €0 $0 c0 90 6y €0~ 00 80 00 T0- €0 YOI
€0 0" 10 00 00 9°0- [0 00 £ 90 0 €0 €0 6€¢ 00 Areniqog
c0 L0- L0 I'e I'l ['0- ['0- S0- cem €0 Tl §0- S0 T0- TO Arenuef
L10C
(husorad “a3ueyo jo ajer A[yyuow)

I'l I'l- L0 0 ve S0 60" 01 [0 9v- 8¢ T vec TO 8¢ ¥0 L10T

90 LT~ €0 0 0" L0 6’1 80 L0 0r- v S0 v SI- Lc¢  TO 910¢

$0 1 0 v0- LE- 10 4% €0- 80 L= 91 &6 ¢e 10- el 01 S10c

L0 6'1- 80 80 6'¢ $0 60" 80 70 Le 9¢ 00 Ie ¢¢ €6 T0 v10¢

67C 00 80 el 91 Y 0T 80 Ce 81 ST 6¢ 6C ¢¢ QI 81 €10¢

(yuaoad “aFueyd Jo aer ‘porrad jo pud)
oXopur (%€9) o) (%SLL)sBuep  (%gLl) (%6 (%0°9) (%€ 61) 0689 o1 e L) Care)  (%0sD) (uL€D) (66T Xopul pouag
pasnfpe  xapur a Jo Xapup 2oud payeniur SO[qel9BaA  (XOpU]  SNOSUE[[RJSI| UOHEOIUNWIIOY)  (I[ESH  JUSWUIBHJUY 1edmj00 Juswidinby Soueuojurely SWISNOH  Poog  SO[qeIREap Q0
Aqeuoseag  juouodwiod SYIJO  -JUSWIINAOS J01oU  puejny  AZug pue podsuer], pueamyn)  pue  pjoyasnoy s3urEmqg pUB I JoWNsuoy)
S[qepenuoN Juauodwod  pue ‘S3[qeIAFIA puE  pue ‘pooy ‘uoeonpy  Sumpop)  pue
o[qeper],  nny ‘pooj ASroue  AGoud amyun,j
Surpnjoxo xopu]  SuIpnjoxa
Xopu[

LT-€T02 ‘eS1uauodwod snotrea Aqg ‘saarad Jo Juswdojansg

¢'€3IqelL

79



BANK OF ISRAEL, ANNUAL REPORT, 2017

Table 3.3
Results of the Regression of Import Prices (Excluding Diamonds) in Israel on the Exchange Rate

Against Selected Currencies Compared with Those Currencies in the Nominal Effective Exchange
Rate, 2000:Q1 to 2016:Q4

USD EUR GBP YRT JPY  Adjusted R?
Coefficients® 68.9 21.5 7.5 -0.4 2.6 0.61
Standard deviation of the coefficients (10.4) (10.8) (11.3) (3.7) (7.2)
Weight in the official effective exchange rate®  26.4 26.4 6 4.6 23

2The sum of the coefficients is limited to 100.

® The weights do not total 100 because the nominal effective exchange rate includes other currencies in addition to those that
appear in the table.

SOURCE: Based on Central Bureau of Statistics.

in dollars.'?> About 71 percent

.. . Figure 3.6

of Israel’s 1mports. n 2014* Global Price Indices of Oil, Food, and Base Metals,

16 were denominated in January 2009 to December 2017

dollars, while just 22 percent (Index: Dec. 08 = 100)

were denominated in euros. 350

However, the euro and the 300

Fiollar are given equal Welgbt 250 M PA_Aaes

in the basket of currencies in v

the effective exchange rate. ALY
150

(2) Commodity prices 100 \/

Commodities are the raw 50

materials for production, 0 e .

and their prices therefore P ® QOO e e
P L

have an effect on the cost Q7 Q7 Q7 T T QT Q7 Q7 Q¢ 9O

of production and, through
it, on prices in the economy.
In 2017, the price of “Brent”
crude oil increased by about SOURCE: Based on Bloomberg.

16 percent, to about $65

per barrel, completing an

increase of about 100 percent since the beginning of 2016. Base metal prices also
continued to increase—by about 16 percent in 2017, and by about 60 percent since
the beginning of 2016.

Index of oil prices per barrel
Food price index
Base metals price index

12 Israel Export Institute (2017), “Developments and Trends in Israeli Exports — Summary Report for
the First Half of 2017”.
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(3) The pass-through to tradable goods prices

In order to quantify how the appreciation of the shekel and the changes in the prices
of raw materials affect inflation of the Tradable Goods Index, we estimated a pass-
through equation that relates inflation of the Tradable Goods Index to oil prices, the
shekel-dollar exchange rate, and commodity prices. We found that the increase in
oil prices added about one percentage point to the inflation recorded in the Tradable
Goods Index in 2017, but the appreciation of the shekel offset all of the increase since
it subtracted 1.3 percentage points from inflation (Figure 3.7). The contribution of
other commodity prices was near zero.

Figure 3.7
Annual Inflation of the Tradable Price Index - Breakdown by Contribution?,
2010:Q1-2017:Q4 (percent)

(19\
mmm Dollar mmmm Commodities excluding oil
= 0ill mmm Remainder
= Tradable goods index

2The contributions are obtained from a regression of the quarterly rate of change in the tradable price
index on the intercept, three seasonal coefficients and four lags of the quarterly rate of change in (1) the
NIS/$ exchange rate; (2) the price of oil; and (3) the price of commodities excluding oil.

SOURCE: Bank of Israel calculations.

It should be noted that the factors mentioned here explain only part of the change
in tradable goods prices. (The unexplained part is referred to in the figure as the
“residual”, and its contribution is -1.3 percentage points.) It is likely that at least some
of the unexplained decline reflects the decline in margins in the tradable sector in
the local market—for instance in the areas of clothing, and electrical and electronics
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products—as a result of changes in consumer behavior, and the effect of measures
taken by the government with the aim of lowering the cost of living.'3

c. Domestic pressures on prices

(1) The labor market

In 2017, the Israeli labor market continued showing strength, which apparently
made a positive contribution to inflation. There are a number of indications that the
economy is in a full employment environment: The unemployment rate fell to a low
of 3.7 percent (the 2017 average among the prime working ages (25-64) population);
nominal wages continued

to increase, by 3.1 percent Figure 3.8

per year (the average annual Annual Rate of Growth of Nominal and Real
rate of increase in 2017, see Wages in Israel, January 2011 to December 2017
Figure 3.8), together with (pgrcent)

moderation in the rate of :

increase of salaried positions; .

and the job vacancy rate

continues to increase, both 3

relative to the number of 2

unemployed, and relative 1 I\\

to the number of positions 0 ' V — Vu i |

in the business sector (for 1 W

more discussion, see Chapter 2

2). The unit labor cost also NN I TN IR
increased, contributing to the S @ Oc’\&’* & VN F o

increase in prices, and it is
expected that it will continue
to contribute to it in the
future (for more discussion,
see Chapter 5).

Average monthly real wage per employee post
(2011 fixed prices)

Average monthly nominal wage per employee post

SOURCE: Bank of Israel calculations.

(2) Consumer behavior

In recent years, there has been a significant prolonged increase in the rate and volume
of online purchases. The prices of products that are characterized by a relatively high
volume of online purchases have shown sharper declines than the prices of other
tradable goods (see Box 3.2).

13 Chapter 1 presents an analysis in this spirit at the level of the main components of the index. It
focuses on the effect of competition and the measures taken by the government to lower the cost of living.
Box 3.2 presents an international comparison of changes in the prices of components characterized by a
high level of online purchases.
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(3) Government measures to lower the cost of living

As stated above, government measures to lower the cost of living also contributed to
the low inflation in 2017. Government intervention included, for instance, enhancing
competition in compulsory vehicle insurance, lower the cost of water, cancelling import
duties on cellular devices, and subsidizing after-school child care. According to Bank
of Israel Research Department assessments, these measures lowered the Consumer
Price Index by about 0.3 percentage points in 2017, similar to their effect in 2016
(Table 3.1). It should be emphasized that the estimate reflects only the direct effect of
the measures. It does not internalize the demand-side response to the measures, and
does not include possible indirect effects, such as a decline in inflation expectations
due to expectations that the interventions will continue.

d. Core inflation

When monetary policy makers assess the inflation environment, they generally try to
look at it “through” price shocks that do not reflect the business cycle. To illustrate,
while changes in energy prices affect domestic inflation, they are determined abroad,
and policy makers cannot influence them. Similar considerations may apply to other
volatile components of the CPI. Food components depend on commodity prices
abroad, and fruit and vegetable prices are sensitive to weather conditions. For this
reason, many central banks tend to monitor an estimate that neutralizes such effects:
core inflation. '

Even though core inflation is based on a relatively simple idea, there is no agreement
regarding how it is to be calculated. The most common approach excludes the energy
and food components from inflation.!> Alongside that, there are approaches of a more
statistical nature, which exclude components that have exceptional price changes, or
seek the common component that drives price changes in the components of the CPI.

In Israel, there is no commonly accepted definition of core inflation, and the Bank
of Israel does not explicitly relate to it in its announcements (although it does relate
to several partial indices).!® Since there is no single accepted method for measuring

14 There is theoretical justification in the literature for a slightly different definition of core inflation.
In a standard neo-Keynesian model with heterogeneity in the level of price stickiness of goods in the
economy, it is optimal to stabilize the inflation rate of a price index that puts more weight on products
with high price stickiness. See K. Aoki (2001), “Optimal Monetary Policy Responses to Relative-Price
Changes”, Journal of Monetary Economics 48, 55-80.

15 In contrast with Israel, many countries include fruit and vegetables in the food component.

16 Policy makers in other countries use core inflation. In the US, for instance, inflation of private
consumption prices (PCE) excluding energy and food is used. The Bank of Canada publishes three
different statistical core indices, through which it estimates the inflation environment.
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core inflation, we will use the Figure 3.9

simple average of a number of Annual Inflation and the Core Indices?, January
indices'’, with the assumption 2011 to December 2017 (percent)

that while each of them 5

provides a noisy estimate on
its own, averaging them all
together should provide a better 3
overall estimate.

4

Figure 3.9 shows thisaverage ?
estimate (in blue) alongside the 1r
annual inflation rate in Israel 0
(in orange). The gray area
denotes the range between L
the maximum and minimum 2 S S S S —
values that these indices obtain Q,'\" N (},\(1' \\;{b S \)\,\"‘0;\"’ Q,\‘” RN Q;(\
each month, and constitutes an PPN O Y@ P RO Y
estimate of the uncertainty in Range from maximum to minimum

= Actual inflation

measuring core inflation. The
- Average of the core indices

Figure shows that beginning in
the second half of 2014. core aDetails on the core indices appear in footnote 17.

) ) ’ SOURCE: Bank of Israel.

inflation ranged close to zero.

Until 2017, actual inflation was

below the average of core inflation, and in the first half of 2017 it surpassed it. This
means that actual observed inflation over most of the period apparently reflected an
underestimation of core inflation due to the effects of volatile factors. However, at the
end of the sample, during 2017, annual inflation is very close to core inflation (and
even surpassed it in March—-May 2017). The Figure also shows that despite the sharp
correction recorded in June, inflation has generally been in an upward trend since the
end of 2015. In 2017, core inflation totaled 0.4 percent, similar to actual inflation,
and the range of individual estimates ranged between 0.2 percent (inflation of the
index excluding energy, food, and fruit and vegetables) and 0.6 percent (the trimmed
index!®).

17 These core indices include: (1) inflation excluding energy, food and fruit and vegetables; (2) inflation
with a monthly adjustment for components that have sharp price changes (“the trimmed index”); (3)
inflation based on median price changes of the index’s components (“median index”); and (4) inflation
based on the first common component estimated through a principal component analysis. Details appear
in S. Ribon (2009), “Core Inflation Indices for Israel”, Discussion Papers Series 2009.08, Bank of Israel
Research Department.

18 See note 17.
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e. Inflation expectations

One-year inflation

expectations derived from Figure 3.10 i )

the various sources (the One-Year and Forward Inflation Expectations
) ) from the Capital Market, November 2011 to

capital market, professional December 2017 (percent)

forecasters, and the 35

commercial banks’ internal
interest rates) were positive
for most of the year, but
ranged below the lower 2.0
bound of the target—around
0.3 to 0.5 percent. One-year-
forward expectations in one
year (expectations for 1-2 0.5
years) remained below the 0.0
lower bound of the target

3.0

2.5

15

Inflation target

1.0

. -0.5

during the year, and were 0.8 T T T
percent at the end of the year. e&’ N & é&' N & eo*’ N & éA’
Forward expectations for —— 1-year inflation expectations
terms of three years or more ——2-3years

remained anchored within the 5-10 years

target range during the year SOURCE: Bank of Israel calculations.

(Figure 3.10).

The public’s expectations
regarding the future development of inflation affect inflation in the present. To
illustrate, workers’ expectations regarding future inflation affect their wage agreements
in the present. In 2014, when inflation in Israel began to decline and even entered
negative territory, a concern was raised about deflationary feedback—a process
where negative inflation raises real interest rates, which acts to moderate demand
and leads to a decline in inflation, and then repeats.!® It is reasonable to hypothesize
that the fact that inflation expectations in Israel and abroad—particularly long-term
expectations—remained anchored around the inflation target in the years following
the Global Financial Crisis was part of what prevented a deflationary spiral.2°

Even though annual inflation in Israel has deviated from its target since mid-2014,
inflation expectations for the medium-to-long term have remained anchored around
the inflation target, showing that the public has maintained its confidence in the central

19 The risks of deflation are discussed in the Bank of Isracl Annual Report for 2015.

20 When expectations are well-anchored around the target, they show that monetary policy enjoys great
credibility. This is desirable, since it contributes to reduced short-term volatility. An in-depth discussion
of the stability of inflation in the major economies in the years following the Global Financial Crisis, and
its connection to the credibility of the central bank, can be found in David Miles, Ugo Panizza, Ricardo
Reis and Angel Ubide (2017), “And Yet it Moves: Inflation and the Great Recession”, Geneva Reports
on the World Economy, CEPR.
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bank’s ability to return inflation to within the target. This conclusion is mainly based
on the fact that forward expectations derived from the capital market for these time
ranges—from the third year onward—are within the target range (Figure 3.10).

Another indication of how anchored inflation expectations are can be found in
the level of uncertainty surrounding the forecast. When expectations are anchored,
there is relatively low uncertainty surrounding them. One accepted estimate of this
uncertainty is the extent of disagreement between forecasters, and is obtained from
the level of spread of their forecasts. When expectations are anchored, there is little
disagreement (low spread), and when there are sharp turnarounds in inflation, there
is general disagreement (high spread). In order to examine the level of disagreement,
we used individual inflation forecasts from two sources—the financial forecasters,
and the Bank of Israel Companies Survey. We measured the disagreement between
the financial forecasters according to the gap between the second-highest forecast and
the second-lowest forecast. In order to measure the disagreement in the Companies
Survey, we took the distribution of the forecast in the survey and calculated the gap
between the forecast of the 75th percentile and that of the 25th percentile.

Figures 3.11 and 3.12 show the results. The Figures show that during the period
after the Global Financial Crisis, there was no significant change in the extent of
disagreement among the two forecasting sources. The disagreement among the
forecasters ranged stably between 0.5 and 1 percent from the end of 2009 until the
end of the sample, and the disagreement in the Companies Survey ranged around 1
percent in recent years. To compare, during the years of the crisis (2008-9), there was
a significant increase in the extent of disagreement among the forecasters.

Figure 3.11 Figure 3.12
Extent of the Disagreement on the 1-Year Inflation  Extent of the Disagreement on the Inflation
Forecasts in the Companies Survey?, March 2007 to  Forecast Among the Financial Forecasters?,
September 2017 (percent) January 2008 to December 2017 (percent)

3 3

25 | 25 |

2 r 2 r

15 15

1 1+
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aThe disagreement among companies — the difference between the 25th and 75 percentiles of the distribution of the 12-month forward
forecast. The dispute among the forecasters — the difference between the second-highest forecast and the second-lowest forecast.

SOURCE: The Bank of Israel Companies Survey and the Bank of Israel's survey of financial forecasters.
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While annual inflation has been lower than the target for the past three-and-a-half
years, expectations for the medium and long terms are anchored within the target
range, and there is marked stability in the disagreement indices of the professional
forecasters and firms. As such, we can conclude that individuals have understood the
sources of the shocks that have hit the domestic economy, and are of the assessment
that those shocks will have only a short-term effect on inflation. It seems that the
public does not believe that the central bank has lowered the weight that it gives to
stabilizing inflation in order to achieve other targets, or that it does not have the ability
to return inflation to the target range.

2. MONETARY POLICY

In 2017, the Monetary Committee left the interest rate unchanged and used two other
policy tools: foreign exchange purchases, and forward guidance. The mix of tools
was chosen with the aim of supporting the return of inflation to the target range and
supporting real economic activity, mainly that of the tradable sector, while maintaining
the stability of the financial system against the continued increase in home prices and
increasing risk in the corporate bond market.

a. Policy measures taken in 2017

Like in previous years, monetary policy makers were required in 2017 to balance
the need to strive for the price stability target with the need to manage the risks
inherent in accommodative monetary policy, taking into account that the economy
is in a full employment environment. The need to return inflation to the target range
supported taking additional accommodative measures. However, the risks to financial
stability—the low spreads in the corporate bond market and the continued increase
in home prices despite the significant moderation in activity?!—supported monetary
tightening.

In order to balance these needs, the Bank of Israel left the interest rate unchanged
at the low level of 0.1 percent; continued purchasing foreign exchange, mainly in
the first half of the year; and changed the formulation of the forward guidance in the
interest rate decisions. The foreign exchange purchases make it possible to engage in
monetary accommodation that is focused on the tradable sector, since such purchases
moderate the pressure for appreciation of the shekel and should thereby contribute to
an increase in inflation without directly affecting asset prices or financial stability. The
forward guidance policy affects the yield curve through the channel of expectations.??

21 In both the number of transactions and the volume of new mortgages taken out.

22 See the broader discussion in Bank of Israel (2014), “Unconventional Monetary Policy—Goals
and Means”, Monetary Policy Report 40 (July-December 2013); and in Bank of Israel (2015), “Forward
Guidance: Experience Accumulated Worldwide”, Recent Economic Developments, 138 (April—
September 2014).
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The Bank of Israel’s response to the low inflation has been characterized by
moderation relative to the response of many other central banks, mainly in Europe.
Those other central banks have taken other unconventional measures, including
quantitative easing and negative interest rates.”> The Bank of Israel’s Monetary
Committee has enumerated a number of reasons for its moderate response. First, an
additional interest rate reduction at this time is not necessary in terms of real activity,
since the economy is in a full employment environment, and such a reduction may
have a negative impact on financial stability. Second, the low level of inflation partly
reflects the welcome contribution of the process intended to lower the cost of living,
and it would not be correct to counter a structural change that does not attest to the
cyclical state of the economy. In other words, the fact that inflation has deviated from
the target for the past three-and-a-half years is consistent with a flexible inflation
target regime as long as policy makers believe that it will return to the target within the
time frame set out in the law. Moreover, monetary policy is forward-looking, and does
not have to correct deviations from the target that have already taken place. Finally,
there is still tremendous uncertainty regarding how unconventional measures such as
a negative interest rate or quantitative easing affect activity and inflation.

(1) The Bank of Israel interest rate

The Bank of Israel interest rate remained unchanged in 2017, at 0.1 percent—the
level it has been at since the beginning of 2015. In routine times, when the interest
rate environment is positive, the monetary rate can be lowered to encourage activity
and increase inflation. However, in the years following the outbreak of the Global
Financial Crisis, many of the central banks around the world, chiefly the Federal
Reserve and the European Central Bank, encountered a liquidity trap—a situation, in
which the monetary interest rate is near the lower bound. Such interest rates lose their
efficacy during crisis periods, because it is difficult to lower them, which forces policy
makers to use other tools.

When the interest rates remain around the lower bound over time and other tools are
used, they cannot be used to show the stance taken by monetary policy or the strength
of its action. In order to find the extent of accommodation that policy makers create
through the monetary interest rate, an estimate of the shadow rate can be calculated.
This tool estimates the yield curves during routine times and during times when there is
a restrictive interest rate limitation, and uses them to indirectly derive the hypothetical

2 The global monetary environment remained very accommodative in 2017 over all, even though
some of the major central banks shifted their monetary policy to a less accommodative direction.
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(negative) monetary interest Figure 3.13
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The Figure shows that starting at the end of 2014, the gap between the Bank of
Israel interest rate and the (shadow) interest rate of the ECB widened, while the gap
between it and the (shadow and actual) federal funds rate narrowed. The Bank of
Israel also used unconventional policy tools during that period—the foreign exchange
purchases and forward guidance were intended to achieve an accommodative effect
by influencing the exchange rate and the yield curve, and it is therefore reasonable to
assume that the Bank of Israel’s shadow interest rate is lower than the monetary interest
rate. However, it is difficult to say whether the measures taken by the Bank of Israel
came close in order of size and effect to those of the ECB (and other central banks
in Europe) during the same period. Nevertheless, it is reasonable to assume that the

Bank of Isragl  e==—=FED  ==——ECB |

SOURCE: See footnote 24 of this chapter.

24 The data on the shadow interest rates of the Fed and the ECB were taken from https://goo.gl/
tD3cB2. For further details on the methodology for calculating the shadow interest rate, see Jing Cynthia
Wu & Fan Dora Xia (2016), “Measuring the Macroeconomic Impact of Monetary Policy at the Zero
Lower Bound”, Journal of Money, Credit, and Banking 48(2-3), 253-291; Jing Cynthia Wu & Fan Dora
Xia (2017), “Time Varying Lower Bound of Interest Rates in Europe”, Chicago Booth Research Paper
no. 17-06; and Jing Cynthia Wu and Ji Zhang (2017), “A Shadow Rate New Keynesian Model”, NBER
Working Paper No. 22856.

25 The Bank of Isracl Annual Reports for 2015 and 2016 used another definition for the shadow
interest rate—the hypothetical (negative) interest rate that would have enabled the Bank of Israel to meet
the inflation target. This interest rate was derived from the interest rate rule of the DSGE model used by
the Bank of Israel.
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gap between the shadow interest rates of the Bank of Israel and the ECB did widen.?¢
Below, we will try to understand whether this gap also shows that gaps developed
between Israel and Europe in terms of the extent of monetary accommodation.

(2) Forward guidance

The central bank can influence the public’s expectations, inter alia through forward
guidance. In the interest rate decision made in April 2017, the Monetary Committee
decided to change the text of the notice concerning continued accommodative policy
in the future. Prior to the change, the text related to the Monetary Committee’s
assessment regarding the period in which monetary policy was expected to remain
accommodative (“for a considerable time”’) and to the reasons for that assessment. But
in the April decision, the Committee chose to further clarify the considerations due
to which policy would remain accommodative (“The Monetary Committee intends
to maintain the accommodative policy as long as necessary in order to entrench the
inflation environment within the target range.”)

The change in text denotes a transition from guidance based on an assessment
regarding the future path of the interest rate to guidance based on a declaration
of intent and dependent on developments in the inflation environment.?” We can
therefore see in the new guidance text a more accommodative, or at the very least
neutral, measure that signals the possibility that the interest rate path will not increase
in the intermediate term. This conclusion is reinforced if we take into account that the
Monetary Committee changed the formulation of the guidance due to the following
background conditions: inflation showed an upward trend though it remained
significantly lower than the target, the shekel appreciated, and short-term inflation
expectations declined.

The literature examines the effect of the messages transmitted by monetary policy
makers, focused on measuring the changes in the yield curve of government bonds,
and is based on high-frequency (daily or intra-day) data with a narrow time window

26 The foreign exchange purchases made by the Bank of Israel can be viewed as monetary
accommodation that acts through the exchange rate channel. The central bank makes such purchases by
increasing its balance sheet—increasing its foreign exchange balances and absorbing excess liquidity by
creating deposits and issuing makam.

27 There is a distinction in the economic literature between “Odyssean” and “Delphic” forward
guidance. In the first case, the central bank commits to a future action, and in the second it only provides
assessments or forecasts regarding its actions and regarding future macroeconomic performance. See J.
R. Campbell, C. L. Evans, J. D. M. Fisher, and A. Justiniano (2012), “Macroeconomic Effects of Federal
Reserve Forward Guidance”, Brookings Papers on Economic Activity, 2012(1), 1-80.
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around the policy announcement.?® These studies are based on the assumption that the
changes in the long yields, and in other financial variables, in a narrow window around
the guidance announcement are directly attributed to it.>” A similar study carried out at
the Bank of Israel did not find that the yield curve changed in a statistically significant
way on the day when the new guidance was published. These results make it possible
to reach the assessment that the change in text was considered by the markets to be
a neutral step from the standpoint of future yields, although it is possible that it will
influence the exchange rate.

(3) Intervention in the foreign exchange market

The Bank of Israel continued its foreign exchange market intervention policy of
previous years in 2017 as well (Figure 3.14). This intervention is among the tools
used by the Bank in order to achieve its goals.

In order to support the achievement of its goals, the Bank of Israel purchased about
$5 billion in 2017, the vast majority of which was in the first half of the year. A further
$1.5 billion was purchased as part of the program to offset the effect of natural gas
production on the current account (Figure 3.14). At the beginning of 2018, pressures
for appreciation of the shekel increased, and in January the Bank of Israel purchased
a significant amount of foreign exchange—about $1.8 billion.

Recent studies provide empirical evidence that the intervention of central banks in
the foreign exchange market have an effect on the exchange rate. These studies use
high-frequency (daily or intraday) data, which make it possible to better identify the

28 Bven though the use of guidance measures has become routine, opinions in the literature remain
divided as to the extent of their effectiveness. Whole empirical studies find evidence that guidance
influences the yield curve, for the most part, the influence is less than what the theoretical models
predict—a phenomenon that the literature calls the “forward guidance puzzle”. One of the explanations
for this is that in the standard model, the representative individual is not faced with a loan restriction.
Adding that restriction to the model makes it difficult for individuals to increase consumption in the
present by taking out loans, behavior that became worthwhile as a result of the decline in the yield curve.
Therefore, adding this restriction to the model reduces the accommodative effect that guidance has on
activity. More information can be found in M. Del Negro, M. P. Giannoni, and C. Patterson (2015), “The
Forward Guidance Puzzle” Federal Reserve Bank of New York Staff Reports no. 574; and A. McKay,
E. Nakamura, and J. Steinsson (2016), “The Power of Forward Guidance Revisited”, The American
Economic Review, 106(10): 3133-3158.

297 study was recently conducted using this identification methodology to examine quantitative easing
and forward guidance measures adopted by the Federal Reserve. The study found that these measures
had a statistically significant effect on long-term yields, share prices, and the exchange rate. See E. T.
Swanson (2017), “Measuring the Effects of Federal Reserve Forward Guidance and Asset Purchases on
Financial Markets”, National Bureau of Economic Research working paper no. w23311.
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Figure 3.14
The Bank of Israel's Interventions in the Foreign Exchange Market and the
Nominal Effective Exchange Rate, January 2009 to December 2017 Index:
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SOURCE: Bank of Israel calculations.

effect of the intervention.’® The Bank of Israel recently conducted a similar study,
which showed that its interventions were also effective.?! The study found that in the
immediate range®?, unexpected foreign exchange purchases divert the exchange rate
in the desired direction about 90 percent of the time, and the effect is persistent for
about 40—60 business days (about two calendar months). It was also found that in June
2013 and May 2017, purchases depreciated the nominal effective exchange rate by an
average of about 2—3 percent. It is important to note that this study focused only on
the surprise element in the purchases, meaning the effect of the purchases that were
not expected, and does not show how the exchange rate was affected by the possibility
that the Bank of Israel can intervene at any time.

30 The econometric attempt to identify the effect of the interventions using low-frequency (for instance
monthly) data generally encountered a problem of endogeneity. For instance, if the bank intervenes
in order to moderate pressures for appreciation (leaning against the wind), we would see a positive
correlation in the data between total purchases and the appreciation of the currency, since the bank
intervenes more in months when there is sharp appreciation (as also shown in Figure 3.14). See C. J.
Neely (2005), “An Analysis of Recent Studies o the Effect of Foreign Exchange Intervention”, Federal
Reserve Bank of St. Louis Review, 87(6): 685-7180. See also M. Fratzscher, O. Gloede, L. Menkoff,
L. Sarno, and T. Stohr, (2015), “When is Foreign Exchange Intervention Effective? Evidence from 33
Countries”, DIW Berlin (German Institute for Economic Research) Discussion Paper no. 1518.

3 Caspi, A. Friedman, and S. Ribon (2017), “The Immediate Impact and Persistent Effect of
Unexpected FX Purchases on the Exchange Rate”, unpublished manuscript.

32 The time that elapses between the first purchase transaction and the last during the intraday
intervention.
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b. Relative purchasing power parity

When a small and open economy like Israel adopts a monetary policy that is different
than the policy in the rest of the world, it creates a gap between the inflation rate in
that economy and the rate prevailing abroad.®® To illustrate, if the central bank of one
country adopted a less accommodative policy than that of a similar country, inflation
in the first country will tend to be lower than in the other country. The mechanism
that enables domestic inflation to be separated from global inflation passes through
changes in the exchange rate, in accordance with the principle of relative purchasing
power parity. This principle holds that a positive (negative) gap between inflation
abroad and domestic inflation—meaning a lowering of domestic prices relative to
abroad—will be accompanied by appreciation (depreciation) of the domestic currency
vis-a-vis abroad, which will offset the lower prices.>*

Does the gap that developed after 2014 between the interest rates of the central
banks in Europe and Israel reconcile with the theoretical prediction regarding the
inflation gap that was created in the following years? Figure 3.15 helps to examine

Figure 3.15
The Link Between a Change in the Exchange Rate and the Inflation Gap with the
Eurozone, December 2014 and December 2017
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a2 The PPP line denotes the group of points for which the rate of change in the exchange rate is equal to
the inflation gap.

3 See, for instance, M. Woodford (2007), “Globalization and Monetary Control”, NBER Working
Papers (no. 13329).
34 This link is expected to exist in the medium-to-long term.

93



BANK OF ISRAEL, ANNUAL REPORT, 2017

the issue.’ Each point in the figure denotes the inflation gap between the eurozone
and a particular country (December 2017 compared with December 2014), and the
change in the exchange rate of the euro vis-a-vis the currency of that country during
the same period (positive values represent appreciation against the euro). The Figure
shows that on average, there is a positive connection between the inflation gaps and
the appreciation of the currency against the euro: The lower the inflation rate in the
comparison country relative to the eurozone, the stronger the appreciation of its
currency against the euro.>® However, the spread of the countries in the Figure does
not reconcile with the quantitative prediction generated by the principle of purchasing
power parity, that the inflation gap and the change in the exchange rate are equal (with
equality represented by the PPP line in the Figure). This phenomenon is a result, inter
alia, of the fact that the examination relates to a relatively short timeframe, about
three years, and in such a range, there are other dominant factors that influence the
exchange rate.’’

The fact that the Bank of Israel adopted a more moderate accommodation than the
ECB and others since 2014 may have contributed to the appreciation of the shekel in
terms of the nominal effective exchange rate and the creation of a gap between the
inflation rates in Israel and in other countries. While it is difficult to determine whether
the appreciation led to the inflation gap or whether the low inflation contributed to the
appreciation, it seems that both processes took place to some extent. In this context,
it is worth emphasizing that the Bank of Israel avoided additional accommodation
measures for a variety of reasons, including the need to maintain financial stability
and the tight labor market (see Section 2a).

To summarize, inflation in Israel declined beginning in mid-2014, and its rate is on
the left tail of the distribution of inflation rates in the advanced economies, after the
ECB and other central banks in Europe adopted significant monetary accommodation
while the Bank of Israel adopted a less accommodative monetary policy.

3. THE MONETARY BASE AND MONETARY AGGREGATES

Interest is the price of money, meaning it is the alternative cost of holding liquidity.
Therefore, changes in the interest rate have an impact on the demand for liquidity.
When the nominal interest rate is the main tool of monetary policy, the central bank
operates so that the money supply is completely flexible at the interest rate it declares,

33 There is nothing new in the hypothesis that monetary policy is contributing to low inflation. This
was raised explicitly in the Bank of Israel Annual Reports for the years 2015 and 2016. However, we can
now examine it from a broader point of view, thanks to data that have accumulated over time, particularly
the fact that the shekel has continued to appreciate against the effective exchange rate and the inflation
rate in Israel has become entrenched on the left tail of the distribution of rates in the OECD.

36 Similar results are obtained if we compare the annual average of the exchange rate and the CPI in
2017 with the average in 2014.

37 Box 3.2 shows that the principle of purchasing power parity is relevant for products that are
characterized by a high rate of online purchases.
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and the monetary base—meaning the total banknotes and coins in circulation as well
as the commercial banks’ demand deposits at the Bank of Isracl—is determined by the
demand for liquidity at the Bank of Israel interest rate.

a. The monetary base

The monetary base is affected by flows that are not under the Bank of Israel’s control,
such as government accounts®, and by flows that are under its control, such as foreign
exchange purchases and makam issuances. The Bank absorbs or injects liquidity in
order to provide the demand for the monetary base in accordance with the Bank of
Israel interest rate. The Bank adjusts the monetary base to the interest rate that it
sets by issuing makam and through interest-bearing deposits of the banks, which are
issued to them in tenders and are not included in the monetary base. The Bank takes
into account total injections and absorptions, and takes action to adjust the monetary
base to demand by the public.

Table 3.4
Rate of change in monetary aggregates, 2013-17
0 1 2 1+2=3 4 5 6 3+4+5+6=7
Short-term Short-term
deposits® deposits®
Monetary Cash held by  Current upto3 uptoone
base® the public  accounts M1 months year SRO¢ M2¢
(Average in December compared to average the previous December)
2013 6.5 3.9 223 15.2 -1.3 0.3 22.2 6.6
2014 11.6 11.7 48.3 35.6 -8.1 11.6 9.8 8.4
2015 16.3 13.9 514 40.7 -16.4 4.6 34.2 13.6
2016 7.5 5.8 20.7 17.2 -10.4 15.0 12.1 7.9
2017 6.4 6.5 14.2 12.6 -3.0 -2.8 16.2 8.1
(Quarterly average compared with the average of the previous quarter)
2017
Ql 1.7 1.2 3.9 3.4 -1.7 4.5 6.9 3.0
Q2 1.9 1.7 33 3.0 -0.4 -1.6 3.7 1.9
Q3 1.3 1.3 3.9 3.4 1.0 -2.1 5.1 2.7
Q4 1.5 1.1 1.5 1.4 -2.1 -2.3 0.3 0.0

2 Total banknotes and coins in circulation and current deposits by the commercial banks with the Bank of Israel.

> M1 = cash and demand deposits.

¢ Term deposits.

d Self-renewing overnight deposit - a liquid daily deposit.

¢ M2 = M1+SRO-unindexed deposits of up to one year.
SOURCE: Bank of Israel and Central Bureau of Statstics data.

3% Government activities also affect the monetary base, since the government’s accounts are managed
at the Bank of Israel (pursuant to the Bank of Israel Law).
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Source of change in the monetary base, 2013-17

(NIS billion)

2017
2013 2014 2015 2016 2017 Ql Q2 Q3 Q4

1. Injections from the government -10.5 1.2 -14.0 3.5 -3.9 -12.9 -7.7 -5.8 22.5
2. Foreign exchange conversions?® 19.2 24.7 340 234 24.1 11.1 10.4 1.3 1.3

of which: Bank of Israel

19.0 24.6 33.8 231 24.0 I1.1 10.4 1.2 1.3

3. Total (1+2) 8.7 25.8 19.9  27.0 20.2 -1.8 2.7 -4.5 23.8
4. Bank of Israel injections 24 -142 -115 -15.8 -7.8 8.3 -1.8 43 -18.6
of which: Monetary loan 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Makam -6.3 -3.2 14.1 11.1 13.1 3.0 4.0 6.0 0.0

Swap 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Bank term deposits 20 -123 -267 -28.0 -22.0 5.0 -6.0 -2.0  -19.0

Interest? 1.2 0.6 0.2 0.1 0.2 0.0 0.0 0.0 0.0

Bond purchases 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Repo 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

5. Total change in the monetary base 6.4 11.7 84 10.8 12.2 6.8 0.5 -0.3 5.1

2 This item includes, among other things, receipts (payments) in foreign exchange that the Bank of Israel and the government receive from (transfer
to) the private sector, for instance income tax.

b Excluding makam.
SOURCE: Bank of Israel.

The monetary base grew by about NIS 12.2 billion in 2017, after increasing by NIS
10.8 billion in 2016 (Table 3.5). Compared with the previous year, the monetary base
increased by 6.4 percent (Table 3.4).3° The Tables show that the foreign exchange
conversions carried out by the Bank of Isracl—a reflection of its interventions in
the foreign exchange market—expanded the monetary base by about NIS 24 billion
during the year, similar to the expansion recorded in 2016. Against that, the Bank of
Israel absorbed about NIS 9 billion (the net change in makam and term deposits)—in
order to leave its declared interest rate of 0.1 percent in place.

b. The monetary aggregates

The quantity of money—the M1 aggregate—includes cash held by the public and
demand deposits. The demand for money is affected mainly by the level of activity
in the economy and by the interest rate: An increase in the level of activity increases
demand for money (the engine of transactions), while an increase in the interest rate
lowers it (the alternative cost of holding liquidity). In 2014-2015, the quantity of
money increased significantly, by about 35-40 percent, due to the decreases in the
interest rate. In 2016, the rate of the increase in the quantity of money moderated to
17.2 percent, and in 2017 it moderated further, to 12.6 percent, in line with the stable

39 December 2017 average compared with December 2016 average.
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Box 3.1

Global factors and their contribution to inflation in Israel

* The global factors that are common to inflation in the OECD countries have, since the Global
Financial Crisis, explained more than 70 percent of the variance in inflation in the OECD, and 80
percent of the variance in inflation in Israel. During that period, the correlation between the inflation
rates of the OECD countries has increased.

» The global factors properly explain the development of inflation in Israel—both the sharp decline
in 2011-2016, and the reversal of the trend that began in early 2016. In the past year and a half, the
global factors have made a significant positive contribution to inflation in Israel.

The annual inflation rate of the Consumer Price Index in Israel changed significantly in the years
following the Global Financial Crisis. In June 2011, it increased to a peak of about 4 percent, and then
began a downward trend during which it reached -1 percent (December 2015). Israel is not exceptional in
this regard, since many OECD countries underwent similar changes in recent years, and a considerable
portion of them have—like Israel—dealt with negative inflation.! This box focuses on the variance of
inflation in Israel in the years following the Global Financial Crisis, and examines what part of that
variance can be attributed to global phenomena.

Empirical studies from recent years have found a strong link between inflation rates in the advanced
economies, even in the years preceding the Crisis.> One possible explanation for this has to do with
geographic proximity. Twenty-two of the 35 OECD countries are in Europe (a large portion of which even
use the same currency—the euro), and this certainly contributes greatly to the correlation explanation.
Another possible explanation has to do with common structural trends and similar policy, for instance
the global tendency to increase competition and the similarity of inflation targets to which the various
central banks are subject.’ Another explanation involves the strengthening of globalization, particularly
the fact that domestic shocks spread more and more to all countries because the chains of production and
supply are becoming increasingly global.* There is a similar view that the low inflation in the advanced
economies is a result of the rise of the emerging economies. The threat posed by outsourcing puts
downward pressure on wages, and the free flow of cheap goods from foreign countries helps maintain
the prices of domestic goods at a low level—both directly because import prices are low, and indirectly
because domestic producers face competition.?

How much of the inflation volatility in Israel can be attributed to global phenomena? This box attempts
to answer the question through an econometric model that assumes that common movements in the annual
inflation rates in OECD countries are a result of a small number of common but unobserved factors.

In 2014, for instance, there was negative inflation in 15 of the 35 countries in the organization.

See, for instance, IMF (2016), Ciccarelli and Mojon (2010), Mumtaz and Surico (2012), and Neely and Rapach (2011).
See, for instance, Mumtaz and Surico (2009).

See, for instance, Auer et al. (2017a, 2017b).

This concept has recently been referred to as the “Internationalist view of inflation”.

[ N O R
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Let 7, denote the annual inflation rate of country i at time ¢, where i=1,...,N, t=1,...T. We assume
that the development N of series of inflation can be described p by a dynamic factor model with common
factors:

=Y Ft+£it’

where F=(F1, t,th,...,Fp) is a vector that includes p common factors; Vi:(%’p“"%p) is a vector that
includes the loadings that are received by the common factors in determining the inflation of country i,
and €_is the residual, including—among other things—the domestic shocks and/or the shocks common to
a small number of countries, and measuring errors regarding country £.% The first component on the right
side of Equation (1), the global component, is the weighted amount of common factors, and the second
component is the residual.

Since the common factors and their weights are not observed, they must be estimated. For that
purpose, we will use a principal component analysis (PCA).” The first common factor is estimated by
the principal component that explains most of the covariance of inflation in the OECD countries, the

Table 1
The variance of inflation explained by common factors and other global factors?,
January 2009 to December 2017

OECD OECD
simple weighted
Global component average average® US  Eurozone
Two Three
One factor factors factors
Inflation in the 0.45 0.71 0.80 - - - -
OECD countries [0.37,0.56] [0.65,0.78] [0.76,0.84]
Inflation in Israel 0.39 0.81 0.88 0.40 0.09 0.04 0.25

[0.27,0.52] [0.65,0.90] [0.73,0.97]

2 The cumulative explained variance of inflation in the OECD countries was obtained from a primary cause analysis (PCA). The
explained variance in Israel was obtained from the R2 value generated by a regression of the inflation rate in israel on an intercept
and on the common factor(s) obtained from the PCA, as well as on additional approximations of global inflation (the last four
columns). The numbers in square bracekts are a 90% confidence interval.

b The figure was taken from the OECD. The weighting is based on the size of the respective economies.

SOURCE: Based on Central Bureau of Statistics.

° n addition, the model assumes that and are contemporaneously uncorrelated for each and , but enables a (weak) correlation
between the residuals of the countries in the panel, meaning between and where . The assumption concerning the weak correlation
means, roughly, that the common dependency on the residuals in the model subsides as the number of countries in the panel
increases, meaning . In this assumption the residuals of each country cannot be seen as a domestic component.

7 Abroad survey of the dynamic factors model and the various methods of estimating it appears in Stock and Watson (2016).
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second principal component is estimated by the
factor with the second-highest explanatory level,
and so on. The estimation of the common factors

Figure 1
Inflation in Israel? and the Contribution of
the Global Component, January 2009 to

of inflation in Israel and the OECD countries is December 2017 (percent)
based on a panel that includes the monthly data 5
on the annual inflation rate during the period 4|
from January 2009 to December 2017. Inflation
in each country was standardized by subtracting 3
its average and dividing the difference by the 2 b
standard deviation. 1l
Table 1 shows the results of the estimation. /i":
The upper row relates to inflation in all OECD 0 W v
countries, and presents the variance explained 1t
by one common factor, two common factors,

_2 1 L 1 1 1 L 1 1 L
and three common factors. As we can see, the ® ® O NN e e

first common factor explains slightly less than N 000 eo“ & %Q,Q' \?99' N 500' ®z§ ?9"
half of the common variance of the inflation
rates in the countries panel, the first two factors
explain about 71 percent of it combined, and the
first three common factors explain 80 percent.

We note that the high explanatory level did not aActual annu_al inﬂation_(each month compared with the

. o same month in the previous year).
exist as strongly before the Crisis. When we b The confidence interval reflects the uncertainty
used a sample beginning in January 2000 and | [ogrdra e conposton o he OECD:caunrs
ending in December 2007, we found that the first SOURCE: Based on Central Bureau of Statistics.
factor explains 32 percent of variance, the first
two factors explain 50 percent, and the first three
factors explain 61 percent.

The second row in the table relates to inflation in Israel, and shows the explanatory level of the
common factors alongside the values obtained from the regression of the inflation rate in Israel on other
possible approximations of “global inflation”—a simple average of the OECD countries’ inflation rates,
a weighted average of the OECD countries’ inflation rates (with the weights based on the size of the
various economies), the inflation rate in the US, and the inflation rate in the eurozone. As we can see,
the first common factor explains 39 percent of the variance in the inflation rate in Israel, while the first
two factors explain 81 percent combined (meaning the marginal explanation of the second factor is 42
percent).® The third common factor makes a negligible marginal contribution to the explanation of the
variance—7 percent. We can also see that the variance explained by the first common factor, and certainly
the variance explained by the first two common factors, is higher than the variance explained by the

Confidence interval ®of 90%
= Contribution of the global component
Annual inflation rate

8 If we estimate the common factors in a panel that does not include Israel, the results are not materially different. When we
run the inflation rate in Israel on the common factors, the equals 0.42 (0.80) when relating to one common factor (to two common
factors).
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other approximations of global inflation, including inflation in the eurozone. However, it should be noted
that the variance explained by the first factor is almost identical to the variance explained by the simple
average—40 percent.’

Figure 1 shows the annual inflation rate in Israel (the blue line) alongside the contribution of the global
component estimated through the use of the first two factors (the green line), and with a confidence
interval of 90 percent (the gray area). As we can see, during the reviewed period, the inflation rate in
Israel is closely aligned with the global component. Both the sharp decline in 2011-16 and the reversal
of the trend in early 2016 are consistent with the development of the global component during the same
period. We can basically say cautiously that the global component behaves as a trend line that is tracked
by inflation in Israel. In other words, it seems that the global component reflects fluctuations at a low
frequency, while the residual acts as an error correction.'?
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Box 3.2

Online purchases made by Israelis and their effect on inflation

* The rate of Israelis making online purchases increased significantly in the past decade, similar to the
global trend. These purchases lower prices, since they lower costs and increase competition, inter alia
because trading sites make information accessible regarding the supply of products and their prices.

» Tradable goods that are characterized by an upward trend of expenditure on online purchases have
in recent years shown marked price declines relative to general tradable goods. However, since these
purchases are focused on goods with a low share of total expenditure, it seems that they have a small
direct effect on inflation.

» It also seems that after taking the exchange rate into account, these price declines are not exceptional
compared with parallel declines around the world.

* Online purchases may contribute to greater price declines in Israel than in other countries in the
next few years, but only as long as the profit margins in Israel are higher than they are abroad. If
the entry of large multinational corporations to the Israeli market is accompanied by an increase in
concentration as a result of a closure of competing firms, prices may increase in the medium-to-long
term.

a. Background

One of the causes of the low inflation in Israel in recent years is the change on the behavior patterns of
Israeli consumers, particularly the increase in the volume of consumer goods purchased online via Israeli
and foreign websites. This box outlines the characteristics of online purchases, and examines how they
are affecting inflation.

Online purchases contribute to lower prices through two main channels. First, they lower costs, since
they are based on automation of the purchase process, thereby shortening the supply chain and increasing
productivity. Second, they make it difficult for companies to raise prices, moderating them instead because
they increase competition. Trading sites make information on the supply of goods and their prices more
accessible, thereby making it easier for consumers to compare prices. !

The volume and rate of online purchases are increasing around the world?> because consumers are
increasing their use of the Internet and of smartphones, and because dedicated applications and websites
simplify payment. This process of expansion has not passed Israel by. According to the Central Bureau
of Statistics Social Survey, the rate of Israelis over 20 who reported that they had made online purchases
in the past three months increased from 16.7 percent in 2007 to 39.3 percent in 2016.> The situation is
similar if we look at the number of packages arriving from abroad, which expanded at an increasing pace

' See Riksbank (2015), “Digitisation and Inflation”, Monetary Policy Report, February, pp. 55-59, available at

http://www.riksbank.se/Documents/Rapporter/PPR/2015/150212/rap_ppr_ruta4 150212_eng.pdf

2 See “Effects of e-Commerce on Inflation”, ECB Economic Bulletin 2/2015, pp. 51-54; J. L. Yellen (2017), “Inflation,
Uncertainty, and Monetary Policy”, a speech delivered in “Prospects for Growth: Reassessing the Fundamentals™, 59 Annual
Meeting of the National Association for Business Economics.

3 See Bank of Israel (2017), Annual Report for 2016, Chapter 3. These findings place Israel at the center of the distribution
of 19 European countries.
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in recent years, indicating that Israelis have increased the volume of online purchases from international
sites.* These purchases are not included in the calculation of the Consumer Price Index, since the CPI
measures the change in domestic prices of a representative basket of products. However, since they reduce
demand in the domestic market and increase competition, they have an indirect effect on the inflation rate.

Figure 1 provides evidence of this. The Figure relates to the price index of tradable goods that Israelis
increasingly bought online in recent years—clothing and footwear, furniture and equipment, jewelry and
watches, audio-video systems, and cosmetics and personal products—and shows the change in those
items and in the overall Tradable Goods Price Index.’> With the exception of the index of jewelry and
watch prices, these indices decline more than the overall Tradable Goods Price Index.b

Israelis increased their volume of online purchases due to the apparent attractiveness of prices, among
other reasons. This conclusion is derived from an online survey commissioned by the Bank of Israel
in order to examine the behavior patterns and perceptions of the Israeli consumer in the area of online

Figure 1
Cumulative Change in the Tradable Goods Price Index in Israel and in
Selected Components of It, 2017 Average Compared with 2011 Average
(percent)
o 11 T T . T _ T T
-10 .
-20
-30
-40
-50
-60
Tradable Furniture and Clothing and Jewelry and Audio-visual  Personal
Goods Index equipment footwear watches systems  products and
cosmetics
SOURCE: Based on Central Bureau of Statistics.

4 Bank of Israel (2017), Annual Report for 2016, Chapter 3.

3 More information on the calculation of tradable goods prices in Israel appears in Bank of Israel (2016), Annual Report for
2015, Chapter 3, note 8.

6 Ttis likely that the decline in the prices of audio-video systems is not only a result of online trading, but also of technological
improvement.
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purchases, regarding nine different categories of products, some tradable and some
nontradable.”-® More than 80 percent of respondents believed that the prices of tradable
goods abroad are lower than the prices of parallel (not necessarily the same) goods in
Israel, and more than two-thirds believed the same regarding nontradable goods.” About
60 percent of respondents believed that purchases from Israeli sites are less expensive than
purchases from regular stores—the main reason for making such purchases. This finding
is different from findings around the world, which show that the prices of goods on the
Internet are generally similar, and even identical, to in-store prices.!?

b. The effect of online purchases on the change in prices in selected items of the
Consumer Price Index

It seems that online purchases have a small direct effect on the decline in inflation, since
they are focused on products with a low share of total expenditure. The Central Bureau of
Statistics Expenditure Surveys show that while a representative household increased its
average monthly expenditure on total online purchases (on both Israeli and international
sites) by about 16 percent, this expenditure increased from just NIS 90.1 in 2011 to just
NIS 104 in 2015.!

Figure 2 focuses on the main sub-items where there was an increase in recent years in
the volume of expenditure on online purchases (on both Israeli and international websites).
The Figure shows this expenditure as a share of total expenditure, and shows that the
rates are very low (in most cases below 5 percent) even if they increased significantly in
the following areas: jewelry and watches (expenditures increased approximately ninefold,
to 4.2 percent) ; clothing and footwear (sixfold, to 1.5 percent); home and household
maintenance (fivefold, to less than 1 percent); handheld computers (purchases increased by

7 The survey was conducted by “Rushinek Market Research and Strategic Consulting” in 2017. It should
be noted that the results of the survey may be biased because it was conducted online. This bias is reflected,
inter alia, in the fact that about 70 percent (about 60 percent) of the respondents reported that they had made
a purchase on international (Israeli) sites during the past month—significantly more than the results of the
Central Bureau of Statistics Social Survey.

8 The tradable categories included: 1. Tourism and vacation; 2. Electrical appliances; 3. Toys and sports
equipment; 4. Electronic products; 5. Pharmaceutical products; 6. Clothing and footwear; and 7. Furniture
and housewares. The nontradable categories included: 1. Tickets to performances, plays, movies and so forth,
and restaurant coupons; and 2. Food (food purchases mainly on the websites of the grocery store chains, as
opposed to food additives, which are tradable).

In most expenditure items, 94—99 percent of surveyed individuals responded that they make online
purchases due to attractive prices. In contrast, in the food category, 83 percent responded in that way, while
85 percent responded that they make online purchases because they are more convenient. Only about 40
percent of respondents believed that the online price of food is lower than the in-store price—a rate that is 20
percentage points lower than the rate regarding the other categories.

See, for instance, A. Cavallo (2017), “Online and Offline Prices Similar? Evidence from Large Multi-
Channel Retailers”, American Economic Review, 107(1), pp. 283-303.

1 This expenditure is significantly lower than the estimate in the online survey, apparently due to the bias
resulting from the population included in it (see Note 7), because it includes respondents who did not report
online purchases—about 60 percent of those surveyed in 2015.
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Figure 2
Online Purchases (from Israeli and International Sites) As A Share of Total
Purchases, Selected Components of the Consumer Price Index, 2011-15 (percent)
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SOURCE: Based on Central Bureau of Statistics.

70 percent to 12.6 percent); and furniture and household equipment (purchases increased
by 30 percent to 2.9 percent). Purchases from international sites create competition, mainly
for relatively inexpensive products, since if the price of the product exceeds $75, the
consumer must pay VAT on the purchase, and if it exceeds $500, customs duties must be
paid as well. In other words, there is no great incentive to purchase products with a value
higher than those amounts. This partly explains why expenditures on online purchases are
only a small part of total household expenditures.

The situation is similar in the eurozone and in the US. In the eurozone, the increase in
the volume of online purchases was found to have only a moderate effect on inflation, but
it should be noted that there is tremendous uncertainty in the findings, due to limitations
in the data. In the US it was found that in 2017, competition from online trading led to a
decline of about 0.1 percentage points in core inflation.!?> Competition increased because
the market share of online purchases grew due to an expanding supply of products,
attractive prices, and inexpensive shipping. This increase made it difficult for the (brick-
and-mortar) retail giants in the US to raise prices, which led them to close many branches.

12 www.bloomberg.com/view/articles/2017-10-16/amazon-might-help-explain-the-inflation-mystery
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International comparison

In recent years, inflation in Israel has been lower than in other OECD countries, leading to the question of
whether online purchases are affecting inflation in Israel more than in other countries. In order to examine
this, we calculated the rates of price declines in Israel in five sub-items of the Consumer Price Index—
furniture, clothing and footwear, personal and cosmetic products, audio-video systems, and jewelry—and
compared them to the rates of decline in the parallel indices in the US, Germany, France and the UK.

Before discussing the comparison, it is worth remembering that purchases from international sites are
not included in the Consumer Price Index in Israel, and therefore do not affect it directly. But they do have
an indirect effect, since they create competition for domestic products. It is not simple to decide whether
to include these purchases in the Consumer Price Index, and the decision depends on how the index is
defined and used in each country. To illustrate, the decision depends on the question of whether the index
is used to measure price changes in the local market, or whether it is supposed to reflect the change in the
prices the consumer sees, including prices on international sites. Moreover, it is not simple to estimate the
change in prices on the Internet, inter alia because the supply of goods changes frequently and the pricing
sometimes depends on the identity of the purchaser.

If at the point of departure Israel was characterized by less competition than other countries, and
competition in Israel increased due to the increase in online purchases, then we would expect to find that
prices in Israel (in shekel terms) declined more than in other countries. However, an initial examination we
conducted shows that after taking changes in the exchange rate into account, the declines in the Consumer
Price Index in Israel since 2011 are not exceptional relative to the declines recorded abroad. Figure 3
shows the cumulative shekel change in the reviewed price indices between 2011 and September 2017'3,
divided into the cumulative change in terms of the local currency in each country and the contribution to
the change made by the development of the exchange rate vis-a-vis the shekel.

We can see that in terms of the local currency (the blue columns), prices in Israel decline more than
prices in the comparison countries, but the declines in Israel are not exceptional if we examine the change
in prices in shekel terms (the red triangles).'* The difference reflects the strengthening of the shekel
against the euro, a continuing process in recent years, and the strengthening of the shekel against the
pound sterling, mainly following the Brexit vote.

We can therefore state that online purchases contributed to increased competition and price declines in
Israel, but the process is global and Israel is not an exception in terms of either the volume or the effect on
prices. In this context it is worth noting that until 2011, the price indices showed different developments
in each of these countries, but since 2011, they show greater similarity in their developments—prolonged
price declines.

13 The average in 2011 compared with the average in the 12 months ending in September 2017.

4 In some of the product categories (cosmetics and personal products, and audio-video systems), prices in Israel declined
more than in other countries, while in other categories (clothing and footwear and furniture and equipment) they declined less
than in other countries.

106



CHAPTER 3: MONETARY POLICY AND INFLATION

Figure 3
The Contributions of the Exchange Rate and of the Price Changes to Selected Components of the Consumer Price
Index of Selected Countries, 2017 Average Compared with 2011 Average (percent)
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SOURCE: Based on Central Bureau of Statistics and Bloomberg.

c. A look at the future

Assuming that the price levels in Israel are relatively high, online purchases may contribute in the future
to a greater price reduction in Israel than abroad, as long as the domestic profit margins remain higher
in Israel than they are abroad, and taking shipping costs, taxes and regulation into account. In recent
years, we can identify a decline in the profitability of public Israeli companies in the field of consumer
goods, particularly the clothing, footwear and personal equipment chains and wholesale companies in the
computer and communications fields (see Chapter 1 of this report). This may be a result of the increased
competition created by the increase in the volume of online purchases from abroad.

It is reasonable to assume that the prices of goods will continue to decline in the coming years, since
international retailers plan on entering the Israeli market. However, this development may have the
reverse effect and increase goods prices in the medium-to-long term. For instance, the expanded market
share of online retailers in the US and other countries led some of the large brick-and-mortar retailers in
those countries to cut back or even to close. If, in the final analysis, this increases concentration, it may be
reflected in an increase in prices. Moreover, there are indicators that the leading online sites are engaging
in differential pricing of their products, and adjusting the price to the individual consumer. Such pricing
has a deleterious effect on the consumer surplus. It is therefore recommended to monitor developments
in the retail market, and if necessary to take regulatory steps to limit concentration in various industries.
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Chapter 4
The Private Sector's Financial Assets and
Liabilities

e The private sector’s financial assets portfolio grew at a rate similar to the average
in recent years and similar to the rate of growth in GDP. The low interest rate
environment influenced the composition of the portfolio, so that in 2017, as in
previous years, the share of cash, current accounts and short-term deposits increased.

e The liabilities of the nonfinancial private sector grew by a slow rate in 2017 relative
to the previous year, primarily due to the decline in the rate of growth of business
sector debt. The growth in household debt also moderated this year, particularly
households’ nonhousing debt.

e New mortgage volume was slightly lower than last year, due to the decline in
the number of transactions in the housing market. The interest rate on mortgages
declined during the year, against the background of the decline in interest rates on
government bonds.

e Slower growth in business sector debt was a result of the decrease in liabilities to
abroad, which was partly due to the change in the exchange rate. However, the
business sector's debt to households and to institutional investors grew at high rates,
based on the high level of net bond issues and the continued growth in direct loans
from institutional investors.

e The banks continued to increase credit to small and micro businesses, and their
share in total credit to the business sector rose to 22 percent. As a result of the
increase in risk, the interest rate on credit in this sector rose.

e Thisyear, there were additional legislative measures aimed at increasing competition
and supervision in the nonbank market and a law was passed that regulates the
activity of online platforms for the provision of credit. The volume of credit
provided by way of these platforms in Israel and worldwide is still very small.
The online credit intermediaries have the advantage of low operating costs, but
since they have only developed in recent years and have not yet had to deal with
a complete business cycle, an increase in the interest rate will present a significant
challenge to their activity.

e Institutional investors in Israel, which manage close to half of the asset portfolio,
invest only asmall proportion of their assets in venture capital, relative to institutional
investors in other countries. The gap is a result of, among other things, the unique
regulatory setup in Israel.
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1. INTRODUCTION

This chapter analyzes the financial assets and liabilities of the private sector (households
and the business sector) and of the financial intermediaries in the economy. In
addition to their internal sources of financing (retained earnings), the business sector
needs external financing for investment. One of the main ways in which savings by
households become investments in the business sector is provision of credit. For
example, the issue of bonds by a company will add to the liabilities of the business
sector and the new bonds will be recorded as assets of households. Similarly, a deposit
in a bank will be recorded as an asset of households and a liability of the bank. A
bank loan to a company will be recorded as a liability of the business sector and as an
asset of the bank. In an open economy such as Israel’s, the business sector can obtain
financing from domestic sources or foreign sources (capital inflow). Savings can also
be used for investment abroad (capital outflow). A surplus in the current account,
which has characterized the Israeli economy in recent years, is reflected in a deficit in
the financial account, which implies a net outflow of capital.

Since the financial crisis almost a decade ago, advanced economies have been
characterized by a low (and even negative) central bank interest rate and low yields
on government bonds, even in the intermediate and long terms. The effect of the low
interest rate environment can be seen in the composition of assets and liabilities of
individuals and companies. One of the most notable characteristics on the assets side
has been the positive price effect on the assets portfolio of the increase in equity prices
and the decline in bond yields, both in Israel and abroad. Furthermore, the low interest
rate environment reduces the incentive to save in long-term deposits and therefore the
share of cash and current accounts has risen and there has been a shift to short-term
deposits at the expense of long-term ones. These two trends continued this year.

On the liabilities side, household debt has grown rapidly in recent years, including
both housing and non-housing debt. The rate of growth in household debt in 2017 was
somewhat slower than in the previous year, primarily in nonhousing credit, although
it remained high at 5 percent.

The growth of business sector debt! this year was slow at only 1.5 percent, which
is markedly lower than in the previous year. The year 2016 was an outlier and was
characterized by a high rate of growth (5 percent) following the period since the
financial crisis in which business sector debt grew very slowly. However, the reason
for the slower rate of growth this year differs from that in the years prior to 2016 and
is related to the reduction in the business sector’s debt to abroad, a large part of which
is a result of the appreciation of the shekel. The change in liabilities to other lenders
this year indicates that business sector debt is growing at a rate similar to last year.
In the capital market, there were large net bond issuances (issues less redemptions)
while the business sector’s debt to banks grew even faster this year than the average
in previous years.

1 Excluding banks and insurance companies.
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In recent years, the share of small and micro businesses in total credit of the business
sector has increased, as a result of the shift of bank credit from large companies to
this sector. The trend continued this year, despite a moderate rise in the interest rate
on credit to small and micro businesses, against the background of an increase of risk
in this sector.

Since 2001, there has been a current account surplus, which implies net capital
outflows (the investment by Israelis abroad exceeds that of foreign investors in Israel),
and the trend continued this year. Due to the continuing capital outflows, Israel’s
inventory of assets abroad is larger than the inventory of its liabilities to abroad, and
in particular the surplus of assets over liabilities has grown significantly in the past
two years.

In 2017, there were increasing signs that the global interest rate environment is
about to change. The US Federal Reserve began to gradually increase interest rates
recently, against the background of a recovery in economic activity and an increase
in inflation. Intermediate and long-term interest rates also rose in the US and the
negative interest rate gap with Israel widened. Interest rates were raised in the UK and
Canada as well. In the eurozone, the interest rate is still negative, however the ECB is
expected to reduce the bond purchases that are part of its quantitative easing program.
An increase in interest rates is expected to have a significant impact on the global and
domestic markets, which at the moment enjoy very high liquidity. An increase in the
interest rate will also affect the credit market, by bringing about an increase in interest
rates on deposits and making loans more expensive.

2. THE FINANCIAL ASSETS OF THE PRIVATE SECTOR?

The financial assets portfolio includes the financial holdings of households and the
business sector (financial and nonfinancial companies), while it does not include
the assets of the government, the Bank of Israel, nonresidents or the banks. Part of
the savings portfolio is managed by institutional investors on behalf of the public
(hereinafter, the managed portfolio®) and the rest is held directly by the public.*

The financial assets portfolio grew by 5 percent in 2017, somewhat faster than last
year. Since 2012, the portfolio of financial assets has grown at a high average rate of
6 percent. The growth in the assets portfolio this year was characterized by a jump

2 For a detailed analysis of the changes in the public’s portfolio of financial assets in 2017, see the
Statistical Bulletin for 2017 which was published in March 2018 (in Hebrew) by the Department of
Information and Statistics of the Bank of Israel.

3 This definition includes the investments of institutional investors, i.e. provident funds and severance
pay funds, advanced training funds, pension funds (veteran and new) and also life insurance plans
managed by the insurance companies (not including their nostro portfolio, i.e. the portfolio that they
manage for themselves).

4 The definition includes the stock of financial assets, including cash and deposits, tradable and
nontradable securities and index products, which the public (households and the business sector) holds
directly or through portfolio managers or mutual funds.
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in net flows to the portfolio managed by institutional investors while the portfolio
directly held by the public grew only somewhat. The share of the portfolio managed
by institutional investors within the asset portfolio is currently about 42 percent. The
Compulsory Pension Law, alongside the tax system that encourages additional types
of saving (in provident funds and advanced study funds), creates a situation in which
managed savings are growing faster than direct savings.

The low interest rate environment is affecting the composition of the asset portfolio
by reducing the incentive to deposit in saving plans and long-term deposits, in favor
of short-term deposits and cash, and is encouraging riskier investments as part of
the “search for yield”. One of the main changes in the composition of the financial
assets portfolio in recent years has been the increasing share of cash and current
accounts from 3 percent about a decade ago to 10 percent today. This is primarily the
result of the increased share—currently 15 percent—of cash and current accounts in
the public’s directly held portfolio. There was also a shift to short-term unindexed
deposits at the expense of long-term deposits and foreign currency deposits. In
contrast, the component of makam (bills) has shrunk during the last three and a half
years, from 3 percent to 1.5 percent. In the low interest environment that prevails
today, the convenience of holding cash and current accounts is preferred to holding
makam which involves the payment of fees.

The low interest rate environment, the high level of liquidity and the search for
yield also supported the rise in equities prices (Figure 4.1) and the decline in bond
yields in recent years. This was reflected in a significant positive price effect on the
assets portfolio. Thus, about half of the increase in the value of the asset portfolio
since 2012 can be attributed to the estimated price effect of the holding of equity and
bonds (both government and corporate) during this period. This year as well, there
was a positive price effect on the assets portfolio, primarily due to the increase in
equity prices abroad (equity markets abroad performed exceptionally well but the
strengthening of the shekel against the dollar partly offset the gains) and the decrease
in spreads on corporate and government bonds in Israel. During the last two years, the
stock market in Israel has lagged behind foreign markets and its effect on the portfolio
was negative in 2016 and neutral in 2017.5

Net of the price effects in 2017, the public increased its investment in corporate
bonds and stocks in Israel and to a lesser extent foreign corporate bonds and stocks,
while reducing their investment in traded Israeli government bonds and foreign
currency deposits.

The extent of exposure to Israeli corporate bonds in the overall assets portfolio
has not changed during the last decade; however, in the background, institutional
investors have reduced their exposure while in the portfolio directly held by the public

5 In order to encourage competition for households’ short term savings, the Banking Supervision
De6partment canceled the securities management fee for makam and money market funds in 2012.
The large-cap stock indexes in Israel were adversely affected by the decreases in the value of
pharmaceutical companies. This effect on the asset portfolio is described in detail in Section 5 of this
chapter.
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Figure 4.1
Equity Indices in Israel and Abroad
Daily Data, 2009-17, Index 1.1.2012=100
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SOURCE: Bank of Israel.

the exposure has doubled since 2007. Currently, close to 60 percent of total traded
bonds are held directly by the public, half of which is by means of mutual funds. In
view of the low spreads and the increased probability of a decrease in bond prices
as a result of interest rate increases abroad, the high share of holdings by the mutual
funds may be reflected in a rapid drop in prices and a selloff when the trend reverses,
as occurred in 2007-08 with the selloff of corporate bonds held by mutual funds and
provident funds. It should be noted that according to the Financial Stability Report for
the second half of 2017, there are signs of overpricing in the corporate bond market.’

3. FINANCIAL LIABILITIES OF THE PRIVATE SECTOR

In this section, the changes that occurred in the liabilities of the nonfinancial private
sector, namely the liabilities of the business sector (not including banks and insurance
companies) and of households, will be analyzed. The liabilities of the nonfinancial
private sector totaled NIS 1.4 trillion at the end of 2017. About 60 percent of the
private sector debt is that of the business sector and the remainder is that of
households. The rate of growth in private sector debt was lower this year than in 2016
(2.9 percent versus 5.5 percent) and similar to that in 2014 and 2015. The decline in

7 For further details, see the Financial Stability Report for the second half of 2017.
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the rate of growth in the debt this year

Figure 4.2 .

Nonfinancial Private Sector Debt to GDP resulted from the S!meg of growth (_)f
Ratio, Israel and Selected Countries, household and business sector debt, in
Quarterly Data, 1997-2017 contrast to their growth in the previous
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which fell following the financial crisis,
has been characterized by a moderate
upward trend in recent years.

a. The liabilities of households

Household debt® has grown at high rates for several years in a row. This year again,
the debt increased more rapidly than GDP, but the rate of increase was lower than
in previous years. The total debt grew by 5.1 percent, with housing debt growing
by 5.8 percent (in contrast to 6.2 percent in 2016) and non-housing debt growing
more moderately at a rate of 3.9 percent (in contrast to 6.0 percent in 2016) (Figure
4.3). Although household debt has grown rapidly since the financial crisis, the rate
of growth has been gradually declining. Thus, during the period 2008-11, it grew
rapidly, at an average rate of 8.5 percent; subsequently, from 2011 to 2016 it stabilized
at around 6.4 percent; and it appears that this year there was an additional decline.
The total debt relative to GDP currently stands at 42 percent. Although this ratio is
considered to be low relative to other countries, it is explained by the low level of
housing credit, while non-housing credit is somewhat higher than the average.

A clear majority of households’ housing debt is owed to the banks, and they have
maintained their dominance in this type of debt. In contrast, their share of non-

8 This includes the debt to the banking system, credit card companies, institutional investors and the
government.
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and the credit card
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guaranteed by the banks
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high rates.

Figure 4.3
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Households” Housing and Nonhousing Debt and Their Rates of Change
Annual Data, NIS Billion, 2008-17
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housing debt has gradually declined
in recent years as a result of the
accelerated growth in the debt to
credit card companies that is not
guaranteed by the banks, and to
institutional investors, and in parallel
the slower growth in debt to the
banks. These trends continued this
year (Figure 4.4). The total liabilities
of households to the credit card
companies and institutional investors
stands at NIS 18 billion and NIS 24
billion, respectively, which together
constitute 7.9 percent of households’
total liabilities. The credit provided by
credit card companies to households
is non-housing credit, while half of
the liabilities to institutional investors
is essentially housing debt that was
provided directly by the institutional
investors or was obtained by them as
part of mortgage portfolios sold to
them by the banks.
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Figure 4.4
Growth of Household Debt, by Lender,
Rate of Change over Past 12 Months
(Moving Year), 2007-17
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There is additional nonbank non-housing household debt which is not taken into
account in the data, since only in 2017 did the Capital Market Authority and Insurance
Supervision begin supervising the non-institutional credit providers, including online
credit intermediaries.® Although the amount of credit from these sources is still
very small, it is important to create regulatory uniformity with regard to consumer
protection and compliance issues. The reduced share of the banks in non-housing
credit to households may be evidence of increased competition in this type of credit,
which is likely to intensify with the future separation of two credit card companies
from the banks. The degree of competition is dependent on the cost of funding of
credit providers, since it in turn affects the cost of credit to the borrower. To the extent
that the banks benefit from significantly cheaper funding costs than other entities, this
will limit competition in the provision of credit.

In 2017, the Knesset approved Amendment 5 to the Regulation of Nonbank Loans
Law, 5753-1993 (its new name is the “Fair Credit Law”). The law establishes a
uniform interest rate ceiling for bank and nonbank credit providers and differentiates
between two levels—a civil ceiling and a criminal ceiling. Since the law only applies
to loans of up to NIS 1.2 million, it is primarily relevant to retail credit. This is in
contrast to the situation prior to the law, when there was only a civil interest rate
ceiling, which applied only to nonbank lenders and was lower than what is specified
by the mechanism of the new legislation. The law is intended to create one set of
conditions for all credit providers. The raising of the interest rate ceiling in the law is
meant to enable nonbank credit providers to expand their activity. In contrast, the law
added consumer protections for borrowers.

During the year being surveyed, there was an increase in credit loss allowances
and the share of problematic debts of the banks and the credit card companies for
credit provided to the household sector.1® (This is the case for non-housing credit;
there was no such increase for housing credit.) Although these are not high rates in
historical terms, the increase may indicate that the end of the current financial cycle
is near.’* In this context, it should be noted that the Knesset recently approved the
Insolvency and Economic Rehabilitation Law which is expected to bring about major
changes in the bankruptcy processes in Israel. The law will affect the order of priority
of the various creditors in the collection of a debt and is expected to reduce the rate
of repayment in case of default to secured creditors, i.e., the banks. In addition, it
is expected to shorten the bankruptcy processes, particularly in the case of private
individuals. This legislation adopts the directives of the Receiver General from 2013
which have already brought about a shortening of processes, and around that time the

9 For further details, see Box 4.2 in this chapter.

10 see the Financial Stability Report for the second half of 2017.

11 The term “financial cycle” refers to the cyclical behavior of the main financial variables in the
economy, namely risk perception, credit, default rates, housing prices and share prices. For further details
on the financial cycles and the connection between them and real cycles, see Ana Danieli, “Financial and
Real Cycles in Israel according to the Approach of Borio et al.”, Discussion Paper 2016.11, December
2016, Bank of Israel [Hebrew].
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number of bankruptcy requests by individuals has increased.

Concerned that the level of risk in the vehicle market is increasing, following
the large number of purchases in 2016 and the rapid growth in credit secured by a
vehicle!?, the Banking Supervision Department published new directives!® during the
year being surveyed concerning the provision of credit secured by a vehicle. During
the third quarter of 2017, there was a significant slowdown in the rate of growth of
bank credit secured by a vehicle, which was influenced by the increased cost of bank
credit, to both consumers and companies, in the automobile sector.

(1) Developments in mortgages

The housing market was relatively calm this year, which was manifested in a drop in
the number of transactions and a moderation in the increase of prices as a result of
the government’s efforts to increase supply.t New mortgage volume during the year
reflected this relative calm and was somewhat lower than in 2016. The number of
transactions and the size of the average mortgage were essentially unchanged, as were
the risk characteristics of those taking out new mortgages.® The proportion of home
investors in those taking out new mortgages was 13 percent on average and there were
indications that it had stabilized at this level. This followed the sharp decline since
2015, due to government measures that made purchase of homes by investors more
costly relative to the purchase of homes for residence.

The decline in demand for new mortgages and with it the decrease in the yield
on government bonds—which reduced the cost of funding for the banking system—
led to lower interest rates on new mortgages during 2017. This is in contrast to the
upward trend in these interest rates from mid-2015 until the end of 2016. During that
period, two requirements were imposed on the banks: to increase the capital reserve
by 1 percent for the portfolio of housing credit and to reach a core capital ratio of 10
percent by the beginning of 2017 (imposed only on the two largest banks). The effect
of these regulatory measures was exhausted during 2016, when the banks reached the
required capital targets. In addition to the effect of the capital requirements, the real
and nominal interest rates on government bonds rose during 2016, a development that
fueled the upward trend in the mortgage interest rate. The gap that opened up in 2015
between the mortgage interest rate and the yield on government bonds has remained
stable since mid-2016 and it reflects the permanent effect of the more stringent capital
requirements and the increase in interest rates relative to their level in mid-2015 (see
Figure 4.5). Part of the response of those taking out new mortgages to the increase in
the mortgage interest rate during 2015 and 2016 was reflected in longer average terms
to redemption. The reversal in the trend of the interest rate this year was also reflected
in a shortened average term to redemption.

12 Total bank credit secured by a vehicle was NIS 11 billion in the third quarter of 2017 and that
provided by credit card companies was NIS 2.2 billion.

13 The Banking Supervision Department recommended limiting the maximum LTV in the case of a
pledge on a vehicle to 60 percent and not to accept a vehicle over 5 years old as collateral.

14°Eor further details, see Chapter 9 in this report.

15 For further details, see the Financial Stability Report for the second half of 2017.
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Figure 4.5
New Mortgage Volume, Interest Rate on New Mortgages, and Government Bond Yields Based on the Zero
Curve, Monthly Data, July 2011-December 2017
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b. The liabilities of the business sector

The debt of the nonfinancial business sector (not including the banks and the insurance
companies) rose by only 1.5 percent in 2017, due to the relatively sharp decline in
liabilities to abroad. More than half of the decrease in liabilities to abroad is attributed
to the price effect that resulted from the strengthening of the shekel, while the rest
was a result of the redemption of direct liabilities to abroad. In contrast to the decline
in liabilities to abroad, the debt of the business sector to households and institutional
investors continued to grow at high rates (8 percent and 10 percent, respectively).
The debt of the nonfinancial business sector grew in 2016 by a high rate (5.1 percent)
as a result of the significant increase in the level of net bond issues, which had been
negligible in previous years. In 2017, the level of net bond issues remained high, but
this was not reflected in the overall growth rate of debt due to the decline in liabilities
to abroad. Debt to the banks increased by 3 percent in 2017, as opposed to 1 percent
in the previous year.

Since the crisis of 2008, the debt of the nonfinancial business sector has grown at
a very moderate pace, apart from two years (2011 and 2016). This trend led to the
ratio of business sector debt to business sector product decreasing up until 2015, and
remaining stable the last three years. The ratio of business sector debt to GDP in Israel
is somewhat low relative to ratios in the advanced economies. In those countries the
ratio also declined between 2008 and 2015, but the decline in Israel was larger. Since
2015, the ratio of business sector debt to GDP in advanced economies has renewed an
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increase. Prior to 2008, business sector debt in Israel had increased rapidly, particularly
nonbank debt. This led to a major increase in rates of leverage among public companies
prior to 2008. The moderate growth in the debt of the business sector since then is
due to, among other things, the need of these companies to reduce leverage, which is
reflected in the moderate demand for credit among the large companies. The decline
in leverage was also reflected in debt reorganizations among a large number of public
companies that suffered financial distress.

Figure 4.6
Business Sector Debt by Source and as a Percentage of Business Sector Product,
2000-17
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SOURCE: Bank of Israel.

In recent years, there has been a change in the composition of business sector debt.
The debt of small and micro businesses has grown at the expense of the debt of large
companies. (For further details see the section below on the business sector’s debt to
banks).

In recent years, additional sources of financing for the business sector have
developed in the non-institutional market. The credit from these sources is growing
rapidly®® although its balance is still very small relative to the total debt. Among the
factors that support this expansion are the low interest rate and the positive economic

16The value of the credit portfolio of public companies that provide nonbank credit grew by about 32
percent from 2016 to 2017. For further details, see the Financial Stability Report for the second half of
2017.
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conditions. The low interest rate encourages investors to search for investment
alternatives that provide them with a high yield, increases risk appetite, and reduces
the costs of funding for nonbank credit companies. The favorable economic conditions
increase the demand for credit. Government policy in recent years has also worked to
strengthen the non-institutional credit market. This includes expanding the ability of
nonbank public companies to raise capital by issuing bonds, placing nonbank credit
providers under the supervision of the Capital Market and Insurance Authority as
part of the Control of Financial Services (Regulated Financial Services) Law, 5776-
2016, which makes it possible to impose regulation on those entities, and legislation
regarding loans from credit intermediaries that was approved this year, which will
enable small businesses as well to borrow by way of online platforms, without
having to publish a prospectus. These steps are expected to support the continued
development of a non-institutional market. In many other economies, both advanced
and developing, nonbank credit has been growing faster than bank credit since the
financial crisis, as a result of additional background factors that are common to both
Israel and other countries, namely the increased regulation of the banking system
following the lessons learned from the financial crisis and the technological financial
improvements that are challenging some of the functions that were exclusive to the
banking system until now.

The distribution of the business sector debt by industry shows that the five largest
industries with respect to total debt are manufacturing, financial services, trade, real
estate and construction. In view of the momentum in residential construction and
commercial real estate, the share of the construction and real estate industries in total
debt has risen during the last two years relative to the other industries. While in the
case of business sector debt to the banks, all the aforementioned industries have similar
shares, in the case of corporate bonds there is a clear bias toward certain industries.
Thus, both institutional investors and households hold a relatively high proportion
of bonds issued by holding companies, and institutional investors also hold a larger
proportion of bonds issued by real estate companies.

(1) Liabilities of the business sector to the banks

Bank credit to the business sector has grown at a moderate rate in recent years and its
composition has changed. Thus, total bank credit to small and micro businesses has
grown, a trend that characterized all the banks, while in contrast, the growth rate of
credit to mid-size businesses was lower and the credit to large businesses declined.
The large companies in the economy are able to raise funds by issuing bonds and
equities in the capital market and they also have access to foreign capital markets
and to credit from institutional investors. This is in contrast to other companies in the
economy, and in particular small and micro businesses, which have to rely exclusively
on the banking system for their financing needs. In recent years, the banks have shifted
their credit to the business sector toward small and micro businesses (Figure 4.7). This
is against the background of the high level of competition in credit to large businesses
from the nonbank market, which in recent years has been characterized by low bond
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spreads that continued to decline this year; the more moderate demand for credit by
large businesses; as well as the regulatory incentives that are encouraging the banks
to prefer providing credit to small businesses over providing credit to large businesses
(since the share of credit to small businesses in the risk assets of the banks is lower
compared with credit to large businesses and also because credit to large businesses
is limited by the restriction on exposure to a single borrower and single group of
borrowers). The proportion of credit to micro, small and mid-size businesses within
total bank credit to the business sector is over 50 percent, a level which is considered
high relative to other countries.’

Figure 4.7

Balance of Bank Credit to the Business Sector at Reported Period End, by Firm Size,
and Share of Credit to the Small and Micro Business Sector in Total Credit to the
Business Sector, from All Sources, Quarterly Data, 2015-September 2017
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The interest rate on new bank credit provided during 2017 to small and micro
businesses increased, while in the rest of the business sector it remained unchanged
or even declined somewhat. The background to the increase in the interest rate for
small and micro businesses is the increased credit risk of this sector. Thus, the banks’
allowance for credit losses has grown for this sector relative to the rest of the business
sector. With respect to the demand for credit, the degree of financing difficulties as
reported to the Bank of Israel’s Companies Survey indicates an easing of the situation
relative to 2016 also among small and mid-sized businesses, which are almost
completely dependent on bank credit to finance their activity. In the past, there was

17 As of 2015, the average proportion of loans to SMEs within total loans to the business sector in the
OECD countries stood at 46 percent.
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a gap between small and mid-sized companies compared with the large companies,
with the former reporting greater financing constraints than the latter. In the last
three years, this gap has narrowed as a result of the easing of financing constraints,
according to the reports of small and mid-sized companies.

Bank credit to the business sector by size of the company is characterized by
different levels of interest rates and also different terms to redemption. On average,
the smaller the company, the higher the interest rate on credit will be, due to the higher
level of risk (loan loss provisions), but primarily due to higher operating costs.

(2) Nonbank liabilities of the business sector and public firms

The nonbank debt of the business sector is divided almost equally between institutional
investors, nonresidents, and—with a somewhat smaller proportion—to households.
Since the financial crisis of 2008, the share of the debt to households has grown
consistently, from 15 percent of the nonbank debt in 2009 to about 30 percent today.
The increase in the share of the debt held by households was particularly rapid during
the last two years, in parallel to the increased level of bond issues during this period.
Apart from net bond issues, which as noted, increased in the last two years, the main
growth component in business sector debt in recent years has been direct loans from
institutional investors. This component has grown from a negligible level in 2008 to
NIS 74 billion today. However, this growth occurred simultaneously with the decline
in the bond holdings of institutional investors—primarily nontradable bonds although
tradable bonds as well—such that the total debt of the business sector to institutional
investors is not significantly higher than a decade ago. (Therefore, the share of debt
(of the business sector) in the asset portfolio managed by institutional investors’ has
declined markedly.)

As a result of the low yield spreads in the corporate bond market, the level of
issuances by nonfinancial Israeli companies was high this year (NIS 48 billion),
similar to its level in previous years. The high level of bond issues was reflected
primarily in the increased rate of holdings of corporate bonds among the public, both
directly and through mutual funds. The current spreads on bonds are close to the
low level observed at the end of 2007. This phenomenon cuts across all sectors and
characterizes low-rated bonds as well. Companies in the real estate and construction
industry continued to take advantage of the low spreads by issuing NIS 20 billion of
bonds. The oil and gas industry raised NIS 10 billion in bonds, an unprecedented level
for this industry.

This year, there was a particularly notable presence of foreign companies in bond
issues in the domestic market. The issues by foreign companies stood at NIS 10 billion
this year, which is double the average for the previous three years. Most of the foreign
companies that issue bonds in Israel are in the real estate and construction industry.!®
These companies are characterized by a higher risk profile than the local companies.

18 During 2017 and the beginning of 2018, two foreign companies that provide nonbank credit also
issued bonds. A discussion of the characteristics of bond issues by foreign companies appears in the
Financial Stability Report for the second half of 2014.
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Thus, in the rating distribution of foreign real estate companies that issued bonds in
Israel, the share of low-rated companies is higher compared with local real estate
companies that issued bonds, and this share increased in 2017.

Apart from debt financing, the business sector can use two other sources of
financing, namely internal sources (retained earnings) and the issue of equity.’® The
use of retained earnings and the issue of equity can be examined using the data
on public companies. It should be noted that public companies in Israel are only
partially representative of the business sector in Israel. Thus, the proportion of public
nonfinancial companies within the nonfinancial business sector? is about 38 percent
(as of 2015). An examination of the data for recent years shows a gradual decline
in the ratio of cash to total assets, or in other words an erosion of the availability of
internal sources of financing and a growing dependency on external sources.

The Tel Aviv Stock Exchange has for several years been characterized by delisting
of companies, a low level of issues by new companies and a decline in trading volume.
The year 2017 deviated from the trend and the rate of equity issues grew significantly.
This year, domestic nonfinancial companies issued equity worth NIS 10 billion, which
is double the annual level during the period 2014-16. The main part of the increase
was due to 16 local companies that carried out initial public offerings (IPO), which
exceeds the number of initial offerings during the previous four years combined.
Excluding initial public offerings, the amount of equity raised by listed companies and
in private placements was similar to that in the previous year. Construction and real
estate companies are also prominent in the issue of equity, although their proportion
of equity issues (40 percent) is somewhat smaller than their proportion of bond issues.
Manufacturing companies were also prominent in equity issues with a total of close to
NIS 4 billion. In addition, Israeli companies raised NIS 1.1 billion by issuing equity
abroad. The number of listed companies rose somewhat, as did daily trading volumes.
The phenomenon of delisting is not unique to Israel and can also be seen in the stock
exchanges of other developed economies in recent years.?! However, at least since
the financial crisis, the decline in the number of companies listed on the Tel Aviv
Stock Exchange was sharper than in the OECD countries, in the eurozone and in the
US. It is reasonable to claim that the decline in the number of public companies is
to a large extent the result of a structural change since it occurred during a period of
robust capital market activity and high GDP growth rates. Therefore, it is difficult to
determine whether or not 2017 represented a reversal in this trend, i.e., a stabilization
of the situation or an improvement related to the favorable conditions of the economy
at this stage of the business cycle.

19 For further details on the use of these channels and their advantages and disadvantages, see the
Bank of Israel Report for 2015, Box 4.2.

20 As measured by the share of public companies in the total revenue of the nonfinancial business
sector.

21 For further details, see the analysis in the Fiscal Survey and Selected Research Analyses of the Bank
of Israel, August 2016.
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As in 2016, the stock prices of large companies were characterized by a different
trend than the rest of the companies this year. Some of the largest listed companies,
particularly in the pharmaceuticals?® and communication industries, had negative
returns, while most other companies had positive returns. Thus, while the Tel Aviv
35 Index remained almost unchanged in 2017, the Tel Aviv 90 Index, which does
not include the 35 largest companies on the Tel Aviv Stock Exchange, increased by
almost 20 percent. Equity indices in Israel lagged behind those in other countries
this year. Thus, in dollar terms, the Tel Aviv 35 Index increased by 7 percent, similar
to the rise in the STOXX Europe 600 Index but less than the S&P 500 Index, and it
lagged well behind the Emerging Markets Index. During February 2017, a reform of
the share indices was carried out, which increased the number of companies included
in the leading indices. The reform contributed to the recovery in the trading volume
of stocks, which had been characterized by a downward trend in recent years. The
trading volume of mid-cap companies showed a particularly large improvement.
These changes apparently also contributed to the recovery in equity issuances.

4. THE FINANCIAL ACCOUNT OF THE BALANCE OF PAYMENTS

The balance of payments presents a periodic summation of the economy’s international
transactions. The balance of payments is composed of three parts: the current account
(movements of goods, services, factors of production and transfers), the capital
account (transfers of capital between Israeli residents and foreign residents) and the
financial account. The current account has been discussed in Chapter 7 of the Bank of
Israel Annual Report in recent years. This section focuses on the financial account?*—
transactions involving financial assets and liabilities between Israeli and foreign
residents. The account is divided into four sub-accounts: direct investment,?* financial
investment,?® other investment and reserve assets (which are managed by the Bank of
Israel). The flows in the financial account reflect domestic sources of financing that
are channeled to investment in foreign assets and foreign sources of financing that are
channeled to the local economy.

22 since the beginning of 2016, there were sharp declines in the market capitalization of the three large
pharmaceutical companies traded in Tel Aviv: Teva (a decline of 75.1 percent through mid-December
2017), Mylan (31.4 percent) and Perrigo (46.4 percent). The market cap of these three companies
accounted for 32 percent of the total value of the stock market at the end of 2016. (The weight of Teva
alone was 18 percent.) The sharp declines in the value of these companies reduced their proportion of the
stock market to 20 percent at the end of 2017.

23 For further details on the financial account of the balance of payments in 2017, see the Statistical
Bulletin for 2017, which was recently published by the Information and Statistics Department of the
Bank of Israel.

24 Direct investment in a company is defined as the holding of more than 10 percent of the company’s
equity capital. It can be in the form of the purchase of equity, shareholder loans and other types of loans
and investment in land.

25 All of the investments in tradable securities that are not defined as direct investments.

125



The net investment
abroad by Israeli
residents in 2017 totaled
$24 billion.

In the past two years,
the amount of financial
investment by Israel
residents in foreign
tradable securities has
declined.

BANK OF ISRAEL, ANNUAL REPORT, 2017

The Israeli economy has had a negative balance in its net financial account (that
is, net export of investment) since 2001, reflected in the consistent growth in the
surplus of assets over liabilities. The net investment abroad by Israeli residents was
$24 billion in 2017 (Figure 4.8) as opposed to net investment by foreign residents of
$19 billion in the local economy during the same period (Figure 4.9). This implies
that again this year, there was a net capital outflow of investment. The investment
from abroad rose relative to the previous year, while total investment by Israeli
residents abroad remained relatively unchanged. Within them, the component of
direct investment declined while financial investment rose relative to the previous
year. Direct investment in foreign equity capital has been concentrated in recent
years in the pharmaceuticals industry, though in 2017 the problematic situation of
pharmaceuticals company Teva resulted in a low volume of this type of investment
and this effect is expected to continue in coming years.

Figure 4.8
Israeli Residents’ Investments Abroad, Net Flows, 2008-17
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The total financial investment by Israeli residents in tradable securities abroad
during the last two years was lower than in the four years preceding them. Both
households and institutional investors markedly reduced the volume of this type of
investment during the past two years, while the banks continued to invest abroad. This
was reflected in the halt of the upward trend in the share of exposure to foreign assets
in the asset portfolio of institutional investors over the past two years.

On the side of the economy’s assets abroad (not including reserve assets), the weight
of financial assets has increased in recent years, while on the side of the economy’s
liabilities to abroad, the weight of direct investment has grown significantly. It may
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Figure 4.9
Nonresidents’ Investments in Israel, Net Flows, 2008—-17
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be assumed that direct investment is less volatile. The increase in the surplus of assets
over liabilities this year, as was the case last year as well, was the result of the rise
in stock prices abroad and the decline in domestic stock prices (particularly those
of pharmaceutical companies, which have a large weight in the portfolio of foreign
investors). The net flow of investment had a small effect on the asset surplus this year,
though it was similar to the effect in the previous year.

5. FINANCIAL INTERMEDIARIES

Financial intermediation is a general name for entities and means that translate
the public’s savings into credit to the private sector (businesses and households).
The functions fulfilled by financial intermediaries in any country are primarily: an
infrastructure and means for the transfer of payments; the pooling of sources of
financing for large projects; the management and hedging of risks; and mediation in
cases of information asymmetry and agency problems. While the structure of financial
intermediation varies from country to country, and changes over time and as a result
of regulation and reforms, the functions of the various financial intermediaries remain
similar. If the pace of technological progress accelerates, it may be expected that the
structure of financial intermediation will change at a more rapid pace. Primarily, new
technology already today allows borrowers and lenders to meet directly, without need
of intermediaries, and also assists in the gathering and distribution of information.
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The structure of financial intermediation in Israel today is the result of significant
reforms carried out at the beginning of the 2000s, which changed the characteristics
of the public’s managed intermediate term and long term savings, in parallel
with reducing government intervention in the credit market. The reforms led to a
diminished share of the banks in the business credit market and to the development
of the bond market. Today, more than one-half of the debt of the business sector is
held outside of the banking system. The creation of a nonbank market intensified
competition in the provision of credit to large and mid-sized businesses and reduced
its price. A significant proportion of the public’s savings is channeled to the asset
portfolio managed by institutional investors. The current rapid growth of the portfolio
of managed assets is expected to continue in coming years.?

New financial intermediaries in the non-institutional market, whose activity
has expanded in recent years as a result of regulatory leniencies and technological
advances, are intensifying the competition in credit and increasing access to credit.
Nonetheless, since the supervision over them and the transparency of their activity are
low and they are not subject to prudential regulation like the banks and the insurance
companies, they can intensify over-borrowing, primarily among households.

The legislative steps to increase competition and supervision of the nonbank market
continued this year. Within this framework, the Knesset approved the “Social Loans
Law”, which regulates and imposes supervision on P2P platforms for the provision
of credit.?” The bodies that operate in this sector will benefit from infant industry
protection, such that banks and related corporations will not be allowed to enter this
market for three years after the law goes into effect. However, new banks that will
obtains a license according to the Banking (Licensing) Law after the law goes into
effect and the credit card companies that will be separated from the banks will be
able to enter this market. No similar restrictions were placed on institutional investors
and there are institutional investors that have already bought into the activity of P2P
companies. The law also opens up the possibility of increasing availability of nonbank
credit to small businesses by way of these platforms and according to the conditions
it specifies.

The Increasing Competition and Reducing Concentration in the Banking Market
in Israel Law (Legislative Amendments), 5777-2017, (hereinafter: the Strum
Law), which went into effect at the beginning of 2017, created the Committee to
Examine Competition in the Credit Market, whose main functions are to monitor
the implementation of the law’s provisions, to carry out periodic assessments of the
level of competition in the credit market and to identify barriers to the development
of competition in this market. In October 2017, the Committee published a list of
measurable criteria for evaluating the success of the effort to increase competition
in the banking market, in accordance with the law. On the basis of these criteria, the

26 comparison to the OECD countries, the assets under management of pension funds in Israel
are somewhat larger than the average. To this should be added the savings in provident funds and with
insurance companies, which manage assets of a similar amount to that of the pension funds.

27 For further details on P2P platforms, see Box 4.2 in this report.
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Committee will publish semiannual reports.

The Bank of Israel has in recent years adopted an accommodative monetary policy;
that is, it is maintaining a low rate of interest. The interest rate has remained at a
historically low level of 0.1 percent for the past three years. This is intended to bring
the currently low (and even negative) rate of inflation to within the target range. One of
the ways in which the Bank of Israel interest rate is meant to affect economic activity
and inflation is by means of the array of short-term interest rates in the economy,
which determine, among other things, the basic interest rate on short-term credit.
The assessments of the development of the Bank of Israel interest rate in the future
also affect interest rates in the longer term. The transmission is dependent on, among
other things, the structure of the financial sector. Thus, the more competition there is
between financial intermediaries, the more efficient will be the transmission, since a
reduction in the base interest rate will be more effectively translated into a reduction
in interest rates in the market.

The accommodative monetary policy acts to increase investment and private
consumption both directly and by increasing the access of the private sector to credit
and making it cheaper, as well as encouraging consumption by reducing the incentive
to hold money in deposits. This policy indeed has facilitated the growth of credit
in recent years, during which the growth was particularly rapid in the household
sector (faster than the growth in GDP) but slower in the business sector (and slower
than the growth in GDP). However, a low interest rate over time also has a negative
effect, since certain sectors may over-borrow and thus endanger the stability of the
financial system.?® Therefore, in recent years the Banking Supervision Department
has adopted a series of measures that are intended to reduce the risk implicit in credit
to households, and primarily housing credit, in view of its rapid growth. A low interest
rate also encourages investment in projects with low profitability.

a. The banking system

The banks use the sources available to them—primarily the public’s deposits and bond
issues—to extend credit to the business sector and households. The vast majority of
their sources come from the public’s deposits (which account for 85 percent of their
liabilities) with only about 7 percent from bonds and commercial paper. The total
deposits of the public with the banks are growing at a fairly stable rate: 6 percent in the
past year and 7 percent on average during the last three years. In contrast, the share of
bonds and commercial paper in total bank liabilities has been declining and the trend
continued this year. Estimated net bond issues (issues less redemptions) during 2017
indicate that there was a net negative issuance of NIS 8 billion by the banking system.
The reduced share of bonds in total bank liabilities is partially the result of the rapid
growth in total deposits, which supply the financing needs of the banks, as well as the
banks’ reduced ability to use bonds for their capital needs, as a result of changes in

28 gee the Financial Stability Report for the second half of 2017.
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regulatory directives. The changes in the composition of the banks’ assets and liabilities
has in recent years led to a shortening of duration in liabilities and a widening of the
duration gap relative to assets (which have a longer duration than liabilities).?° On
the liabilities side, the growth in deposits of the public was characterized in recent
years by an increase in the proportion of short-term deposits at the expense of longer-
term deposits. The relative decline in the share of bonds, which are characterized
by a longer term than deposits, is further contributing to the downward trend in
duration on the liabilities side. On the assets side, the share of mortgages in the banks’
credit portfolio has increased in recent years. At the same time, the share of cash and
deposits in total assets has risen consistently during the past four years and is high in
historical terms (17.2 percent). These two trends have offsetting effects on duration
on the assets side and therefore it has remained stable. The duration gap exposes the
banks to losses as a result of the risk of repricing. This risk becomes larger as the

interest rate in the economy increases. The

Figure 4.10

Effect of a Hypothetical Increase of 1
Percent in Interest Rates on Net Fair
Value of Financial Instruments of the
Five Large Banks?, Annual and
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result of the widening of the duration gap
is that the effect of an expected increase in
the interest rate on net assets (assets less
liabilities) has in recent years gone from
positive to negative and its value has fallen
(risen in absolute value; see Figure 4.10).
To hedge against interest rate risk, the
banks use derivatives. To the extent that
the derivatives’ coverage is only partial,*
and in any case does not protect against an
increase in the cost of funding as a result
of an increase in the bank’s risk premium,
a future adverse impact to the value of net
assets is liable to negatively impact the
supply of bank credit.

The slowdown in the growth of the
portfolio of credit to households, in contrast
to the acceleration in the growth of the
portfolio of credit to the business sector,
has resulted in a growth rate of 3.8 percent
in bank credit to the private sector in 2017,
which is somewhat higher than last year
(Figure 4.11). Against the background of a
high rate of growth in credit to households
and a moderate rate of growth in credit to

29 The comparison of durations is based on the effective duration of total financial assets and total

financial liabilities measure in fair value.

30 The comparison of effective duration of assets and liabilities in the five largest banks indicates that
duration gap exists even when derivatives and options are taken into account.
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Figure 4.11
Bank Credit to Households and the Business Sector, Balance and Rates of
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the business sector in previous years, the share of credit to households within the
total credit portfolio has increased and it currently accounts for more than half of the
credit to the private sector. In this sense, Israeli banks currently resemble banks in the
advanced economies, which experienced rapid growth in credit to households and an
increase in its share within the credit portfolio already in previous decades.

The increase in the interest rate on mortgages during 2015-16 was reflected in a
widening of the gap between mortgage interest rates and the yield on government
bonds. This gap remained after the decline in mortgage interest rates during 2017
and was reflected in a significant increase in the banks’ financial spread (income from
interest relative to total assets and liabilities) in the mortgage sector this year. The
financial spread also rose in the business sector as a result of the continuing change
in the composition of credit to this sector, namely an increase in the proportion of
small and micro businesses, which pay a higher rate of interest on loans than large
businesses.

On the deposits side, there was no change and the weighted interest rate on deposits
of up to three months in the various sectors remained stable at a very low level.

b. Institutional investors

Institutional investors manage the medium term and long term savings portfolio for
the public. Most of the savings accumulate in the managed portfolio as a result of the
Compulsory Pension Law and there is also a layer of savings that is not obligatory, but
the government’s tax policy encourages the public to take advantage of it (advanced
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study funds, provident funds for investment and the component of “Savings for Every
Child” that is added by the parents). The size of the managed savings portfolio in
Israel was NIS 1.6 trillion at the end of 2017, after growing by 10 percent during
the year. The rate of increase of the managed assets portfolio has been high and
stable in recent years, the result of the combined effect of an increase in the rates of
provision to pension savings mandated by law in previous years; the robust state of
the economy in general and of the labor market in particular, which are contributing
to the accumulation of funds in the portfolio; and the rising prices in the financial
markets which have increased the value of assets. The high level of growth of the
managed portfolio this year was the result of the addition of the Savings for Every
Child channel, the Provident Fund for Investment channel and the implementation
of obligatory pensions for the self-employed during 2017. These were reflected in
exceptionally large deposits in the provident funds, which for the first time in many
years exceeded redemptions.

It would be worthwhile for the rapid increase in the size of the managed asset
portfolio to be accompanied by greater diversification in order to reduce risk, as
well as from the perspective of the economy’s financing needs. The passing of the
Securitization Law would allow the banks to release sources of financing through
the sale of loan portfolios and would make it possible for institutional investors, who
currently are hardly exposed to the household and small business sector, to diversify
their investments. Exposure to mortgages will also lengthen the term of investments in
the institutional investors’ portfolio, which would be beneficial since it is characterized
by liabilities with long durations. In practice, transactions involving loan portfolios are
carried out between the banks and the institutional investors privately making them
less transparent and therefore the financial regulators have placed limits on them. The
scope of syndication transactions in Israel is still low relative to other countries.

During the past decade, the share of investment in foreign assets has increased
significantly®! relative to the total managed savings portfolio, from about 11 percent
at the end of 2007 to 25 percent at the end of 2015, which is contributing to the
diversification of risk in the portfolio. During the past two years, the increase in the
rate of exposure to foreign assets in the portfolio came to a halt. The exposure to
foreign assets is highest in profit-sharing insurance policies (35 percent of total assets)
and lowest in the veteran pension funds (14 percent of assets). The rest of the types
of managed portfolios are to be found somewhere in the middle. In comparison to
many other countries, the rate of exposure of the managed savings portfolio in Israel
to foreign assets is not high, a finding that still holds when excluding countries that
use the euro and the US (for further details see Box 4.2 in the Bank of Israel Annual
Report for 2016). This is in spite of the large scope of assets under management in

31 Foreign assets: foreign equity abroad including mutual funds and ETFs of equity traded abroad;
foreign bonds abroad; investment funds abroad; direct investment abroad; deposits and current accounts
abroad; loans provided to foreign residents; and the net value of futures and shekel/foreign currency
options. This applies to assets of provident funds and study funds, pension funds and profit-sharing
insurance companies.
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Figure 4.12
Distribution of the Managed Asset Portfolio in 2008, by Asset Type
Total Portfolio Value: NIS 667 Million
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Figure 4.13
Distribution of the Managed Asset Portfolio in 2017, by Asset Type,
Total Portfolio Value: NIS 1,590 Million
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pension funds in Israel relative to GDP in comparison to other advanced economies.
Although the exposure to foreign assets contributes to risk diversification in the
portfolio, it exposes institutional investors not only to macroeconomic developments
in foreign markets but also to fluctuations in the exchange rate and therefore they
purchase derivatives on those exchange rates. The exposure to foreign currency risk is
not fully hedged however. Thus, while the proportion of assets denominated in foreign
currency?? within the total assets of financial institutions stands at 24 percent, hedging
reduces foreign currency exposure to 16 percent. The cost of hedging is derived from
the interest rate spreads in the various foreign currency markets and since 2014 there
has been a negative spread between the five-year nominal shekel interest rate and the
nominal dollar interest rate for the same term (as can be seen from the yield curves
of government bonds). In 2017, this spread widened markedly and extended to the
longer term of the yield curve. The implication is that the cost of hedging exposure
to the dollar against the shekel has recently increased. As a result, the exposure to
foreign currency in the asset portfolio has continued to rise during the last two years
despite the fact that the share of foreign assets has remained almost unchanged. It is
reasonable to assume that the growing cost of hedging was one of the factors behind
the halt of the upward trend in exposure to assets denominated in foreign currency and
in the exposure to foreign assets.

It is reasonable to assume that in the future financial institutions will be forced
to further increase the share of their holdings of foreign assets since the domestic
market will simply be too small for them. The value of the stock and convertibles
market in Israel is about NIS 477 billion and the corporate bond market is about NIS
375 billion. The market is not uniform with respect to size, such that most of the
trading involves a small number of large companies, which limits the possibilities of
institutional investors to invest in the local market.

The Israeli equities market has been characterized by a sharp drop in the value of
the pharmaceutical companies. Since the beginning of 2016, there have been major
declines in the market value of the three largest pharmaceutical companies traded in
Tel Aviv—Teva, Mylan and Perrigo. Taking into account the level of exposure of the
institutional investors to these firms, which was low from the beginning, the losses
from the decline in the market capitalization of pharmaceutical companies between
December 2015 and September 2017 is estimated at 1.3 percent of the total assets of
the institutional investors.

32 Assets in foreign currency: equities, bonds, investment funds abroad, ETFs and foreign assets
traded in Israel, deposits and current accounts abroad, credit to nonresidents, direct investment, deposits
and checking accounts in Israel (par value), futures and options, assets in shekels that are issued by
foreign residents abroad (-), deposits in Israel (indexed to foreign currency) and bonds indexed to foreign
currency in Israel.

33 As of the end of November 2017. The source of the data is the Tel Aviv Stock Exchange.
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Box 4.1
Israeli institutional investors’ private equity and venture capital investments

A private investment fund collects capital from a small number of investors and uses it for collective
purchases of assets, based on the investment strategy established by the fund. The category includes
private equity (PE) funds, venture capital (VC) funds, hedge funds, direct investment in infrastructure,
and real estate funds. Out of the total investment in investment funds, about 70 percent is invested in
PE and VVC funds. The focus of this box is investors’ allocation to private equity funds, a category that
generally includes VC funds. These are new and unique investments in the composition of assets of
institutional investors in Israel. The capital invested in them can be used to finance new technologies,
to expand the activity of firms or to rehabilitate them—Dbut the capital invested in them by institutional
investors is still relatively small, compared with major institutional investors worldwide.

Private equity fund managers can adopt several common investment strategies: 1. Leveraged
buyouts—borrowing money to purchase a poorly performing company and implementing a recovery
plan with the goal of turning it profitable. This term also covers the purchase of a failing public company,
delisting it, and implementing a recovery plan. 2. Growth capital—investments in relatively stable
companies that are seeking capital to expand their activities. 3. Mezzanine capital—an investment
strategy that combines debt and equity. A leveraged, usually young, company that is seeking a larger
loan than what it is offered by a bank can turn to private equity to raise the funds. If the company
defaults, the fund will be able to take over the remaining stake in the company, to maintain ownership
of it or to sell it. 4. Venture capital—investment in start-up companies, that generally develop new
technologies. Private equity funds generally adopt one of the first three strategies, and VC funds take
on the fourth strategy.

The entities that invest in PE funds are called limited partners (LPs). These investors are not
involved in managing the investments and are exposed to high risk, and they expect a high return to
be generated by the management skills of the fund managers. The limited partners can be institutional
investors such as insurance or pension funds, banks, privately owned or government owned investment
companies, or private individuals. All the capital managed by the fund is capital that was invested by
these limited partners. The PE funds are managed by General Partners (GPs), who earn a management
fee as well as a performance fee in the form of capital gains.

One of the risks in holding such an asset derives from its illiquidity, which makes it difficult to
establish the holding value at a given point in time and to assess the risk incorporated in it. Furthermore,
these are long term investments with a small secondary market. From the moment the limited partners
invest in the fund, there is no legal option to withdraw the investment before the end of the vesting
period (generally 10 years from the time the partnership is formed). The investors can only try to find
another investor that will agree to acquire their share in the fund.

Review of the literature

The literature found in academic journals that researches the features of investment fund returns
compared with market returns reports on the numerous difficulties in the databases. PE funds are
not tradable, and their managers do not report to the public, only to their investors (their LPs), and
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the LPs, who are obligated to maintain secrecy, cannot report to other entities. As such, the empirical
literature is limited in terms of availability and quality of the data, and it is quite difficult to assess the
funds’ returns compared with market performance. Harris, et al., in a 2014 article, admitted that their
previous research reported mistaken findings due to problems with the data. Their new article relied on
a unique database, which was based on reports by institutional investors in the US. Based on monitoring
1,400 investment funds held by 200 institutional investors, they found that although in the 1980s and
1990s, investment funds markedly outperformed the market, in the 2000s—particularly after 2005—
these funds’ returns weakened and became similar to the market’s returns. However, they noted that
some of the funds were not fully redeemed, and therefore it is possible that in the future the investment
in them will yield better returns. They also found that funds that outperformed in the past would not
necessarily yield good results in the future; meaning that from the perspective of consistency of returns,
investment funds are not better than other investment alternatives. However, these data may also be
biased, as institutional investors’ decision on which investment fund to invest in relies on, among other
things, past performance. Additionally, in an article published in 2017, Braun, et al., claim that the
persistence of investment manager’s private-equity returns declined with the maturing of the market
and increased competition, although investment in VC funds still outperformed the market returns
in the various channels. They relied on reports by Funds of Funds (funds that invest in funds and not
directly in companies), which are also exposed to selection bias when choosing the funds in which to
invest. Another important reason that makes it difficult to measure the returns of investment funds, and
especially the persistence of their returns, is based on the structure of their profitability curve, described
in the literature as a J shape: the first years are characterized by low or even negative results, and then
there are positive, market-beating returns. This shape of the profitability curve reflects the value added
by investment fund managers, reflected over the long term, when managerial outcomes are reflected
in the portfolio companies. The authors of the articles cited here also find that investment in venture
capital is riskier than investment in private equity, apparently without concurrent outperformance.

Israeli institutional investors’ investment in investment funds

Institutional investors, in their reports, include PE funds, VC funds, hedge funds, and real estate funds
in the “investment funds” category. What is common to all these funds is that the money being managed
is from a relatively small number of investors. Details on the investment are reported by net asset value,
but as these assets are not tradable, it is a calculation by the institutional investors based on the reports
provided by the funds.

The value of institutional investors’ holdings in investment funds, as of December 2017, reached

NIS 56.9 billion, approximately 3.6 percent of the Israeli institutional investors’ total portfolio (Figure 1).

Insurance companies’ holdings are higher, approximately 4.4 percent, while pension funds only allocate

around 2.9 percent. These findings support the conclusions of Hamdani, et al. (2016), who claimed that

institutional investors that charge performance-based fees and for which the money invested with them

is less liquid (insurance companies), outperform, apparently deriving from the incentive for quality
investment management and from the ability to invest for the long term.

Looking over time, it can be seen in Figure 2 that the share of investment in private equity out

of total funds managed in pension and provident funds has increased over the past decade, while the
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Figure 1 Figure 2
Institutional Investors’ Investments Percentage of Holdings in Investment
in Investment Funds, Funds out of Total Asset Portfolio of
NIS Billion and as a Percent of Total Institutional Investors, 2007-17
Assets, December 2017
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percentage of the investment out of total funds managed by insurance companies was already relatively
high in 2007. The gaps in scope of investment decreased in the past decade, but remain notable. Due
to the global financial crisis in 2008-09, insurance companies reduced their investment in such funds
for several years.

International comparison

The scope of investment by institutional investors in Israel compared with other countries can be
examined in a survey of long term investments conducted by pension funds in OECD countries. In
2015, the survey covered 99 large pension funds from 36 countries, divided by private and public
funds.! Based on this survey—which uses a broader definition of alternative investments, though the
main component in them is investment funds—private pension funds worldwide allocated in 2014

L Pprivate pension funds are Defined Benefit and Defined Contribution funds. Public pension funds include as well funds
managed to pay unfunded pensions (National Insurance Institute funds).
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(as of December) approximately 15.3 percent of their total assets to alternative investments.?
In contrast, institutional investors in Israel® allocated in that same year only about 4.7 percent,
on average, of their total assets to alternative investments (Figure 3).* The share is also low
compared with the allocation from public pension funds, which was 13.5 percent. The allocation
to alternative assets in December 2017 is not markedly different—the share of the allocation by
institutional investors in Israel is still low, at 5.5 percent.

Figure 3

Asset Allocation in Israel Compared With Other Countries, December 2014
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Regulation

Institutional investors’ choice of investment strategy can be the product not only of risk/return
considerations but also a direct result of regulation. The significant growth of assets under
management by institutional investors has created a need to invest increasingly large shares of
the financial investment outside of Israel. As the institutional investors do not have sufficient
expertise in managing investments abroad, they are assisted in this by external entities, which
charge a management fee for their services. In the previous decade, institutional investors began
to notably expand their exposure to hondomestic PE funds, and the initial investment in them
was through funds of funds. That meant that three entities were charging the savers management
fees—the pension fund, the intermediating private equity fund and the second private equity fund,

2 Inthis survey, alternative investments are defined as investment in hedge funds, PE funds, real estate, commaodities,
direct investment in infrastructures, and “other investments”.

3 Institutional investors in lsrael are new and old pension funds, provident funds and insurance companies.
Looking just at pension funds, the share of allocation to alternative investments is even lower. In contrast to funds
worldwide, pension funds in Israel allocate 30 percent of their assets to investment in earmarked bonds, which provide
a government-guaranteed yield.

In terms of Israeli entities, the definition of alternative investments is slightly different, but investment funds are
the large majority of the classification.
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which invested directly in assets. In 2015, a temporary provision went into effect that limited the
direct expenses imposed on savers in addition to the management fee. Direct expenses were limited
to 0.25 percent of each fund’s assets. These direct expenses, which create “double management
fees”, derive from the management fees that the institutional entities transfer to an external entity
that manages their assets abroad (such as investment funds, as well as mutual funds and ETFs, in
accordance with the terms set in regulations).

With the legislation of the regulations in 2014, the Capital Markets Supervisor declared, in a
parliamentary discussion, that the average share of expenditure by the institutional investors on the
limited direct fees is far from the actual limit set in the regulations. While the average was in fact far
from the limit, one large fund surpassed it, and several funds were close to it. Other than the limit
on the scope of institutional investors’ investment in such funds, it is likely that the institutional
investors’ reports to savers on the scope of the direct fees reduces their motivation to invest in assets
that incorporate these fees, out of concern of having to report relatively high fees.

Due to the imposition of the limitation, there was some shift from funds that charge
management fees to those that charge performance fees. As the management fee limitation
doesn’t apply to institutional investors abroad, the change in strategy was only in Israel. In fact,
the management fees paid to Israeli funds are markedly smaller than those to funds abroad. For
example, a pension fund from “Harel” invests only three times as much abroad as in Israel, but its
management fees abroad are ten times as high as those in Israel (source: Praedicta data).

The taxation imposed on nonresident investors is different than that imposed on domestic
investors, and it impacts the taxation of the fund manager as well. Nonresident investors benefit
from an exemption on capital gains taxes and VAT on investments in VVC funds, while the nostro
funds (firms’ own capital) of institutional investors are liable for taxes. The tax payment by the
general partner (GP) on profits from performance fees is based on the capital gains tax liability of
its investors (LPs)—the fewer capital gains taxes paid by the LP, the less tax the GP will pay. Israeli
institutional investors, in contrast to nonresidents, pay full VAT, like any other Israeli investor, on
the annual management fees. As these can reach around 2.5 percent of the size of the investment,
the annual VAT payments can reach significant amounts. The tax status can thus impact on attractive
local VC funds’ availability to Israeli institutional investors, as the local VC funds will prefer the
nonresident investors rather than them.

In Israel, there isn’t a method of registration and monitoring of private equity funds, in
contrast to the US practice. Within the framework of the Dodd-Frank Act of 2010, the SEC (the
US regulator) began to require private equity fund managers with more than $100 million in assets
under management to file a report including administrative information on the fund and on the
management company, such as the type of legal registration, which consulting companies are used,
and what their sources of funds are. As a result of the registration, numerous irregularities were
found in sample tests of the funds. In Israel, with a lack of regulations, it is difficult to monitor the
types of advice the funds receive, conflicts of interest that are liable to be caused, and the types of
fees charged.

However, within the framework of the Control of Financial Services Law, which is based on
the recommendations of the “Baris Committee”, it was established that all credit providers will be
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required to assign capital against loans, to submit financial statements, to bear the cost of obtaining a
license for activity and to submit reports to additional authorities—although only private equity funds
that use a mezzanine capital investment strategy, and some real estate funds using a strategy similar
to funding transactions, are included in this law.® In any case, these funds are not common in Israel,
and therefore the new law cannot serve as a solution for the private equity funds market in Israel.

Conclusion

Despite the trend of growth in the allocation to investment funds in recent years, institutional investors
in Israel still invest only a small portion of their assets in them, relative to institutional investors
worldwide. This is quite notable in international comparison, which indicates that institutional
investors in Israel allocate about 5 percent of their assets to alternative investments, compared with
more than double that share in large pension funds worldwide. The gap in institutional investors’
allocation between Israel and abroad may derive from the unique regulation in Israel regarding double
management fees, but also from Israeli institutional investors holding back from investments that
although they yield a return in the long term, are liable to lose money in the short term. Contributing
to this holding back by investors in Israel are the current reports to the public regarding returns and
fees alongside savers’ abilities to move funds among new pension funds and provident funds.® It is
likely that there are other reasons, related to the supply available to institutional investors in Israel,
such as the limited access to good investment options in funds, in Israel and abroad, which prefer
large global investors. This is particularly the case in access to PE funds, which in Israel is less
developed than the VC funds area. However, VC funds are characterized by higher investment risks,
which may also discourage investment. The access to funds in Israel is impacted by, among other
things, their managers’ tax considerations.

In order to encourage institutional investors in Israel, who manage pension and provident funds,
to invest in technology companies in the early development stages (venture capital) the Ministry
of Finance and the Israel Securities Authority formulated a plan this year to establish new private
investment funds. The plan includes a protection mechanism by the government against some of
the losses, if they materialize, through government guarantees for the investments by institutional
investors in funds. In order to begin to operate, the funds need to raise NIS 400 million per fund
from the public and institutional investors. In recent months, the funds have not succeeded in raising
the initial capital, which strengthens the claim that institutional investors in Israel avoid investing in
this sphere because of the barriers, which were delineated above, and which are not dealt with in the
government proposal.

5 In the law’s current format, such funds were exempted under a transitory provision.

6 In contrast to regulation in Israel requiring that funds provide current information to their investors, at most pension
funds worldwide the investors do not have accessible information on returns for periods shorter than a year, and there are
countries and types of funds in which even annual returns are not accessible.
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Box 4.2
What is Marketplace Lending? How is it Different from Banks?

Since the financial crisis of 2008, a new type of credit intermediaries has developed, as an alternative to
traditional banking.! These credit intermediaries work via online platforms to match borrowers against
lenders directly.

This activity, part of the Fintech industry, is among many innovations that have developed in finance in
recent years. Israel stands out in the large number of ventures and companies that have been established in the
domestic market in this area, relative to the size of the population. However, the use and implementation of
financial innovations in Israel so far has been slow compared with the rest of the world. Fintech encompasses
various types of financial services—payments, financial infrastructures, insurance, investment consulting,
raising equity and extending credit. This box will focus only on developments in the last category, extending
credit.

The estimated balance of credit through online financing platforms worldwide is negligible compared to
the overall credit market and at this stage does not pose a threat to the traditional banking system. However,
the growth rate of credit from this source is very high: in each of the years 2013-15, there were triple-figure
growth rates of new loans, in both large and small markets. In the past two years, growth rates in advanced
economies stabilized somewhat: in 2016, the growth rates of such credit were 22 percent in the US, 43
percent in the UK, and 41 percent in Europe (excluding the UK).?

The intermediaries operate according to various models. The most widespread one, in terms of scope of
activities, is P2P (Person to Person) lending: individuals or institutional investors lend directly to household
or to small businesses. The share of investment of institutional investors in such platforms is increasing,
and there are also collaborations with banks. The first P2P platforms were established in the UK (2005)
and in the US (2006). Today, such platforms are common both in advanced economies and in developing
economies. In absolute terms, the largest market is China, followed at a notable distance by the US and the
rest of the world (Figure 1).

L There isn’t one accepted name for this activity, it has several broad descriptions—P2B (Person to Business), P2P (Person to
Person), Marketplace Lending, and others.
2 Growth rates are based on surveys on the Cambridge Centre for Alternative Finance website.
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Figure 1
P2P Loan Originations to Households and Businesses, by Geographic Region
Annual Data, $ Million, 2015 and 2016
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In terms of the business model, P2P platforms have several common features, which also differentiate
them from the banking system:

e Most of the platforms do not bear the credit risk themselves, and serve only as the intermediary. They
do not profit from interest rate spreads, but rather from the fees they charge borrowers and lenders. It is
the lenders who bear the credit risk.

e The intermediation activity does not involve maturity transformation. That is, unlike a bank deposit, the
platforms do not commit to the lender to allow early withdrawal, before the loans have reached maturity.
There is a possibility to try and sell the loans in a secondary market.

e The platforms make considerable use of technology for assessing the borrower’s risk and for building
a diversified investment portfolio for the lender. This greatly reduces the need for employees (and thus
greatly decreases operating expenses), and shortens the loan approval process.

e Aconvenient “user experience”.

In Israel, online credit intermediaries only began to develop in the past 3—4 years, and currently only a
small number of companies operate in the sector. The balance of credit through these platforms is estimated
at NIS 500 million, which is 0.3 percent compared with the total non-housing credit balance to households
from the banking system, payment cards, and institutional investors. A number of institutional investors
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recently entered the activities. To date, each credit intermediary has decided for itself which information to
publish. However, for all of them, it would be correct to say that less information is available to the investor
about the risk of the investment than compared with the bond market, for example, where the investor also
bears default risk: the investor through a platform does not know the current or past financial state of the
borrowers, as opposed to public companies that publish a prospectus before the issue, and periodic reports
afterward. Even if the platform provides a credit rating for loans, it is based on an internal rating model,
and the link between it and the default probability is not transparent. This is in contrast to a company that
issued bonds, and often receives a rating from a large rating agency with a conventional rating model. New
legislation approved this year will require broader publication of data by the platforms. (See below.)

Regulation generally views credit via online intermediaries positively. Most countries have not passed
specific legislation for online credit, and the intermediaries in this channel are subject to the prevailing
regulation in the field of financial intermediation. Countries that passed specific legislation focused on
licensing, investor protections, and proper risk management. Alongside these, those same countries granted
tax benefits for marketplace lending.

Oversight of credit intermediaries is very important. There have already been several platforms worldwide
that turned out to be frauds.® In Israel, the Knesset approved this year an amendment to a law, which made
the P2P platforms subject to the oversight of the Capital Market, Insurance, and Savings Authority.* The law
established that online credit intermediaries need to receive a license in order to carry out such activity, and
can receive a “basic” or “expanded” license. A basic license is for an intermediary with a total credit portfolio
that does not exceed NIS 25 million, and an expanded license is for an intermediary whose total credit
portfolio exceeds that sum. Within the framework of that law, requirements were instituted regarding an
intermediary’s capital, and limitations were imposed on the extent of an individual borrower’s indebtedness
and on the scope of credit from an individual lender. The law requires that the intermediaries publish the
share of credit that was not repaid for every rating level (if there is one). The law also regulates provision
of loans to businesses, not just private individuals. Until now, a company that wanted to receive credit from
more than 35 people had to publish a prospectus and had the same reporting obligation as a company that
wanted to issue bonds on the stock exchange. These are requirements that impose relatively high costs and
are appropriate for large companies. Based on the amendment to the law, online platforms will be allowed
to intermediate loans to businesses without the requirements of a reporting corporation under the Securities
Law, so long as the total scope of loans of the corporation borrowing via such intermediaries is less than
NIS 1 million. It is reasonable to presume that this change will markedly increase loans to micro companies.
Worldwide, loans via online platforms to businesses generally evolve in tandem with loans to households.
Within the framework of the regulation that will apply to the P2P platforms, it will also be necessary to
issue a Prohibition on Money Laundering Order, which will be able to ease the opening of a bank account
for online credit intermediaries. The new legislation in Israel prohibits banks from setting up their own P2P
platforms for three years following the law going into effect, but allows credit card companies that will be
separated from the banks as part of the “Strum Law” to do so.

3 Atthe end of 2015, Ezubau, a Chinese entity that presented itself as a platform for providing credit, carried out fraud totaling
$7.6 billion, while essentially it was a Ponzi scheme. Numerous irregularities were found at Swedish entity TrustBuddy, as well,
leading to the bankruptcy of the company. In Sweden, this led to a marked negative impact on growth of the entire industry.

4 This legislation is a continuation of the Control of Financial Services Law which was legislated in 2016. For details, see the
box in Chapter 4 in the Bank of Israel’s 2016 Annual Report.
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The development of the credit platforms became possible due to the combination of several factors:
1) Technological innovations and expanded access to the Internet, from any place and at any time: These
enable online intermediaries to operate on a very “thin” cost model with a minimum workforce, to expand
their customer base (borrowers and lenders) rapidly and without notable investment, to offer a convenient
user experience, and to develop automated risk assessment models that are updated with a high frequency
and rely on new data sources. 2) The credit market is controlled mainly by banks in the household and
small business sectors. Banks have high fixed costs, which derive from a large workforce and infrastructures
that in some cases are obsolete. They are also subject to prudential regulation that adds on additional costs.
The banks’ additional costs, alongside imperfect competition, allows the credit platforms to offer loans at a
lower price (interest rate) and/or to approach population segments that do not have access to bank credit. In
this regard, it was found that in the UK, the Zopa platform offers interest rates that are lower than banks for
small loans (FinTech Credit, BIS 2017); in Germany, it was found that although when taking into account the
risk profile of the borrowers, the interest rates in the banking system and of the credit platforms are similar,
yet the platforms extend credit to borrowers who are much riskier than those of the banking system—
borrowers who in effect are excluded from that system (De Roure, et al. 2016).°> 3) Another important
factor that supports the platforms’ business model is the low interest rate environment. Standard investment
instruments such as government bonds and bank deposits have been offering near-zero yields for many years
now. In such a situation, many investors search for yield and to that end are willing to accept higher risk.
In addition, in a low interest rate environment, there are more profitable investment opportunities (projects
with positive NPV), which increases the demand for credit. Against the background of the good state of the
economy and low unemployment, the default rate is low. Furthermore, the default risk of low-interest rate
loans is lower (incentive effect).® 4) Online platforms are viewed by the public as ventures that contribute
to “social justice” as opposed to the negative image that was attached to the global banking system after
the financial crisis. This is because investors can benefit directly from the interest rates paid on the loans,
without the bank “eating into” the profit.

When attempting to assess what the future holds for the online credit platforms, the main issue that
should be considered is the interest rate for borrowers and lenders. The final cost of a loan is made up of
several components:

1. At banks, this cost is the sum of operating costs, regulatory costs, financing costs (the cost of raising the
sources) and the cost of the risk of the loan not being repaid (credit risk). From the various costs, the
banks can deduct noninterest income from services other than supplying the credit.

2. At online credit platforms, the cost is mainly comprised of financing costs (the cost of raising loans), as
operating and regulatory costs are very low.” In some platforms credit risk cost is added when there is
an insurance mechanism in place.

> The Internet site of one of the platforms in Israel conveys that new loans are requested through the platform for
an average amount of NIS 18,000, for an average term of 3.3 years, shorter than the banking system, which grants
nonhousing loans to households for 4.8 years, on average. The histories of the loans taken out through the online
platforms indicate that about half of the borrowers noted that the loans they requested are to cover overdrafts and to
repay debt.

6 Stiglitz and Weiss, 1981.

" This was found for the US, for example, in Autonomous Research (2016): “Digital Lending—the 100 Billion Dollar Question”,
February.
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The economic feasibility of the platforms is derived from a comparison of the costs of raising sources
for them and for banks. A bank funds its operations through equity, bond issues, and deposits. It bears the
credit risk, which is reflected in the funding costs of bonds and equities. However, the banking system
generally benefits from explicit or implicit deposit insurance, and therefore the funding costs of deposits are
low. Credit platforms do not have state-sponsored insurance. Some offer or mandate the use of an insurance
mechanism to address instances of a delay in repayment. The cost of this insurance falls on the borrowers
and lenders. However, the insurance is only partial, and can cover credit losses only up to the amount that
was put aside in advance. The platforms don’t bear the credit risk themselves, and lenders are supposed to
take this risk into account and to require a return proportional to that risk on the loans they extend. Therefore
it can be assumed that the cost of raising sources for banks is lower than the cost of attracting loans by the
platforms, and that this cost of the platforms is more sensitive to changes in the interest rate environment.®

In a higher interest rate environment, the banks’ comparative advantage in the cost of raising funds will
become more significant. As people are generally risk averse, in a higher interest rate environment, more
investors are likely to prefer a bank deposit that pays a reasonable interest rate with no credit risk to the
borrower, rather than financing risky loans. In addition, if the default rates of loans via online platforms
increase, the concern over investing in them will increase, and lenders will demand an even higher interest
rate. In general, the platforms are more sensitive to changes in reputation, of each company individually
and of the industry as a whole. Depositors in banks are not sensitive to banks’ cyclical changes in credit
losses because of the capital buffer that they maintain, and the confidence in prudential supervision. The big
challenge facing credit platforms is to continue operating when the interest rate in the economy increases,
alongside default rates, and their success in doing so will depend on the success of the risk assessment
models they developed. The platforms rely on diversifying loans in order to minimize the risk. Although this
practice does reduce the idiosyncratic risk of each loan, it does not protect against an increase in systemic
risk of the overall market. This applies to the insurance mechanism as well—if the rise in default rates will
be substantial, the credit losses might surpass the amount that was accumulated in the protection fund.
Recall that these platforms have not yet had to deal with a financial crisis.

Facing the two extreme scenarios—complete disappearance of the banks in favor of online intermediaries
or complete disappearance of marketplace lending in a higher interest rate environment—the most plausible
scenario is one in which both banks and marketplace lending platforms are active in the market, whether
as competing or as complementary entities. It is quite probable that the user experience and technological
models that the online platforms developed will be integrated into the financial system. The development
of the platforms requires the banks to increase their efficiency and invest in technological improvements, as
has in fact occurred in recent years. This is a welcome outcome of the increased competition.

In any case, as of now, whether the platforms are competing with the banks for the same customers at a
more attractive price, or are complementing their activities by servicing excluded segments or by extending
the type of loans that banks avoid, the more their scope of activities increases, the more they will contribute
to monetary pass-through by expanding the supply of credit in this period of low interest rates.

8 For example, see the analysis regarding the UK credit market conducted by Deloitte in 2016 (see References).
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Chapter 5
Long-Term Development of the GDP Labor Share
In Israel

e The GDP labor share quantifies the division of GDP between labor and capital,
which accounts for its importance.

e Much as in other OECD countries, the GDP labor share in Israel has been
declining since the 1990s.

e In Israel, in contrast to most countries, the GDP labor share fell steeply during
the financial crisis, continued to decline after the crisis, and today is lower than
that of the other developed economies.

e Inview of structural economic processes, the sizable increase in domestic labor
supply—including the integration of new population groups into the labor
force—supported the decline in GDP labor share in recent years, which was
also supported by an increase in the GDP deflator in Israel due to improved
terms of trade relative to the Consumer Price Index, allowing employers to raise
real wages from labor’s standpoint without eroding their business profitability.

e The continued entrenchment of the full employment environment, the tight
labor market, and increased competition in the goods market induced a sharp
increase in the GDP labor share in 2017, which was also supported by the fact
that the GDP deflator increased this year just slightly more than the Consumer
Price Index.
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This chapter is divided into four parts. The first defines GDP labor share, explains
its importance, and presents main explanations in the literature for its decline over
the years. The second describes the development of GDP labor share in Israel and
compares it with the average among OECD countries. Part 3 breaks the development
of GDP labor share down into its components. The last part describes the development
of factors in Israel that may have affected the development of GDP labor share in
recent years.

1. BACKGROUND AND EXPLANATIONS FOR THE DEVELOPMENT OF GDP
LABOR SHARE

GDP labor share is the ratio of total wage payments to employees?, plus the imputed
return on labor of self-employed workers, to Gross Domestic Product. Its complement
is the GDP capital share, namely the rate of operating profit of firms in the economy.
As such, GDP labor share quantifies the division of GDP between labor and capital,
which accounts for its importance.?

There are additional important reasons for the interest in, and discussion of,
GDP labor share in the literature. First, this indicator shows the state of domestic
competition by international comparison: the larger the GDP labor share is, the less
profitable enterprises are relative to other countries. Second, a decline in GDP labor
share has implications for inequality—the lower it is, the greater income inequality in
the country is.® This is because the distribution of income that originates in the labor
market is much more egalitarian than the distribution of income from capital. Third,
the higher GDP labor share is, the more rewarding it is to participate in the labor
force and the more people are extricated from poverty by participating.* The fourth
reason comes from another domain: An increase in this indicator may signal increased
price pressures originating in the labor market, which are expected to be reflected
in the development of prices and to have implications for monetary policy. In view
of all these factors, the downward trend of GDP labor share in many countries has
stimulated renewed interest in this indicator in the literature.

1 Including gross wages and the employer’s cost of employment.

2 In this context, it is conventional in the literature to assume that wages are determined in equilibrium
by an employer—-employee bargaining model in which each side aspires to a larger share of the earnings
that the employment generates. That is, the employee wishes to maximize his or her wage relative to that
available in an alternative workplace, and the employer aims to pay employee as little as possible for his
or her output without losing his or her services.

ST Piketty and G. Zucman (2014), “Capital Is Back: Wealth-Income Ratios in Rich Countries 1700—
2010,” The Quarterly Journal of Economics, 129(3): 1255-1310.

4 A.B. Atkinson (2009), “Factor Shares: The Principal Problem of Political Economy?” Oxford
Review of Economic Policy, 51(1): 3-16.
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The decline in the GDP labor share is a global phenomenon. In most developed
economies, the decline began back in the 1980s. In Israel, as in emerging markets, it
started a decade later.

Studies have found several factors that affect GDP labor share in many markets.
They may be divided into three components:

a. Long-term global processes—main factors

1. The decline in GDP labor share (mainly in developed economies) is largely attributed
to technological improvements that lowered the relative cost of investing in
physical capital, facilitated capital portability, and thereby increased the net return
on investment in physical capital.® In addition, automation in various occupations
caused an increase in wage polarization, mainly due to a relative decline in the
income of persons employed in middle-skilled occupations, in which there was a
particular decline in GDP labor share.

2. Globalization, manifested in the expansion of international trade, has standardized
labor prices by increasing the supply of unskilled and foreign workers, thereby
exerting downward pressure on GDP labor share in developed economies. In
emerging markets, the intensification of globalization has made investment and
portability of capital less costly, allowing greater capital intensity in the production
function and generating downward pressure on GDP labor share.’

3. Astructural increase in labor supply is degrading labor’s bargaining power.

4. A change in the mix of employment may affect GDP labor share, either through a
change in the proportion of unskilled workers, i.e., employment quality, through a
shift of workers to industries with a higher return on capital, or through a change in
the return on education as a result of a positive shock to the technology-skilled bias.

5. In contrast, growing competition in the goods market®, particularly the opening of
the economy to competing imports, makes it difficult to raise prices because the
increase in demand elasticity may lead to a sharp decline in employers’ revenue,
exerting downward pressure on firms’ profitability and an increase in the GDP
labor share.®

5 T Kristal (2014), “The Political Economy of Israel and the Increase in Income Inequality, 1970—
2010, Israeli Sociology 15, 282-311 (Hebrew).

L. Karabarbounis and B. Neiman (2014), “The Global Decline of the Labor Share,” Quarterly
Journal of Economics, 129(1): 61-103.

7 M.C. Dao, M. Das, Z. Koczan, and W. Lian (2017), “Why is Labor Receiving a Smaller Share of
Global Income? Theory and Empirical Evidence,” IMF Working Paper 17/169. The paper provides a
broad literature review. See also T. Kristal (2007), “Distribution of National Income Between and Within
Labor and Capital,” Ph.D. dissertation, Tel Aviv University.

8 For elaboration on competition in the goods market, see Chapter 1, Section 4.b. of this report, and/
or Chapter 1 of the Bank of Israel Annual Report for 2016.

9 Research has recently started to examine the relationship between an increase in the concentration
rate, including firms’ monopsonistic power, and the erosion of wages relative to labor productivity. See
E. Benmelech, N. Bergman, and H. Kim (2018), “Strong Employers and Weak Employees: How Does
Employer Concentration Affect Wages?” NBER Working Paper 24307.
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b. Economic policy

1. Rate of taxation on labor. When the labor tax rate falls, wages rise from the
worker’s perspective with no increase in cost to the employer. This allows
employers to raise gross wages to a smaller extent than the increase in workers’
output, with the tax cut divided between employer and employee commensurate
with the sides’ bargaining power.1° In the short term, changes in the apportionment
of tax between capital and labor may also have an effect on the GDP labor share
until factor quantity adjusts to the change in relative prices.

2. Unionization rate. Unionization of labor delivers a positive wage premium—as
is documented in many studies and valid in Israel as well—because unionized
workers have more bargaining power than non-unionized ones.'* The unionization
rate in Israel, as in most OECD countries, has been falling, irrespective of whether
the decline reflects labor’s diminishing bargaining power or is its cause.

3. Ratio of minimum wage to average wage. This is another indicator that may
affect the development of the GDP labor share. When the ratio is raised by law, the
wage gain for minimum-wage workers may be greater than the increase in their
marginal output, precipitating a general increase in GDP labor share. An increase
in the minimum wage also raises workers’ alternative wage. Conversely, an overly
sharp increase in labor cost pushes up the relative cost of labor and may prompt
firms to use capital at labor’s expense, which can be expected to lower the GDP
labor share in the long term.

4. The public sector. The public sector’s share of employment is important because,
by being an especially large employer, its return on capital is relatively small, its
unionization rate is high, and it represents the government’s economic preferences.'?

c. Business cycle and crises

When labor is in short supply, surplus demand exists, and output gaps narrow, the
expected outcomes are upward pressure on wages and an increase in the GDP labor
share. Conversely, relative wage rigidity causes the GDP labor share to behave
countercyclically.® In other words, a positive demand shock is likely to be reflected

10 A Brender and E. Politzer (2014), “The Effect of Legislated Tax Changes on Tax Revenues in
Israel”, Discussion Paper 2014.08, Bank of Israel Research Department (2017), S. Igdalov, N. Zussman,
and R. Frish, “The Wage Response to a Reduction in Income Tax Rates: The 2003-2009 Tax Reform in
Israel,” Discussion Paper 2017.14, Bank of Israel Research Department.

11 F Kramarz (2016), “Offshoring, Wages, and Employment: Evidence from Data Matching Imports,
Firms, and Workers,” in The Factor-Free Economy (Oxford, UK: Oxford University Press).

12 The return on labor in the public services is composed of wages and imputed pensions. Wages are
based on administrative data from the ministries of Finance and Defense and reports from municipal
authorities, the National Insurance Institute, the National Institutions, and public and private nonprofit
organizations. Pension imputation relates to budgetary pensions for state employees in respect of which
no provision to a pension fund—uwhich the government is supposed to make in order to assure its workers’
future pension entitlements—was made.

13 p Goome and P. Rupert (2004), “Measuring Labor’s Share of Income,” Federal Research Bank of
Cleveland, Policy Discussion Paper.
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in a decrease in the GDP labor share. This is because capital, which easily adjusts to
an increased in demand, grows while wages—a rigid parameter—remain stable. This
effect stands in contrast to that of protracted growth and progress toward eliminating
the output gap, which is expected to generate upward pressure on the GDP labor share.

Furthermore, an economic crisis brings to the surface pre-existing pressures that are
corrected due to the crisis. Thus, in countries where wages climb too quickly before
the crisis, a strong correction during the crisis should be foreseen. This happened in
Israel at the beginning of the previous decade, and also occurred in other countries
where the GDP labor share declined after the global financial crisis.

2. DEVELOPMENT OF GDP LABOR SHARE IN RECENT YEARS: ISRAEL VS.
OTHER OECD COUNTRIES

Figure 5.1 shows the development of GDP labor share in Israel and the OECD average
since 1995.

The figure highlights several points:

Figure 5.1
Development of the GDP Labor Share in Israel and the OECD Average?,
1995-2017 (percent)
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a The data on the OECD average for 2015 and 2016 were completed by extrapolating the numerator
and the denominator of the indicator from the data provided in Figure 5.2.

SOURCE: Based on OECD statistics and Penn World Tables.

1. Since 1995, the GDP labor share in Israel has been declining more rapidly than the
OECD average. While the average performance of a group of countries is much
smoother than that of one state, it masks the variance among and within countries
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over time. When compared individually to other countries, Israel’s deviation from
the GDP labor share development trend is not exceptional.

2. Israel’s GDP labor share dipped sharply in the two recessions of the previous decade,
which were preceded by a slight increase in this indicator. In particular, the GDP
labor share declined sharply during the global financial crisis—in which Israel was
impacted less than other countries for reasons including its relative wage elasticity.
In contrast, as expected, the GDP labor share in other OECD countries increased on
average due to their wage inelasticity.

3. In 2007, the gap between lIsrael’s GDP labor share and the OECD average was
similar to that in 1995. From 2008 onward—with the exception of the financial
crisis period—the average GDP labor share in OECD countries was relatively
stable, whereas the GDP labor share in Israel continued to drop until 2015. This
created a rather large disparity between Israel and the rest of the OECD in this
respect. The current chapter focuses on these years.

4. GDP labor share in Israel increased by 0.5 percentage points in 2016 and by 0.9
percentage points in 2017, returning to approximately its 2009 level in the latter
year.

First we examine whether the stability in the OECD’s average GDP labor share masks
variance among the organization’s member states. Figure 5.2 divides the development
of the GDP labor share into two periods—1995-2007, when it declined, and 2008-
2014, when it was stable. The figure shows clearly that the GDP labor share fell in
almost all OECD countries, including Israel, until 2007. By implication, there are
international factors that affect the development of the GDP labor share.’* From
2008 onward, the GDP labor share remained stable in most countries and continued
to drop in lIsrael, as stated. Apart from Israel, it continued to fall in countries that
were seriously affected by the financial crisis—Ireland®®, Greece, Spain, Portugal, and
Poland.® In Israel, the GDP labor share in 2016 was one of the lowest among OECD
members (Figure 5.3)

Inthe next section, we examine whether Israel has undergone idiosyncratic processes
since 2008 that may have affected the trend of its GDP labor share. If the answer is
affirmative, we will describe the background of these processes and determine how
much the decrease in the GDP labor share in recent years is structural or cyclical.

3. DECONSTRUCTINGTHE DEVELOPMENT OF THE GDP LABOR SHARE

14 For elaboration on these years, see Box 2.2 in the Bank of Israel Annual Report for 2007.

15 In Ireland, the GDP labor share increased by 3.7 percentage points during the crisis in 2009, and
then declined by 4.7 percentage points afterwards.

16 These countries had to sharply corrected problems that persisted in the decade preceding the crisis,
through processes that included public sector wage cuts. They also had to improve their profitability
relative to the rest of the world (by real depreciation, since they do not have autonomous currencies), a
move that entailed wage adjustments in the business sector as well.
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Figure 5.2

Change in the GDP Labor Share in Israel and in the OECD, Divided into Two

Periods (ascending order by total change, percentage points, 1995-2014)
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To analyze the development of the GDP labor share, one may divide the numerator
and the denominator of this indicator by hours worked. The GDP labor share yielded
in this manner is the ratio of hourly labor cost to hourly product—the real unit labor
cost:

where W = gross hourly wage; Y = hourly product; L = hours worked; C =

Labour _cost (1+C)-W-L (1+C)-W

Labour _share =
Y Y/L

employment cost beyond gross wage.
Figure 5.4 breaks down the development of these variables in Israel and in the
OECD (average) in the years investigated.

Figure 5.4
Development of Cost per Work Hour (Adjusted for GDP Prices) and Output per
Work Hour in Israel and the OECD Average, 1995-2016 (Index: 1995=1)
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SOURCE: Based on OECD statistics.

The Figure yields several insights:

1. At the beginning of the previous decade, with Israel mired in recession, labor cost
declined sharply.t’

2. Hourly labor cost in Israel also contracted considerably during the recent financial
crisis (by about 6 percentage points, of which around 1 percentage point was in

17 This was also a correction for the sharp increase in real wages between 1994 and 2001. For
elaboration on the development of wages during those years, see Y. Mazar (2014), “The Development
of Wages in the Public Sector and Their Connection with Wages in the Private Sector,” Bank of Israel
Research Department Discussion Paper No. 2014.03.
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nominal labor cost)—in contrast with the development of the average return on
labor in the other OECD countries. Therefore, the Israeli labor market generally,
and lIsraeli wages particularly, were typified by very high elasticity, unlike other
countries.'® This forestalled an even sharper increase in the unemployment rate.

. Labor productivity in Israel, which eroded in relative terms until 2007, increased
from 2008 to 2016 at a pace resembling the OECD average—slower than the pre-
crisis rate of growth in the other countries. This pace did not suffice to close the
labor-productivity gap between Israel and the rest. The increase in labor productivity
in Israel slightly outpaced the real increase in hourly labor cost, as reflected in the
continued decline in Israel’s GDP labor share (Figure 5.1).

Table 5.1
Labor Market Developments between 2008 and 2016

Labor productivity in
Israel, which eroded in
relative terms until 2007,
increased between 2008
and 2016 at a pace that
was similar to the OECD
average.

Countries where the Unit
Labor Cost declined
significantly since 2007
OECD (Ireland, Portugal, Spain,

OECD average
excluding the four
countries seriously

Israel average Greece) impacted by the crisis
Change in nominal hourly labor 235 20.3 7.0 22.3
cost (percent)
Change in hourly output - labor 8.8 9.4 17.3 8.0
productivity (percent)
Change in GDP deflator (percent) 22.8 14.8 3.8 16.6

Additional data

Change in Consumer Price Index 12.6 12.0 5.3 13.2
(percent)
Change in employment rate 8.7 0.5 4.9- 1.3
(percentage points)
Change in unemployment rate in 1.8 2.2 2.8 2.1
2009 (percentage points)
Change in unemployment rate -1.9 1.7 4.3 0.9
(percentage points)
Change in work hours per -0.1 -1.4 -0.6 -1.5

employee (percent)

SOURCE: Based on OECD statistics.

Table 5.1 describes the development of the components of GDP labor share—
nominal hourly labor cost, hourly product, and GDP prices. All of these are shown
for Israel, the OECD average, the four countries in which GDP labor share declined
between 2008 and 2014 (Figure 5.2), and the OECD average net of those four
countries. The Table also describes the development of three additional important

18 See hox and, particularly Figures 2.1 and 2.2 in Recent Economic Developments 132, Bank of Israel
Research Department, 2012.

19 For elaboration on the development of Israel’s labor market during the financial crisis, see Chapter
5 of the Bank of Israel Annual Reports for 2008 and 2009.
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labor market indicators—the unemployment rate, the employment rate, and average
hours worked per employee.

Figure 5.5
Change in GDP Prices and CPI Prices, 2008-16
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SOURCE: Based on OECD statistics.

Table 5.1 shows that nominal labor cost (as well as real wage cost from the
employee’s point of view, which is not shown in the table) increased in Israel between
2008 and 2016 by more than the average rate among the other OECD member states
and even more than the OECD member countries net of the four countries that were
particularly stricken by the financial crisis. The sharp increase in GDP prices in Israel,
however, lowered cost relative to labor productivity. Furthermore, the rapid growth
of Israel’s GDP deflator relative to the CPI (Figure 5.5)—most of which is due to
exogenous factors, mainly reflecting improved terms of trade, particularly in volatile
commodity prices—allowed real wages to increase from the employee’s perspective
with no impairment to employers’ profitability.?%2! This is a cyclical development.??

20 For discussion of this topic, see Chapter 1 of the Bank of Israel Annual Report for 2016, and
particularly Figure 1.5, which contrasts the increase in real wages in terms of consumer prices with
stagnation in real wages in terms of producer prices.

21 Israel is above the regression line in Figure 5.5, meaning that its GDP prices increased faster than
its Consumer Price Index—a wider spread than in the other OECD countries.

22 since the beginning of the previous decade, GDP prices and consumer prices in Israel have been
rising at similar rates.
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In the opposite situation, in which consumer prices rise more rapidly than producer
prices (as happened in Israel at the beginning of the previous decade), an increase in
nominal wage commensurate with its real erosion from the employee’s standpoint
impairs employers’ profitability and may cause unemployment to rise. Thus, a relative
increase in GDP prices facilitates economic growth. However, real wage growth as
a result of improved price ratios is unlikely to prove long-lasting®, in contrast to
an increase precipitated by growth in labor productivity, which has happened only
moderately in the past three years (Figure 5.4).

Table 5.1 also shows that in contrast to Israel, the four countries that saw declines in
their GDP labor share in recent years are among those that were worst hit by the financial
crisis. In these countries, nominal hourly wage increased only mildly, unemployment
increased sharply—during and after the crisis year—and the employment rate is still
lower than its pre-crisis level. These countries fell into distress and had to cope by
improving their competitiveness either via domestic depreciation (a problematic step
to take, since all use the Euro) or by lowering labor cost.

As part of the explanation of the unusual development of Israel’s GDP labor share,
the next section describes additional processes that Israel has experienced in recent
years.

4. ANALYSIS OF PROCESSES IN ISRAEL IN RECENT YEARS THAT MAY
HAVE AFFECTED THE GDP LABOR SHARE

a. Structural changes

Table 5.2 tracks four structural indicators that may have affected the path of GDP labor
share: the mix of employment (expected to lower the GDP labor share), openness
of the economy, globalization (also expected to reduce the GDP labor share), and
competitiveness (likely to raise the GDP labor share).

Mix of employment. Manufacturing labor input as a share of total business input
has been trending downward since the 1990s. This development, not exclusive to
Israel, reflects a shift of labor from manufacturing to other industries. The question
is whether the decline in GDP labor share reflects a change in mix of employment at
the individual industry level—namely, whether industries with different GDP labor
shares developed differently in recent years. If such is indeed the case, it may help to
explain the overall decrease in the GDP labor share in recent years.

The upper panel of Table 5.3 shows that output growth in the principal industries
did vary from one industry to another. The expansion of output in Information and
Communication, Construction, Trade and Services, and Financial Services at the
expense of manufacturing stands out.

23 Figure 5.5 shows the strong correlation between the GDP deflator and the CPI during the reviewed
period. The position of the correlation near the 45-degree line means that both indices rose at similar rates
over time.
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Table 5.2
Structural factors in the Israeli economy, 1990, 1999, 2002, and 2008-17
Mix of
employment Globalization Competition
1 2 3 4
Manufacturing Goods imports
industry inputs to emerging Imports as a share
as a share of total economies as of manufacturing
business sector Exports as a a share of total consumption
inputs share of uses imports (current prices)
1990 23.8 24.2 56.6
1999 18.2 24.2 32.5 63.1
2002 16.7 28.7 33.3 72.4
2008 16.0 27.7 38.4 70.6
2009 15.2 255 39.0 73.3
2010 14.9 26.3 41.9 74.5
2011 14.8 26.6 435 74.3
2012 14.7 26.5 45.2 75.4
2013 14.5 25.3 46.5 76.3
2014 14.3 24.6 45.7 75.7
2015 14.0 24.4 46.8 77.6
2016 14.5 23.6 44.8
2017 22.6 42.2

SOURCE: Based on National Accounts data.

Table 5.3
Growth of the principal industries and weight of employee wages in each industry, 2008-16
Total
Information and Tradeand  Transport  Financial business
Manufacturing  communication  Construction  services  and storage  services sector
Rate of change of GDP
2008-2016 20.7 67.9 87.3 59.5 25.0 75.4 55.0

Industry's share of total
business sector output

2008 24.3 14.7 7.5 17.0 6.3 24.9

2016 19.0 16.0 9.1 17.6 5.1 28.4

GDP labor share

2008 55.0 49.6 51.2 61.6 53.1 66.8 63.2
2016 56.4 46.5 44.6 59.8 60.3 60.6 59.9
GDP labor share under the 2008 industry composition 60.2

SOURCE: Based on National Accounts data.
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We found (by disaggregation) that the most salient change in the composition of
industry fails to significantly explain the decrease in GDP labor share in recent years,
despite the strong negative correlation between change in the GDP labor share in each
industry and the rate of change in its output.?* (The more the GDP labor share in a
given industry fell, the more the industry grew.?®) The reason for the negligible effect
of the mix of employment is that the GDP labor share has decreased in almost all
industries in recent years (Table 5.3, lower panel).2527

Israel’s economy is an open one. Since the early 1990s, exports as a share of uses has
been growing steadily, reflecting the greater impact of global trade on the economy.
During the financial crisis, however, the share of exports in GDP stopped growing
and even began to trend downward (Table 5.2, Column 2). The share of emerging
markets in imports and the share of imports in manufacturing consumption increased
steadily, particularly in recent years (Table 5.2, columns 3 and 4). These trends
reflect both an increase in the competition that the economy—especially domestic
manufacturing—faces, and an increase in the impact of globalization. The escalating
effect of globalization on the economy is mitigating wage pressure and inflation rates.
Conversely, in view of intensifying competition, employers are afraid to raise prices.?®
Thus, they are also less inclined to pass on wage increases to prices of (consumer)
goods, which would manifest in a larger GDP labor share.?

24 Minus 84 percent in all industries and minus 90 percent in the total excluding electricity, water, and
agriculture.

25 The direction of causality—whether the decrease in GDP labor share made hiring easier and
therefore helped the industry to grow, or whether hiring in a state of stronger competition pushed down
the industry’s GDP labor share—is not discussed in this chapter.

26 A recent IMF paper (“What Explains the Decline of the U.S. Labor Share of Income? An Analysis of
State and Industry Level Data,” IMF Working Paper 167, 2017), found that nearly all of the decrease in
global GDP labor share occurred within industries and not between them. Another paper (“Why is Labor
Receiving a Smaller Share of Global Income? Theory and Empirical Evidence,” IMF Working Paper
169, 2017) found that intra-industry declines explain about 90 percent of the global decrease in GDP
labor share. However, another study (M. Kehrig and N. Vincent (2017), “Growing Productivity without
Growing Wages: The Micro-Level Anatomy of the Aggregate Labor Share Decline,” CESifo Working
Paper No. 6454) found evidence of the effect of subindustry composition on the development of GDP
labor share in manufacturing:

27 The table shows that the decrease in GDP labor share was less significant in trade and services,
evidently because those industries are less exposed than others to changes in the terms of trade.

28 Particularly after the 2011 social protests, which reflected a desire to lower the cost of living and led
to enhanced awareness of it. For elaboration on the increase in competitiveness in the goods market, see
Section 4b in Chapter 1, and Chapter 3. Furthermore, online shopping, and mainly the ability to compare
prices using mobile devices, are allowing shoppers obtain information with greater ease. For elaboration,
see box in Chapter 3 of this Report.

29 On the effect of a decrease in inflation expectations on the development of wages, see Chapter 5 in
the Bank of Israel Annual Report for 2016.
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b. Socioeconomic policy

Table 5.4 tracks six indicators of socioeconomic policy in Israel.

Table 5.4
Indicators of socioeconomic policy in Israel, 1990, 1999, 2002, and 2008-17

Socioeconomic policy

1 2 3 4 5 4
Minimum
Average Statutory Primary civilian Cost of wage as
income tax  corporate tax expenditureasa  employment a share of Unionization

rate rate share of GDP rate average wage rate?
1990 26.9 435 345 28.6 42.6 70.0
1999 29.7 36.0 324 23.6 43.0 37.7
2002 31.7 36.0 34.8 22.9 46.0
2008 25.9 27.0 30.7 22.5 475 30.3
2009 24.8 26.0 31.4 22.2 47.2
2010 24.6 25.0 31.0 22.2 46.5
2011 24.4 24.0 30.6 225 46.4
2012 23.7 25.0 31.5 23.3 47.4 22.8
2013 24.1 25.0 31.7 22.9 47.8
2014 24.4 26.5 31.3 22.2 47.0
2015 24.7 26.5 30.9 22.7 48.8
2016 25.2 25.0 31.0 23.7 49.1 24.8
2017 25.8 24.0 32.1 24.2 51.2

@ Since there are no consecutive data for each year, the data regarding the unionization rate for 1990 are 1992 data; for 1999
they are 2000 data; and for 2008 they are 2007 data.

SOURCE: Based on National Insurance Institute data on wages per employee post; the Central Bureau of Statistics Social
Survey, and OECD statistics.

At the beginning of the previous decade, government policy eased the tax burden
and lowered the share of public expenditure in GDP (Table 5.4, columns 1-3). Since
2008, however, primary civilian public expenditure as a share of GDP has been more-
or-less steady and has even gone up recently. The average income tax rate declined
steadily until 2012—by about 8 percentage points from 2002. From 2012 onward,
it rebounded to approximately the level preceding the global crisis. The corporate
tax rate declined even more sharply than the income tax rate. The employment cost
ratio, defined as the ratio of the cost of employing a workerand his or her gross wage,
declined by around 6 percentage points during the 1990s but has held steady since
the beginning of the previous decade and shows no trend whatsoever. By overall
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implication, in terms of economic policy and, particularly, tax policy, downward
pressure on the GDP labor share has been absent since 2008.

While average wage has increased solidly in recent years, the minimum wage has
climbed even faster and has therefore increased relative to the average wage (Table
5.4, Column 5). This, as stated, probably raised the GDP labor share because it was
not accompanied by an increase in domestic unemployment.

Throughout the reviewed period, the share of unionized workers has been in a
downward trend in Israel and in most developed countries (Table 5.4, Column 6,
and Figure 5.7).2% As of 2012, according to OECD data, Israel had a unionization
rate of 23 percent, slightly above the median among the other countries. In 2007, the
rate in Israel was 30 percent. The 2016 Social Survey reported a 2 percentage point
increase in unionization relative to 2012. Thus, the downward trend in this indicator
has stopped and cannot help to explain the decrease in the GDP labor share in recent
years.

Figure 5.6
Percentage of Unionized Workers in the OECD Countries, 1996 and 2012
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SOURCE: Based on OECD statistics.

30 In Israel, most disaffiliation with unions traces to the spinoff of the healthcare system from the
Histadrut (General Federation of Labor) that accompanied the passage of the National Health Insurance
Law in 1994. The legislation uncoupled healthcare services from union membership and, by so doing,
led many union members to deunionize.
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Since the beginning of
the previous decade,
Israel’'s labor force
participation rate has
been rising significantly.

The increase in
participation reflects,
among other things, the
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relatively low levels of
education.

The participation rate
has stopped rising in the
past 2—-3 years, causing

the labor market to
tighten and generating
wage pressure.
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Generally speaking, further to Israel’s economic liberalization policies (first
instituted in the 1980s stabilization program that tackled the inflation crisis®!), the
government continued to pursue a policy of reducing intervention in the economy
almost until the end of the past decade. Since the global financial crisis, however,
and particularly under the influence of the summer 2011 social protests®?, that trend
was halted, the ratio of primary civilian expenditure to GDP leveled off (and has
recently risen), and the tax and unionization rates bottomed out (and even increased).
By implication, the government’s policy since the financial crisis did not contribute to
the continued declineownturn in the GDP labor share.

All this notwithstanding, we must qualify our conclusion: Collective wage
agreements in the public sector have been restrained in recent years®® and, in contrast
to the 1990s, when the public sector led the private sector toward accelerated wage
increases, the public sector is currently a balancing factor.3*

c. Structural or cyclical factors in the labor market

Table 5.5 tracks two of Israel’s main labor market indicators in recent years. The
participation rate, i.e., labor supply, has grown appreciably in the past decade
(Column 1) as new population groups have joined the labor market—ultra-Orthodox
women, the elderly, and people with average and below-average levels of education.3®
Thus, their labor input increased beyond that of population groups that were already
part of the labor market. The increase in labor supply mitigated labor’s bargaining
power, and population groups that have a weaker connection with the labor market
naturally have less bargaining power than strongly connected population groups.3®

In the past two or three years, however, the increase in the labor force participation
rate has halted and the unemployment rate, an indicator of the possibility of wage
pressures, has declined steadily. The fact that the economy has been in a full

81 7 Kristal (2014), “The Political Economy of Israel and the Increase in Income Inequality, 1970—
2010,” Israeli Sociology 15, pp. 282-311 (Hebrew), or A. Ben Bassat, From Government Intevention to
Market Economy, the Israeli Economy 1985-1998 (Hebrew) (Tel Aviv: Am Oved, 1999).

32 Eor elaboration, see Chapters 6 and 1 in this Report.

33 For details, see Chapter 5 in the Bank of Israel Annual Report for 2016.

34 Y. Mazar (2014), “The Development of Wages in the Public Sector and Their Connection with
Wages in the Private Sector,” Bank of Israel Research Department Discussion Paper No. 2014.03.

35 For example, since 2002, for each hundred-person increase in the population aged 25-54, 270
employed persons with 0-15 years of schooling were added, compared with ninety-five employed
persons with sixteen or more years of schooling. Source: Shoresh Institute, 2017-2018, Shoresh Guide
to Education in Israel and Its Impact” (Hebrew), .p. 8.

36 An examination by industry during the past decade found no stable relation between the average
wage in an industry and its GDP labor share. On the one hand, the higher the wage level in an industry
is, the higher its profit margins are and the more technology-intensive it is. Therefore, the industry’s GDP
labor share should be lower in industries that pay higher wages. On the other hand, competition for labor
increases in tandem with the wage level, amplifying labor’s bargaining power. Since these two main
effects may offset each other, no stable statistical relation is found between the wage level in a given
industry and the GDP labor share.
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employment for quite a long time, together with continued strong domestic demand,
creates pressure for wage increases and, in turn, a higher GDP labor share.’

In summation, since the financial crisis, the global forces—including the lowered
cost of investing in physical capital and the spread of globalization—supported
continued declines in GDP labor share in Israel. These forces, coupled with an
increase in the GDP deflator relative to the CPI and, foremost, the growth of labor
supply, pushed the share down until 2015. Developments in the past two years have
headed in the opposite direction. Exhaustion of the increase in labor supply, together
with the tightening of the labor market, pressure on profitability due to intensification
of competition in the goods market, the increase in the minimum wage, and stability
in the GDP deflator, led to a halt in the decline of the GDP labor share in 2016 and a
sharp increase in 2017.

Table 5.5
Labor market indicators in Israel, 1990,
1999, 2002, and 2008-17

Labor market factors

1 2
State of the
Supply of labor business cycle
Participation rate
(age 25-64) Unemployment rate

1990 70.3 9.3
1999 73.5 9.4
2002 74.1 10.8
2008 76.7 6.4
2009 76.7 8.3
2010 77.1 7.2
2011 77.5 6.1
2012 78.7 5.9
2013 78.8 5.4
2014 79.5 5
2015 79.8 45
2016 79.9 4.1
2017 80.0 3.7

SOURCE: Based on Central Bureau of Statistics Labor Force
Surveys and Expenditure Surveys.

37 For further details on labor market developments in the reviewed year, see Chapter 2.
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Chapter 6
The General Government, Its Services
and Financing

« The central government deficit was 2 percent of Gross Domestic Product in
2017, lower than the deficit in 2016 and below the 2.9 percent of GDP ceiling.
The deficit was below the ceiling because tax receipts exceeded the budget
forecast, mainly due to one-off factors.

e The public-debt-to-GDP ratio continued to decline, to 60.8 percent of GDP
at the end of the year. This was lower than the OECD average. Much of the
decrease reflects the appreciation of the shekel and the use of a funding surplus
from previous years.

« General government expenditure accelerated in the reviewed year, by 6.9 percent
compared with the previous year. Primary civilian expenditure increased to 32.5
percent of GDP from 30.8 percent in the previous year, but remains much lower
than in most OECD countries.

 Since the government significantly increased expenditure while at the same time
lowering statutory taxes, the structural deficit increased by 2 percent of GDP in
the past two years.

« Central government revenue increased to 37.8 percent of GDP during the
year. Tax revenue increased sharply, to 32.6 percent of GDP, and significantly
exceeded the forecast, by about 1.3 percent of GDP. The surplus revenue mainly
reflects one-off receipts, and about one-third of it is at the expense of revenue in
the coming years.

« The new fiscal tool used this year—the numerator—contributes to transparency
regarding the government’s future commitments, but its use has been
accompanied by the use of a temporary order, legislation that makes it possible
to use it to avoid future commitments.

« The government approved the “Net Family” program this year, with the aim of
supporting the families of workers with children. The earned income tax credit
was increased for those with low wages, and those with relatively high wages
were able to take advantage of tax benefits for children under the age of 6. The
program improves the state of working families in all income quintiles, and
reduces poverty.
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1. MAIN DEVELOPMENTS

The fiscal policy implemented by the government in 2017 led to a sharp increase in
public expenditure, of 1.2 percent of GDP—the largest increase in the past decade.
The increase in expenditure reflects an increase in primary civilian expenditure
alongside stability in defense expenditure and a decline in interest expenditure (in
GDP terms). Government revenue increased at a higher rate, to 38.7 percent of GDP,
mainly due to one-off tax revenues. The sharp increase in revenue contributed to a
reduction of the general government deficit, to 2.2 percent of GDP.! The decline in the
government deficit, the appreciation of the shekel, and the use of a funding surplus
from previous years contributed to a decline in the public debt to GDP ratio to 60.8
percent of GDP—further to the downward trend in previous years.

The central government deficit was 2 percent of GDP, similar to the deficit in 2016
and lower than the 2.9 percent ceiling set by the government. Notwithstanding the
sharp increase in government expenditure, the deficit remained lower than the ceiling
because tax revenue exceeded the budget forecast by about 1.3 percent of GDP. The
government lowered taxes during the year (corporate tax, tax benefits for parents,
cancellation of customs duties), and the surplus revenue was mainly a result of one-off
factors: a temporary tax incentive for the distribution of dividends, and exceptional
transactions such as the sale of acompany in the high technology industry (“Mobileye™)
and the issue of the “Tamar” natural gas reservoir. The increased expenditures and
lower taxes led to a significant increase in the structural deficit for the second year
in a row. This shows that the non-expansion of the government deficit in those years
was due to one-off factors, and that the negative gap between the government’s fixed
expenditures and revenue did in fact increase. The increase in the structural deficit is
characteristic of pro-cyclical accommodative policy, which may lead to pressure to
reduce the budget in the future.

In addition to the government’s increase in expenditure in 2017, the government
announced multi-year expenditure programs in healthcare and education, with the
aim of expanding public services and support for weaker population groups—such
as disability allowances—against the background of the low civilian expenditure in
Israel. Some of the costs of the programs were already recorded in 2017, but most

1 According to figures from the Central Bureau of Statistics, the deficit totaled about 1.2 percent
of GDP. The gap is a result of the fact that the Central Bureau of Statistics subtracts revenue from
the sale of land from public investment, according to an interpretation of the international rules that
states that the sale of land is a negative investment by the government. An examination of data from the
other OECD countries shows that this revenue is very low in most countries (the average in the OECD
countries is 0.05 percent of GDP, and the subtraction reflects activity such as the sale of agricultural
land that was bettered by the State—for instance in Poland—or the purchase and renovation of homes
in public housing, and their subsequent sale to eligible buyers—as in the Netherlands). In contrast, in
Israel, the sale is of land that has historically been owned by the State—the realization of assets—which
is estimated about 1.0 percent of GDP. Since the realization of assets is in essence a financial activity, and
due to the large fluctuations in the volume of sales in recent years, we present public expenditure without
this subtraction in order to reflect the macroeconomic effect of the government’s activity, and we present
the sale of land as a financial item that restrains the increase in debt.
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Table 6.1
The main components of the general government's revenue and expenditure, 2003-17

(percent of GDP)

Average Average
2003-2007 2008-2012 2013 2014 2015 2016 2017

Total public revenue 41.1 36.7 362 365 367 364 37.8
Income from property 1.3 0.9 0.7 0.6 0.7 0.5 0.7
Total taxes 335 305 306 309 311 311 326

Indirect taxes on domestic production 11.9 117 120 121 122 116 120
Indirect taxes on civilian imports 3.8 3.8 3.4 3.7 3.4 3.9 3.1
Direct taxes, fees and levies 12.4 99 102 100 103 104 121
National Insurance Institute revenue 54 51 51 5.1 5.1 5.2 5.3
Grants 2.4 1.5 1.3 1.3 1.4 1.4 1.1
Other? 3.9 3.7 3.6 3.6 3.5 3.4 3.5
Total public expenditure® 43.5 40.0 400 394 389 388 40.0
Current expenditure 39.5 36.0 358 354 352 348 355
Domestic civilian consumption 16.9 166 171 170 169 169 174
Domestic defense consumption 5.6 4.9 4.5 4.5 4.4 4.4 4.4
Defense imports 15 1.0 1.0 1.0 1.0 1.0 0.7
Direct subsidies 0.6 0.6 0.8 0.7 0.7 0.7 0.9
Transfer payments on current account 10.0 9.7 9.6 9.5 9.5 9.4 9.8
Interest payments 4.8 3.2 2.9 2.7 2.7 2.6 2.3
Transfer payments on capital account® 1.7 1.9 1.9 1.8 1.6 1.7 1.9
Investments of the general government® 2.3 2.0 2.3 2.2 2.1 2.2 2.6

Primary civilian expenditure 31.6 309 316 312 308 308 325

Total deficit of the general government 24 3.3 3.8 2.9 2.1 2.3 2.2

Deficit using international definition®d 4.2 4.4 4.6 3.7 2.7 2.7 2.7

Current deficit of the general government 1.6 2.6 2.8 2.2 1.9 1.8 1.2

Total cyclically adjusted deficit® 0.7 2.7 4.0 3.1 1.9 2.1 2.4

Total cyclically adjusted deficit using international

definition®d 2.9 4.7 5.0 4.1 29 3.1 3.0

Net public debt"9 76.6 643 622 621 602 587 57.0

Gross public debtf 85.1 709 671 661 640 623 60.8

2 Includes transfer payments from the public on the current and capital accounts, imputed pensions, depreciation, capital transfers
from abroad, and transfers from abroad to National Institutions and nonprofit organizations.

b Excludes the reduction in revenues from the sale of state-owned land.

¢ Includes mortgage subsidies and transfers on the capital account to nonprofit organizations and businesses.

4 SOURCE: OECD.

€ The calculation the effect of the cycle relative to the potential GDP is derived from the growth rate of the primary working age
population (aged 25-64) instead of the growth rate of the entire population. The slowdown in the growth of the working age
population in recent years slowed the growth of potential GDP.

fExcluding municipalities' debts to the government.

9 Net public debt equals the gross public debt minus active loans minus government deposits with the Bank of Israel.

SOURCE: Based on Central Bureau of Statistics data.
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Figure 6.1
Israel's Fiscal Aggregates Compared with the OECD Average?, 2000-17 (percent of GDP)
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of the amounts will increase the government’s future commitments by about NIS 12
billion per year after the full maturation of the programs in 2022. It is important that
the government’s increased future allocations be accompanied by complementary
measures on the revenue side in order to maintain a future deficit level that will enable
the level of public debt to remain stable. Expanding the supply of public services in
parallel with a reduction in taxes, while using one-off revenues to maintain the deficit
level, means a future increase in the deficit when the temporary factors dissipate. In
order to avoid an increase in the deficit, it will be necessary to cut expenditures or
increase taxes in the future, under less easy terms for the economy.

2. INTERNATIONAL COMPARISON

Figure 6.1 shows Israel’s fiscal aggregates compared to the OECD average. The
general government deficit in Israel, in accordance with international definitions,
is higher than the average deficit in the OECD, with a gap of about 2 percentage
points. The cyclically adjusted deficit is significantly larger than in the other advanced
economies, and is close to the 90th percentile in the distribution of countries by size
of the cyclically adjusted deficit, in view of the stage in the business cycle at which
Israel finds itself, with a lower output gap than the average in the OECD. Due to the
lower public debt in Israel and the higher growth rate of the population, the expected
dynamic in the development of the deficit differs from that of the OECD. Despite the
lower public debt in Israel, the cost of financing it is higher, at 2.3 percent of GDP,
compared with an average cost of 1.3 percent of GDP in the OECD. There was a
marked decline in the burden of interest payments in recent years due to the persistent
decline in public debt, but it remains high by international comparison. One of the
factors for this is the security risk in Israel.

The increase in public expenditure in Israel accelerated in 2017, which contributed
to the narrowing of the gap in public expenditure relative to GDP between Israel and
the OECD. However, public expenditure as a share of GDP is still significantly lower
than the OECD average. The level of civilian expenditure as a percentage of GDP is
very low, despite the significant increase in 2017, with Israel remaining close to the
lowest decile in the distribution of countries by expenditure.

A comparison of public expenditure in GDP terms shows the size of the
government in the country. The calculation of per capita expenditure in adjusted prices
(in purchasing power parity (PPP) terms) takes into account the size of the population
and the level of prices in the country, and enables an international comparison of the
volume of per capita expenditure. Per capita civilian expenditure in adjusted prices
reflects the size of social expenditure in areas such as healthcare, education, and
welfare, and makes it possible to map the various countries by expenditure level.

Figure 6.2 shows that on a per capita basis, primary civilian expenditure in Israel is
among the lowest in the OECD. The volume of expenditure in a country depends on
the size of the tax burden, which reflects social preferences in the country and the level
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of welfare measured by the size of per capita GDP. In Figure 6.2, Israel is far from
other countries with similar social preferences (US, UK, Ireland, Japan—countries
with a low tax burden), and is closer to countries where per capita GDP is relatively
low: former Soviet bloc countries (Hungary, Estonia and Poland) and countries that
were heavily impacted by the Global Financial Crisis in 2009 (Greece and Portugal).
Since the social protest of 2011, expenditures have increased, but Israel’s relative
placing has not changed as a result.

Figure 6.2
Per Capita Primary Civilian Expenditure in OECD Countries,
2009, 2014 and 20152 (USD, PPP)
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aExpenditure in Israel increased slightly in 2016 and 2017.
SOURCE: OECD.

Showing per capita civilian expenditure and per capita GDP in various countries
together reflects the correlation between a country’s volume of expenditure and its
level of economic development. Figure 6.3 shows that Israel is placed relatively low
according to standard of living (per capita GDP)—in the bottom third of the distribution
of OECD countries. Moreover, the volume of per capita civilian expenditure is
significantly lower than the average line of per capita GDP. The distance from the
average line is about 25 percent of the current per capita GDP in Israel.

One of the reasons for the low level of civilian expenditure in Israel is its
geopolitical situation, which increases defense expenditure and increases the costs of
financing the public debt. Figure 6.4 shows the correlation between public expenditure
including interest and defense expenses, and per capita GDP, and shows that the gap
between Israel’s placement and the average line is narrowing, but has not closed. The
government size that is consistent with the average line and the level of per capita
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Figure 6.3
Per Capita Primary Civilian Expenditure and Per Capita GDP in
OECD Countries, 2015 (USD, PPP)
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Figure 6.4

Per Capita Public Expenditure and Per Capita GDP in OECD Countries, 2015
(USD, PPP)
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GDP in Israel is about 45 percent of GDP—5 percent of GDP higher than the current
size of expenditure. Even approaching this level of public expenditure relative to
GDP, primary civilian expenditure remains lower than the international average line.

3. GOVERNMENT EXPENDITURE

General government expenditure increased by 6.9 percent in nominal terms in 2017—
significantly higher than the growth rate of nominal GDP (3.5 percent, Table 6.2)—
with total general government expenditure reaching 40 percent of GDP. Primary
civilian expenditure increased even more, by 7.8 percent, due to reduced interest
expenses. The sharp increase was further to the acceleration in the growth rate of
public expenditure since 2012, following the social protest. This increase slowed in
2014 and 2015 due to the fiscal stabilization program adopted by the government
in the 2013-14 budget against the background of the marked increase in the deficit,
but resumed its acceleration in the following years. Since 2012, the average annual
growth rate of government expenditure increased to 5.5 percent, compared with a rate
of 3.7 percent in the preceding decade.

The acceleration of public expenditure in 2017 is based on a government decision
to increase budgetary expenditure beyond the rate set pursuant to the expenditure
rule. As part of the 2017-18 budget, total expenditure for 2017 increased by 6.2
percent in real terms compared with 2016. This is significantly higher than the rate of
increase set according to the expenditure rule (2.7 percent), and continues the trend of
accelerated government expenditure that began in 2012. The increase in expenditure
is based on a government decision to raise expenditure by 2.4 percent beyond the
fiscal rule, and to cancel the legal requirement to adjust expenses to price changes,
which were lower than forecast in the budget for 2015 and 2016.2 In order to meet the
increase in expenditure in parallel with the tax cut that was planned in the budget, the
government raised the deficit ceiling to 2.9 percent of GDP, while the original deficit
target according to the deficit reduction outline was 2.5 percent of GDP.

The rapid growth of expenditure in 2017 reflects the acceleration of civilian
consumption—which increased by 6.7 percent—alongside stability in the growth rate
of defense consumption. The growth rate of expenditure was accelerated in most areas
this year. There was a high rate of expenditure growth in the areas of healthcare and
education. Some of the reasons for the growth in expenditure in education include the
application of a wage agreement for secondary school teachers, an increase in school
construction, and subsidies for after-school care as part of the “Net Family” program.
In 2017, there was an acceleration in expenditure on current transfer payments, which
was partly the result of the application of the “Savings for Every Child” program.?
General government investment increased sharply, by 20.7 percent.

2 For details, see Bank of Israel, Fiscal Survey and Selected Research Analyses, 141 (August 2016),
pp. 8-9.
3" For more information on the program, see Chapter 6 of the Bank of Israel Annual Report for 2015.
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Table 6.2
Rates of nominal increase of public expenditure in Israel, 2001-172
Average
2001~
2010 2011 2012 2013 2014 2015 2016 2017
Total public expenditure 3.8 51 7.9 7.0 28 39 4.6 6.9
of which: Interest payments 05 4.0 1.3 65 -43 4.0 16 -56
Total primary expenditure 4.3 5.2 8.5 7.0 3.3 3.9 4.9 7.8
of which: Current primary expenditure 3.1 3.9 5.6 5.2 4.2 2.1 2.7 5.0
Current primary civilian expenditure 24 43 8.4 6.3 1.8 2.5 2.9 6.6
Per capita expenditure on healthcare 4.3 5.6 7.5 65 40 46 4.2 6.4
Per capita expenditure on education 4.6 6.1 7.9 7.0 3.8 50 43 7.7
Public consumption 4.3 5.6 7.7 65 44 44 42 4.9
Public consumption excluding defense imports 4.5 5.6 7.1 6.8 4.1 4.7 4.2 6.3
Civilian consumption 4.8 6.9 8.4 7.1 44 47 4.7 6.7
(Per-capita civilian consumption) 2.8 5.0 6.4 5.1 2.4 2.6 2.6 4.6
Domestic defense consumption 3.5 3.2 2.7 4.8 3.9 35 4.1 4.2
Transfer payments on the domestic current account 4.4 5.1 6.9 5.0 3.7 4.9 4.1 7.9
(Per-capita transfer payments on the domestic
current account) 2.4 3.2 5.0 3.1 1.7 2.9 20 538
Investments of the general government 21 84 156 129 -09 0.7 120 20.7
of which: Land transport infrastructure 136 -03 171 257 -11.2 -141 182 143
Transfer payments on the capital account 80 -52 193 89 -25 -48 87 176
Change in the CPI (annual average) 2.2 815 1.7 1.3 05 -06 -05 0.2
Change in the GDP deflator 15 10 36 23 04 30 07 -06
Change in the public consumption price index 2.2 3.3 3.8 28 08 1.2 0.2 1.6
Change in nominal GDP 5.0 7.2 6.0 6.5 4.5 5.4 5.0 35

@ Public expenditure excluding the reduction of revenue from the sale of state-owned land. See footnote 1 in the Chapter.
SOURCE: Based on Central Bureau of Statistics data.

Budget performance

The government’s budget performance was 100.4 percent in 2017 (Table 6.3). The
excess reflects overperformance of defense expenditure and civilian expenditure
(excluding the Miscellaneous item), which were partly offset by interest expenditures
that were lower than the budget, and underperformance of Miscellaneous expenditures.
Expenditures of the civilian ministries excluding Miscellaneous expenditures were
NIS 1.3 billion higher than the budget. Defense expenditures were NIS 3 billion higher
(a nominal excess of about 4.7 percent) than the original budget for 2017—the first
year when expenditure was budgeted based on the multi-year defense expenditure
outline approved by the government (the Ya’alon-Kahlon agreement). Performance in
the Miscellaneous expenditures item was particularly low, at 71 percent.
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Approval of multi-year programs

In 2017, the government decided to expand public services and support of weaker
population groups, and to realize its commitments made in coalition agreements.
Against the background of the low public expenditure in lIsrael, the government
announced multi-year expenditure programs in various areas. Due to revenue data at

Table 6.3
Components of the deviation from the government's original budget for 2017
(NIS billion, net, excluding credit, at current prices)

Actual 2017
performance Original
in 2016 budget Performance Deviation
Deficit (-) -25.5 -36.6 -24.8 11.8
of which: Domestic deficit -21.7 -36.3 -22.0 14.3
Deficit abroad -3.8 -0.3 -2.8 -2.5
Revenue 322.2 322.7 336.0 13.3
of which: Domestic revenue 309.2 320.7 334.0 13.3
Taxes? 284.2 296.2 307.8 115
Loan from National Insurance Institute 23.2 20.6 21.7 1.2
Other revenue® 4.2 5.9 6.5 0.6
Grants from US government 10.6
Expenditure 347.7 359.4 360.8 1.4
of which: Domestic expenditure 331.0 357.0 356.0 -1.0
Expenditure abroad 16.7 2.4 4.8 2.5
Defense 73.8 63.6 66.6 3.0
Interest, repayment of principal to National
Insurance Institute, and credit subsidy 48.9 50.8 49.4 -1.4
Civilian ministries and transfer payments 225.0 244.9 244.8 -0.1
Civilian ministries and transfer payments
excluding miscellaneous 221.9 239.8 241.1 1.3
Miscellaneous expenditures 3.1 5.2 3.7 -1.4

2 Including VAT on defense imports.
b Revenue from interest, royalties, dividends and other sources.
SOURCE: Based on the Accountant General's data on the performance of the 2017 budget.

the beginning of the year and the increase in forecast tax revenues based on an upward

revision of the growth forecast for 2017, the government decided to expand support

Against the background  for parents of young children. The government approved the “Net Family” program,
i‘;f :2;’;5“3']'2 géggpndr'ézrnet which includes four items: tax benefits through additional tax credit points for parents
announced multi-year  OF children under the age of 6, an increased earned income tax credit for workers with
expenditure programs in  children up to age 18, a differential subsidy for after-school care, and the cancellation

various areas.  of customs duties on various goods (Table 6.4). The budgetary cost of the program
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is about NIS 4.1 billion, and it is mainly directed toward working parents. The main
part of the program—tax benefits, subsidized after-school care and the cancellation of
customs duties—was approved in a temporary order for the years 2017 and 2018, and
came into force in 2017.# The budget proposal for 2019 contained the allocation of
resources to continue implementation of the program, and an expansion of the earned
income tax credit was approved at an annual cost of about NIS 0.6 billion (Table 6.4).5
Beyond the “Net Family” program, the government decided in 2017 to expand its
services in the areas of healthcare and education, and to increase transfer payments. In
the education field, a wage agreement was approved with secondary school teachers,
and the “Net Vacations” program was approved, at a total annual cost of about NIS
1 billion. The agreement with the teachers mainly includes a wage increase for new
teachers and various additions to salary. According to the “Net Vacations” program,
the vacations in the public education system will be shortened by ten days per year.

Table 6.4
The ""Net Family' program
Item Ct?islt”g\rll;s Details Approval  Applicable
Additional tax credit 1.82 An additional half point for the mother of a Temporary 2017
points young child, and increasing the number of order

points for a father to the level of the mother—

up to 2.5 points for a child aged 1—5 and 1.5

points for a child up to 1 year old.P
Expanded Earned 0.6 Increasing the grant for a father by 50 percent 2019 2019
Income Tax Credit to the level of the mother, additiona 30 percent budget

for eligible recipients in a family with two

breadwinners, expansion of the range of the

wage entitling the person to the maximum

grant.
Subsidizing after- 0.9 Differential subsidy according to the Temporary 2017
school care socioeconomic ranking of the locality order
Cancellation of 0.8 Baby clothes, cellphones, footwear Temporary 2017
customs duties® order
Cost of the program 4.1

@ Bank of Israel estimate. According to the Ministry of Finance estimate, the budgetary cost of an additional tax

credit point totals NIS 1.7 billion.
b For details see Table 1 in Box 6.1.

¢ Eighty percent of the amount in this item is not focused on young families.
SOURCE: Based on Ministry of Finance.

4 The tax benefits were approved at the beginning of May, but were granted retroactively to the
beginning of 2017, so that the budgetary cost was already fully recorded in 2017. About half of the cost
reduced tax revenue in July, when eligible parents received the benefit for the first half of 2017.

5 For more information on the “Net Family” program, see Box 6.1 below.
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The Ministry of Finance and the Ministry of Health announced a new National
Long-Term Care Program in 2017, at a cost of about NIS 1.9 billion, which will
reach full maturity within four years. The program contains a number of measures,
including a change in the mechanism to determine the level of long-term care payment
in accordance with the level of dependence, the development of a program to ease the
bureaucratic burden of obtaining support payments for individuals under long-term
care, the development of services within the community, dental care for the elderly,
and more.®

At the beginning of 2018, a law was passed to increase disability benefits, which,
when fully mature, is expected to carry a total annual cost of about NIS 4.3 billion.
According to the agreement, there will be a differential increase in the disability
benefit in accordance with the loss of earning capacity and the percentage of medical
disability. The benefit payments will be indexed to the average wage in the economy.
In addition, the percentage of salary from which the disability benefit will not be
offset will increase gradually.

The “Net Price Reductions” program was approved at the end of the year, and
includes the cancellation of customs duties on household electrical appliances at a
cost of about NIS 0.8 billion.

The approval of these programs is a reflection of the upward trend in government
expenditure in the past two years. The government’s total future commitments under
these programs is about NIS 12 billion per year at full maturity, with NIS 3.4 billion
intended to lower taxes and NIS 8.6 billion added to expenditure.” About NIS 2.7
billion (tax benefits for parents, lower customs duties and after-school care subsidies)
applied to 2017, with the rest spread out until 2022. The increased commitments in
2017 were offset by revenue from the good state of the economy and one-off events,
but the planned increase in commitments in the coming years is not accompanied by a
permanent change on the revenue side, which is required in order to maintain a deficit
level that enables stability in public debt.

The numerator

The numerator is a new fiscal tool, the enforcement of which began in 2017. The
numerator restricts the accumulation of future commitments by the government that
are not in line with the fiscal rules—the expenditure rule and the deficit rule. While
the State Budget Law limits the increase of government expenditure in the fiscal year,
the numerator restricts government decisions that increase its commitments in the
years following the fiscal year. According to the new rule, any law with budgetary
implications when approved must fall within the expenditure ceiling for the next
three years for which there is no budget. If the proposed law increases expenditure
beyond that, adjustments must be made upon approval by cutting other expenditures.
The government must publish its three-year budgetary plan (the numerator) twice a

6 For more information on the National Long-Term Care Program, see Chapter 8 of this report.
" The increase in expenditure is beyond the natural increase in the population.
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year, including aggregate indices that include the expected amount of government
expenditure, the permitted expenditure limit, and the permitted deficit.

The numerator makes it difficult for the government to increase its future
commitments. In order to deal with this difficulty, the government uses temporary
orders—Ilegislation for a limited period. In general, this is used when a trial period is
required to assess a new law until it becomes permanent, or when there are specific
issues that must be dealt with on a temporary basis. The use of temporary orders
increased this year because they make it possible to approve a law for a limited period
for which there is an approved budget, and the law does not need to meet the numerator
requirements in the following years. But since these expenditures are the basis for the
government’s social policy, they will become routine, and it will be very difficult to
cancel them later on. In practice, the government creates a multi-year commitment
without presenting it transparently, while negatively impacting long-term planning.
For instance, most of the items in the “Net Family” program that was passed this year
were approved under temporary orders that are valid for 2017 and 2018, for which
there is a budget, at a total annual cost of about NIS 3.5 billion. This expenditure did
not meet the numerator requirements at the time of approval, since it exceeded the
permitted expenditure ceiling in the years following the 2017-18 budget. As such,
it was not passed as normal legislation. However, since it is not likely that these
changes—the cancellation of customs duties, subsidized after-school care and tax
benefits for working parents—will be cancelled in the years following the approved
budget, they are essentially a commitment for the years following the budget years as
well, transferring the burden of adjustment to the following budget.

It will be possible to examine the efficiency of the numerator in restraining
government commitments over time by analyzing the accumulation of commitments
that exceed the ceiling in the future. But we can already say that the numerator
increases fiscal transparency by increasing public awareness of the creation of the
government’s future commitments and of the existence and enforcement of the fiscal
rules. Italso increases the public’s participation in discussion of these issues. Increased
fiscal transparency plays an important role, and a study of the OECD countries shows
that it is accompanied by lower deficits and public debt.®

4. GOVERNMENT REVENUE

General government revenue totaled about NIS 477 billion in 2017, an increase of 8.2
percent compared with the previous year. Tax revenue increased by about 8.3 percent
compared with the previous year, to NIS 308 billion.? Due to the sharp increase in tax
revenue, its share of GDP increased by 1.5 percent of GDP, to 32.6 percent of GDP.
In terms of tax composition, the increase in total tax revenue reflects rapid growth in

8 J Altand D. Lassen (2006), “Fiscal Transparency, Political Parties, and Debt in OECD Countries”,
European Economic Review, 50(6), pp. 1403-1439.
9 After a NIS 4.15 billion deduction to the Compensation Fund.
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direct tax receipts alongside stability in revenue from indirect taxes. The acceleration
in revenue from direct taxes reflects a sharp increase in deductions from capital income
as a result of the tax benefit program on dividends, alongside an increase in income
tax on companies and the self-employed. Indirect tax revenue remained similar to the
previous year. The increase in domestic VAT was offset by the decline in import taxes
as a result of a decline in vehicle imports and the cancellation of customs duties.

Net of legislative changes and one-off revenue, tax revenue increased by a nominal
rate of 4.7 percent. The Bank of Israel Research Department’s tax model'® shows that
other than the increase in GDP, the increase wages beyond the long-term connection
between wages and GDP also contributed to the increase in tax revenue. In contrast,
the slowdown in the growth rate of imports compared to the previous year, in which
there was an increase in vehicle imports due to changes in taxation, lowered the rate
of increase of tax revenue.!

Tax revenue was NIS 12 billion higher than the original forecast in the budget.
The surplus revenue, excluding the exceptional transfer of NIS 4.15 billion to the
Compensation Fund at the end of 2017, totaled about NIS 16 billion, constituting
about 1.3 percent of GDP. The surplus revenue was a result of receipts due to one-off
transactions (the sale of “Mobileye” and the issuance of “Tamar Petroleum” shares)
totaling about NIS 5 billion, and due to the tax incentive for dividend distribution,
which led to additional revenue estimated at about NIS 11 billion. Figure 6.5 shows
how tax revenue deviated from the budget forecast between 2001 and 2017.12 The
deviation is correlated with the GDP change. During slowdowns, revenue is below the
forecast, and during growth years, tax revenue is higher than forecast.

Looking long term, surplus revenue in economic growth years are offset by
low revenue during slowdowns, and the average deviation of tax revenue from the
forecast between 2001 and 2017 is relatively small. During growth years, the surplus
revenue can be explained by cyclical factors (unexpected changes in GDP, in the labor
market, or in the capital market), one-off factors such as outlier transactions (the sale
of companies such as high-tech companies or Iscar) and the implications of policy
changes that are difficult to precisely foresee (changes in green taxation in 2014 and
2016, the Bachar reform in 2006 and 2007, the “Trapped Profits” law in 2013). Due
to the cyclical and/or one-off nature of revenue surpluses, it is not desirable to use
them for purposes that create permanent commitments (tax reductions or a permanent

10 Adi Brender and Guy Navon (2008), “A Forecasting Model for Government Tax Revenues in Isragl
and an Evaluation of the Forecast’s Uncertainty” (Hebrew), Economic Quarterly, 55(4), December, 489—
526.

11 \ehicle purchases were brought forward toward the end of 2016 due to an expected increase in tax
rates in 2017 following an update of the green taxation formula.

12 The precision of the tax revenue forecast depends partly on the timing of the forecast. The closer it
is to the fiscal year, the higher its level of precision. Since in most of the years between 2001 and 2017
the budget was approved late (following the start of the fiscal year: 2001, 2002, 2004, 2005, 2006, 2007,
2009, 2013, 2015) or very early (through two-year budgets: 2010, 2012, and 2014), there are differences
in when the forecast for the budget was prepared. Therefore, the deviations in some of the years are partly
the result of timing differences in the forecast.
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Figure 6.5
The Deviation of Tax Revenue from the Original Budget Forecast?, and
GDP Growth, 2001-17
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aThe forecast revenue for 2009 was taken from the budget proposal published at the end of 2008 that was
not approved. The forecast revenue for 2015 was taken from the budget proposal published at the end of
2014 that was not approved. For 2016, the revised revenue forecast published in the main points of the
budget was used.

* Year in which the budget was approved during the fiscal year.

** Year in which the budget was approved particularly early (the second year of a two-year budget).

SOURCE: Based on Ministry of Finance data.

increase in expenditure), since during slowdowns they will be reflected in an increase
in the deficit. Unexpected sources should be diverted to reducing public debt or to
financing investment projects of a one-off nature.

Due to the increase in the tax revenue forecast at the start of the year, the government
decided to lower taxes in 2017 by a total of about NIS 2.3 billion (a tax credit point
for parents of children under the age of 6 in the “Net Family” program and the relative
portion of the cancellation of customs duties on cellular phones, footwear and infant
products), further to the tax reduction of NIS 1.2 billion that was included in the
2017 budget. The total tax reduction in 2017 was about NIS 3.5 billion in a static
calculation (Table 6.5).12 In addition, at the end of 2017, the government announced
a “Net Price Reductions” program that cancels customs duties on household electric
appliances and other goods, totaling NIS 0.8 billion.

13 Adi Brender and Eran Politzer (2014), “The Effect of Legislated Tax Changes on Tax Revenues in
Israel”, Bank of Israel Research Department, Discussion Paper 2014.08.

179

A long-term examination
shows that surplus
revenue in years of
economic growth are
offset by revenue
deficits in years of
economic slowdown,
and that on average,
tax revenue deviates to
a small extent from the
forecasts.



BANK OF ISRAEL, ANNUAL REPORT, 2017

Table 6.5
Tax cuts in 2017
Budgetary
Change in taxation cost (NIS Notes
billion)
Corporate tax -0.8 Lowered to 24 percent, 2017-18 budget
Tax on intellectual property and on -0.3 Changes in the Capital Investment Encouragement
dividends Law, 2017-18 budget
Income tax -0.9 Change in tax brackets and tax rates, 2017-18
budget
Tax benefits for working parents -1.8 "Net Family" program
Cancellation of customs duties -0.5 Relative part of the cancellation of customs
duties on baby clothes and cellphones in the "Net
Family" program
Surtax 0.8 Increased to 3 percent, 2017-18 budget
Total -3.5

SOURCE: Based on State budget for 2017-18.

The effect of the dividend distribution incentive on revenue in 2017

In 2017, changes were made to the law with the aim of increasing the incentive
to distribute dividends. As part of the Economic Arrangements Law for 2017-18,
legislative changes regarding self-incorporated individuals were approved in order to
reduce the incentive for highly-paid workers to self-incorporate. This incentive exists
due to the two-stage taxation of the companies: In the first stage, the company pays a
24 percent corporate tax, and in the second stage, when the dividend is withdrawn, the
shareholder pays tax on the dividend. When the total tax rate of the companies and the
tax rate on the highly-paid employee are similar, the possibility of deferring the tax
payment on the dividend for an unlimited time creates a significant advantage for the
employee to register as a company. If the profits are not withdrawn, they can be used
for purposes that are not connected with the main activity of the company, such as
taking interest-free personal loans or investing in securities. A new law implemented
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in 2017 provides a clear definition of a sole proprietorship4, and sets out steps that
will make it difficult to self-incorporate in order to reduce tax liability.*®

As part of the legislative process, it was decided to temporarily lower the tax rate
on dividends to all shareholders who own at least 10 percent of a company’s shares
(material shareholders) from January to the end of September 2017. During that
period, the tax on material shareholders was lowered to 25 percent (instead of 30
percent), and income was exempt from the surtax (a 3 percent tax that is applied to
those with high incomes—above NIS 53,333 per month). In the end, the reduction
amounted to 8 percentage points for individuals subject to the surtax, such that the
average discount on the tax payment came to about 22—-23 percent of the total tax
payment.'® As a result of the legislative changes, the dividend tax revenue increased
from an average of about NIS 4.5 billion in recent years, to about NIS 15.5 hillion in
2017—an addition of about NIS 11 billion (about 0.9 percent of GDP, Figure 6.6).

The surplus revenue can be attributed to two factors: 1) The withdrawal of dividends
by self-incorporated individuals—dividends that would not have been withdrawn
had it not been for the new law, meaning that this is one-off revenue; and 2) the
withdrawal of dividends by shareholders—dividends that would have been withdrawn
in any case, but the temporary tax reduction provided an incentive to bring forward
their distribution so that the shareholders could benefit from the discounted tax rate.

It is important to quantify the second factor in order to forecast the decline in
revenue from the law in the coming years. The calculation is based on the elasticity of
dividend tax revenue, which is estimated based on the change in the dividend tax in
2011 when the Trajtenberg Committee recommended increasing the tax on dividends
by 5 percentage points from 2012. This can be seen as a temporary reduction of the tax
until January 2012. During that period before the tax increase, revenue increased by
about 88 percent, while the discount totaled about 18 percent—an elasticity of about

14 The law defines a self-incorporated individual as a closely-held corporation (a company controlled
by up to 5 people) where a material shareholder (who holds more than 10 percent of the company’s
shares) provides services through the company to a main client, the relationship with which can be
defined as employer-employee. An example is a physician who provides services to a health fund.
Another condition defines the company as a sole proprietorship if it employs up to 4 people, with a
restriction on the extent of the job (full-time or part-time).

15 1) The Head of the Israel Tax Authority can demand that tax be paid on dividends on the profits the
company has accumulated in the past 5 years; 2) Withdrawals by the company owner will be taxed as a
dividend at the end of the withdrawal year; 3) The company’s owner will be liable for tax as an employee
and not as a company if the nature of his activity can be defined as an employee providing a service and
if 70 percent of the company’s income comes from a particular employer. There are other cases where a
closely-held corporation is considered a sole proprietorship.

16 Assuming that between 50 and 70 percent of shareholders pay the surtax.
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Figure 6.6
The Development of Dividend Tax Receipts, 2010-17 (NIS billion)
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SOURCE: Based on Ministry of Finance data.

4.8.17 Taking into account the difference in the interest rate between 2011 and 2017,
which intensifies the reaction in 2017, the additional revenue in 2017 due to the decision
to bring tax payments forward is estimated at about NIS 5-6 billion—an estimate of
accumulated tax advances for the next 6 years.!® This may be an underestimate due
to the difference in the amount of time interested parties had to organize the payment
(about 3 months in 2011 compared with about 10 months in 2017).

17 The Trajtenberg Committee’s recommendations were published in September 2011, and included
an increase in the tax on dividends from 20 percent to 25 percent for individual shareholders and from
25 percent to 30 percent for material shareholders, beginning in January 2012. The average temporary
discount in tax payments totaled about 18 percent of the tax payment. As a result, tax revenue for 2011
totaled about NIS 3.5 billion more than the annual average. The expectation of a tax increase contributed
to an increase in dividend tax revenue of about 88 percent (from a yearly average of NIS 4 million to
about NIS 7.5 billion)—an elasticity of about 4.8.

18 The number of years for which tax payments are brought forward depends on the level of the
interest rate in the economy. In 2011, at an average interest rate for bank credit of 5.95 percent, and at an
average discount of 18 percent in the tax payment, it was worthwhile to bring payments forward up to 3
years. In contrast, in 2017, the interest rate was 60 percent lower, at about 3.5 percent. With an average
discount of 22 percent of the total tax payment, it was worthwhile to bring payments forward up to 6
years.

182



CHAPTER 6: THE GENERAL GOVERNMENT, ITS SERVICES AND FINANCING

The capital investment encouragement law

The reduction in corporate tax that began in 2016 continued in 2017. The tax rate
declined to 24 percent in 2017, and will decline further to 23 percent in 2018. Beyond
that, the tax on income from intellectual property was lowered to 12 percent for export-
oriented technology companies'® (7.5 percent in the periphery), and to 6 percent for
large high technology corporations.?’ Additionally, the tax on dividends was reduced
for such companies, to 4 percent for foreign companies that hold at least 90 percent of
company shares. The objective of the changes is to encourage intellectual property-
based activity, and the changes were applied in response to the BEPS tax rules?! adopted
recently by the OECD. The tax reduction increases the worthwhileness of developing
and expanding activity in Israel for high technology companies and international
corporations. However, at the end of the year, the tax reform in the US was approved,
as part of which corporate tax was sharply reduced from 35 percent to 21 percent, and
the method of taxing American companies operating abroad was changed. Following
the reform in the US, the Israeli tax rate on international corporations and on high
technology companies remains lower (5-16 percent), but the taxation gap between
Israel and the US narrowed. In order to maintain the attractiveness of investments in
Israel in view of the reform in the US, it is worthwhile acting to improve the regulatory
environment and to remove bureaucratic barriers.

The presence of high technology and large international companies in Israel is
very important. These companies have high labor productivity, and general operate
in fields at the forefront of science and technology. Therefore, their location in Israel
enables the overflow of broad professional know-how, high-level professional training,
and the acquisition of employment experience in an international environment.??
These companies are given support and tax benefits under the Capital Investment
Encouragement Law, the objective of which is to increase Israel’s production capacity
and to expand employment in the periphery.

The law currently grants tax benefits to about 2000 companies, at an estimated cost
of about NIS 7 billion per year in recent years—about one-sixth of total corporate tax
payments (Figure 6.7). The law focuses on export-oriented manufacturing companies,
and exports must account for a significant portion of sales as a basic condition for
receiving the support. However, focusing on export industries along when there is a
lack of appropriate manpower (such as engineers) may increase the cost of manpower
for domestic industries, distort the price ratio between industries, and impair the

19 Companies with exports totaling at least 25 percent of their total sales.

20 Atechnological enterprise with at least NIS 10 billion in income (such as Intel or Google).

21 The Base Erosion and Profit Shifting Project. The rules concern taxation of intellectual property
with the aim of preventing the shifting of profits from the country in which the intellectual property was
developed.

22 Tatiana Slovodnitsky, Lev Druker and Asaf Geva (2016), “The Contribution of Multinational
Corporations to Labor Productivity in Israel”, Discussion Papers Series, Ministry of Finance:

http://mof.gov.il/ChiefEcon/EconomyAndResearchp/Pages/ArticlesSet.aspx
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Figure 6.7
Tax Benefits As Part of the Capital Investment Encouragement Law, 2000-18*
(NIS billion)
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* The data on grants from 2000 to 2013 are taken from the State Revenue Report, and the data from 2014
to 2017 are taken from the Ministry of Economy website. The figure for 2017 is partial.
** The volume of the benefit in 2014-18 is taken from the forecast in the state budget.

SOURCE: Based on Ministry of Finance and Ministry of Economy data.

domestic industries from streamlining and shifting to capital and innovation-intensive
production.

Reducing the discrimination in support vis-a-vis the domestic manufacturing
industries and the trade and services industries will make it possible to reinstill the
balance between industries. In the domestic manufacturing industries, support can be
given to companies in industries where there is a significant rate of competing imports
in order to ensure that the grants support manufacturing that has a high competitive
capacity. Inthe domestic trade and services industries, it is important to build a program
of grants that incentivize organizational streamlining and innovation, since these
industries are far from the global technological forefront. Innovative technologies and
advanced management processes can be used in two ways: designated budgets can be
allocated for hiring professionals to assist with innovation in universities and research
institutes by distributing “research coupons”, and establishing a “renewal institute”,
financed by the government, whose consultants will guide small and medium
businesses while examining barriers to the integration of innovation and providing
solutions for their removal. This institute will also deal with identifying entry barriers
for international competitors into the domestic markets, and developing measures to
remove them.
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5. THE DEFICIT

The general government deficit totaled 2.2 percent of GDP in 2017—0.1 percentage The general government
points lower than the previous year, and higher if we exclude one-off revenues.?® The deficit totaled 2.2
deficit is high relative to other advanced economies, which generally had a higher gercem orGbPin
. 017—0.1 percentage
output gap than Israel this year as well. points lower than the
The central government deficit was NIS 24.8 billion in 2017, amounting to 2 percent previous year, and
of GDP (Table 6.6). This is lower than the 2.9 percent deficit ceiling set by law. The higher if we exclude
government’s net expenditures increased sharply in 2017, by 1.0 percent of GDP one-off revenues.
compared with the previous year, to 28.6 percent of GDP.?* Maintaining the deficit
below the target was made possible due to a sharp increase in net revenue, by 1.1
percent of GDP2%, which came from outlier factors.
Net of the growth effect, the cyclically-adjusted deficit increased by 0.3 percent

of GDP in 2017.%6 The structural deficit, which is adjusted for the effect of the

Table 6.6
Central government deficit, revenue and expenditures, 2007-17
(percent of GDP)
Average
2007-

2011 2012 2013 2014 2015 2016 2017
Total government deficit ceiling excluding credit granted 3.8 20 47 30 29 29 29
Total actual government deficit excluding credit granted 2.7 39 31 27 21 21 20

Actual government domestic deficit 1.4 29 22 18 12 16 16
Total net revenues®? 258 240 247 249 251 255 26.6
Taxes and imposts 234 221 229 232 232 233 244
Interest, profits, royalties, revenue from land sales 07 04 05 03 04 03 05
Loan from the National Insurance Institute (NII) 1.7 14 13 13 14 19 17
Total net expenditure? 285 279 278 276 272 276 28.6
Interest, repayment of principal to NIl and credit subsidy 5.1 47 45 45 42 40 39
Net defense expenditure®® 5.9 54 53 55 52 52 53
Total net primary civilian expenditure 175 178 18.0 176 17.7 184 194

@ Excluding credit granted by the government and excluding credit repaid to the government.

b Excluding grants from the US government.

¢ Defense expenditure in this table is larger than defense consumption shown in Table 6.1 because the Central Bureau
of Statistics records pensions and other payments by the defense establishment as transfer payments, while recording
an imputation of compulsory service.

SOURCE: Based on the State Budget—Major Provisions of the Budget, Central Bureau of Statistics data, and State of
Israel Financial Statements as of December 31, 2017.

23 The calculation of the deficit includes a correction of the recording of revenue from land. See note 1.

24 The calculation does not include grants from the US government, which, as of 2017, are defined as
designated revenue and are not included in the calculation of the central government deficit.

25 see note 24.

26 The cyclically adjusted deficit is calculated based on a comparison of the deviation of potential GDP,
which is derived from the growth rate of the primary working age population (25-64) in a given year to
the average deviation from the long-term potential GDP, which is about 1.8 percent. For more information,
see the Bank of Israel Annual Report for 2016, Chapter 6, note 30.
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business cycle and one-off revenues, increased sharply—by about 1.4 percent of GDP
(Figure 6.8).2":28 The increase in the structural deficit indicates that the government
implemented a more accommodative fiscal policy this year than in the previous year,
with increased expenditures and lower statutory taxes. The government lowered taxes,
including the cancellation of customs duties, which led to enhanced consumption. The
government also increased the net income of families with small children (subsidy for
after-school care, and tax benefits for parents of children under the age of 6), which
are characterized by greater consumption. The temporary reduction of the tax rate
on dividends contributed to an increase in revenue, but it is essentially a tax on the
property of high income individuals, and therefore apparently did not lower demand.
Therefore, the government measures acted to increase demand, making a positive
contribution to GDP growth.

Figure 6.8
Change in the Structural Deficit, 2013-17 (percent of GDP)

2.0

15 1.4
1.2

1.0 —
0.7 06

05 0.4 _—
0.2 0.2
0.1 0.0

-1.0

-15
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u Contribution of expenditures m Contribution of revenue
Change in the structural deficit

SOURCE: Bank of Israel.

27 yuval Mazar (2014), “Development of the Structural Deficit in Israel, 2000-12", Periodic Papers
2014.02 (in Hebrew).

28 The structural deficit is calculated as the difference between statutory taxes as a share of GDP and
total expenditures as a share of potential GDP. Potential GDP is calculated as actual growth relative to
potential real growth, which is determined as the product of the increase in the primary working age
population and the increase in average GDP since 1973 per working age person.
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Similar to previous years, the source for financing the permanent changes that
increase the fixed negative gap between expenditure and revenue (increased expenditure
and lower taxes) is a temporary surplus in revenue in a particular market. In 2017,
there were outlier revenues in the capital market due to the dividend tax reduction.
In the previous two years, the permanent increase in government expenditure was
financed by temporary growth in specific markets, such as tax revenue in the real
estate market in 2015, and receipts from the vehicle market in 2016. The policy of
increasing expenditures without planning permanent adjustments on the taxation side
raises the risk of an increased deficit in years that do not have outlier revenues.

Implementing an accommaodative policy under the current economic conditions with
alow outputgap and afull employmentenvironmentis pro-cyclical. Anaccommodative
policy is desirable during slowdowns, in order to support expanded economic activity,
while during strong economic growth and low unemployment, a restrictive policy is
recommended with a low structural deficit in order to create maneuvering space for
future slowdowns. The current fiscal challenge is for the government to implement its
decision to increase social expenditure while reducing the structural deficit—an anti-
cyclical policy that is recommended for times of economic growth. For that purpose,
it is important that the increase in social expenditures, which by nature are mainly
permanent, during a period of economic growth be accompanied by an outline for
increasing taxes and/or cancelling distorting exemptions of a similar extent in order to
leave room for maneuvering if the output gap widens. This is particularly true when it
is social expenditures and not investments that are increasing future growth.

6. THE PUBLIC DEBT AND ITS FINANCING?

Public debt as a share of GDP continued to decline in 2017, to 60.8 percent of GDP
(about NIS 768 billion)—close to the European Union target of 60 percent, which
characterizes fiscal resilience. Public debt as a share of GDP in Israel is lower than the
average of the OECD countries, where debt was lower than the target at the beginning
of the previous decade, but increased sharply due to the Global Financial Crisis (see
Figure 6.1).

In the past 10 years, public debt has declined from 73.1 percent of GDP to its current
level of 60.8 percent. Figure 6.9 shows the factors that acted to lower the debt-to-GDP
ratio, and their contribution to the overall decline.®® The development of the debt-to-
GDP ratio depends on the nominal size of the annual government deficit, which acts to
increase the debt (the numerator of the ratio) and one the growth of nominal GDP, which
acts to lower the debt (the denominator of the ratio). The difference between these two
factors contributed about 41 percent of the reduction in the debt relative to GDP in
the past ten years, following average growth of GDP in nominal terms of 5.6 percent

29 |n this section, the discussion is of gross public debt excluding local authorities’ debt to the
government, and public debt is presented as a percentage of GDP. Gross public debt is higher than net
public debt by the amount of active loans and deposits by the government with the Bank of Israel.

30 The comparison is according to GDP data as currently known.
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per year during the reviewed_p_eriod Figure 6.9

and an annual government deficit (on The Factors Contributing to the Reduction
i 31 of Public Debt, and their Contribution,

a cash ba_S|s) (_)f 2.9 percent of GDP. 2008-17 (percent of GDP)

The decline in the balance of state

assets made an identical contribution Adjusted

to the decline of debt in GDP terms: r:;?:ne:ir:edr _

The decline in financial assets due to 1
repayment of subsidized mortgages Rl g ncreases in
by the public contributed 27 percent, 14% deficit
and revenue from privatization (the rer?;;gi;nt —
sale of land and others) reduced the 27%
debt-to-GDP ratio by an additional 14

percent. Another factor in the decline SOURCE: Bark of Israel.

of debt is the positive gap between the

par value of government bonds and the issue price, which reflects a price adjustment
to interest rate and indexation differentials. This factor is responsible for about 18
percent of the decline in debt.3?

A review of the factors in the reduction of public debt as a share of GDP in the past
ten years shows that half of the reduction in the debt-to-GDP ratio (excluding cost
adjustments and remainders) is due to the gap between GDP growth and the deficit
(the role of which is generally regarded as central to the reduction of debt), with the
other half of the reduction on account of the realization of state assets (financial and
physical). The future contribution of the repayment of the public’s debts, which is
responsible for 27 percent of the reduction of debt as a share of GDP in the past ten
years, will decline over time, due to the decline in the stock of loans issued to the
public, a decline of two-thirds in the past 20 years.

The main factors in lowering the debt-to-GDP ratio in 2017 were the revaluation
of debt due to the appreciation of the shekel, and the use of surplus financing from
previous years. These two factors together contributed to the lowering of the ratio by
1.1 percent of GDP (Table 6.7). The contribution made by the growth of nominal
GDP was completely offset by the government deficit against the background of
changes of a similar rate in the GDP deflator and in the Consumer Price Index, to
which about half of the public debt is indexed. The realization of the government’s
financial assets, through the repayment of subsidized mortgages that were issued to
the public, lowered the debt by just 0.1 percent of GDP this year, following an average
contribution of 0.5 percent of GDP per year in the past ten years.

31 The inflation rate increased during the period by 18 percent, compared with an increase of 22
percent in the GDP deflator.

32 The gap between the par value of bonds and the issue price may be due to a number of reasons,
including: interest rate gaps (where the bond coupon is different than the interest rate in the market, the
bond is sold at a discount or at a premium), and the issue of a bond series that is already traded on the
market (the issued bond is an expansion of an existing bond, so it encompasses all of the unpaid indexation
differentials and interest rate differentials that have accumulated until the date of the additional issuance).
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Table 6.7

Components of the increase in the gross public debt, 2012-17

(percent of GDP)

Debt at the end of the previous year
Nominal growth of GDP
Net capital inflow

of which: Government's cash deficit
Net repayment of credit by the public?
Privatization proceeds
Funding beyond the financing deficit®

Revaluation of shekel-denominated indexed debt®
Revaluation of foreign currency-denominated debt

Adjustment to issuance costs
Remainderd
Debt at year end

2012 2013 2014 2015 2016

2017

68.8 68.4 67.1 66.1 64.0
=39 -4.1 -2.9 -3.4 =80
3.7 33 1.7 1.7 1.8
3.9 3.1 2.7 21 2.1
-0.4 -0.4 -0.4 -0.5 -0.2
-0.1 -0.1 -0.2 -0.3 -0.2
0.3 0.7 -0.5 0.4 0.1
0.5 0.5 -0.1 -0.3 -0.1
-0.2 -0.6 0.9 -0.1 -0.2
-0.3 -0.3 -0.3 -0.2 -0.1
-0.1 -0.1 -0.4 0.2 -0.2
68.4 67.1 66.1 64.0 62.3

62.3
-2.1
1.2
2.0
-0.1
-0.1
-0.5
0.1
-0.6
-0.1
0.0
60.8

2 Including the provision of credit and principal collection.

b Funding surplus.

¢ Effect of the increase in the Consumer Price Index during the year on indexed debt.

94 As a result of roundings.
SOURCE: Bank of Israel.

The volume of interest payments, which reflects the cost of financing the
government’s debt, continued to decline in 2017, to 2.3 percent of GDP. The persistent
decline of the debt-to-GDP ratio contributed to a decline in interest expenditures, but
the cost of interest payments remains significantly high when compared to the other
OECD countries, where the average interest payment is about 1.3 percent of GDP
(Figure 6.10). At the start of the 2000s, the gap in interest expenditures between Israel

and the other OECD countries widened,
but following the Global Financial
Crisis at the end of the last decade, the
interest gap narrowed in parallel with
the reversal of the development trends
in the debt-to-GDP ratios. The high
expenditures on interest payments in
Israel, against the background of the
relatively low debt compared to other
advanced economies, reflect the high
average debt risk gap in Israel, inter
alia due to the defense risk. The yield
spread on 10-year government bonds,
an indicator of the debt risk gaps and
inflation gaps, narrowed over the years,
with the yield in Israel reaching 1.8
percent in 2017, compared to an OECD
average of 1.5 percent.

Figure 6.10

Burden of Interest Payments on the Public
Debt in Israel? and in the OECD, 2000-17
(perecnt of GDP)
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2 |Interest payments in Israel are adjusted to the accepted
international definition.

SOURCE: OECD.
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Box 6.1
Increasing the benefits to working parents as part of the “Net Family”” program

Families with young children have higher expenses than other families. Due to the burden of expenses
involved in caring for children, financial gaps between families with young children and other families
develop and widen. In many countries, including Israel, there is a policy of supporting parents of young
children, with the aim of reducing the gaps according to the principal of horizontal equity. A significant
portion of the support payments to working parents is provided through the tax system. During the child-
rearing period, the benefits increase the parents’ net income, and after the children have grown up, when
parental income increases, the parents’ payments to the tax system also increase.

Following the social protest in 2011, the tax benefits for parents were increased, and for the first time in
Israel, fathers of young children received tax credit points, which until then had only been given to mothers.t
In addition, due to the protest, the earned income tax credit for working mothers—a credit that constitutes a
wage subsidy for working parents with relatively low wages—uwas increased by 50 percent. Despite these
changes, the benefits granted to parents in Israel are lower than those granted in other OECD countries.?

In 2017, the government approved an additional increase in support payments for parents as part of
the “Net Family” program. Most of the cost of the program was directed to working parents: additional
tax credit points for parents of children under the age of 6, an increase to the earned income tax credit for
parents of children up to age 18, and a differential subsidy of after-school care.® The additional tax credit
points improve the situation for parents with relatively high incomes, who reach a tax liability that is equal
to or greater than the value of the tax credit points to which they are entitled. Parents whose wages do not
reach the tax liability that enables them to utilize the additional tax credit points benefit from an increase to
the earned income tax credit, which increases the income of parents with children up to age 18.

1. Utilization of the tax benefits as part of the “Net Family”” program

As part of the program, the number of tax credit points for parents of children under the age of 6 was
increased, to 2.5 tax credit points for children aged 1-5 (Table 1). A tax credit point means a benefit that
offsets the amount of income tax the worker must pay by the total number of tax credit points to which
the worker is entitled, multiplied by the monetary value of one point (NIS 215 per month in 2017). After
offsetting the value of the personal credit points from the worker’s total tax liability, the value of the points
to which the worker is entitled in respect of children can be used to offset liability if the worker has an
outstanding tax balance. The points can be used up if the parent earns a relatively high amount and has a
tax liability that reaches the amount of the benefit.

Until 2017, mothers of children under the age of 6 were already entitled to 2 tax credit points for each child
in that age range, but due to the relatively low wages actually earned by mothers of young children, only
about 20 percent of them utilized the benefit in full. In contrast, the fathers of these children were entitled
to a lower number of credit points, and their utilization rate was significantly higher since their wages are
higher. The main addition of tax credit points in the “Net Family” program was provided to fathers, in

L Abroad discussion appears in Box 6.1, entitled “Tax Benefits for Working Families with Children” in Chapter 6 of the Bank
of Israel Annual Report for 2011.

2 A. Brender and M. Strawczynski (2017), “Government Support for Young Families in Israel”, Economic Quarterly, 61(1-2).

3 For more information, see the analysis in the “Government Revenue” section of this Chapter.
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Table 1
Tax credit points for each child under age 6 under the *Net Family™ program
clgbiy foria (=IO, o
credit points before : Additional tax credit points
the program points after the
program
Men \Women
Value of Value of
Men Women ~Menand X additional 1% additional
Child's age during points points points points
tax year (NIS) (NIS)
Year of birth 1.5
1-2 years 2 2 2.5
3 years 1 2 2.5 15 3225 0.5 107.5
4-5 years 0 2 2.5 245 537.5 0.5 107.5

SOURCE: Bank of Israel calculations.

order to increase the number of families that could actually utilize the benefit, thereby contributing to a
reduction of horizontal inequality. The maximum addition is provided to fathers of children aged 2-5,
and totals about NIS 323-538 per month per child. This addition will allow more families to enjoy the
benefit in full, so that in about 45 percent of families where a working parent has children below the age
of 6, at least one parent will maximize the full value of the credit points—NIS 538 per month per child
aged 1-5.

There are about one million working parents with children below the age of 6, of whom about 396,000
benefit from the full amount of the additional tax credit points under the “Net Family” program. Thanks
to the program, the number of people paying income tax among parents of children below the age of 6
declined by about one-fifth, from 50 percent to 40 percent. The average additional monthly net income
of a parent due to the change among all workers with children under the age of 6 is about NIS 154: about
NIS 250 for fathers, and about NIS 41 for mothers. The differences in the average addition are explained
by the fact that the additional points were given mainly to men (mothers were already entitled to most of
the points), and by the fact that the utilization rate among men is higher due to their higher wages than
women.

The lower wage among weaker population groups explains the relatively low additional net income for
Arab and ultra-Orthodox parents, a large proportion of whom do not reach the tax threshold. Before the
benefit, only about one-third of Arab parents, and about one-fifth of ultra-Orthodox parents paid income
tax, compared with 57 percent among the other parents. The average wage of ultra-Orthodox parents
with children under the age of 6 is about NIS 6,300, and the average monthly addition for them due to
the program is NIS 66 (Table 2). The average wage of Arab parents with children under the age of 6 is
higher—about NIS 7,300—so0 the value of the benefit for them is higher—NIS 98. The amount of the
addition is also affected by the gender composition of working parents. Among the Arabs, the proportion
of men—for whom the addition is more significant—is higher.
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Table 2
Effect of the additional tax credit points on the wages of workers with children under age 62
Non-ultra-
Arabs M- Orthodox Total
Orthodox Jews

Average monthly wage (NIS) 7,300 6,300 13,000 11,400
Percentage of tax payers before the change 38 18 57 50
Percentage of tax payers after the change 19 10 48 40
Average income tax payment before the change (NIS) 444 253 1,827 1,448
Average income tax payment after the change (NIS) 346 187 1,648 1,294
Average additional monthly net income (NIS) 98 66 178 154
Number of workers with children under age 6 147,600 110,500 740,100 998,200
As a percentage of all parents 15 11 74 100

@ Calculation based on the Household Expenditure Survey, 2015.
SOURCE: Bank of Israel calculations.

2. Increasing the earned income tax credit under the “Net Family” program
The increase in the earned income tax credit as part of the program includes three measures: increasing

the credit for fathers by 50 percent, which makes it
possible to return gender balance to the credit after
the credit for mothers was increased by 50 percent
in 2013; increasing the grant by 30 percent for
eligible grantees with a spouse who is employed to
a significant extent*, which increases the incentive
to work for both parents; and increasing the wage
range in which a worker is entitled to the maximum
credit amount up to NIS 5000 per month (Figure
1).5

Table 3 shows the current maximum grant
amounts and the maximums after implementation
of the “Net Family” program. The largest addition
is given to fathers in families where the mother also
works. For them, the increase totals more than 90
percent. The maximum grant for a father of one
or two children increases from NIS 330 per month
to NIS 644 per month, and the grant for a father of
three or more children goes up from NIS 480 to NIS
917.% The grant for a women goes up by 30 percent

Figure 1
Structure of the Earned Income Tax Credit,
Current and Under the ""Net Family'* Program?

1,000
900
800
700
600
500
400
300
200

Monthly grant (NIS)

100
0 Il
1,500 3,500 5,500 7,500
Monthly wage (NIS)
s ] -2 Chiildren
s 3+ children

Spouse works and there are 1-2 children
Spouse works and there are 3+ children
== = \Noman with 1-2 children, current

== = Man with 1-2 children, current

= == \Noman with 3+ children, current

= = == Man with 3+ children, current

a Excluding eligible recipients from single-parent families, for
whom there is a separate shape.

4 The additional 30 percent was given to an eligible grantee whose spouse earns at least NIS 3,650 per month.

5 The minimum wage at the time the program was prepared.
6 | the mother earns more than NIS 3,650 per month.
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if her spouse earns more than NIS 3,650 per month. The question of the additional 30 percent for eligible
grantees in single-parent families is still under discussion, and was not included in the budget for 2019.”

The changes in the proposed program will return gender balance to the grant amount, and will raise
the average annual grant amount by about 35 percent per eligible grantee—to about NIS 4500. The cost
of the expanded credit is about NIS 0.6 billion, and it will improve the situation for workers that have
children up to age 18 and have relatively low wages (assuming that 75 percent of those eligible for the
grant utilize their eligibility).

Table 3
Expanded earned income tax credit under the **Net Family* program

Maximum grant under the "Net
Family" program

Number of

children per Current maximum Spouse not
eligible recipient grant working or Spouse earning
earning less more than
than NIS 3,650 NIS 3,650 per
per month month
Woman Man Man/woman Man/woman
1-2 495 330 495 644
3+ 720 480 720 917

SOURCE: Ministry of Finance.

3. The effect of the benefits for working parents under the “Net Family” program on the economic
well-being of eligible recipients

The benefits for working parents under the program—additional tax credit points and the expanded earned
income tax credit—are intended for various groups within the distribution of parents by labor income, and
the two measures complement each other. The tax credit points are utilized by those with higher wages,
generally within the three highest income quintiles by equivalized labor income in families with working
parents. About 82 percent of the budgetary cost of this benefit is directed to them. The addition to the
earned income tax credit is given mainly to parents in the lower two quintiles of the distribution, to whom
about 86 percent of the budgetary cost of the benefit is directed. Figure 2 shows the distribution of the
overall cost of the two policy tools among working families with children under the age of 18—the target
population for government support to lower horizontal inequality. The additional tax credit points are
given to parents of children under the age of 6, and the earned income tax credit is expanded for parents
of children up to the age of 18. The combination of the two policy tools enables a more equal distribution
of the cost of the “Net Family” program over the labor quintiles—about 20-25 percent of the overall cost

" In 2016, there were changes to the eligibility of single mothers. The wage benchmark was lowered, and the wage ceiling
was raised, expanding the wage that entitled them to the grant. The amount of the grant was increased, but it was also decided to
offset from it the additional child-care payments given in 2016. This decision had a negative impact on the important principle
that the earned income tax credit would only be offset against income replacement benefits.
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of the two benefits is directed to each of the quintiles of working parents, except for the lowest quintile,
which is allocated about 10 percent of the budget due to the low wages of those in the quintile—which
is somewhat a result of the low employment extent (part-time vs. full-time). If we look only at the
population group relevant to both benefits—working families with children below the age of 6—the
situation is similar, with a slight increase in the budgetary share allocated to the two upper quintiles at the
expense of the two lowest quintiles (a change of 2 percentage points in each quintile) because the cost of
the earned income tax credit is lowered by about half.

Figure 2

Additional Tax Credit Points and Expanded Earned Income Tax Credit:
Distribution of Cost by Equivalized Income Quintile in Working Families with
Children up to Age 18
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Cost of expanded earned income tax credit
Cost of additional tax credit points
Total cost of benefits

SOURCE: Based on Household Expenditure Survey, 2015

The two measures will contribute to lowering incidence of poverty among workers with children up to
age 6 by 1.2 percentage points. For the weaker population groups, the effect is stronger. Among ultra-
Orthodox families, poverty declined by 3.1 percentage points, and for immigrant families it declined by
about 2.7 percentage points. About three-quarters of the reduction is a result of the expanded earned
income tax credit, which particularly affects ultra-Orthodox and immigrant parents and contributes to a
reduction of 2.7 percentage points in the poverty rate in each of the groups. Among Arab parents, the main
factor in reduced poverty is the additional tax credit points, which contributed to a reduction of poverty
by 1.2 percentage points. An analysis by the number of children in the family shows that the reduction
in poverty is greater among families with three children, where the incidence of poverty declined by 2.1
percentage points.
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The “Net Family” program contributes to improved economic well-being among working families with
children. The main part of the program is directed to parents with children up to age 6, since childcare
expenses up to that age are the highest. The support for the families is provided through policy tools that
maintain the incentive to work: wage subsidies, tax benefits on labor income, and subsidized after-school
care. The combination of policy tools adjusted to the parent’s level of income (earned income tax credit
for those with relatively low wages and tax credit points for those with higher wages) enables support
for families with children at all income levels, thereby supporting the principle of horizontal justice. The
program contributes to lower incidence of poverty among working families with young children, and
particularly among weaker population groups.

Table 4
Contribution of tax benefits and earned income tax credit under the ""Net Family"
program to reducing poverty among working families with children under age 6

: Earned Budgeta
TaincI:(tanlt income tax Total costg(N IrSy
P credit billion)
Reduction of poverty 0.4 0.9 1.2 2.2
By population group
Arabs 1.2 0.2 1.2 0.3
Ultra-Orthodox 0.4 2.7 3.1 0.2
Immigrants 0.4 2.7 2.7 0.3
By number of children
Families with 1 child 0.5 0.9 11 1
Families with 2 children 0.3 0.6 0.9 0.9
Families with 3 children 0.3 1.8 2.1 0.3
Families with 4 or more children 0.0 1.5 1.5 0.05

SOURCE: Based on Household Expenditure Survey, 2015.
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Box 6.2
Payment for single-use shopping bags at Israeli grocery stores

e Since the beginning of 2017, the large grocery store chains have been imposing a small charge for single-use
shopping bags, as a result of which the consumption of such bags has declined by about 80 percent compared
with the previous year.

e Therestraint in the use of these bags is a result of the halt in their free distribution, as well as public support for
the environmental goals of the charge.

e Inview of the success of the program, it is worth examining an expansion of the charge, and the use of similar
methods, for handling other environmental problems.

At the beginning of 2017, a law came into effect—with an environmental purpose—that obligates the large
grocery store chains to collect a 10-agora charge for each single-use shopping bag consumers receive at
check-out.! Data from the Ministry of Environmental Protection show that as a result, the consumption
of bags at these stores has declined by about 80 percent.? This box outlines the background to the law,
uses a dedicated survey to analyze its effect on consumer behavior, and points to initial lessons that can
be learned from it.2

Background

Single-use shopping bags (hereinafter: the bags) are made of plastic, a material that does not decompose
for hundreds of years. Until 2017, more than 2 billion bags (about 275 per person) had been distributed
per year.* These numbers were high relative to what is common around the world, which indicated that
they could be lowered. The method of action that was chosen was relatively moderate: The law does
not prohibit the distribution of the bags, but rather requires a small charge to be collected for each bag
distributed at the grocery stores belonging to the 21 largest retail chains. The market share of these
chains was estimated at about 57 percent of total grocery store sales in Israel, and the estimation is that
they distributed about 57 percent of the bags.> The law further sets out that the bags shall not be less
than 20 microns in thickness, while beforehand, a significant portion of them were thinner, making them
cheaper to manufacture, but less helpful for repeat use. The beginning of the charge was accompanied by
two measures: an advertising campaign that showed the environmental damage caused by the bags, and
subsidizing the free distribution of multi-use shopping bags.

From a customer standpoint, the payment for the bags exposes their cost, whereas it had been hidden
beforehand and paid for indirectly. The money collected for the bags is transferred to a designated fund

1 The Reduction of the Use of Single-Use Shopping Bags Law, 5776-2016. The law does not apply to bags used for products

that are sold in bulk.
http://www.sviva.org.il/infoservices/newsandevents/messagedoverandnews/pages/2017/september2017/decrease-in-

plastic-bags-use.aspx

3 We thank Yair Mishmor and Noa Shpitzer-Mizrahi from the Ministry of Environmental Protection, who provided aggregate
data on the bags at the grocery stores, and Galit Paltzur from the Ministry for important insights. The survey was conducted by
“Rushinek Marketing Studies and Strategic Consulting”.

4 Initial results of the waste survey, in Ministry of Environmental Protection (2013), “The Handling of Shopping Bags as an
Edsucational Tool for Changing the Public’s Perception of Packaging Waste (August 2013)”.

ibid.
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operated by the Ministry of Environmental Protection, so the cost of the bags to the grocery stores remains
in place.

Charging for shopping bags has been common for quite a while in many advanced economies, with
others imposing it more recently, while yet others have gone so far as to prohibit their use outright. The
cases of the UK and Ireland are of particular interest. The laws adopted in those countries regarding the
charge for shopping bags are similar to the law in Israel, with the result that shopping bag consumption
there dropped by about 80 percent.® Ireland applied the law in 2002, becoming one of the first countries
to apply such a law, with a charge of between 50 and 70 agorot (in shekel terms). Similar laws were later
applied in Wales (2011), Northern Ireland (2013), Scotland (2014), and England (2015). The charge in all
cases was set at the equivalent of about 25 agorot. It seems that the increased environmental awareness
in the UK in recent years has made it possible to achieve results similar to those achieved in Ireland, but
with a lower charge.

The effect of the payment for bags on the volume of their use

The new law required the large grocery store chains to report to the Ministry of Environmental Protection
on (a) the number of bags they provided to each of their branches from the second quarter of 2016 until
the end of that year, and (b) the number of bags sold at each branch since they began charging for them
(the start of 2017). A simple comparison of the data before and after the start of the charge shows that
the number of bags taken by customers at those chains declined by about 80 percent.” A more careful
examination carried out by the Bank of Israel (Figure 1a) shows the same result.?

Figure 1b shows the change in the use of bags by the socioeconomic cluster of the locality in which the
store is located.® The differences between the clusters are not large, and there is no systematic connection
between the changes in consumption of the bags and the cluster’s rating. The fact that the decline in the
number of bags was most moderate in the two clusters with the lowest rating hints that the monetary
burden of the charge on the consumer did not play a major role in the reduction of their consumption.

6 nhttps://ieep.eu/uploads/articles/attachments/7f91ch97-8ch7-49¢3-9¢f0-d34062a9192e/IE%20Plastic%20Bag%20L evy%20
conference%20draft.pdf?v=63673818840;

https://www.daera-ni.gov.uk/articles/northern-ireland-carrier-bag-levy-statistics/england-charge-summary-of-data-in-
publications/carrier-bag/https://www.gov.uk/government/lang=en&results+http://gov.wales/?view=Search/bags-of-success/
https://beta.gov.scot/news

7 The 2016 data reflect the number of bags provided to the branches and not the number actually taken by consumers. The
2017 data reflect the number of bags sold.

8 The number of bags in each quarter is adjusted by the sales value index of the grocery chain stores, which is published by the
Central Bureau of Statistics. The decline at the end of 2016 is apparently a result of the supermarket chains beginning to reduce
their inventory of bags. However, it may be that consumers began adjusting their behavior, due to the advertising campaign.

9 We deleted clusters 1 and 10 due to data limitations.
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Figure 1

a. Number of bags adjusted for the sales value
index of the grocery store chains
(Index: 2016:Q2 = 100; quarterly data)

120

100 -

80 -

60 -

40 -

20 -

Quarter

Bags Provided to Branches (2016) and Bags Sold at the Branches (2017)

SOURCE: Ministry of Environmental Protection data and Bank of Israel caluclations.

b. Rate of change in the number of bags by
socioeconomic cluster of the grocery store's
locality, 2017:Q2 and Q3 compared with 2016:Q2
and Q3 (percent)
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Public perceptions regarding the restraint
of use of the bags, and policy implications

The sharp decline in the consumption of
bags at the grocery store chains following
the imposition of the payment raises two
important questions for future policymaking.
First, why does such a low payment cause
such a deep change in behavior? Second, does
the decline in consumption of bags that are
subject to charge reflect an over-estimation of
the success of the program because consumers
increased their use of other bags? The
discussion of these questions will be based on
the results of a survey conducted in January
2018, a year after the shopping bag law went
into effect.%0

Figure 2

Distribution of Respondents to the Survey by
Number of Bags They Took per Week Before
and After the Charge? (percent)
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26 percent of surveyed individuals responded that they were not
sure or didn't remember how many bags they took before the
charge, and 4 percent responded the same regarding the number
of bags since the charge.

SOURCE: Consumer survey.

10 The survey was conducted among 1200 people comprising a representative sample of the population aged 18-74.

198



CHAPTER 6: THE GENERAL GOVERNMENT, ITS SERVICES AND FINANCING

Even though the law applies only to the large grocery store chains, it affects almost the entire population.
Ninety-four percent of those surveyed responded that they generally shop at grocery stores that collect
payment for bags. The rate of those who take five or more bags every week declined from 58 percent to 30
percent, and the rate of those who do not take any bags increased from 7 percent to 24 percent (Figure 2).

In terms of the connection between the low charge and the deep behavioral change, a number of findings
of the survey show that the decline in consumption of the bags is not a result of the hit to consumers’ wallets.
First, only 9 percent of respondents noted that they reduced their consumption of the bags because the
payment imposed too large a financial expense on them, while two-thirds noted that it was the very fact of
the payment that led them to reduce that consumption (Figure 3).1 Second, the decline in the percentage of
consumers taking many bags (5 more or, or above 10) is similar in all income groups.!? Had the financial
burden been significant, we would have expected

a sharper decline among those with low incomes.

Third, two-thirds of the respondents reported that Figure 3

when the bags were given out for free, they would The Factors in Reducing the Number of Bags

take up to 10 bags per week. This shows that the Taken by Consumers (Pearcentage of Respondents
that Stated Each Factor)? (percent)

maximum cost the law would have imposed on 70

them is one shekel per week.

These findings show that the transition from free
distribution to a minor charge—which does not 50
materially change the economic incentive—played 40
a major role in changing consumer behavior.!3
This is in line with the use of a nudge to affect the
behavior of individuals.4

The survey indicates other factors, aside from 10
the payment, that contributed to the decline 0
in consumption of the bags (Figure 3): (a) & & &
identification with the aims of the law. Fifty percent §° . ,95 @g
of those questioned noted that environmental S & é?S
considerations caused them to reduce the number 65 S
of bags they took; (b) social pressure. Twenty-five R 7 <

a2The sum is higher than 100 percent because respondents were
percent noted that they took fewer bags “because allowed to state more than one cause.
I don’t feel comfortable taking them any more” SOURCE: Consumer survey.
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1 This rate cannot be attributed to an underestimation of the price of the bags. Eighty-seven percent knew it exactly, and the rest
cited a higher price.

12 Three groups, according to the respondents’ answer to the question of whether household income is lower than, close to, or
higher than the average income.

13 For a discussion of the zero-price effect on consumers and possible explanations for it, see for instance Kristina Shampanier,
Nina Mazar and Dan Ariely (2007), “Zero as a Special Price: The True Value of Free Products”, Marketing Science 26(6): 742—757.

14 A nudge affects people’s choice between possibilities without prohibiting any of the possibilities and without imposing a high
cost on them should they choose a certain possibility. See Richard H. Thaler and Cass R. Sunstein (2008), “Nudge, Improving
Decisions About Health, Health, and Happiness”, Yale University Press, New Haven. We did not find evidence that the concept of
nudge was behind the setting of the charge for bags at the grocery stores in Israel.
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or “because everyone is taking less”.

Figure 4
Hence, the success of the law (or the 9 .
blicit . . If-rei f( . Effect of the Law on the Use of Alternatives to
publicity campaign) is self-reinforcing, Bags Subject to Charge?

and may also affect consumers who do
not respond directly to the payment;
(c) effective alternative. A great many
consumers adopted the alternative that
was offered—multi-use bags that were Take more bags at stores
distributed for free when the law came that distribute them freely (%)
into effect. According to the survey,
the percentage of those using such bags Take more bags that have
increased from 28 to 70 (Figure 4). remained free (%)
The law was intended to lower the
quantity of plastic refuse, and the extent '”fjﬁﬁ;eni[‘ﬂiihp‘*lerfse°l‘;;g‘;se
of its success thus depends partly on (percentage points)
the question of whether consumers
increased their use of other plastic bags.
The survey shows that some actually did | 120 e f hose it esponded ey had reacted i ey, Toe
behave this way (apparently intending to not need to total 100%.
reuse the bags), which partially offsets SOURCE: Constmer survey.
the reduction in the number of bags that
are subject to the charge. Some of the respondents reported that the payment led them to take
more bags with no handles, which remained free, or to take more shopping bags at stores that still
distribute them for free. In addition, some of the consumers increased the number of garbage bags
they purchase (Figure 4). However, the increase in the use of garbage bags purchased for money is
preferable to taking free bags, since it brings with it the internalization of some of the costs of using
the bags.

Buy more garbage bags (%)

2

[
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Conclusions

The charge reduced the use of shopping bags. Its success raises the possibility that in other
environmental areas as well, significant behavioral changes can be brought about through policy
measures that have a small monetary effect on consumers, particularly in terms of the transition from
free distribution to the collection of a minor charge. A combination of such measures with effective
publicity regarding their goals strengthens their effect on consumer behavior.

In terms of the shopping bags themselves, the charge currently applies only to the large retail
chains, but stores that do not belong to those chains were responsible for a significant share of the
bags that were distributed for free even before the law was applied. Our findings show that it is worth
considering the expansion of the law to other chains that distribute bags for free, even though it might
be somewhat more difficult to implement. Anecdotal evidence that some of the small grocery store
chains charge 10 agorot per bag even though the law does not require them to do so supports the
expansion of the law’s applicability.
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Chapter 7:
Balance of Payments Issue: Export Growth
In the High-Tech Industries

e  The accelerated growth in global demand for information technology services, in which
Israel specializes, has contributed greatly to the growth of Israel's exports.

e  The flourishing high-tech services industries have contributed to increases in the current
account surplus, the real wage (in import terms), and GDP.

e  The high-tech services industries employ an especially large number of workers with
academic professions in the engineering and science fields.

e The R&D centers of multinational companies, which have been the growth drivers
of R&D activity in Israel in recent years, have especially high levels of salaries and
productivity.

e Israel’s comparative advantage in high-tech services relies on a high percentage of
college-educated employees, in international comparison, particularly in the engineering
and natural sciences fields. However, there is a growing shortage of graduates in these
fields of study, which restricts the potential growth of the economy.

e  The high-tech services industries are concentrated in the central region and employ a
small percentage of Arabs, older workers, and women.

e Incontrast with the structural change in the 1990s, which was accompanied by a marked
increase in wage differences by educational level (the return to schooling), the current
structural change has not been accompanied by an increase in the return to schooling.

e  The comparative advantage of the economy is based on human capital and education.
This imposes a great responsibility on the government to improve the public education
system, to promote students’ achievements at all education levels, and to train academics
in the engineering and science fields in order to realize the growth potential of the high-
tech industries.

e  The structural change involves a reduction in investment in physical capital in industries
of the economy: the capital share of GDP is 20 percent of the product of the high-tech
services industries in comparison with 40 percent of the product of the industrial sectors.
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1. INTRODUCTION

The accelerated ~ The importance to Israel’s economy of services exports has increased since the
expansion in global - heginning of the decade!; after two decades in which its share in overall exports
demand for hightech o ined virtually unchanged, it increased from 31 percent in 2011 to 42 percent
services has contributed

to the growth of Israel's i 2016. The growth in Israel’s services exports was driven by growth in the export
exports.  of business services in the information technology industries (ICT):2 From 2011 to
2016, the share of these exports increased by ten percentage points to 29 percent
of total exports (and 69 percent of total services exports). During the same period,
international trade in services increased in the world as a whole, but the increase in
Israel was of far greater significance. Thus, for example, services exports as a share
of total exports of the OECD countries increased from 2011 to 2016 by only four
percentage points (to 27 percent in 2016), and ICT services exports as a percentage of

total exports increased by only 1.4 percentage points (to 8 percent in 2016).

Table 7.1
Share of total services exports and of services exports by information and communication
technology (ICT) industries in total exports, Israel and OECD countries, 1995 and 2006-16

1995 2006 2010 2012 2014 2016

Total services Israel 29 30 31 34 36 42
exports OECD countries above median? 21 24 25 25 27 29
Leaders in ICT exports® - 34 36 38 41 41
ICT services  Israel 10 17 17 21 23 29
exports® OECD countries above median? 4 6 8 8 9 8
Leaders in ICT exports® - 12 15 16 18 18d

@ OECD countries with a GDP per capita greater than the median of OECD countries.

b |_eaders in ICT exports: Ireland, Sweden, and the UK - the leaders among OECD countries in ICT services exports (alongside Israel
and Luxembourg).

¢ ICT - Information and Communication Technology industries.

d Data refers to 2015.

SOURCE: World Bank data.

1 Services exports include the export of tourism and transportation services; insurance services and government
services (whose weight in Israel’s exports is negligible); and the export of business services, 60 percent of
which are derived from the computer software sectors (the ICT sector) and research and development.

2 The Information and Communications Technology (ICT) industries include service industries (the computer
software sector, computer and other ancillary services consulting, the telecommunications industry, and
three subsectors of software publication, data processing, and computer repair), the manufacturing industry
(computer manufacture, consumer electronics products, and magnetic and optical media), and wholesale trade
sectors in computers, communications equipment, and electronic components.
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The information technology services sector has been growing rapidly in the last
few years and is contributing to the growth of the global economy overall, but the
sector’s contribution to the Israeli economy is particularly great. This contribution
can be seen from World Bank data on the development of international trade in two
main services—income from charges for the use of intangible assets (intellectual
property)? and telecommunication, computerization, and information services. World
trade in these two areas increased at a rapid pace (7.1 percent and 8.3 percent per year,
respectively,) in the last decade, as did Israeli exports in the same areas. But whereas
Israel’s share of global income from charges on intangible assets from abroad (0.3
percent) is similar to Israel’s share of world trade in goods, the share of Israeli exports
in world trade in telecommunications, computerization, and information is about 10
times (3 percent) its share in world trade in goods. Consequently, the rapid increase
in income from charges for the use of intangible assets contributed to an increase in
Israel’s GDP similar to its contribution to the growth in GDP of other countries in the
world, whereas the increase in telecommunications, computerization, and information

Figure 7.1
Share of High-Tech Industries' Exports in Total Exports,
1995 and 2016
2016, %
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SOURCE: World Bank data.

3 Charges for the use of intellectual property.
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The share of domestic
value added in each
export dollar of the
Israeli high-tech sectors
is 90 percent.
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exports made an excess contribution to the growth in Israel’s exports* of about $11
billion, which is 3.5% of GDP.>

Exports of the two main technology service industries in the economy—computer
software and scientific research and development—doubled from 2011-2017 (from
$9 billion to $19 billion, excluding one-off transactions from sales of startups).®
According to estimates of the World Trade Organization and the OECD for 2011,
the percentage of Israeli added value in each export dollar of these industries is 90
percent. This indicates that the value added of the exports of both industries combined
is currently 5 percent of the total value added in the economy (2016, excluding one-off
export transactions), compared with only 3 percent in 2011. The value added of both
these service industries in 2016 was one quarter of the total value added of exports,
compared with only an eighth in 2011.

Table 7.2
Israel’s exports and world trade in selected high technology services, 2006 and 2015
Telecommunications, Charges for the use of
Computer, and intellectual property
Information Services
2006 2015 2006 2015
Index of world trade 100 205 100 186
Index of Israel's exports 100 256 100 185
Share of Israel's exports in world trade, percent 2.7 3.2 0.3 0.3
Share of total exports from Israel?, percent 9.4 15.9 1.0 1.2

@ Excluding diamonds and exports to the Palestinian Authority.
SOURCE: World Bank data.

China is currently the
leader in high-tech
goods production.

Goods exports of Israeli high-tech industries slowed in parallel with the accelerated
growth of high-tech services exports. The main factors for this are the slowdown of
world trade in the high-tech goods industries and a decline in the share of advanced
economies in it: in 1999-2006, world trade in these industries grew at a rapid annual
rate of 7 percent, which has since slowed. From 2011 to 2014 it grew at an annual rate

4 From 2006-16, Israel’s revenue from the export of intellectual property increased by $0.7 billion, while its
revenue from computerization, information, and communications services exports increased by $12 billion.

5 According to World Bank data, Israel was the seventh largest exporter in 2016 of computerization, information,
and communications services ($17.7 billion) behind India, which is the largest exporter in the sector, Ireland, the
US, Germany, the UK, and China (which has increased its exports of computerization services fourfold in the
last decade). All the 15 largest exporters in the sector, apart from India and China, are advanced economies, and
majority of them—~France, Sweden, Switzerland, the Netherlands, Belgium, Italy, Canada, and Singapore—
have GDP per capita greater than Israel.

6 High-tech services as defined by the Central Bureau of Statistics include the following sectors: computer
programming and consultancy (62), R&D centers (720), engineering and natural sciences R&D (721),
data processing, storage and ancillary services (631), and telecommunications services (61). Although the
telecommunications services sector is included in high-tech services and in the science technology sector, it
lacks the characteristics of the high-tech and innovation sectors, and so it is not included in this discussion with
the high-tech industries.
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of only 3.5 percent, and in 2015 it declined by 8 percent. Moreover, while the share
of the advanced economies, particularly the US, in this trade fell steeply, China’s
share increased steeply. China is currently the dominant country in the high-tech
goods manufacturing sector, while the United States’ lead in the technology sector as
expressed in the manufacturing of high-tech services (principally charges for the use
of intellectual property).’

Goods exports of the Israeli high-tech sector increased in 1999-2015 faster than
those of countries with a high per capita GDP,2 and similar to world trade in those
industries. But pharmaceuticals company Teva’s patent for the multiple sclerosis
drug (Copaxone) that provided a large part of Israel’s income from drug exports
lapsed in 2017, and competition in the generic drugs sector increased in Teva’s main
export markets. Against this background, a serious crisis developed in the company,
which is expected to lead to the dismissal of 1,700 employees and a considerable
drop in pharmaceuticals exports, which constitute 36 percent of overall Israeli high-
technology industry exports (in 2017). Other factors threatening to lead to a reduction
in goods exports over the next few years are the strengthening of the shekel, a shortage
in the number of professional workers in industry, and a reduction in the corporate tax
rate in the US, which is aimed at bringing back the export activities of US companies
to the United States.®

According to World Trade Organization and OECD estimates for Israel in 2011,
the domestic value added in each export dollar of the manufacturing industry was
25 percentage points less than that of an export dollar in services industries; the
difference in the percentage of the value added in the high-tech industries between
manufacturing exports and service exports was 19 percentage points.’® On the
assumption that these estimates have remained fixed, then due to the increase in the
share of business services exports in the total exports of the economy, the value added
in each export dollar increased from 75 percent in 2011 to 77 percent in 2016. Thus,
the cumulative increase in the value added of exports (excluding diamonds) from
2011-16, estimated at 12.2 percent, is greater than the cumulative increase in exports
at fixed prices (excluding diamonds) for the same period (9.2 percent).1

Increasing specialization of the economy in high-tech services has contributed in
the last few years to an increase in its foreign currency income, a reduction in the
economy’s liabilities to abroad, an increase in the standard of living (purchasing power
for imported products), and an increase in GDP. This specialization is the result of
Israel’s comparative advantage in human capital, and maintaining it requires constant

" The added value per dollar of China’s exports in the electronics and optics sector in 2011 was 46 percent, far
lower than that of the US (85 percent), the EU (66 percent) and Israel (74 percent).

8 According to the World Bank’s definition of countries with a high per capita GDP.

9 Intel is an important US company operating in Israel. The company recently decided to make an additional
large investment in Israel (estimated at $4.5 billion) in return for tax benefits and grants.

10 The value added in business services exports in the computerization and telecommunications sectors is 93
percent, whereas the value added in goods exports in the electronics and optics sectors is 74 percent.

11 srael’s GDP increased in the same period by 17.6 percent (an average annual rate of increase of 3.3 percent).
The share of the value added of exports in GDP declined from 23.8 percent in 2011 to 21.5 percent in 2016.
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Goods exports by high-tech industries (high tech goods: HTG) in selected countries and indices of world
trade in them, selected years, percent

1999 2004 2009 2014 2015

Share of HTG exports from Israel out of those of advanced economies 0.6 0.5 0.7 0.8 1.0
Share of HTG exports from Israel out of global HTG exports 0.5 0.4 0.5 0.5 0.6
Share of HTG exports from OECD countries out of global HTG exports 76 68 59 57 59
Share of HTG exports from advanced economies out of global HTG exports 85 77 69 62 63
Share of HTG exports from China out of global HTG exports 3 1 20 26 28
Share of HTG exports from the US out of global HTG exports 18 12 8 7 8
Index of world trade in HTG, current dollars, 100=2006 54 78 86 118 108
Index of HTG exports from advanced economies, current dollars, 100=2006 62 81 79 97 91

SOURCE: World Bank data.

The current structural
change is a stage in a
long-term specialization
process.

improvement in the quality of schooling in Israel at all levels. This desirable process
naturally has its side effects: the advanced services industries are concentrated in the
center of the country and are characterized by a relatively homogenous composition of
employees from the point of view of religion, gender, age, and education: the success
of these industries attracts highly skilled people to them, and so it is at the expense of
other export industries, which employ a higher percentage of manufacturing workers
characterized by a more heterogeneous composition of labor force. Creating inclusive
growth requires acting to increase equality of opportunity. For this purpose, policy
tools must be implemented to ensure the participation of all the industries, and in
particular the Muslim population, in the advanced services industries.

2. THE STRUCTURAL CHANGE AND SPECIALIZATION IN TECHNOLOGY
SERVICES EXPORTS

During the 1990s, a structural change occurred in the manufacturing industry—a
rapid growth in the output and export of the high-tech industries (electronics and
pharmaceuticals) and a waning of the traditional industrial sectors, such as the textiles
sector. The burgeoning industries were distinguished from the waning industries by
the employment of a more educated and skilled work force, the existence of research
and development activities alongside production activities, and the achievement
of far greater output per employee. In recent years, the economy has deepened its
specialization in research and development activities. First to increase were the
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activities of Israeli startups—small, entrepreneurial and innovative R&D companies.
Leading international companies later set up R&D centers in Israel, but the R&D
activity was not accompanied by production activity. The current change is evidence
of an additional stage in the long-term structural change the lIsraeli economy is
undergoing.

Asurvey conducted by the Central Bureau of Statistics shows that the R&D centers
of multinational companies are the growth driver of R&D activity in Israel. From
2005-15 the outlays in R&D of multinational companies with R&D centers in Israel
grew at an average annual rate of 8.2 percent, whereas the outlays of R&D companies
in Israeli ownership grew at an average annual rate of only 0.8 percent, and that of
other foreign-owned companies (that do not have R&D centers) grew at an average
annual rate of only 2.4 percent. There were 31,000 R&D positions in R&D centers
in Israel, of which 87 percent were filled by academic graduates.’? The survey also
shows that the R&D centers of foreign multinational companies pay a salary 60%
higher than that paid by the local startups. The annual labor cost of a full-time position
in R&D in the R&D centers of foreign multinational companies was NIS 530,000 in
2015.

The multinational companies, whose percentage of GDP is increasing, split up
the manufacturing process among various countries according to the comparative
advantage of each country. Israel’s comparative advantage in the high-tech sector used
to be reflected in the activities of R&D-intensive manufacturing companies, whereas
it is now reflected more straightforwardly in the choice of multinationals to come to
Israel and conduct only their R&D activities there. Many countries in the world aspire
to develop a similar comparative advantage and are investing many resources to that
end. This is in recognition of the fact that the sector provides its workers with a high
salary, contributes to innovation and productivity in the other sectors of the economy,
and paves the way for an increase in the standard of living.

Israel’s comparative advantage in the computerization and R&D sectors relies
on the human capital of its work force. Israel is ranked second among the OECD
countries in the percentage of tertiary education among the working-age population
(49 percent in the 25-64 age group in 2014, after Canada with a rate of 54 percent);
Israel is ranked fifth in the share of people with tertiary education in the 35-44 age
group.’® The OECD publishes data on the percentage of recipients of degrees in
the science and engineering fields (from 1998-2012), which do not include Israel.1*
However, it can be gathered from data of the Higher Education Council in Israel that

12 Startups had 13,000 R&D positions, 77 percent of which were for academics (in 2015). The overall number
of positions in startups was 21,000.

13 The rate in Israel is 53 percent. Israel is ranked after Canada (61 percent), South Korea and Luxembourg (56
percent), equal to Japan (53 percent), and ahead of Finland (50 percent) and Ireland and Norway (49 percent).
14 The data related to 30 OECD countries (out of 35). The highest rate of degree recipients in the engineering,
computer science, natural science, and mathematics fields is in South Korea (37 percent), followed by
Luxembourg and Germany (31 percent), Finland (29%), Austria, Sweden, and France (28 percent).
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Israel is placed around the middle of the OECD countries.'® The product of the two
indices (the percentage of academics aged 35-44 and the percentage of recipients of
degrees in the science and engineering fields from 1998-2012) provides an indication
of the percentage of academics in the science and engineering fields among the young
population; according to this index, Israel is ranked in the first decile of countries—
behind South Korea, Luxembourg, Finland, and Japan, which lead the index, and
close to Sweden, Canada, Ireland, Switzerland, and the UK, which are ranked
immediately after it. It should be noted that Israel’s ranking in the human capital index
would be even higher if taking into account that the share of the 35-44 age group in
the work force in Israel is relatively greater than for the other countries. In all the
leading countries in that index, apart from Israel and South Korea, GDP per capita is
greater than the median of the OECD countries, and all of them, apart from Canada,
specialize in human capital-intensive industries.

Almost all the leading OECD countries in the share of academics in the young
work force in the science and engineering sectors are also dominant in the share of
value added in GDP by the high-tech sectors:!” some of them specialize in high-
tech intensive industry—South Korea, Japan, Ireland, and Sweden; some of them
in advanced financial services—UK, Sweden, and Luxembourg; and some in
computerization and R&D services—Ireland, Israel, and Sweden.'8 The specialization
of all of these countries in the high-tech sectors is therefore a consequence of having
an educated work force, and Israel is no exception.

The R&D services industry, in which Israel specializes, is more educated labor
intensive than the high-tech manufacturing and advanced financial services sectors.
Israel specializes in this sector, but the percentage of academics from the science
and engineering fields in the industry is no greater than their percentages in the other
leading OECD countries mentioned above. Possible explanations for this could be
a younger average age of the work force in Israel, and the training provided when
serving compulsory national service in the IDF computerization and intelligence units.
Another possible explanation is actually in Israel’s relative disadvantages: a complex
geopolitical situation, a large distance from the target markets in the United States
and Western Europe, a small domestic market, a lack of land and sea transportation

15 The percentage of graduates with a bachelor’s degree in the engineering and natural sciences fields in the
Israeli higher education system (universities and colleges, excluding teachers’ training colleges) in 2000, 2007
and 2008 was 25 percent. The rate of those with a master’s degree is lower. Although the most recent data
relates to 2011, it is reasonable to surmise that they have not changed much since.

16 |srael and Luxembourg are not included in the graph. The OECD data do not include Israel, but according to
our estimate, the rate in Israel is around 13 percent.

17 Apart from Canada, which is an exporter of natural resources. Hungary and the Czech Republic are the only
two countries that are not leaders in the education index but are characterized by a high share of high-tech
sectors in GDP.

18 The percentage of exports of telecommunication services, computers, and information services is especially
high in Ireland, Israel, and Sweden: 18 percent, 15 percent and 7 percent, respectively, in 2015. Sweden has
relatively high revenues from royalties, which account for 4 percent of its exports.

19 A 2015 Labor Force Survey shows that the education of those employed in high-tech services is far superior
to that of those employed in high-tech industry—a difference of 23 percentage points in the percentage of
academics and of 35 percentage points in the percentage of employees with an academic profession.
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Figure 7.2

Share in GDP of High-Tech Industries' Value Added and

Share of Academics in Science and Engineering Ages 35-44,
%10 OECD Countries
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top right corner).

SOURCE: Based on OECD data.

infrastructure, and in the distant past also the high cost of raising capital — all these
have made it difficult for Israel to develop advanced manufacturing like South Korea
and Japan, or to become a global financial center like Britain and Switzerland.
Although the need for military capabilities led to the development of successful Israeli
companies in the military sectors, not all those companies were equally successful
in the civil sector.?® However, the development of military capability in the area of
information security led to the setting up of successful civilian companies (the best
known of which is Check Point), and this activity has expanded into other fields.
Israel has become an attractive location for the development centers of the world’s
leading companies thanks to the success of local technological ventures:?! from

20 Thus, for example, the aircraft industry’s success in the production of corporate aircraft has been less, until
now, than its success in the military field. Another example in the civil field is the Israeli company Elscint,
which was one of the world’s leading companies in the development and manufacture of MRI equipment and
which was finally purchased by Philips. The Israeli civil industry garnered success in the pharmaceutical sector
in which knowledge is the main component in product value and the transportation and manufacturing element
is low.

2L Since 2014, at least 80 multinational corporations have opened R&D and innovation centers in Israel, 50 of
which as the result of the purchase of local startups.
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the point of view of multinational companies, the purchase of local technological
ventures is a convenient way to purchase new knowledge and hire a quality team of
workers that can adapt the knowledge it has developed to the special needs of the
multinational. Multinationals that set up new development activities in Israel (and did
not purchase local startups) also took advantage of special knowledge brought with
them by workers who were exposed in their previous work place to new technologies.
The flow of knowledge between firms also boosts the activities of local startups:
Hassid (2016)?2 found that “local startups that recruited high-salaried workers from
foreign-owned companies at the setting up stage grew at a faster pace than startups
in the control groups™, and concluded that “workers who left foreign companies took
with them special knowledge and experience”. The flow of knowledge through the
transfer of workers between firms is one of the reasons for the tendency of firms
in the same field to be concentrated in the same geographical area.?® The desire of
foreign companies and new ventures to benefit from the flow of knowledge attracts
new activities to Israel in fields in which Israeli companies have garnered successes
(cyber, autonomous vehicle technologies, etc.), and this activity allows Israeli workers
to develop new and successful enterprises. Such a process is likely to be of important
economic significance for the future of the economy, since there is a small number
of large research and development centers in the world and each of them will benefit
from the economies of scale supporting its continued prosperity.

Israel’s specialization in the advanced technology industries is consistent, as
previously noted, with its being one of the leading countries in the educated labor
force indices. However, Israel’s accelerated specialization in these sectors in recent
years has not been the result of an increase in the supply of educated workers: the flow
of engineering and natural sciences graduates in universities and colleges increased in
2010-16 at an annual rate of 2.8 percent, similar to the rate of increase in the number
of employees in the economy in 2012-16 (2.7 percent). For the sake of comparison:
from 2012-16, the number of employees in the high-tech services (excluding the
communications sector®®) grew at an annual rate of 9.4 percent (from 111,000 to
160,000 employees), and the number of employees in the high-tech sectors (services
and manufacturing) grew at an annual rate of 4.4 percent.? It follows that the structural

22 E. Hassid, (2016). “The Influence of Multinational Companies on the Performance of Startups in Israel:
The Flow of Knowledge through the Transfer of Workers”, dissertation under the guidance of Prof. Saul Lach.
23 porter (1998) indicates other reasons for clusters of similar industries in neighboring geographical areas:
universities training a quality work force, advanced research centers, a large variety of suppliers and marketers,
etc.

M. Porter, “Clusters and the New Economics of Competition” Harvard Business Review, November-December
1998.

24 High-tech services as defined by the Central Bureau of Statistics include the following sectors: computer
programming and consultancy (62), R&D centers (720), engineering and natural sciences R&D (721), data
processing, storage and ancillary services (631), as well as telecommunications services (61), which are not
included in this discussion with the high-tech industries.

25 The number of engineering and natural sciences graduates reached 50,000 in 2012-16, similar to the increase
in the number of employees in the high-tech services (excluding the communications sector) during the same
period.
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change that occurred in the economy in recent years has led to an increasing shortage
of an educated and skilled labor force in the sector.

Data from a 2015 Labor Force Survey support the hypothesis concerning a shortage
of formally educated people in the high-tech sectors. A considerable percentage—19
percent—of those with academic professions in the software and R&D services sector
have no formal academic education. (This phenomenon may also be an indication
of the importance of non-professional training tracks to the sector, including in the
IDF computerization and intelligence units.?®) Another indication is obtained from
a measurement of the percentage of graduates who are not employed in academic or
management professions; only 7 percent of academics in the software and R&D sectors
are not employed in those professions, compared with 23 percent in the computer and
electronics sector and 28 percent in the economy as a whole. Moreover, clear evidence
of the potential in training students in the science and engineering fields emerges
from the research of Krill, Geva and Aloni (2016):2” They found that the salaries of
computer science and engineering graduates in Israel were 50-60 percent higher than
the salaries of other graduates with similar abilities. This finding testifies to the high
anticipated yield to the economy from investment in additional computer sciences and
engineering graduates in the higher education system. This yield was present in the
minds of a joint team led by Professor Kandel, which discussed the matter in 2012.

Due to the implementation of the Kandel team’s recommendations for an increased
budget in the training of university graduates in the software and hardware fields, there
is expected to be a significant increase in the near future in the number of engineering
and science graduates in the institutes of higher education. The number of first year
students in universities in the fields of engineering and the fields of computer sciences,
mathematics, and statistics has increased by 30 percent and 26 percent, respectively,
within only three years (2015/2016 academic year compared with 2012/2013 academic
year);28 and during the same period, the number of students who began their studies in
the other fields of study in universities declined by 8 percent. The implementation of
the Kandel team’s recommendations and the surge in salaries in the sector? led to a
substantial increase in the number of applicants for places in these two fields of study
in the universities by 30 percent and 24 percent, respectively. At the beginning of 2017,
the government approved another essential plan to increase the skilled labor force in
the industry, the main thrust of which was an increase in the number of university
graduates in the high-tech professions by 40 percent within 6 years and budgeting for
special, non-academic training for the sector.3

26 In 2012, there were similar percentages of those with academic professions but without a formal education in
both the high-tech services sector (20 percent) and the high-tech industrial sector (11 percent).

27 Zeev Kirill, Assaf Geva and Tslil Aloni (2016). “Not all Degrees Were Born Equal”. Discussion Papers Series,
the Chief Economist’s Division in the Ministry of Finance.

28 Central Bureau of Statistics data, schooling and education, higher education, Table 1.4 — candidates and first-
year students in universities according to fields of study.

29 Yoav Friedmann (2016), “The Information Technology Industries: Employees, Wages, and Dealing with
Shocks”, Israel Economic Review 14(1), pp.97-132, Bank of Israel.

30 The plan includes granting permits for the import of high-tech ‘experts’ from abroad. This import has
advantages and disadvantages, and the issue will only be resolved in the future.
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Table 7.4
Indicators of excess schooling in the overall economy and in selected industries, percent
High-tech High-tech Overall
services? manufacturing® economy
Employed in academic profession (excluding teaching) 66 32 17
Of which: Do not have an academic degree 19 11 15
Hold an academic degree 70 47 30
Of which: Do not have an academic or managerial occupation 7 23 28

@ These services include computer programming and consultancy and other related services (62) and scientific R&D (72).
b This includes the manufacture of computers, electronic and optical equipment (26) and the electric equipment manufacturing

industry (27).

SOURCE: Based on 2015 Labor Force Survey.

The meager
achievements of
many students in

Israel, expressed in
international assessment
tests, endanger its
comparative advantage.

The government seems to be aware of the need to adopt a broad and comprehensive
approach to the improvement of the human capital. An inter-ministerial committee on
dealing with the labor force shortage in high-tech industry (2014), which discussed the
labor shortage in the sector, put the emphasis on a substantial increase in the number
of high-school graduates with a quality matriculation in science and technology, and
the Ministry of Education is taking steps to double the number of graduates with 5
study units (the maximum possible) in mathematics. The meager accomplishments of
most of Israel’s students in international assessment tests is restricting the potential
supply of a labor force to the high-tech sectors and endangering Israel’s comparative
advantage in the field. In view of these meager accomplishments and against the
background of the aspirations of many countries to develop a comparative advantage
in the high-tech sectors, Israel is faced with an especially daunting challenge to
maintain the comparative advantage it has achieved, which is mainly to improve the
quality of education and adapt it to the needs of the economy.

It was recently decided to reduce corporate tax on high-tech companies that transfer
intellectual property to Israel to 12 percent for all companies and 6 percent for global
giants; and the tax on dividends was reduced to 4 percent for all high-tech companies,
a step that is aimed at attracting more foreign companies to Israel. However, against
the background of the shortage of a skilled labor force in the sector, discrimination in
the tax rates imposes a burden on the other companies; a supplementary step to the tax
benefits is therefore needed, and that is an additional investment in training workers
for the sector.
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3. THE CONTRIBUTION OF THE HIGH-TECH INDUSTRIES TO AN
INCREASE IN THE STANDARD OF LIVING IN THE ECONOMY

The success of the high-tech industries is leading to greater efficiency in the entire
tradable sector of the economy (the exportable/importable product manufacturing or
services industries) because the export industries are competing not only with similar
industries abroad but also among themselves. An improvement in the productivity of
one export industry relative to its competitors abroad will increase the foreign currency
supply in the economy and thus cause an appreciation in the real exchange rate of the
shekel. This appreciation will adversely impact the profitability of the other export
industries and will force them to become more efficient or downsize. The high-tech
industries in Israel are extremely efficient, as evidenced by GDP per employee and
salaries paid in those industries being at least 50 percent higher than the average in the
economy.3! Their success is a gradual contribution to the efficiency and productivity
of the entire tradable sector, and the GDP per employee in manufacturing (a tradable
industry) increased in the last decade at a far greater rate than that of the economy as
a whole, and this relative increase is also remarkable in comparison with the OECD
countries.?

The productivity increase in the tradable sector makes it possible to increase
imports, and consequently to raise the standard of living in the economy. Moreover,
the productivity increase generally reduces the percentage of employees in the tradable
sector;3 those dropping out from it are taken up by other sectors, create necessary
products and services that are not negotiable in international trade (education and
health services, etc.), and thus contribute to an increase in the standard of living in the
economy. However, this process is to the detriment of the salaries and employment
conditions of those dropping out of the tradable sectors since the special knowledge
accumulated (specific human capital) has lost its value. Furthermore, those dropping
out of the tradable sectors (mainly non-academic males) increase the labor supply
which leads to relatively lower wages of all the workers with similar characteristics.

The contribution of those taken on by the non-tradable sector depends on the
productivity of the non-tradable sectors: If productivity in those sectors is low, the
economy will not derive the full potential in the improvement of the productivity of
the tradable sectors.®* However, the technological development makes an additional

31 The annual salary of an employee in high-tech manufacturing is 50 percent higher than the manufacturing
average (in 2004). The product per employee in the ICT sectors is 60 percent higher than the average in the
business sector.

32 From 1996 to 2005 the GDP per employee in the manufacturing industry was similar to that in the economy
as a whole, whereas in 2015 and 2016 it was 14 percent higher than in the economy as a whole. Furthermore,
the growth rate of GDP per employee in manufacturing relative to that of the economy overall in Israel was
higher than in OECD countries by 8 percent.

33 Evidence for this is the downward trend in the percentage of employees in the tradable sectors in the great
majority of the countries. Between 2011 and 2016 the percentage of employees in manufacturing in Israel
declined by 1.6 percentage points (to 10 percent).

34 Box 2.1 in the Bank of Israel 2013 Annual Report.
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contribution in this respect: due to technology, the range of tradable services in
international trade is growing: services such as banking, insurance, advertising, and
brokerage are becoming an important part of international trade. Tradability increases
competitive pressure in the domestic market and forces these industries to come into
line with the high productivity of the other tradable industries. If these industries do
not become efficient enough they will lose workers for the benefit of more efficient
tradable ones (almost certainly the high-tech industries); these will increase their
output and will supply the foreign currency to finance the increase of the services
imports.

The increase in global demand for high-tech services, in which Israel specializes,
acts first and foremost to increase the real salaries of the skilled and educated workers
in the economy, who are qualitied to be taken on by the sector. However, the increase
in these incomes acts indirectly to increase the real salaries of most of the workers in
the economy, because an increase in the purchasing power of employees in the high-
tech sectors leads to an increase in the demand for some of the products and services
that are not importable from abroad (non-tradable products) and in their prices. This
increase in prices does not harm the other workers and is even beneficial to them,
since the payment flows into the pockets of the workers (and the owners of local
capital®®) that manufacture them. The purchasing power of workers in the economy
in terms of the local product is not small, and their purchasing power in terms of
imported products is increasing.36

The contribution of the high-tech industries to the economy therefore exceeds
the increase in their own product. A clue to the contribution of these sectors to an
improvement in the condition of the economy can be found in Israel’s rise in the
rankings of GDP per capita in terms of purchasing power parity published by the
World Bank (in current prices®’) from 43rd and 44th places in 2006-09 to 36th place
in 2013-16; Israel’s GDP per capita, which was 56 percent of that of the United States
from 200507, is now (in 2016) 66 percent of it; some of the improvement is the result
of an increase in purchasing power in terms of imported products. (As evidence — the
rise in Israel’s relative position in the GDP per capita index at fixed prices, which
measures only the increase in GDP, was more moderate.) The improvement in Israel’s
relative position in recent years was affected by many factors, the prosperity of the
high-tech industries being one of the most important of them.

35 The accepted hypothesis is that some of the labor in GDP is fixed—an increase in demand contributes both to
an increase in the income of business owners and an increase in the salaries paid to their employees.

% In effect, a necessary condition (generally met) for the increase in employees’ salaries in the high-tech sec-
tor to increase the purchasing power of the other workers in the economy is that the price of the products and
services produced in the economy will become more expensive. Thus the salaries of workers in the other sec-
tors (the non-high-tech sectors) will increase, which will allow them to purchase more imported products and
services.

37 PPP, current international $. (The comparison does not include Bermuda, Libya, and Puerto Rico.)
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4. THE STRUCTURAL CHANGE AND WAGES

The accelerated growth of the high-tech industries has mainly benefited the educated
workers in the economy and employees in the center of the country; this is because the
sector employs a particularly high proportion of educated workers and is concentrated
inthe central region (Table 7.5). Following is an examination of whether the accelerated
growth of the high-tech industries was accompanied by a significant change in wage
differentials between educated and non-educated workers and between employees
in the center and those in the periphery. This examination will make it possible to
obtain a preliminary sense of the power of the influence of the structural change on
wage differentials in the economy. A precise quantification of the structural change
on wage differentials in the economy requires meticulous research that controls for
the development of wages over time. For example, the quality of human capital of
the employees needs to be controlled for, since in recent years both the percentage
of graduates from colleges and the percentage of engineering and computer science
graduates have increased among degree graduates.

Table 7.5

There is a question of
whether the accelerated
growth of the high-tech
industries in the last
decade has led to an
erosion of wages of the
less educated workers in
the periphery.

Composition of employees in high-technology industries and in the overall economy, 2015

High-tech

High-tech services®  manufacturing® Overall economy

Highest certification—Bagrut high-school

matriculation or lower £l il
Work district: North and South 9 39

Tel Aviv and Central 71 34
Religion: Muslim 1 2
Gender: Female 36 32
Age cohort: 45 and older 24 42
Born in advanced economy 25 38
Born in developing economy 2 4
Born in Israel, mother born in Asia or Africa 16 15

55

20
39
10
44
35
19
6
19

@ These services include computer programming and consultancy and other related services (62) and scientific R&D (72).
b This includes the manufacture of computers, electronic and optical equipment (26) and the electric equipment manufactur-

ing industry (27).
SOURCE: Based on 2015 Labor Force Survey.

The accelerated growth of the high-tech industries may be deleterious to the
relative salaries of the less educated workers in the periphery, since many of them are
employed in the tradable, low technology industries which are waning as the success
of the high-tech industries is on the ascendancy. However, a comparison among a
homogenous group of high school graduates (male, Jewish, non-ultra-Orthodox, aged
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The salaries of high  25-64 in salaried employment) from 2007-16 shows that the salaries of high school
school graduates inthe  gradyates, with or without a matriculation certificate, employed in the periphery (in
periphery have not been L . .
eroded relative to the  the northern or southern districts) have not decreased relative to the salaries of all
average salary.  (male, Jewish, non-ultra-Orthodox aged 25-64 in salaried employment) employees
in the country.®® On further examination, in relation to all the geographical areas,
the salaries of less educated workers in Israel were found to have remained stable
relative to the salaries of bachelor’s degree graduates and holders of post high school,
non-academic certificates, but have been eroded relative to those of master’s degree
graduates. It was also found that the relative salaries of employees in the periphery
(at all educational levels) have not been eroded, and have even increased slightly
relative to the (male, Jewish, non-ultra-Orthodox aged 25-64 in salaried employment)
average salary in the country as a whole. The comparison shows that the acceleration
in activities in the high-tech services sector has not been accompanied by any real
erosion of the relative salaries of the less educated workers in the peripheral areas, in
which the low-technology export industries operate. It should be clarified that in order
to control for the effect of the growth stage in the business cycle on the relative salaries
of less educated workers, a comparison must be made between the years 2007-08 and
2015-16, all of which were peak years.

Table 7.6
Wages of employees in the periphery and in the center, relative to all employees country-
wide, by selected levels of schooling, 2007-16

Relative wage—Periphery Relative wage—Center of country
All High school ~ Academic All High school  Academic
graduate degree graduate degree
2007-2008 0.81 0.91 0.77 1.08 1.09 1.06
2010-2011 0.86 0.95 0.85 1.09 1.06 1.06
2012-2013 0.84 0.9 0.84 1.1 1.06 1.09
2015-2016 0.84 0.93 0.83 1.1 1.07 1.07

Periphery: North and South districts. Center: Tel Aviv and Central districts.

High school graduates: Those whose highest level certification is a high school Bagrut matriculation diploma or certificate of
completing high school.

Academic degree: Holders of Bachelor's or Master's degree from colleges or universities.

The comparison relates to a homogeneous group of employees - non-ultra-Orthodox Jewish males aged 25-64.

SOURCE: Based on Central Bureau of Statistics Income Surveys.

38 The salaries of the less educated workers in the periphery are lower than the salaries of those with a similar
education in the center of the country. The increase in the minimum salary apparently contributed to an increase
in their relative salaries.
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As opposed to the structural change in the 1990s, which was accompanied by a
marked increase in salary differentials according to the educational level (the return
to schooling), the present structural change has not been accompanied by an increase
in the return to schooling. One possible explanation for this difference is that today
a greater percentage of workers with lower education is employed in non-tradable
industries, which benefit from increased demand for their products as long as the high-
tech sectors continue to build on their success, whereas in the 1990s a considerable
proportion of the less educated workers were employed in the low-technology
tradable industries, which waned as the high-tech sectors became more successful:
in 1995, the manufacturing sector employed more than one quarter (27 percent) of
all the less educated salaried workers (high school graduates or less) living in the
periphery, and this percentage declined to just 15 percent in 2015; the percentage of
high school graduates (or less) in the economy employed in manufacturing declined
from 23 percent in 1995 to 12 percent in 2015.

Figure 7.3

Development of Wages by Schooling Level among Homogenous Group of
Employees with Various Levels of Education Relative to Salary of High-School
Graduates, 2007-16

(Comparison relates only to non-ultra-Orthodox Jewish males ages 25-64)
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SOURCE: Based on Income Surveys by the Central Bureau of Statistics.

The relative salaries of Arab males with a master’s degree declined between 2007
and 2016 relative to the salaries of Jewish males with a master’s degree. One possible
reason for this is the low share of Arabs in the high-tech sector: whereas the percentage
of Muslims among all those employed in the economy is 10 percent, their percentage
in the high-tech services sectors is no more than one percent. In research by Mazuz-
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Harpaz and Krill®? (2017), it was found that “Arabs who have studied in the relevant
fields in academia are integrated into the high-tech industry in lower percentages than
Jews who studied in the same fields”. However, most of the difference occurs at the
earlier stages: thus, for example, the percentage of Muslims among those studying in
colleges for a bachelor’s degree in computer sciences, mathematics, and statistics (2.5
percent) and in engineering (5.6 percent) is much less than their share in all fields of
study (9.2 percent); the percentage of Muslims among those studying in universities
for a bachelor’s degree in engineering (5.1 percent) is also less than their weight
in all fields of study (9.1 percent). An analysis by the Central Bureau of Statistics
among those who excelled in the quantitative part of the psychometric test indicates
a certain disparity, not particularly great, between Arabs and Jews who chose to study
engineering or science.*? The disparity in higher education is therefore created at the
earlier educational stages (high school, elementary, and even earlier), a situation that
emphasizes the need for increased government investment in those stages. Action
must also be taken to increase the opportunities for Arabs with a suitable academic
education to be integrated into the high-tech sector, which will increase Arab students’
motivation to excel in the real professions in high school and to choose an academic
track in the engineering and computer sciences fields.

5. OTHER ASPECTS OF THE STRUCTURAL CHANGE

Risk—The main risk to the economy is from a sharp slowdown in the growth rate of
world trade in high-tech services. Sooner or later, the accelerated growth of demand
for high-tech services will flatten out, competition in the sector will intensify, and then
the competitive edge of countries with lower labor costs, including India, which is the
world’s largest exporter of computerization, science, and communications services,
is likely to increase. (India's share of world trade was 17.5 percent in 2015 after
increasing by 2.5 percentage points in the last decade).** Competition with India and
Eastern European countries in a saturated market is liable to slow the rate of growth of
Israeli exports of high-tech services, and there is some probability that it will also lead
to a reduction of salaries in the sector. An even worse scenario can be contemplated,
similar to the one that occurred in the sector in 2000 — a sharp decline in demand for
the products of the high-tech sectors. The current market value of high-tech companies

39 Yael Mazuz-Harpaz and Zeev Krill (2017). “The Springboard to High-Tech”, Discussion Paper Series, the
Chief Economist’s Division, Ministry of Finance.

40 A high proportion of male Arab outstanding students chooses the medical professions, and a small proportion
chooses the humanities and social sciences (in comparison with their Jewish counterparts). The proportion of
female Arab outstanding students choosing the sciences and the proportion of male Arab outstanding students
choosing engineering are similar to those of Jews, but the proportion of female Arab outstanding students
choosing engineering and the proportion of male Arab outstanding students choosing the sciences is lower
by 4 percent and 9 percent, respectively, than among Jews. This is among those completing high school in
2006/2007.

41 There are 600,000 academics in India in the ICT fields, five times more than in the United States.
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is extremely high and reflects an optimistic growth projection; a downturn in demand
for the sectors’ products would therefore be a surprise to the markets, would adversely
impact the market value of the high-tech companies, and could lead to a reduction in
their operations.

Concentration—A large part of Israel’s industrial exports are concentrated in the
hands of a small number of companies. In contrast, there are a large number of small
and medium-sized export companies in high technology services. An analysis of
Israeli companies’ reports to the Bank of Israel shows that the share of the ten leading
goods exporters in total goods exports is double the share of the ten leading exporters
of services in total services exports.*? From this aspect, it would seem that the risk to
the economy lessens with an increase in the share of high technology services exports.
However, the situation is different from the point of view of geographical dispersion:
70 percent of high-tech services exports is destined for the United States and the EU ,
compared with 60 percent of goods exports, and the exposure of the high-tech services
sectors to the United States is especially great (42 percent).*3

Investments—An increase in the share of the technology services industries, which
are human capital intensive, and adecrease in the share of the high-tech industrial sectors
involve an increase in investment in human capital and a reduction of investment in
physical capital. This is reflected in differences in the division of product between the
return on labor (salary) and the return on capital: 80 percent of the product of the high-
tech services sectors is return on labor and 20 percent is return on capital; in contrast,
60 percent of the product of the industrial sectors is return on labor and 40 percent
is return on capital—a difference that reflects industry being more capital-intensive.
Consequently, the structural change involves a decrease in physical capital. It also
involves a reduction in the import and transport of manufacturing inputs, and so there
is less urgency to develop infrastructures for the transportation of freight (seaports
and freight trains). In contrast, there are greater yields from public investments in
mass transportation to the development centers located in the center of the country,
from investments in Internet and cellular infrastructures, and most important from
investments in human capital at all educational levels.

42 The analysis was conducted by the Information and Statistics Department and the Market Operations
Department in the Bank of Israel.

43 However, the final destination of the services and goods may be different, and so there is no precise way to
examine the geographical risk.
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Chapter 8
Welfare Issues

» In 2016, the incidence of household poverty and net income inequality continued the downward
trend that commenced in 2010. The situation in 2016 was achieved after the government reduced
its intervention in the redistribution of income and households increased their labor income.

« Theincidence of poverty and net income inequality in 2016 remained high based on an international
comparison, as did the poverty rate among working individuals.

« Between 2003 and 2016, the number of employed individuals per houshold and monthly average
number of working hours increased in the bottom two quintiles, while these indicators remained
unchanged for households in the higher quintiles. Nonetheless, very large differences between
these two groups remained in both aspects.

» Hourly wages of salaried employees in the bottom quintile increased between 2003 and 2016 at a
rate similar to that of hourly wages of employees in the higher quintiles, but the wage differences
between the groups remained large, as did the differences in total net income. These findings
suggest that income inequality declined in this period—initially the inequality in economic
income and subsequently, in net income; mainly due to an increase in labor input, and also, to a
lesser degree, due to the rise in hourly wages.

» To continue reducing net income inequality, the government should extend its policy initiatives
designed to improve workers’ basic skills, continue to expand employment rates and improve job
quality, and continue to implement tools that support a rise in the income of working households.
At the same time, a system of social services should be established to provide social security to
the entire population without undermining employment incentives.

e In 2017, unemployment levels reached a record low—3.7 percent in the prime working-age
population (25-64)—although rates vary by geographic location, sector, and education level.
Unemployment in the geographic peripheral regions is higher than in the center of the country,
and in all regions, employment rates of groups with generally low labor force participation rates
(ultra-Orthodox males and Arab females) are lower than their neighbors’ rates.

« The demand for educated workers is low in the northern and southern regions of Israel, as is
their supply. This equilibrium prevents the economic development of these regions. Commuting
provides a partial solution for residents of the peripheral regions: Commuting is typically used by
educated workers, and depends on the distance from central business areas. Public transportation
should be further developed to extend commuting opportunities to additional workers and to
improve the welfare of all commuters.

« InJanuary 2018, the government approved a reform in public Long Term Care (LTC) insurance,
establishing a national LTC program. Subject to the Knesset’s approval, the reform will
be implemented gradually between 2018 and 2021, with NIS 1.8 billion added to the budget
base. The reform is significant: It will improve public services and ease the burden of expenses
imposed on households, yet it does not address many of the problems that plague the current LTC
services system in Israel, and in some cases, it offers incomplete solutions that do not take future
developments into account.
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In 2017, the economy continued to stabilize around full employment: The labor
participation rate remained steady, and unemployment continued to fall, reaching a
record low. Rising employment rates were sustained, affecting diverse population
groups. This situation was the outcome of long-term developments, including
increasing education levels and participation of women in the labor force, and the
government’s strenuous policy efforts to restructure the labor market—that is, to
increase the labor force participation rate of the employable poor and reduce their
reliance on the welfare system. The current convenient macroeconomic environment
supports these structural changes.

In view of this situation, the first two sections of this chapter address the close
relationships between employment and well-being. The trends in poverty and
inequality, and how they have been affected by the rising employment rate are
presented first. We provide an in-depth discussion of the changes in employment rates
and income of households in the bottom quintile.

The second section discusses the inter-regional variance in unemployment and job
quality and focus on the unemployed. Israel is a small country in terms of its size, yet
regional differences in the labor market prevail as a result of the population’s diversity
and the geographic distribution of economic activities. Given individual differences,
we explore whether an association exists between region of residence and probability
of employment, and review the barriers and opportunities to employment in each
region. The economy now has convenient conditions to address the differences
between regions, and such efforts might serve as preliminary action with significant
long-term returns.

Finally, we will discuss the planned policy changes in public LTC insurance.
High-quality LTC insurance has both immediate and long-term importance, and the
government plays a key role in ensuring its availability to the population. This issue will
become even more important in the future because forecasts state that the population
will grow older rapidly and the number of family member caregivers will drop, and
these two developments affect households’ expenditure on LTC services. The 2019
budget includes the national LTC program, a reform that has already commenced in
2018 but will be implemented mainly in 2019-21; the program is reviewed against the
backdrop of its motivations and its strengths and weaknesses are noted.
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1. HOUSEHOLD INCOME AND DEVELOPMENTS IN EMPLOYMENT!

In 2016, 18.5 percent of all households in Israel were living below the poverty line, and
the proportion of individuals in poverty was close to 22 percent of the total population?
(Figure 8.1). The share of families in poverty declined after having increased slightly
in 2014 and 2015, and the decline continues the slow downward trend that has been
evident since 2010, when more than one-fifth of all households and almost one-fourth
of the population lived in poverty. The incidence of poverty among individuals and
households rose slightly between 2015 and 2016.2 A longer term observation indicates
that the incidence of poverty among individuals and household has declined since

1 Data processed from the CBS Households’ Expenditure Survey and Labor Force Surveys refer
to 2016, as these are the most recent surveys available. Where data refer to 2017, this fact is stated
explicitly.

2 According to (net) disposable income and the definition of relative poverty. The poverty line equals
one half of the median per capita equivalized income.

Beginning from 2016, the CBS Households’ Expenditure Survey also represents the Bedouin
population in the south, a population that was absent in the 2013-15 surveys. The following analysis
includes this population due to its relatively small size. We confirmed that its inclusion does not lead to
unreasonable differences between 2015 and 2016. The National Insurance Institute analyzed the incidence
of poverty controlling for population composition between 2015 and 2016. Its analysis indicates that by
excluding the Bedouin in the south, the incidence of household poverty would drop even further, by a
full percentage point, and the incidence of per capita poverty would similarly drop, but by a smaller
proportion. An elaboration of the trends in poverty and inequality appear in National Insurance Institute
(2017), The Scope of Poverty and Social Gaps 2016.
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reaching a record high in 2010, and poverty rates in 2016 are only slightly higher than
they were in 2002, on the eve of extensive cuts to subsistence allowances in 2003 and
2004.

Inequality measured based on household’s economic income (not including
transfer payments and before deduction of direct taxes) shows a steady downward
trend, primarily as a result of households’ consistent increase of labor income due
to the narrowing of the output gap (Figure 8.2). Inequality in disposable household
income (net, after deduction of direct taxes, and plus transfer payments) only began
to decline slowly in 2010, before which it increased because the government limited
its intervention in the redistribution of income since the early 2000s, and time elapsed
until households compensated themselves for the loss of income by increasing their
labor income. In 2016 alone, net inequality declined by one percentage point. Data
from 2016 reflected several policy actions designed to support the lower part of the
income distribution, and contributed to the decline in poverty and net inequality: the
minimum wage was raised in four phases between 2015 and 2017, child allowances
were raised from May 2015, and old-age benefits and income supplements to old-age
benefits were also increased from December 2015.

Household poverty and net inequality levels in 2016 is similar to that of the early
2000s, before the government cut subsistence and children’s allowances. At present,
the government is intervening less in the redistribution of income than before the cuts.
The government’s policy on taxes and transfer payments makes a relatively small
direct contribution to the decline in inequality. Therefore, inequality in disposable
income is relatively high compared to the OECD average even though economic
inequality is close to the OECD average.* Declining government intervention in the
redistribution of income (primarily through cuts in transfer payments) is one of the
factors that increased household participation in the labor market. However, since
there are considerable wage differences in Israel and in labor inputs (the extent of
employment per individual and number of employed individuals per household),
the increase in the share of income from labor in household income makes only a
limited contribution to the significant decline in net income inequality, at least in the
short term. Therefore, to significantly reduce net inequality, government intervention
should be increased—Dby increasing the supply of work, improving the quality of
employment, and expanding transfer payments to households—using policies that do
not offset employment incentives. For example, it is possible among the population
that belongs to the bottom sector of the income distribution, to improve skills that are
in demand in the labor market and expand employment grants (employment grants
were extended in 2017 but an assessment of the effects of this action on poverty and
inequality will only be possible in the future).

In 2016 and 2017, the labor market was characterized by a full employment
environment that continued to entrench itself, with support from long-term

4 A comprehensive review of inequality in Israel compared to global inequality is available in Bank
of Israel (2016) Bank of Israel Annual Report 2015, Chapter 8.
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developments. Several of these developments are the result of government policies
and others stem from structural changes in the economy; these developments have
created positive macro-level conditions for employment, and support the success of
government policies. The employment rate in the prime working-age population (25—
64) continued to increase in 2017, and reached 77.1 percent, while unemployment
in this population group dropped to a record low of 3.7 percent. We find that for
some population sectors, participation rates increased considerably in comparison to
the beginning of the current decade. The rising employment rates from which the
economy has benefited for several years also affect the population groups that are
targets of government policies: the ultra-Orthodox population, the Arab sector, and
groups with low labor-force participation, such as individuals with disabilities and
unemployed individuals living on income support allowances.

a. Development of employment by population group, and policies designed to
increase employment

The labor supply in Israel (in the prime working age population, ages 25-64)
has undergone many changes in the past 20 years, and two are especially notable
from a macro perspective: a steady increase in the participation rate of women;
and the participation among men ceased to decline and began to rise. Several
factors explain the rise in participation, mainly sociocultural changes that increased
women’s participation globally, a rise in education levels, and the increase in the age
of entitlement to old-age benefits.> In addition to these factors, another factor also
contributed to increasing employment: government policy to expand employment,
including steps to limit subsistence allowances. Macroeconomic conditions supported
the rising demand for employees (see Chapter 2), as a result of which the supply of labor
was translated into a sustained increase in employment rates that affected all sectors
and age groups (Figure 8.3), and unemployment dropped to a record low (Figure 8.4).
There has been a consistent and rapid increase in employment rates among women
in all population and age groups since 1995. Especially prominent is the consistent
increase in employment rates of ultra-Orthodox women, the employment rate of Arab
women (which doubled), and the sharp rise in employment rates of women in the 55—
59 age group, who are approaching retirement. Men also enjoyed higher employment
rates from the outset. Although men in all population groups occasionally showed
temporary declines in employment rates over this period, their employment rates in
2016 are higher than they were in the mid-1990s: the main growth in employment rates
occurred since the early 2000s. Especially prominent is the growth in employment
of ultra-Orthodox men and men over the age of 55.° Still, very large differences in

5 More information on the factors underlying the increase in labor force participation since the early
2000 appears in Bank of Israel (2017) “The composition of those joining the labor market in the first
decades of the century,” Fiscal Survey and Selected Research Analyses No. 142.

6 Itis important to note that between 2015 and 2017, the participation rates of ultra-Orthodox men
remained almost without change, after having risen considerably in preceding years. Later in this chapter
we discuss employment rates of in the ultra-Orthodox population relative to government targets.
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Figure 8.3
Employment Rates, by Population Groups, Gender, and Age, 1995-20162
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SOURCE: Based on Labor Force Surveys by the Central Bureau of Statistics. Between 2011 and 2012 there is a break in
the series due to changes in the survey. The data are not concatenated.

employment rates remained between various population groups, especially between
(1) Jewish (ultra-Orthodox and non-ultra-Orthodox) women and Arab women; only
one-third of all Arab women are employed; (2) Jewish non-ultra-Orthodox and Jewish
ultra-Orthodox men; only one-half of all ultra-Orthodox men are employed; and (3)
Jewish non-ultra-Orthodox men and Arab men, although the difference between these
two groups was relatively small.

As noted, increased participation in the labor market is also explained, in addition
to the long-term factors noted above—changes in women’s participation rates, rising
education levels, and an increase in the retirement age—by government policy aimed
to increase participation. The government operates numerous programs, either directly
or through outsourced service providers, designed to increase employment and the
labor income share, and reduce reliance on subsistence allowances. This policy was
implemented in 2002-03, and targeted population groups that typically have low
labor force participation rates: Arab women, ultra-Orthodox men, single mothers, new
immigrants from Ethiopia, young Bedouins, and groups that have a low probability of
employment without assistance, such as the long-term unemployed, and individuals
who receive income support benefits.

The “From Welfare to Work™ policy has been implemented in Israel since 2005,
and is designed to integrate subsistence allowance recipients into employment. The
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(1) short-term targets for the

year 2013; (2) intermediate targets for the year 2020; and (3) long-term targets: the
committee recommended to increase employment rates in Israel to the average of
the 15 highest employment rates in OECD countries, and to reduce employment
differences between population groups.

The government approved the recommendations (Decision No. 1994 dated July
15, 2010)7, and subsequently established the Employment Unit in the Ministry of
the Economy.8 This unit concentrates the government’s work on employment targets,
regulation of the labor market, day care centers, and increasing the human capital of
the workforce, and it operates a broad range of programs for populations that typically
have a weak connection to the labor market — the groups that were the focus of
the labor committee’s attention. Many of these programs are operated jointly with

10

= Men, aged 25-54

" The committee also recommended defining targets for increasing household incomes: income in the
bottom quintile will, between 2010 and 2020, grow by a rate that is 10 percent higher than the increase in
median income in that period, and the share of labor income will increase from 47 percent to 60 percent.
The government adopted only the committee’s employment targets.

8 Dueto organizational changes, the unit belongs to the Ministry of Labor, Social Affairs and Social
Services since 2016.
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the American Jewish Joint Distribution Committee (JDC) (through Tevet, the JDC’s
employment initiative), and some are operated jointly with other entities, including
local governments, higher education institutions, and business organizations. In
2016-17 alone, the unit operated 30 programs. These programs—at a cost between
several millions of shekels to tens of millions of shekels per year—served between
dozens to thousands of participants annually. The programs address a broad range
of areas, from vocational training, through placement, to financial aid for academic
education granted to members of the target populations.® The per-participant cost of
these programs varies significantly, which is only to be expected from the diversity of
services that they offer.

The government operates employment programs in other frameworks as well.
“Employment Circles,” for example, is an Employment Service program designed to
assist new income support claimants to integrate into employment and prevent them
from slipping into long-term unemployment and reliance on transfer payments. This
program also focuses on a small target population. The program has been in operation
on a pilot basis since 2014, and although it is not yet operated nationwide, its reach is
gradually growing.°

Despite the growing number of employment incentive programs, government
spending on active labor market policy (ALMP)! is relatively low. On average,
ALMP spending in OECD countries was 0.6 percent of GDP, yet in Israel ALMP
spending was 0.2 percent of GDP. This difference extends across numerous budget
items, and indicates that active labor market policy should be expanded to further
reduce inequality through a policy that generates sustainable comprehensive economic
growth rather than through transfer payments.

In addition to the abovementioned programs, the government applies supplementary
tools to support an expansion of the labor supply and income of working households.
Among the most significant of these tools are the Earned Income Tax Credit - EITC
(named in Hebrew “Employment Grants”), which is primarily designed to increase

9 On the large budget items, the unit refers target individuals to Rian, a program engaged in
occupational counseling, training, and placement assistance in the minorities sector. This program
received NIS 201 million for 2012-16, and NIS 208 million for 2017-20. A second prominent budget
item allocated NIS 35 million in 2017 to the operation of employment counseling centers, workshops
and basic skills training for the ultra-Orthodox population. Additional programs have smaller budgets but
because they target smaller population groups, the per-participant budget is high and reaches several tens
of thousands of shekels per year. For example, Ashbal finances academic studies in the Bedouin sector,
and Talpiot provides professional training to ultra-Orthodox individuals and integration into employment
in the high tech industries. Each of these programs has no more than several dozen participants each year.

10 The program is accompanied by a unique research framework: It is based on random assignment
of target population individuals to treatment and control groups. An interim study shows that the
program contributes to higher employment and reduces participants’ reliance on livelihood allowances.
The interim report of the study is available at: https://en-econ.tau.ac.il/sites/feconomy_en.tau.ac.il/files/
media_server/Economics/foerder/papers/16-2016.pdf.

11 This expense includes the public expenditure on vocational training, placement, counseling, and
guidance, and on additional programs that support employment, and income for the unemployed and
other groups in the labor market.
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the incomes of working households in the bottom section of the income distribution!?
and to reduce poverty among these households. Another tool is the expansion of
afternoon day-care centers in kindergartens and schools in towns that belong to lower
socioeconomic clusters, a step designed to support an increase in the labor supply of
families with children in the lower section of the income distribution. These means to
support working families with children were extended to some degree after the social
protest that erupted in 2011. The “Net Family” program was added to these steps in
2017. This program used a budget supplement to increase the number of credit points
awarded to working parents (this policy tool supports increased income of parents in
the upper section of the income distribution), extend the earned income tax credit to
working fathers (and equalize conditions for mothers and fathers, and expand support
for working parents from the lower section of the income distribution), increase
subsidies for afternoon day-care centers in kindergartens (see additional discussion
in Chapter 6; the discussion there also analyzes the effect of the program on reducing
poverty among families with children under the age of 6).

Table 8.1

Employment targets adopted by the government in 2010, and their
actual implementation

Population (in prime working Employment rate?
ages, 25-64) 2008 2020 2017
Actual Target Actual
Overall population 71.1 76.5 77.8
Ultra-Orthodox men 40.0 63.0 46.6
Ultra-Orthodox women 57.1 63.0 73.7
Arab men 73.3 78.0 77.5
Arab women 245 41.0 34.9
Other men and women 78.0 83.0 84.9
OECD average (2016) 73.0
Average for 15 countries 80.1
leading OECD

@2008—Base year, the Committee used its data in its work. 2020—target year. 2017—current year.
SOURCE: The Committee to Examine Employment Policy, Final Report (2010), Central Bureau
of Statistics, and OECD.stats.

12'1n 2007, the program was initially implemented in selected areas on a pilot basis, and since 2011
is has been implemented countrywide. The program is designed to increase the income of working
families, without undermining employment incentives. For additional details see Bank of Israel (2016),
“The earned income tax credit: A preliminary report on a designated survey among eligible individuals,”
Recent Economic Developments, No. 140.
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Table 8.1 summarizes the employment targets recommended by the inter-ministerial
committee in 2010, and compares them with employment rates in 2017. Between
2008 and 2017, employment rates increased significantly in all population groups
targeted by the committee. Ultra-Orthodox women and Jewish non-ultra-Orthodox
men and women have already attained their 2020 targets and as a result, the entire
population attained the overall employment target. In the remaining groups, especially
Arab women and ultra-Orthodox men, employment rates remain far from the 2020,
and there is little chance that the targets for these groups will be met.

In 2017, the government re-instated the inter-ministerial committee on employment,
and the committee is presently concluding its work. The current committee was
assigned the task of defining targets for the development of employment in the
economy up to 2030, for the entire population and for various groups, and to outline
the methods for attaining these targets. The preceding committee focused on the
guantitative expansion of employment, while the current committee is also addressing
future expansion in terms of quality, which is reflected in action to increase earning
capacity. These steps should ensure that the work force, employers, and the labor
force policy are prepared for the challenges of the future, and specifically (1) frequent
technological changes, which will affect the skills required of employed individuals;
(2) increased life expectancy, which will have a significant effect due to the transition
to defined contribution pension plans, and requires that the period of employment be
extended in order to finance the retirement period.

The large number of plans and extensive resources devoted to their operation
justify the expectation for the government to publish statistical reports describing
the programs’ operations, their budgets, and the number of their participants, and to
conduct rigorous research to assess the programs’ contribution to the achievement
of their short-term and long-term targets, and their impact on household incomes.
Many of the programs are experimental, and some have been discontinued after the
pilot stage for various reasons. Although a portion of the plans are accompanied by
research work in the initial stages of their operation, the majority of the studies are not
based on controlled experiments, as is necessary to assess the contribution of these
policy programs.!3

13 Two programs are exceptions: Since its inception, “Employment Circles” has benefited from a
research study based on a controlled experiment (the study is being conducted jointly by researchers
of Tel Aviv University and the Employment Service, the National Insurance Institute, and the Bank of
Israel); and the Earned Income Tax Credit has benefited from accompanying studies since its inception, in
conjunction with the Bank of Israel, the National Insurance Institute, the Tax Authority, and the Meyers-
JDC-Brookdale Institute.
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b. How is increased employment reflected in household income? 14

Expanding employment functions as a lever for increasing household income, if
the increase in net income from work exceeds the net decline in income from other
sources such as transfer payments. There is a close connection between employment
and income, and the population in the bottom income quintile is indeed characterized
by low employment rates and low wages compared to the population in the higher
quintiles. The rapid increase in household employment rates since the early 2000s is
reflected in the rapid growth in the proportion of working households (Figure 8.5a),
the number of working household members (Figure 8.5b) and the number of working
hours of salaried employees. Participation of the bottom quintiles in the labor market
has, over the years, come to resemble the participation rate of the top quintiles, yet
a large difference remains, stemming from, among other things, almost one-fifth of
the households in the bottom quintile having no working household member, and
working household members in the bottom two quintiles working much fewer hours
than working household members in the remaining quintiles.

Figure 8.5
Households Aged 25-54, by Net Income Quintiles, 1997-2016
B. Average Number of Employed A. Share of Households That Include an
People in Household?, 1997-2016 o  Employed Person, 1997-2016
25 100

o5 | 2L~ P

Other quintiles J\/OTh, tl /J‘
- er quintiles
7 = A\

— - - A\
20 == N ® VN
-/v\/-_—/\ s Second to lowest quintile

Second to lowest quintile / /
80 /

J

Lowest quintile 75 S

15

1.0 70 //
65
// Lowest quintile
0.5 60 /A\ /

-
00 b v e e 5o b v e
§ S SSESSSTSTSES $§8SESSTSseeESs
SN A ) LS. . VR AV VA A A

@ Includes households with no employed people at all.
SOURCE: Based on Expenditure Surveys by the Central Bureau of Statistics. In 2012 there were changes in the
survey that created breaks in the series.

14 The following discussion focuses on men and women between the ages of 25 and 54, the primary
participants in the workforce. As the data are not based on repeated samples of the same households,
the trends described below are subject to the effects of the composition of households in the various
income quintiles, and as a result were are unable to track employment and income dynamics in the same
households.
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Between 2003 and 2016,
real hourly wages of salaried
employees (25-54 age group)
roseinall five income quintiles.*®
However, since real wages in the
bottom quintile increased at the
same rate as in the remaining
quintiles, wage differences
remained stable in this period
(Figure 8.6). These differences
are one of the factors that
explain the high net income
inequality and the fact that,
despite the growth in labor
input, net income inequity has
declined only recently and only
moderately, and the incidence
of poverty among working
individuals in Israel is extremely
high based on an international
comparison.t6

Between 1997 and 2016, the
share of income from work in
the total income of households

Figure 8.6
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there were changes in the survey, creating a break in
the series.

in the bottom quintile increased significantly, as did the total equivalized net income,

because the increase in income from work exceeded the decline in government
transfer payments (Figure 8.7). The net total (average) income of households in the
bottom quintile did not increase at a greater rate than the remaining quintiles (Figure
8.8). Although income from work increased in the bottom quintile, this increase did
not reduce the net income difference over time, even in comparison to the second and
third quintiles, because when compared to these quintiles, the bottom quintile remains
characterized by low employment rates, fewer working hours, low human capital, low

wages and limited income from other sources.

15 Data on work hours in the expenditure survey are available for 2003-16 only.
16 oECD (2018), OECD Economic Surveys: Israel.
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Figure 8.8 Figure 8.7

The Increase in Total (Equivalized) Net Real Share of Labor Income out of Total
Income, Households Ages 25-54, by Net Income Equivalized Net Income, Households
Quintiles Ages 25-54, by Net Income Quintiles
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c¢. Unique features of the labor supply in the bottom quintile

The 25-54 year old group with unexhausted (quantitativel’) employment potential
primarily belongs to the bottom quintile, and to a lesser degree, to the second lowest
quintile as well; most households in the bottom quintile are poor. However, the low
income in the two bottom quintiles does not stem solely from few working hours but
also from individual characteristics that explain this.

The households of 25-54 year old individuals in the bottom quintile encounter
difficulties that impede their integration in employment due to geographic,
sociocultural, training, and health-related barriers. Their prevalence in the geographic
periphery is very high (Figure 8.8), and Arabs and ultra-Orthodox Jews account
for a significantly higher share of these households compared to their share in all
households of this age group. The basic skills of Arabs and ultra-Orthodox Jews are
lower than the skills of non-ultra-Orthodox Jews and make a smaller contribution to
their wages.'® Only one-half of the households in the bottom quintile contain more
than one household member with more than 12 years of education (compared with 73
percent of the households in the general population), and on average these households
have one more child under age 18 compared with the general population.

17 That is, the labor input and not its quality.
18 See Bank of Israel (2017), Bank of Israel Annual Report 2016, Chapter 1.
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The income quintiles also Figure 8.9

differ in workers’ perceptions Distribution of Households Aged 25-54, by
of job security,!® that is, their Geographic Regions: The Lowest Quintile and the

subjective assessment of the gvera" acRlitiolaeete
0

probability that they will lose 30

their job in the next year and the
probability that they will find s
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This  subjective  dimension
. . . 20
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on the stability and security that
employees experience in current 10
macroeconomic conditions.
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workers’ wellbeing, but also
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survey of the Central Bureau &
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subjective job security between | BOverall population = Lowest quintile
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Bureau of Statistics.

which unemployment declined.
We divided working households
into income quintiles,? and found that in the bottom quintile, perceived job security
is lower. Workers were more apprehensive about losing their job in the forthcoming
year and believed that they would be less able to find a similar job, compared to
perceptions of workers in higher quintiles (Figures 8.10 and 8.11). This fundamental
difference between income groups remained stable even when controlling for features
such as gender, education, and location of residence.

Several findings emerge from a regression-based analysis: First, as expected,
perceptions related to the probability of unemployment are dependent on (and counter-
cyclic to) the business cycle, but perceptions related to the probability to find a job
with similar wages are not dependent on the business cycle. Second, as unemployment

19 Measures of job quality are increasingly included in well-being indices used by the OECD,
the International Labour Organization, and other academic and non-academic organizations. The
components of quality that survey participants consider significant include job security—the probability
of unemployment and the time required to find a job when unemployed. See for example, Cazes, S.,
A. Hijzan and A. Saint-Martin (2015), Measuring and Assessing Job Quality: The OECD Job Quality
Framework, OECD Social , Employment and Migration Working Papers, No. 174, OECD Publishing,
Paris.

20 This is an approximate division because the social survey pools household income.

234



CHAPTER 8: WELFARE ISSUES

Figure 8.11 Figure 8.10
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declines in the employee’s region of residence, the employee’s job security increases,
as do both subjective assessments of the two aforementioned probabilities. Third, a
fundamental gender-based difference exists: Women (excluding women in the top
two quintiles) are less concerned than men about losing their jobs, perhaps because
many of them are employed in the public sector, and the regression results show the
chances of finding a job at a similar salary are viewed as higher by women than
by men. Finally, differences were found between the center of the country and the
geographic periphery: In the higher income quintiles, the chances of finding a similar
job are estimated to be lower by workers in the periphery?! than by employees in the
center, but there is no significant difference between center and periphery workers’ job
security perceptions in the bottom quintile.

Summary

In recent years, the economy has enjoyed favorable macroeconomic conditions, and
these have supported government policy efforts to increase employment. Employment
expanded especially among groups that have weak connections to the labor market,
after their income was significantly affected by the cut in allowances. This policy,
and social and other development that motivated population groups to increase
their participation in the labor market, significantly reduced household employment
differences. However, the increase in income from work only slightly reduced net

21 The periphery includes the northern district, the southern district, Haifa district, and Judea and
Samaria district, and the center includes the Jerusalem district, Tel Aviv district, and central districts.
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income inequality among households because extremely significant differences
between households remained in productivity (and therefore, in wages) and working
hours. To continue to reduce the net income inequality and scope of poverty, it is
important to further expand programs that increase income without undermining
employment incentives; support improvements in employability—especially by
enhancing human capital—and provide economic welfare to those unable to work.

In recent years, government labor policy efforts have been primarily directed at
increasing the labor supply of groups with a weak connection to the labor market.
Additional population groups should also be addressed, and efforts should be
specifically directed to increase job quality and workers’ welfare related to participation
in the work force.

It is reasonable to estimate that the labor market will face many complex challenges
in the forthcoming years, and the main challenges will be: increasing life expectancy
as a result of which the working period must be extended in order to finance retirement;
frequent technological changes will considerably change the skills required of
employees, and employees will be required to participate in frequent training in order
to remain relevant in the job market (a challenge that is compounded by the increased
duration of working life); it is very reasonable to believe that increased competition
and exposure to fluctuating business cycles will undermine the favorable conditions
in the labor market; an increase is expected in self-employed workers, part-time
employment and/or temporary employment?2 both in Israel and worldwide, and these
patterns create new challenges for work relations and household welfare.

In this situation, policy makers and policy program operators have a complex
function: They must improve workers’ basic skills and facilitate adjustments of the
supply to the changing demand by introducing changes in the education system and
through a specific policy for the labor market, including vocational education and
training and assistance in vocational retraining.2® The social security system also
constitutes an element in this coping system and should ensure that unemployment
insurance includes the elements designed to help the unemployed find an optimal
match in the labor market. In Israel, eligibility for unemployment insurance is subject
to relatively strict conditions compared to other countries, and unemployment benefits
are relatively low for all age groups, but especially for unemployed individuals under
age 30. This element admittedly accelerates their return to the labor market, but may
also undermine their ability to find an optimal fit in the market, which is necessary
for employment stability and for creating an optimal fit between workers’ skills
and employers’ requirements. Therefore, the government should study the changes

22 The proportion of self-employed individuals increased among ultra-Orthodox and non-ultra-
Orthodox Jewish women, but not among other groups of women (older Jewish women and Arab women)
or among men. Although the proportion of part-time workers (men and women) did not increase, the
absolute number of these workers increased because the total number of workers increased significantly.

23 For reference to basic skills and how to improve them, see Tzur S. (2016), “Basic skills of workers
in Israel and industrial productivity”, Fiscal Survey and Selected Research Analyses, August 2016.
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required in this area.?* The government should provide a safety net that smooths
negative fluctuations in workers’ income over their life cycle, and should also ensure
an appropriate level of material welfare for workers and for individuals unable to
work.

2. UNEMPLOYMENT AND EMPLOYMENT IN VARIOUS GEOGRAPHIC
REGIONS IN ISRAEL

In 2017, unemployment

dropped to a record low—4.2 Figure 8.12 _
Unemployment Rate among Prime

percent of the total labor force % Working Ages, By Region?, 1995-2017"
and 3.7 percent of the labor 14

force in the prime working age

population was unemployed. 12

The participation rate has
shown a steady rising trend in
the past two decades, and since
mid-2015 has remained stable at
approximately 80 percent of the
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Although unemployment has
declined, differences between
regions remain:>® On the low
side of the range are the Judea
and Samaria region and the
Tel Aviv and central region,

Tel Aviv and Central
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Acco and Jezreel
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Be'er Sheva
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in 2017 was 2.9 percent and 3.3 a\We combined the districts in some regions in order to reflect
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followed by the Be’er Sheva Bureau of Statistics changed the sampling method.

. SOURCE: Based on Labor F S by the Central B f
region (37 percent), Acco and SonhCE ased on Labor Force Surveys by the Central Bureau o

the Jezreel Valley, Jerusalem,

24 A discussion of unemployment insurance in Israel and an international comparison appear in
National Insurance Institute (2016), Annual Report 2015; Bendelac J. (2010), “The social security system
from an international perspective: Israel and the OECD countries, 2009,” (in Hebrew) Periodic Surveys
No, 229; Research and Planning Administrative, National Insurance Institute; Gal, J. and S. Madhala-
Brik (2016), “The Young Unemployed and Unemployment Benefits in Israel”, Policy Brief, Taub Center
for Social Policy Studies in Israel.

25 |n what follows we will discuss employment within and outside the area of residence, and to
faithfully represent the implications of area of residence, we aggregated districts with small territories
and divided large districts. Specifically, we merged the Central and Tel Aviv districts and created the Tel
Aviv and Central region; we merged the Kinneret, Tzfat, and Golan Heights districts into a single region;
and merged Acco and Jezreel into another region. Haifa, Judea and Samaria, Jerusalem, Ashkelon, and
Be’er Sheva districts remained as distinct regions.
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Haifa, and Ashkelon (ranging between 4.1-4.3 percent).The highest unemployment
rate was recorded in the Kinneret, Tzfat, and the Golan Heights region (approximately
5.1 percent).

Figure 8.12 portrays several interesting details about the changes in regional
unemployment rates in the past two decades. First, regional unemployment rates
are correlated, which is evidence that cycles of nationwide unemployment affect all
regions. Second, regional ranking by unemployment is not fixed. As an illustration,
the Jerusalem region?® is less affected by unemployment cycles due to the large
number of permanent jobs in the public sector in this region, which explains why
it had a low unemployment rate when unemployment reached very high levels in
the previous decade. Today, however, when nationwide unemployment is low, this
region is ranked at the bottom of the list, alongside the northern regions and Ashkelon
region.?” Ashkelon region suffered from particularly high unemployment in the late
1990s, but since 2004, unemployment dropped significantly. Be’er Sheva,? the region
that was hardest hit by unemployment in 2002, today has the second lowest rate of
unemployment, after the central regions.

Third, the variance between regions increases when nationwide unemployment is
high. Today, the differences in unemployment rates are relatively small, and reflect
the structural gaps between regions. Since these differences are exacerbated during
economic crises, the current period of low unemployment rates should be utilized to
reduce these gaps and prepare for the future, for example by increasing investment in
public transportation that improves commuting conditions and alleviates the existing
friction between the regional labor markets.?

This section focuses on the regional variations in unemployment and integration
in employment, with emphasis on unemployed individuals and the employment
opportunities available to them. We examine whether, given individual characteristics,
an association exists between region of residence and employment probability. At this
stage we do not distinguish between unemployment and non-participation because
the choice not to participate in the labor market may stem from a lack of suitable
regional employment opportunities, and if low unemployment exists alongside low
participation rates, the region is not in full employment in a fundamental respect.®
That s, itis not in full employment in the broad and qualitative manner that contributes
to individual and household welfare, as we observed in the first section of this chapter.
We then proceed to review the barriers that prevent unemployed individuals from

26 The Jerusalem region also includes Beit Shemesh and additional regional councils in the vicinity.

21 The major cities in the Ashkelon region are Ashdod, Ashkelon, Kiryat Gat, Kiryat Malachi, and
Sderot.

28 The major cities in the Be’er Sheva region are Be’er Sheva, Dimona, Netivot, Arad, Rahat, and
Eilat.

29 Unemployment is measured by place of residence and therefore an improvement in commuting
conditions will enable greater integration among areas, because it will help divert the excess labor supply
to areas with appropriate demand.

30 wpy| employment” typically refers to employment of everyone in the labor force, that is, employed
individuals and job seekers.
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finding employment and, in contrast, discuss how formerly unemployed individuals
have reintegrated into the work force: did they manage to find a job that matches their
preferences in terms of working hours? Does their new job match their education and
training? And did they find a suitable job in proximity to their place of residence or do
they commute to another geographic region?3!

a. Regional differences in the composition of the labor force

The labor market potentially contains two types of equilibria between competencies
and jobs, and the type of equilibrium in each geographic region stems from the long-
term developments that concurrently determine supply and demand.®? Low-skilled
workers concentrate in the peripheral regions, where housing is less expensive. This
concentration leads to lower investment in industry and services that require highly
developed skills. Atthe same time, high-skilled workers leave or refrain from relocating
to the peripheries due to the shortage of suitable jobs, and those who remain have no
incentives to acquire higher education. This situation, which the OECD economists
call a “low skills trap,” has been the focus of their recent reports on employment
and local economic development.®® The inverse situation, known as a “high skills
equilibrium,” exists in the central region due to economic agglomeration processes
that stem from economies of scale, knowledge spillover, etc.

The low skills trap is a risk factor even if unemployment is low, because it
involves a shortage of skills both in the supply side of workers and in the demand for
workers. This shortage is accompanied by low productivity and wages, which affect
the socioeconomic conditions in the entire region. This shortage is also worrisome
from a long-term perspective because technological developments may increase man-
machine substitutability in simple, routine jobs in low-technology sectors.343 Since
the periphery contains a high concentration of workers of this type, there is a risk that
such structural changes will create pockets of unemployment in the future.

Figure 8.13 illustrates the analytical method proposed by the OECD to identity
the type of equilibrium that exists in the various regions in Israel. Since we do not

. Throughout this chapter we consider commuting as work outside one’s area of residence. See
footnote 25.

32 Arguably, there are no regional labor markets in Israel. Israel is a small country in terms of territory,
and therefore extensive commuting takes place between regions, and these patterns have expanded in
recent decades as trains and highways have developed. The increasing integration of areas provides
a partial solution for excess demand and supply by employing workers outside their area of residence
through commuting. However, it appears that there is justification for referring to Israel’s regional labor
markets because many individuals work within their region of residence (76—95 percent of all employed
individuals).

33 See OECD, Job Creation and Local Economic Development 2016.

34 Cortes, G. M., Jaimovich, N., & Siu, H. E (2017). Disappearing routine jobs: Who, how, and why?
Journal of Monetary Economics, 91, 69-87

35 |n contrast, highly skilled individuals have a lower risk. Madhala-Brik classified jobs by the risk of
replacement with computerization or automation, and found that no academic occupations are at a high
risk. See Madhala-Brik, S. (2016), “Occupations at risk: Computerization Trends in the Israeli Labor
Market.” in A. Weiss and D. Chernichovsky (eds.), “State of the Nation Report 2015,” Taub Center.
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have precise data on the supply of skilled workers and the demand for them in
each region, we present (1) an approximation of the composition of supply—the
proportion of residents who have an academic degree—and (2), an approximation
of the composition of demand—the proportion of individuals employed in academic
and managerial occupations®® of all employed individuals in the region (whether they
are residents of the region or not). Figure 8.13 indicates a high proportion of educated
individuals and a high proportion of jobs for educated individuals in the Tel Aviv
and central region. Judea and Samaria surpasses this region in terms of employment
opportunities for educated individuals, due to the large number of teaching positions.
In Haifa, there is a relatively large proportion of educated individuals but a small
proportion of employment opportunities for them, and this finding is consistent with
the extensive commuting patterns from Haifa to Tel Aviv and the Central region. In
contrast, Jerusalem offers extensive employment opportunities to educated individuals
(mainly in the public sector), but the region has only a small concentration of educated
residents. In the southern and northern regions, the proportion of educated individuals
is small and the proportion of employees in jobs that require academic education is
also small, which reflects a low skills trap.

Figure 8.13
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2 The analysis used the method utilized in OECD (2016) "Job Creation and Local Economic Development".
The horizontal axis presents the share of individuals with an academic degree out of all the residents in the
region, and the vertical axis presents the share of those employed in academic or managerial occupations out
of all the region's employed people (residents and commuters).

SOURCE: Based on the Labor Force Survey for 2016 conducted by the Central Bureau of Statistics.

In addition to the fact that individuals in Israel are geographically concentrated by
education levels, the population is also geographically segregated by ethnic/cultural/
religious groups (non-ultra-Orthodox Jews, ultra-Orthodox Jews, Arabs). The minority
groups tend to concentrate in peripheral regions, which impedes their access to areas

36 Categories 1 and 2 in the Israeli Central Bureau of Statistics classification of occupations, 2011.
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of employment in the country’s center.3” The differences between these groups, both in
terms of human capital and in terms of demographic features, also create within-region
variance in unemployment rates. Therefore, we examined whether unemployment
rates in the peripheral regions are higher because disadvantaged populations are
concentrated there, and whether these unemployment rates characterize these groups
only or whether they apply to all the groups in those regions as a result of structural
factors.

To address these questions, a logit regression model was used to estimate the
probability of an individual being employed3® relative to a given benchmark group. A
coefficient greater than 1 (smaller than 1) means that the probability of being employed
is higher (lower) than the probability in the benchmark group.®® This estimation
controls for features such as age, education, year, employment of spouse, family
status, number of children under the age of 18, continent of origin, and intercept.
The main variable in the analysis is the individual’s region of residence: We use this
variable to calculate the marginal change in the probability of being employed in each
region compared to the benchmark region.*® The estimation is carried out for three
main population groups: non-ultra-Orthodox Jews, ultra-Orthodox Jews, and Arabs;
and for each group, a separate estimation is made for men and women.

Findings, presented in Table 8.2, indicate that even after controlling for individual
attributes, variations in regional employment rates are still evident.** As expected, Tel
Aviv tops the list: most groups have the highest probability of being employed. Tel
Aviv is followed closely by Judea and Samaria.*? In Ashkelon, Jewish (ultra-Orthodox
and non-ultra-Orthodox) men enjoy an excellent employment situation compared to
Jewish men in other regions (other than the central region), but the situation is very
different for Jewish women. Their employment rates are lower in Ashkelon than in

37 For additional information see Bank of Israel (2017), Annual Report 2016, Chapter 8: The residential
distribution and socioeconomic characteristics of ultra-Orthodox Jews and Israeli Arabs.

38 The complement, that is to say the unemployed group, includes unemployed individuals and non-
participating individuals.

39 The benchmark region is Acco and the Jezreel Valley, benchmark education level — attainment of no
more than a high-school matriculation certificate, and benchmark year is 2012.

40 we performed the estimation several times with a different region used as the benchmark in each
estimation, in order to test the statistical significance of the difference between the regional coefficients.
Table 8.2 presents only the results of the estimation in which the Acco and Jezreel region is used as
the basis of comparison, but the differences in colors in each column represent statistically significant
differences between the various regions. The different colors in each row represent statistically significant
differences between the various groups within each region.

4 Notably, this finding points to a correlation and not causality, as individuals’ choices to live in
a specific area are apparently correlated with unobserved factors that may affect employment status.
To illustrate, ultra-Orthodox men living in the center participate in the labor market at a higher rate
than ultra-Orthodox men living in Jerusalem. This may result from the fact that certain ultra-Orthodox
sects that tend to participate in the labor market are also concentrated in the center. Consequently it can
be concluded that had these groups been concentrated in Jerusalem, participation rates of those ultra-
Orthodox men would have been higher than others.

42 This argument refers to the Israeli population in Judea and Samaria.
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other regions.*® In Be’er Sheva, the employment rates of ultra-Orthodox men and
Arabs (men and women, most of whom are Bedouin) are lower than the employment
rates for these groups in all other regions with the exception of Jerusalem. Finally,
Jerusalem is at the bottom of this list with respect to Jewish (ultra-Orthodox and
non-ultra-Orthodox) men and Arab women (most of whom are residents of East
Jerusalem), but Arab men and Jewish non-ultra-Orthodox women benefit from a
better employment situation compared to their counterparts in the northern, Haifa,
and southern regions.

Highest probability
of being employed

Lowest probability
of being employed”

Table 8.2
Ratio of probability of being employed to the probability of being unemployed, relative to the ratio in the benchmark group®
Men Women
Jewish, Jewish,
non-ultra-  Ultra- non-ultra-  Ultra-
Independent variable Orthodox Orthodox  Arab |Orthodox Orthodox  Arab
Region of residence
Kinneret, Tzfat, Golan Heights 0.98 0.91 0.91* 1.03 0.90 1.09*
Acco & Jezreel (benchmark) 1.00 1.00 1.00 1.00 1.00 1.00
Haifa 0.97 0.76** 1.12%** 1.05** 1.59%*  1.15%**
Tel Aviv and Central 1.27%** 0.77** 1.21%%* [ 1.24*%*  1.64***  1.38***
Judea & Samaria 1.02 0.80** 1.34%x* 1. 37%**
Jerusalem 092+ [NOBORFN 1160+ | 110~ 092 [NOB0|
Ashkelon 1.07** 121 0.92%** 1.02
Be'er Sheva 0.99 0.63***  (0.53*** 1.01 1.04 0.89**
Hiahest dinloma )
Up to 12 years of schooling 0.78%% | 054%k | 0590 067 | 0.61%% -
(inclusive)
"Bagrut" high-school diploma
(benchmark) 1.00 1.00 1.00 1.00 1.00 1.00
Non-academic, post-high school =~ 1.51*** | 1.39***  138***  12]*** | 172%%* | 249%**
Academic degree 1.69%** | 1.93*** = 1.82%**  ]73%* | 391%* | §91***
Year
2012 (benchmark) 1.00 1.00 i 100 | 200 | 100
2013 1.02 0.97 1.08** 1.02 1.21%** 1.02
2014 1.05** 1.09** 1.10%**  1.A1%%* | 1.28%%* | 1.12%**
2015 1.11%%* [ 1.25%*  1.16%**  1.15%** | 1.48%** 1.08**
2016 1.02%%* | 1.32%%*  1.22%%%  1.23%%* | 1.40%** 1.02
Number of observations 281,866 29,944 60,273 318,970 28,155 63,457
Pseudo R? 0.11 0.08 0.12 0.09 0.11 0.24

®The coefficients (probability ratios) were generated by a logit model. The estimation includes additional control variables: age
group, employed spouse, continent of origin, family status, number of children younger than 18, and an intercept. The sample
includes all individuals (participating and nonparticipating) in the prime working ages (25-64) in 2012-16. We deleted the
coefficients of Arabs in the Ashkelon area due to the small number of observations.

® The ranking refers top each variable separately.
*** Significant at 1% level; ** significant at 5% level; * significant at 10% level.

SOURCE: Based on Labor Force Surveys conducted by the Central Bureau of Statistics.

8 n Ashkelon, few observations involve Arab men and women, and therefore their estimates do not
appear in columns 3 and 6.
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Thus, it appears that there is no single region in which all groups suffer from a
general problem, but an analysis by sector and gender allows us to identify the region
in which each group encounters the most significant barriers to employment. This
information makes it possible to develop focused and effective intervention programs
both for the unemployed and for individuals who do not participate in the labor market.

b. Regional differences in barriers to employment

We have seen that employment rates vary across regions. Now we turn to examine The Social Survey
the barriers to employment in these areas, in order to understand and identify the risk ~ @sks unemployed
groups in each area and what prevents them from finding employment: The findings %egiopesag:ﬁi$23
will allow us to address employment concerns in a focused, effective manner. haven't found work is.

In the annual social survey conducted by Israel’s Central Bureau of Statistics, The findings indicate
unemployed individuals are asked about the main reason that they have not found izzzg‘n;hzrzel:‘;esﬁiizgle
suitable employment, and non-participants are asked about the reason that they have supply of jobs in terms
not searched for a job. An analysis of responses given in the period between 2012 of wage, hours, and
and 2016 (Figure 8.14) indicates that in the center of the country, the main reason interest. Moving away
is related to the unavailability of jobs that are suitable in terms of wages, hours, and :;Oa”s‘ot:i\fvizthe;stmre
interest. As the distance between the center of the country and respondents’ place of |2ck of work in the
residence increases, this response is increasingly replaced by the response that no  region of residence.
work is available in the respondents’ region of residence. This response is especially

dominant in the Kinneret, Tzfat, Golan Heights region and the Be’er Sheva region.

Figure 8.14
The Reasons Why the Unemployed do Not Seek/Find Suitable Employment, by Region,
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Suitable position in terms of wage, hours, and interest not found

No work in region of residence

Lack of experience, lack of appropriate training, language issues
I No work in profession

SOURCE: Based on the Social Survey conducted by the Central Bureau of Statistics.
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When respondents are divided by level of education, we find that individuals with
an academic degree find it more difficult to find employment in their professions in the
Jerusalem, Ashkelon, Acco and the Jezreel regions. For individuals who do not hold
an academic degree, inexperience and a lack of suitable skills play a more important
role in explaining the difficulty in finding employment in most regions.

Employed individuals with post-secondary education are asked about the extent
to which their job in the primary place of employment is related to their field of
academic or post-secondary studies. In most regions, 65 percent of the respondents
stated that there is some connection or a strong connection, but in the southern region
only 56 percent stated that their job matches their education. Since unemployment
is low, and unemployed individuals in the south of the country state that there is no
work in their region of residence, the latter finding suggests that employed individuals
compromise and accept less suitable jobs that are closer to their region of residence.
This compromise becomes more significant when individuals transition from
unemployment to employment, as shown in the following section.

c. From unemployment to employment: The alternatives available to the
unemployed

Persistent unemployment increases individuals’ discouragement and leads individuals
to compromise by accepting less suitable employment.** Persistent unemployment
also erodes human capital, and as the duration of unemployment lengthens, it becomes
more difficult to reintegrate into the work force.*® Areas vary in the variables that are
relevant for coping with unemployment. To illustrate, job search duration varies by
area, and is longer in the northern regions and in the Be’er Sheva region.*6 In this
section, we examine the alternatives to unemployment in the different areas, in order
to determine whether unemployment declined in each region because unemployed
individuals found employment, or because they left the labor market despite their
preference for finding employment. In the first case we will also try to determine the
nature of the integration of formerly unemployed individuals.

Unemployed individuals have several options in the labor market: (1) find suitable
employment in their area of residence; (2) find suitable employment outside their area
of residence (commuting); (3) find unsuitable employment*’ either in or outside their

44 This emerges from an examination we performed according to the Labor Force Survey Data for the
years 2012-16.

45 Bank of Israel (2014), Annual Report for 2013, Chapter 5: The Labor Market.

46 | abor Force Survey Data for the Year 2016.

47 A non-academic job for an individual with an academic education, a job that is not commensurate
with the individual’s vocational training, or an involuntary part-time job.
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area of residence; (4) continue to search for work (unemployed); and (5) leave the
labor force (discouraged/non-participants).*®

We used the existing panel in the Labor Force Survey Data to examine the state of
employment of individuals one year after they were initially sampled as unemployed.*
Figure 8.15 presents the distribution of former unemployed individuals by status one
year later: employed, unemployed or non-participating. In Jerusalem, unemployed
individuals, with or without an academic degree, have the highest probability of
remaining unemployed. In addition, in Jerusalem and in Acco and the Jezreel region,
unemployed individuals suffer from the highest discouragement rate. Consequently,
unemployed individuals in Jerusalem show the lowest rate of re-integration into
employment, and this phenomenon is evident primarily among non-degree-holders.
Jerusalem is followed by the northern region, and to some degree the Ashkelon region:
Fewer than 50 percent of non-degree-holding unemployed individuals are working in
the following year to come.

Figure 8.15
The Employment Status of Unemployed People after 1 Year, 2012-16
ofoo Non-degree holders Degree holders
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SOURCE: Based on Labor Force Surveys conducted by the Central Bureau of Statistics.

48 tis impossible to order the alternatives by the level of welfare that they add to the individual, but
we can assume that individuals prefer some alternatives over others. To illustrate, we can assume that
individuals prefer a job in their area of residence over a comparable job outside their area of residence;
and that within that area, they prefer a job that corresponds with their education over a job that does not
match their education.

49 The panel may be biased because it resamples only individuals who did not switch apartments in
the preceding year. Nevertheless, we assume that this does not have a significant effect on the general
distribution in the region. We also examined whether the results vary when we control for individual
attributes, as we did in Table 8.2. However, it seems that this has no considerable effect and therefore the
distribution may be presented as it is.
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Figure 8.16
Distribution among Various Employment Alternatives: Former Unemployed Workers
Compared With Other Workers, 2012-16

Non-degree holders

% Other Workers Former Unemployed Workers
100

90 - =

80 H B

70 H B

60 88

50 H N

40 H B

30 H B

20

10

0

&

Q,é"} Qf’z

| m Involuntarily part-time = Commuter* = In region |

Degree holders

% Other Workers Former Unemployed Workers
100
90
80
70
60
50
40
30
20
10
0

D 2 o . \®
a\e:\O o \xa\" S
6e? Mo 0\9(\
W \a pee 130"«

oot
¢ \\“\ @
oe® " P g% e

® Involuntarily part-time = Commuter* = Overqualified**, commuter Overqualified**, in region = In region

* We define commuting as work outside the region of residence.
** Qverqualification is when individuals with post-high-school degrees do not work in an academic or managerial
occupation.
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We focused on unemployed individuals who found a job (marked green in Figure
8.15) and examined whether the jobs are in or outside the employees’ residential area,
and whether the jobs are compatible or incompatible with their education. We compared
this information to the data on individuals in the same area who were employed when
initially surveyed.®® Figure 8.16 shows how formerly unemployed individuals and
other employed individuals are distributed over the employment alternatives described
above. This figure indicates that formerly unemployed individuals find it more difficult
to find a job that is consistent with their preferences or education. Among formerly
unemployed individuals with no academic degree, the proportion of commuters is
the lowest of all other employed groups. That is to say, commuting is not a viable
option for them in view of the employment opportunities available to them outside
their area of residence. Re-entering the work force by commuting is more prevalent
among degree-holding individuals, especially those who live in Haifa and Ashkelon,
because they are closer to the center of the country and commuting is an option
involving relatively low costs in monetary terms and in terms of time. In the more
distant regions (northern and Be’er Sheva regions), commuting is less convenient, and
there is a low demand for degree-holding individuals: For these reasons, it appears
that degree-holding individuals who live in these regions have a greater probability of
working in a job that is not compatible with their education. For non-degree-holding
individuals, their lack of access to centers of employment is reflected in the fact that
they involuntarily accept part-time work, and apparently prefer this situation to full-
time employment in another region.

d. Summary of findings by region

Jerusalem

In the long term, unemployment rates in Jerusalem are stable and less sensitive to
business cycles, due to the large number of public sector jobs. However, while in
other regions unemployment levels have dropped significantly since the mid-2000s,
Jerusalem has lagged behind. This region offers jobs that require high qualifications,
but its labor force includes a high proportion of Arabs and ultra-Orthodox persons,
whose training is not suitable for these jobs. Degree-holding individuals in this region
also don’t find the appropriate jobs that are suitable to their qualifications, and for
the unemployed, the search for employment extends over a very long period, and
they are characterized by the highest probability to leave the labor force entirely.
In Jerusalem, the proportion of commuters is low, the lowest proportion after Tel
Aviv and the Central region, but it is reasonable to assume that this rate will increase
when the rapid train to Tel Aviv becomes operational. The train could contribute to a

%0 The employed individuals in a given region are indicative of the options available in that region,
however, we should note that the employed individuals do not constitute a comparison group that is
entirely comparable to formerly unemployed individuals. It is very probable that a portion of the formerly
unemployed individuals have attributes that are unique to that group, and these attributes led them to
unemployment and make it more difficult for them to find high quality employment.
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reduction in unemployment in Jerusalem by increasing the availability of accessible
jobs, both for degree-holding individuals and all other job-seekers, and may improve
the welfare of the city’s residents.

The North

The north is home to a large Arab population, in which the male employment rate
is significantly higher than the female employment rate. The qualifications of the
population in the north are relatively low, as is the number of jobs for educated
workers. This low-skills trap prevents the economic development of this region, and
many unemployed individuals report that there are no available jobs in the area. As
a result, workers who are residents of the north commute to neighboring areas, and
educated workers settle for non-academic jobs or migrate from the region. When the
northern region is divided into sub-regions by peripherality, the division effectively
draws the unseen boundary of commuting—the boundary beyond which commuting
is not a viable option. This indicates that the local economy should be reinforced and
the diversity of jobs should be increased in those areas in which commuting is not an
adequate solution. Similarly to Jerusalem, the proportion of discouraged workers is
higher among non-degree-holding unemployed individuals, and therefore vocational
training programs in this area should be expanded to help them reintegrate into the
labor market in employment that is commensurate with their abilities.

The South

In the 1990s, the Ashkelon region suffered from unemployment rates that were
significantly higher than the unemployment rates in Be’er Sheva, although the
relative situation in Ashkelon improved in the 2000s. Be’er Sheva has since become
a metropolitan center, a process that contributed to its economic development, while
the Ashkelon region remained in an intermediate state between Be’er Sheva and
the country’s center. The Ashkelon area has been unable to provide employment to
unskilled workers, which drives up unemployment rates, especially among women. It
also fails to offer sufficient employment opportunities for degree-holding individuals
and individuals with professional qualifications, yet commuting conditions in this
area have improved significantly in recent years, and nowadays a large proportion
of workers are employed outside the area. In contrast, the Be’er Sheva region is
an example of a remote region in which local economic development plans have
succeeded and the area now offers sufficient employment opportunities for its residents
of all education levels, and maintains a lower unemployment rate compared to other
peripheral regions. Nonetheless, degree-holding unemployed individuals still have a
relatively high chance of settling for a non-academic job or involuntary part-time
employment, and therefore additional incentives are required to create more local jobs
for them. Attention should also be given to the intra-regional differences, specifically
in Be’er Sheva: While the area offers a better solution for its better qualified workers
than before, there is no appropriate solution for its weaker groups—ultra-Orthodox,
Bedouins, chronically unemployed, and individuals with no high school education
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Box 8.1

The National Long-Term Care Program

In January 2018, the government approved a reform of public long-term care insurance for the elderly—
the National Long-Term Care Program. The components that are meant to provide the elderly with long-
term care will have an annual cost of about NIS 1.4 billion when the program reaches full implementation
in 2021. In that year, the public expenditure on long-term care insurance for the elderly will have increased
by 18 percent relative to the level of expenditure in 2015.

This is an important reform as it improves service to citizens and its affordability for households.
However, the reform does not deal with many of the problems in the system for long-term care services in
Israel and in some cases it is unclear whether the allocated budget is compatible with its goals. Furthermore,
some of the solutions proposed by the program do not take into account forecasts for future trends.

The importance of long-term care insurance will grow in coming years due to the aging of the
population. The system of public and private services for the elderly who need long-term care should be
reassessed by a committee of experts who will relate, in particular, to the following issues: preparing for
forecasted future trends in the demand for long-term care and the expected growth in public and private
expenditure as a result of demographic trends; improvement in home-care and services in the community,
including supervision, training, professional guidance and work relations between caregivers and elderly
patients; issues related to private long-term care insurance, including the structured underinsurance that
exists in the indexation of insurance benefits to the CPI; and the full utilization of rights in the system.

In January 2018, the government approved a reform of public long-term care (LTC) insurance for the
elderly—the National Long-Term Care Program. The cost of the plan is about NIS 1.4 billion annually?
(Table 1) and when fully implemented—in 2021—it will increase public expenditure on LTC by about
18 percent relative to 2015. The reform includes several important elements and its implementation will
improve service to the citizens and its affordability for some of the households with an elderly LTC
member. However, the program does not deal with all of the problems of long-term health care services
in Israel, which it would like to expand, nor does it include long-term planning. This box will briefly
present the economic and institutional background for the reform and a survey of its components and their
implications. Additionally, we herewith examine some issues the reform neglects.

1 Government Decision 3379 of January 11™, 2018. In addition, the government decided that as part of the reform NIS 400
million per year would be added to cover dental care for the elderly, whether or not they are LTC patients.
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Table 1

Components of the National Long-Term Care Program, their implications and the budget allocated
to them?

Description Addition to the budget

The size of the LTC benefit will be divided into 6
levels (as opposed to 3 today) and public funding
will be increased, particularly for those with
multiple needs. The new mechanism will create
a better match between the value of services and
patients needs.

NIS 500 million on full implementation
in 2021.

The bundle of at-home and community services
will be broadened and additional services will be
developed.

NIS 100 million on full implementation
in 2021.

A workgroup will be established to reduce the
bureaucracy that the elderly and their families have
to deal with and a new function of care coordinator
will be created who will assist in the full utilization
of rights.

There is no budget source for this
component.

The quality of home-care will be improved by
increasing the budgets for supervision of home
care services and for the training LTC caregivers
in the community.

NIS 335 million on full implementation
in 2021.

Institutional care will be upgraded by improving
the working conditions of the caregivers.

NIS 45 million starting from 2019.

The mechanism that requires the patient’s family
to participate in the cost of institutional care for
their relatives will be cancelled. This measure will
reduce the cost burden borne by the families and
will increase the State’s subsidization.

NIS 400 million on full implementation
in 2021.

Rehabilitation in the community, which is meant
to prevent the decline in the patient’s situation,
will be broadened.

NIS 100 million on full implementation
in 2020.

@ In addition, the reform allocates NIS 400 million annually to add dental care treatments for the elderly to the healthcare basket.
However, since this component does not relate only to LTC elderly patients, it was not included in the table. The detailed budget for the
program and its distribution to the various sections is subject to the approval of the budget by the Knesset.

SOURCE: Government Decision 3379 of January 11, 2018.
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Economic and institutional background to the LTC insurance reform?

The population in Israel is aging, as in other advanced -

economies. This process is expected to accelerate in Figure 1 _

the future and will increase the proportion of the very Sl thg 65_+ <l G (A SO

. . . . the Population; 2015 and Forecast

elderly in the population (Figure 1). The probability of % %

requiring LTC increases markedly with age. According 7 18

to Bank of Israel estimates, in 2015 about one-quarter of

the 65+ age group, 64 percent of the 80+ age group and 6 1 16

88 percent of the 90+ age group required LTC. Since the 65+ v

elderly population is expected to grow in the future and 5

since is it is reasonable to assume that the proportion of 1 12

LTC patients among them will not decline significantly, 4 /

it is reasonable that the LTC population will grow 110

accordingly. ﬁ ot 8
The national expenditure (both private and public) on 3 [/

LTCservicesin2015was NIS 14.5billion (approximately 16

1.2 percent of GDP), and this includes only an estimate 2

of the expenditure on care provided for payment (formal &

services).* The share of public expenditure was about 1 5

one-half of the national expenditure. Relative to the

OECD, this is a low level of expenditure, even if one 0 ' ' 0

takes account of the fact that the population in Israel 2015 2025 2035 2045

is younger. However, in view of the large variation Eg’rg;ifoﬁg:‘;;"f;(;gﬁ:;g;r?ha;'fgczsogso17)

between countries and the level of GDP in Israel, the

level of expenditure in Israel is not exceptionally low.

The elderly in long-term care in Israel generally
receive care in the community (in their homes or in sheltered housing). A minority of about 15 percent
are in LTC institutions (Figure 2). The major share of public services in the community is under the
responsibility of the National Insurance Institute and the major share of public services in geriatric

2 We present only a summary of the institutional and economic background to the reform. Further details can be found in
Cohen-Kovacs, G., M. Haran-Rosen and T. Ramot-Nyska (2018), “LTC Insurance in Israel”, Bank of Israel [Hebrew]. Most
of the data relate to 2015, the year to which the aforementioned policy paper relates and for which we obtained the most data.
Additional background to the reform can be found in Ministry of Health (2011), “Public long-term care insurance: a plan for
reform”.

3 An individual is considered to be in need of LTC when his day-to-day activities are dependent to a large extent on other
people and the dependence is a result of a chronic illness or permanent disability. We include in the definition also the mentally
frail, i.e., elderly individuals who are able to walk on their own but whose functioning suffers from loss of memory, inability
to navigate or lack of judgement and as a result they are in need of supervision and assistance in day-to-day activities. The
dependence level of the elderly is determined by means of a test that quantifies the extent to which they are able to carry out day-
to-day activities (ADL — Activities of Daily Living).

4 We did not take into account the economic price of care that is provided by family members (including the loss of income
and output) and the households’ expenditure on LTC insurance.
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institutions is under the responsibility of the Ministry of Health.> These bodies determine the policy for
the supply of services under their responsibility and supervise their provision. The notable decline in the
tendency to hospitalize the elderly who are in need of LTC is the result of two factors: First, the perception
among the public and the professional community that care in the community is more beneficial for the
elderly since it is provided in the home and close to their relatives and social environment. Second, the
cost of hospitalization is high for those who are not eligible for state support.

The expansion during the last decade in LTC services in the community is manifested in the rapid
growth in the number of those eligible for LTC benefits from the National Insurance Institute (without
there having been any easing of eligibility conditions) and the growth in the number of homecare givers,
both Israeli and foreign. During some of the period, the number of homecare givers grew more rapidly
than the number of elderly (75+), although during the last four years the rates of growth have been similar.
In this context, it should be mentioned that in addition to the aging of the population, other factors have
contributed to this growth, some of which are social, such as: (1) the drop in the proportion of family
members caring for an elderly individual in the home due to the increased labor force participation rate
among women, particularly older women; and (2) the increase in household income, some of which was
directed to the purchase of services.

Figure 2

LTC Patients among the 65+ Age Group: Breakdown by Place of Care (in the
Community or in an Institution) and According to Eligibility for Public
Assistance in the Financing of LTC, 2015

868,812
Age 65+

25.8%
of whom are
LTC patients y

16% 71% 7% 6%
Stay in community, Stay in community, Receive an Institutionalized
not eligible for LTC eligible for assistance key for without assistance
benefit LTC benefit LTC institute key

SOURCE: Based on Cohen-Kovacs, et al. (2018).

5 In addition, there are government bodies with secondary functions, such as the healthcare funds, the municipalities, the
Ministry of Welfare and the Ministry of the Interior (the Population Authority). The latter is responsible for providing permits to
employ foreign care-givers. The permits are also considered to be public support.
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According to the National Insurance Institute, about one-quarter of the elderly LTC patients in the
community in 2015 were completely dependent on assistance from a caregiver and were in need of
supervision and assistance around the clock.® The rest were more independent though they were also in
need of assistance in carrying out activities of daily living, at least during part of the day. The elderly in
need of LTC in the community (both those who are eligible according to the LTC Law and those that are
not) were cared for in that year by about 80,000 Israeli caregivers and about 50,000 foreign ones. The
foreign caregivers are employed in households on a fulltime basis and usually care for only one elderly
patient. The Israeli caregivers are employed part-time and usually take care of several elderly patients and
rotate between their homes.

The eligibility for public financing of LTC in the community is based on the level of the patient’s
functioning, and the value of the benefit is also dependent on a means test. Elderly individuals whose
income is higher than the lower threshold are eligible for only one-half of the benefit and those whose
income is higher than the upper threshold are not eligible at all. About 24 percent of the elderly in need of
LTC in 2015 did not receive any financial assistance from the National Insurance Institute because their
income exceeded the upper threshold. About 82 percent of the elderly in need of LTC that lived in the
community (71 percent of all the elderly in need of LTC) were eligible for some financial assistance to
pay for their care. Most of the assistance is provided as services (in kind) rather than as a financial benefit,
according to one of three levels of payment. The lowest level finances 9.75 weekly hours of care and
about one-half of the eligible individuals belonged to this category. The highest level finances 18 weekly
hours of care,” and the elderly individuals eligible for it are dependent on round-the-clock supervision.

Among the elderly hospitalized in geriatric institutions, only 46 percent receive any financial support
from the State to pay for the hospitalization (according to a Ministry of Health assistance key)® and the
monthly costs they bear range from NIS 750 to about NIS 12,900 (the latter figure is equal to the amount
paid by the Ministry of Health for hospitalization). The size of the out-of-pocket payment is also affected
by the income level of the LTC patients and of their children. Since public insurance provides low-income
LTC patients with more generous coverage in geriatric institutions, they have a financial incentive to
prefer institutional care over community care, even when that is not their care preference.

The ability of households to finance LTC services is dependent on several factors: the cost of the LTC
services; the scope of LTC care required and its duration; the elderly individual’s income and assets; the
eligibility for public insurance; and the possession of private LTC insurance. In order to determine the
ability of elderly individuals to finance LTC services in the community, given that the public services

6 We do not have data on the level of dependence among the elderly in general. Therefore, we assume that the proportion of
those in need of round-the-clock assistance in this population is identical to their proportion of those eligible for the LTC benefit.

” The patients receive all, half or none of the hours, according to their household income. If individuals at intermediate and
high levels of dependence choose to employ an Israeli worker rather than a foreign one, their benefit is increased by about 20
percent.

8 The Ministry of Health issues a tender for LTC institutional services, but its maximum price is lower than the market price
of LTC institutionalization. The number of hospital beds in the closed tender is the number of beds that will be offered to the
elderly LTC patients who are found to be eligible for hospitalization based on their level of functionality. If the elderly patients
and their families request this service, they must pass a means test and based on its results they will pay an amount that ranges
from a minimal out-of-pocket amount (NIS 750 monthly) to the maximum that equals the amount which the Ministry of Health
pays to the geriatric hospital institutions as part of the tender (NIS 12,900 monthly).
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exist, we compared the costs of LTC service to the net income of households according to net income
deciles, on the assumption that the expenditure on personal LTC in the community totals about NIS
8,000 per month.? The simulations that we carried out related to full dependence (elderly patients who
are in need of assistance or supervision around the clock),!® and are based on data from the Survey of
Household Expenditure.

We found that care in the community places a heavy financial burden on the elderly patient’s household
and for a significant proportion of the population the costs involved exceed net current income. Many of
the elderly in need of LTC will find it difficult to finance care on their own in the absence of savings or
other sources of income, such as income from capital or from property, transfers from other households
or designated insurance.* The financial burden can be met, whether fully or partially, by means of private
LTC insurance of the type marketed by the healthcare funds as supplementary insurance, when the
beneficiary meets the functionality criterion for activating the insurance. This conclusion also applies to
the elderly in the lowest income decile. However, households in the lowest income tertile possess very
little of this type of insurance relative to households in the upper tertile (Table 2).

Table 2
An estimate of the percentage of holders of private LTC insurance in the form of

supplementary insurance from the healthcare funds and other private frameworks,
by income tertiles, 20152

Household’s place in equivalized LTC insurance from Other private
income distribution healthcare funds LTC insurance
Lowest tertile 24.7 4.0
Middle tertile 43.3 14.0
Highest tertile 57.7 33.1
Overall population 48.5 15.2

@ The data relates to the entire adult population surveyed in the Social Survey.
SOURCE: The Social Survey for 2010 carried out by the Central Bureau of Statistics and data from
the Capital Market, Insurance and Saving Authority.

9 This amount includes the cost of employing a caregiver on the assumption that the family members fill in for him on
his days off and also the cost of equipment and services required for the elderly patient to function (such as transportation,
mobility devices, drugs and diapers). The amount does not include normal living expenses. It is possible that this amount is an
underestimate.

10 Research recently carried out by the OECD took a similar approach in order to determine the accessibility of LTC services
in 14 of its members and/or members of the EU. See Muir, T. (2017), “Measuring Social Protection for Long Term Care”, OECD
Health Working Paper, no. 93.

11 On the basis of the Expenditures Survey carried out by the Central Bureau of Statistics, we estimate that 16 percent of the
45+ age group do not own a home and do not have private LTC insurance and that below the median income this figure rises to
28 percent.
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The National Long-Term Care Program: the planned reform of the LTC sector in 2018-21

The government approved the National Long-Term Care Program in January 2018 and its implementation
and final details are subject to the approval of the Knesset. The program is based on enhancing the
existing array of services and their financing by the public system, as opposed to the alternative that
includes development of a private insurance system that includes the option of partial public funding.1?

The components of the reform are described in Table 1 and they involve some welcome changes into

the system which are to be implemented through a significant addition to the budget for public LTC

insurance. However, the reform neglects some of the lacunae in the LTC insurance system and in other
cases deals with them only partially. For some of its components, it is unclear what measures are planned
and whether the budget is compatible with the targets — transparency should be increased in these cases.

In the following, we present the main issues that do not receive attention in the components of the
reform that were approved:

1. Along-term view of future trends in the demand for LTC services for the elderly and their internalization
in the planning of the system of public and private services: The reform relates to the current problems
in the system but does not discuss the steps needed to restrain public expenditure growth in view of
demographic and economic trends. It is important that the government estimate the public cost and
determine the policy measures needed to maintain a reasonable level of services in the future, based
on the demographic and economic forecasts.13 Furthermore, there is currently no single government
unit that is taking a leading role as policy-planner in the LTC sector. Planning of policy for the short or
the long term remains overlooked, especially regarding issues such as the supply of public and private
services, their quality and their financing; the formulation of policy regarding human resources in the
sector; and the assimilation of technological developments and innovation in general.

2. The LTC burden on households: The National Long-Term Care Program significantly increases the
affordability of LTC services for households with a highly dependent elderly member. Thus, their
LTC benefit (in terms of service units) will grow by 36 to 44 percent!, an increase which is dependent
on the level of the benefit that they are eligible for after the reform. The reform is not expected to
significantly improve the ability of elderly patients at low to intermediate levels of dependence to
finance LTC.2° Figure 3 presents a simulation of disposable income after the deduction of expenses for

12 A comparison of public and private insurance schemes and an analysis of the justification of state intervention in LTC
insurance can be found in Cohen-Kovacs, G., M. Haran-Rosen and T. Ramot-Nyska (2018), “LTC insurance in Israel”, Bank of
Israel [Hebrew].

13 The Bank of Israel prepared a forecast of LTC expenditure in Israel for the long term. The growth of the elderly population
and of the cost of LTC services is expected to raise expenditure in any reasonable scenario. However, there is uncertainty with
regard to a number of central parameters: (1) the extent of the expected drop in the proportion of those in need of LTC in each
age group as life expectancy increases; (2) the price elasticity of demand for LTC services; and (3) the elasticity of the supply of
informal care with respect to the increase in price of LTC services. Therefore, the range of the forecast is relatively wide. In the
more moderate scenario, expenditure will increase from 1.2 percent of GDP in 2015 to 1.3 percent in 2030 and 1.4 percent in
2045. In the more extreme scenario, expenditure will grow to 2.1 percent of GDP in 2030 and 3.2 percent of GDP in 2045 (further
details appear in Cohen-Kovacs, et al., forthcoming).

L Currently, they are eligible for 18 (22) units of service if they employ a foreign (Israeli) worker and the reform will increase
their eligibility to 26 and 30 units respectively.

15 The reform will not harm the eligibility of elderly patients who are already in the system.
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LTC currently and after the full implementation of the reform. It focuses on LTC patients at the highest
level of dependence and divides them according to income deciles. The graph shows that although
the implementation of the reform will ameliorate the problem of financing LTC, in the lower part of
the income distribution the problem will remain severe. The problem of financing LTC expenditure is
even more severe among the elderly that live on their own and among those that do not own a home
or do not have capital income. The need to implement further measures that will ensure the ability
of households to finance LTC should be examined—for example, measures that encourage them to
purchase private LTC insurance or to open a designated savings plan.

. Home care—supervision, training, professional support and regulation of labor relations: Long-term
care is labor-intensive and it is reasonable to assume that its efficiency will improve only slowly unless
there is major technological improvement. Many of the caregivers in the household LTC sector do not
receive any training or professional instruction, since the State demands this of only one-third of them.
The caregivers are caring for patients with serious health problems; their work is physically and mentally
strenuous and requires a high level of responsibility, reliability and compassion. Furthermore, they do

Figure 3
The Breakdown of the 75+ Age group, by Net Income Deciles? (2015), and Disposable Income Net of
LTC Expenditure, Currently and After the ReformP
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2 The income deciles are determined according to equivalized income per capita in the general population.

b The simulation focuses on the elderly who are eligible for the highest level of assistance. It assumes that the elderly at the
two highest levels of dependence after the reform (levels 5-6) and the highest level of dependence prior to the reform (total
dependence) are in need of assistance or supervision around the clock and therefore they spend NIS 8,000 on long-term
care.

SOURCE: Based on data from the Expenditure Survey of the Central Bureau of Statistics.
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not belong to an organized social-professional network. The foreign caregivers sometimes do not
enjoy work and living conditions that provide them with privacy and the gaps in culture and language
are liable to be a problem both for the caregiver and the patient. In these situations, an uncomfortable
relationship often develops between the caregiver and the patient and his family. Without appropriate
training and professional guidance, the accumulation of problems is liable to harm the functioning
of the caregivers and increase the chances of them developing compassion fatigue and becoming
physically, emotionally and mentally exhausted. This is liable to affect the quality of their work and
the quality of their lives and as a result the quality of life of the patients.®

4. The State Comptroller has pointed to the deficiencies in the mechanism for supervising the care
provided by home caregivers in the community.l” The State Comptroller devoted a major portion
of his report to phenomena such as care hours that are not actually provided, deficient labor norms
and insufficient supervision. Mechanisms are needed that will ensure the provision of LTC hours and
will regulate the work relations between the caregiver and the patient, as well as enforcing the basic
standards for reasonable care of elderly LTC patients and for the training of caregivers and professional
guidance provided to them in their work. It may even be necessary to create salary scales that vary
according to the caregiver’s level of training and the complexity of his work. Although the National
Long-Term Care Program relates to some of these issues, it is unclear what it will include, how the
budget will be allocated and what will be the oversight mechanism to ensure that targets are met.
Fitness of human resources and supervision in the geriatric institutions: The reform in the LTC
sector needs to clearly determine the allocation of fitness of human resources at LTC institutions,
the mechanisms for supervision of their workers and the care they provide and the character of their
instruction and training. In addition, it would be worthwhile defining transparent measures to determine
whether targets are being met.

5. Issues related to private LTC insurance: The National Long-Term Care Program does not relate to
issues connected to private LTC insurance. The private insurance policies do not ensure sufficient
coverage when the need arises, since they are characterized by under-insurance. This is due to two
factors: First the insurance companies index premiums on policies purchased for a future period to
the CPI, but the cost of LTC services increases at a higher rate since they are based on the cost of
manpower (salaries). This is liable to erode the value of the insurance, particularly for the young
who purchase insurance for their old age. Second, most of the LTC policies pay out for a period of
at most five years, even though an individual can be in an LTC situation for a longer period. Finally,
some of the population cannot purchase private insurance, such as those suffering from chronic health
problems.

6. Ensuring the full utilization of rights in the system and in particular after the reform, as it encourages
the elderly to shift from in-kind services (the situation today) to services in money. The shift to a cash
benefit is liable to increase the bureaucratic burden involved in the acquisition of nursing services,
particularly among elderly LTC patients at low levels of dependence, and the full realization of rights
in the system should be ensured following the reform.

16 see, for example, Pardes, A. and Y. Ben Nun (2014), “Compassion fatigue: manifestations, risk factors, prevention and
treatment,” Gerontology and Geriatrics, Vol. 41, no. 1. [Hebrew]
17 state Comptroller (2017), “State care of elderly LTC patients at home: special report”. [Hebrew]
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Chapter 9
The Housing Market

e The number of transactions in the housing market continued to decline in
2017, encompassing all purchaser groups. Prices rose at a more moderate
rate than in previous years, due partly to the decline recorded in October-
December.

« The Buyer’s Price program was expanded in 2017, but first-time home
buyers still purchased most of their homes at market prices.

« The continuing decline in the current return on an investment home—as
a result of the increase in taxation and the fact that home prices have risen
faster than rents—is causing real estate investors to search for alternative
investment channels.

e The planning inventory has expanded in recent years, partly because the
National Planning and Building Committee for Priority Housing Areas
has shortened the bureaucratic processes. The activity of the Committee
has eliminated some of the barriers, but efforts to deal with other barriers
are being deferred to the licensing and execution stages, and are therefore
not significantly shortening the time from the start of planning until the
start of building.

e The Buyer’s Price program is increasing demand among young couples
and includes a large proportion of the supply of new housing. The plan
shifts supply from the open market to the subsidized market and reduces
prices for young couples. At the same time, it is lengthening the waiting
time for a home.

e The urban renewal program has the potential to significantly increase the
supply of housing, but the projects are proceeding slowly due to their
complexity.

« Since 2013, umbrella agreements have been signed with a large number
of local authorities, and they have the potential to increase supply by
more than 300,000 housing units. However, a rapid increase in the
number of residents in the local authorities is liable to endanger their
financial stability if a solution is not found to the problem of their ongoing
management.
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1. CURRENT DEVELOPMENTS

In 2017, there was a decline in the number of transactions in the housing market
and in the rate of increase in home prices. The number of transactions already began
to fall in the last quarter of 2016, and encompassed all purchaser groups, although
with differing intensities. It was the strongest among investors and those upgrading
their homes, and more moderate among first-time home buyers (Figure 9.1). As a
result, first-time home buyers as a share of total buyers increased, while investors’
share declined. The annual rate of increase in real home prices for December 2017
to January 2018 was only about 0.8 percent, which is low relative to previous years
(Table 9.1). This is the tenth year in a row that real home prices have risen, and the
cumulative increase since the beginning of 2008 is about 95 percent. However, since
September 2017 the index of home prices has declined by 2.5 percent in real terms.
Home prices during the last decade have increased as a result of strong demand
factors and the slow response of supply (Table 9.1). With respect to demand, the
standard of living (as measured by the growth of per capita GDP) rose; the labor
market showed continuous improvement (the rate of unemployment fell to a level
not seen since the 1970s and average household income rose); households rapidly
accumulated financial wealth due to the increase in prices of financial assets; the group
of potential first-time home buyers (the 25-44 age group) expanded at a relatively high
rate; mortgage terms became more favorable (the interest rate on all mortgages tracks
fell up until mid-2015 and although they subsequently rose—as a result of the capital
requirements imposed by
the Banking Supervision
Department—the  level
of mortgage interest rates
remained lower than prior

Figure 9.1
Yearly Transactions? by Buyer Group, 2008-17
(thousands of units)
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Table 9.1
Selected Housing Market Data, 2008-2017
1997-2007
average
(unless
otherwise

noted) 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

Demand Variables

Population aged 25-44 (rate of change)? 2.1 20 36 17 13 21 16 15 14 13
Average real wage per employee post (rate

of change, 2011 prices) 1.2 -04 -25 08 04 06 11 13 28 29 3.0
Average net real household income (rate of

change, 2011 prices) 2.39 27 08 24 -02 35 41 31 25 27 2.3
Unemployment rate among those aged

25-64 (level, percent) 9.4 64 83 72 61 59 54 50 45 41 3.7
Weighted real interest rate on new

mortgages® (level, percent) 4.39 31 09 14 25 22 16 13 10 15 1.9
Real per capita GDP (rate of change, 2015

prices) 1.6 11 -03 36 33 03 23 15 06 19 1.4
Financial wealth of the household sector®

(end of year, rate of change) 11.99 -146 209 160 02 116 64 62 12 31

Rate of those planning to by a home in the

next 12 months? (percent) 66 77 75 73 70 1.7 7.4
Supply variables

Building starts (thousands of units) 36.8 329 350 403 46.6 435 478 472 536 540 46.3"
Building completions (thousands of units) 41.0 305 32.6 333 341 374 425 447 436 461 47.4
Stock of homes under active construction

(end of year, thousands of units) 69.9 616 639 708 831 889 941 965 1061 114.2 113.0"
Building permits® (thousands of units) 27.8 33.2 338 41.7 46.6 442 454 46.4 537 539 55.3
Investment in residential construction (rate

of change, 2011 prices) -1.8 98 80 125 98 67 62 60 15 81 1.2
Outcome variables

Housing transactions' (thousand) 90.9 94.1 102.2 104.0 86.5 102.7 1145 99.6 121.0 1119 99.0
Home prices (real rate of change, 2011

prices) -2.3 65 154 111 18 69 54 45 90 5.0 0.8
Households that do not own a home

(percentage of population) 28.29 29.6 293 288 27.6 280 279 279 275 274
Households that own more than one home

(percentage of population) 9.29 34 42 45 64 79 84 91 99 97
Percentage of homes purchased for

investment (as a share of total purchases) 264 281 279 239 224 227 254 238 188 16.2

@The break in the series on the population aged 25-44 is due to changes in the Census conducted in 2008.
b The weighted real interest rate on mortgages is calculated assuming an annual inflation rate of 2 percent.

¢ The financial wealth of the household sector includes cash and deposits, shares and other securities, insurance reserves, participatory
certificates and financial derivatives. The figure is taken from the National Balance Sheet prepared by the Central Bureau of Statistics.

d The rate of those planning to purchase a home, taken from the Consumer Confidence Index, Central Bureau of Statistics.
¢ Data on building permits relate to the last four quarters.

fThe number of residential housing transactions is based on Property Tax and Betterment Tax data.

9 The average between 2004 and 2007.

h Temporary data.

SOURCE: Central Bureau of Statistics, Ministry of Construction and Housing, Israel Tax Authority, and Bank of Israel.
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home buyers were forced to take out larger mortgages as a result of the increase in
home prices.

The supply of housing is naturally inelastic due to the long “production” process.
It begins with planning approval on the national and regional levels. Following that
the Israel Land Authority markets the land and the local committees issue building
permits. Finally, the housing is built over a period of two or more years (see Section
7.1 in the Bank of Israel Annual Report for 2014). Therefore, it is important to
prepare a planning inventory of housing units in a timely manner. The rigidity leads to
economic boom and bust cycles in the housing market that are longer than the regular
business cycle. The previous period of rising real home prices began in 1989 and
ended in 1996, and was the result of the massive immigration from the Former Soviet
Union. During this period, home prices rose by about 80 percent. The housing crisis
that developed at the beginning of the 1990s was solved by accelerating construction
for a number of years, and as a result, between 1996 and 2007 real home prices fell
continuously as a result of surplus supply. The construction industry reacted to the
drop in real home prices by reducing activity. Thus in 1996, there began a gradual
decline in the number of housing starts, and in 2001 they fell sharply as a result of
the recession and the Intifada. Between 2001 and 2009, there were only about 32,000
housing starts per year, compared with about 56,500 in 1996—7. In order to illustrate
the slow response of the industry, it is sufficient to mention that in 2008—9 home prices
increased by about 23 percent in real terms, while the number of annual housing starts
during those two years fell to an average of 34,000 (Table 9.1). The low elasticity of
supply has led to a delayed response to the increase in demand and has contributed to
the rise in home prices.

In recent years, the government has invested a great deal of effort in solving the
housing crisis. These include: a) general industry-level measures, including the
improvement of bureaucratic processes, in order to make it easier to create a sufficient
planning inventory of housing; and b) specific measures, some of which are aimed
at particular segments of the population (including the Buyer’s Price program and
long-term rentals) while others are aimed at specific regions (such as urban renewal
and umbrella agreements with the local authorities). Building starts did indeed
exceed 50,000 units per year, which is even higher than the growth in the population.
Although the planning inventory (on state land only) grew significantly in recent
years, there is a mismatch between its geographical distribution and the distribution
of households, and therefore, the surplus demand in the Center is likely to continue
in coming years unless there is massive urban renewal and construction on privately
owned land in the Center. As part of the umbrella agreements signed since 2013,
close to 30 contracts, for the construction of about 336,000 housing units, have been
signed, most of them in the periphery. The execution of these agreements is likely to
significantly increase the number of residents in the relevant local authorities, and this
will require a corresponding increase in their income in order to provide municipal
services to the new residents. Otherwise, the level of services and/or the financial
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situation of the local authorities will be threatened. The rest of the chapter describes
the programs in greater detail.

2. HOUSING TRANSACTIONS

As mentioned, in 2017 the downward trend in the number of transactions continued
among the various purchaser groups: first-time home buyers, those upgrading their
homes and investors (Figure 9.1).

Among first-time home buyers, the number of transactions includes homes
purchased as part of the Buyer’s Price program and the Target Price program.! In
20172, first-time home buyers purchased more than 33,000 homes, of which about
9000 were new and about 5450 were subsidized. In other words, first-time home
buyers purchased homes primarily in the non-subsidized market. The Buyer’s Price
program is expected to increase the proportion of subsidized purchases, but at the
same time first-time home buyers will continue to purchase homes at market prices.
This is due to the following reasons: (1) They are interested in purchasing a home in
a location where the Buyer’s Price program does not offer any or in a location where
there is only a small probability of winning; (2) The type of dwelling being offered by
the Buyer’s Price program does not suit their preferences; (3) They are not interested
in waiting a long time for their home (many of the projects in the program will be
implemented only several years in future; (4) There is a relatively small difference
between the price of a home on the open market and the subsidized price, a situation
that sometimes arises in the periphery?; and (5) The buyers are concerned that the
homes will be built to a lower standard than those on the open market.

Figure 9.2 shows the purchases carried out by first-time home buyers according
to four categories: new homes in the center (the Tel Aviv, Center and Jerusalem
districts), new homes in the periphery (the North, Haifa and South districts), second-

L Inthe Buyer’s Price program, the transaction is recorded at the time of the actual sale and this is

possible only after the project has obtained a building permit and the winners choose a home. Winning
a lottery gives one the right to purchase an apartment in the future and this does not occur if the winner
does not find a suitable home in the project for which the lottery was held.

Because the information on transactions arrives with a lag, the data for the last quarter are not
complete.

3 According to an analysis carried out by the Knesset Research and Information Center, the discount
provided by the Buyer’s Price program in centrally located areas is larger than in the periphery. The
analysis is based on the estimates of the State Appraiser as of June 2015, and found that the average
discount ranges from NIS 175,000in the south and NIS 190,000 in the North, to about NIS 600,000 in the
Tel Aviv area (the project in Herzliya). It may be that the difference is even larger since in the periphery
there is sometimes no significant difference between the price in the Buyer’s Price program and the price
on the non-subsidized market. For example, the prices in the Buyer’s Price project in Be’er Sheva are
apparently not very different from those on the free market in Be’er Sheva, and as a result there was a
high rate of cancelations in this project.
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Figure 9.2
Transactions by First-Time Home Buyers, New and Second-Hand Dwellings, by
Location3, 2008-17
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SOURCE: Based on Israel Tax Authority, Carman file.

hand homes in the center and second-hand homes in the periphery.* The Figure shows
that second-hand homes constitute a significant share of total homes purchased,
particularly in areas of high demand in the center, where the supply of land is very
limited and almost no new homes are being built. Since the inception of the Buyer’s
Price program, the average share of second-hand homes within total homes bought by
first-time buyers has fallen and the share of homes that they buy in the periphery has
increased. It appears that since the social protest in 2011, they are buying more homes
in the periphery, both new and second-hand. The rise in prices in the center has forced
first-time buyers to look outside the high-demand areas®, and this trend has intensified
in recent years with the inception of the Buyer’s Price program.

Those upgrading their homes constitute about 38 percent of home buyers
(which is similar to the share of first-time buyers). Since the Israel Land Authority

4 New homes also include those purchased as part of the Buyer’s Price program and the Target Price
program. We do not have precise information on the distribution of the subsidized homes between the
various locations, but many of them are to be found in the periphery. The analysis does not include the
Judea and Samaria district.

5 A certain amount of empirical support can be found in N. Tzur-llan (2017), “The Effect of Credit
Constraints on Housing Choices: The Case of LTV Limit”, Bank of Israel Research Department,
Discussion Paper 2017.03. The research shows that the limitations placed on mortgages by the Banking
Supervision Department between 2010 and 2013 have forced home buyers to move farther away from
the center in the search for lower home prices. (It should be mentioned that the study examined only
transactions within a 40-kilometer radius from the Tel Aviv area.)
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is marketing only a small amount of land for building in the non-subsidized market
(relative to what it is marketing as part of the Buyer’s Price program), a shortage of
projects suited to those upgrading their homes has developed, which is limiting their
options to purchase a new home. Figure 9.3 shows that indeed the proportion of new
homes bought by those upgrading their homes fell in 2017. Recently it was decided
that when Buyer’s Price homes are not sold to first-time buyers—primarily in the
case of larger and more expensive homes—they will be sold to those upgrading their
homes at the discount which is normally provided in those projects.

Figure 9.3
Transactions by Upgraders, New and Second-Hand Dwellings?, and
Upgraders-In-Waiting as a Share of Total Upgraders, 2008-17
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One of the more interesting phenomena observed in recent years relates to upgraders-
in-waiting, that is, individuals who have already purchased an alternative home but
have still not sold their previous one, even though they are not planning on keeping
it.5 Upgraders-in-waiting as a share of all those upgrading their homes has increased.
In 2010-15, they constituted an average of about 23 percent of those upgrading their

6 This distinction arose because there is a difference between the purchase tax that applies to a single
home and that which applies to an investment home. In order to pay the tax that applies to a single home,
the previous home has to be sold within 18 months (up until 2016, the period was 24 months) from the
moment that the alternative home is purchased, and if it is a home that is still under construction, then
from the moment that a Form 4 (occupancy permit) is obtained. If the purchaser does not sell within this
time period he will be viewed as an investor and will pay the tax that applies to an investment home.
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homes’, and it is reasonable to assume that they deferred the sale of their previous
home (and bought their alternative home earlier) because prices were increasing at
a high rate and they wanted to sell their previous home at as high a price as possible
(and purchase their alternative home at the most convenient price possible). In 2016—
7, their average share increased to about 30 percent (Figure 9.3), and it is reasonable
to assume that they found it difficult to sell at the price they wanted since the housing
market has recently cooled down. Specifically, at least half of those upgrading their
homes are moving to a larger home? and are selling their previous home primarily to
young couples and investors. However, demand for second-hand homes among young
couples has declined as a result of the Buyer’s Price program, and investors have been
pushed out of the market by regulatory and taxation measures.

The proportion of investors® in the housing market declined sharply in 2017
(Table 9.1). During the past decade, they have accounted for about one-quarter of
total housing transactions, although there have been fluctuations during the period.
Leading up to June 2015, when the tax rate imposed on investors was increased,
investors moved up their purchases. Since then, purchases by investors have fallen
persistently. This trend intensified to some extent with the Multiple Properties Law
(the “third home tax™) due to the high level of uncertainty it has created (the law went
into effect at the beginning of 2016; the Supreme Court then rejected it; and for now
the legislative process has not been renewed).

The rental housing market in Israel primarily consists of numerous private renters
with short-term contracts. In recent years, the government has decided to encourage
the creation of a partly subsidized institutional rental market which will offer long-
term rental services. The rental market in Israel has in recent decades operated without
any government involvement (partly because in the past the Tenant Protection Law
limited the rights of landlords) and the level of tenant protection is among the lowest
in the OECD countries.1® The Fair Rental Law, which was approved by the Knesset in
July 2017, attempts to rectify the situation by placing minimal demands on the quality
of rental homes and specifying the division of responsibility for maintaining them.

From the perspective of investors, buying an investment home is a long-term
endeavor that guarantees a fixed monthly income, and many investors even view it as
an alternative to pension savings. This is particularly true for the self-employed, since
the Compulsory Pension Law was only extended to them in 2017. Although between
2006 and 2015, the share of self-employed among investors dropped from about 43

" We do not possess reliable data on earlier periods.

8  About 55 percent of those upgrading their homes in 2001-14 exchanged their previous home for a
more expensive one; about one-half exchanged it for an apartment with more rooms; and only 18 percent
exchanged it for a smaller home. See H. Allaluf and N. Sussman (2017), “The Effect of Changes in
Household Income on the Value of Homes they Own”, Land, 17/4. [Hebrew]

9 The population of investors includes individuals who own more than one home. The discussion
relates to local investors only since foreign investors make up only a negligible proportion of the housing
market.

10 see D. Andrews, A. Caldera Sanchez, and A. Johansson (2011), “Housing Markets and Structural
Policies in OECD Countries”, OECD Economics Department Working Paper no. 836, pp. 48-49.
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percent!! to about 36 percent due to the increased proportion of employees'?, their
proportion among investors is still very high relative to their share of total employment
(about 13 percent, which remained unchanged from 2006 to 2015).

Ministry of Finance data show that investors have reduced the period during
which they hold on to an investment home. Thus, while the investment homes sold
in 2016 were held for more than 20 years on average, from the beginning of 2017
until September of that same year the holding period fell to only about 16 years. This
decline may be a response by investors to the uncertainty created by the Multiple
Properties Law, as well as the behavior of investors with speculative motives who
believe that the rapid increase in prices has exhausted itself, and who now wish to
realize their profits.

The profitability of investing in residential homes in Israel is influenced by the
taxation on rentals. An investment home yields two types of income: (1) rent, i.e.
current income, which is similar to a dividend received on an investment in shares
or interest received from an investment in bonds; and (2) capital gains from the sale
of the home. The current income from an investment home (rent) is tax exempt if it
is less than NIS 5010 per month (as of 2017). If it is higher the home owner can pay
a reduced and fixed tax rate of 10 percent. In contrast, the current income from a
financial investment is taxed at a rate of 25 percent. With respect to capital gains, the
tax is 25 percent of the real capital gain when a financial asset is sold. An investor in
an investment home must pay a betterment tax at a similar rate.'® However, in contrast
to an investor in the capital market, his investment is also subject to a high rate of
purchase tax and fees to an attorney and a real estate agent.’* This additional cost is a
burden on the home investor for at least the first eight years, and only after that does
the net yield start to stabilize. This illustrates that the profitability of investment in a
home is connected to the period for which it is held.

The yield on a residential dwelling is made up of several components: the basic
interest rate, the risk premium, a premium for the asset’s low liquidity, depreciation,
compensation for vacancy periods, compensation for landlord’s expenses, etc. The
price of homes has risen more than rents in recent years, which has eroded the yield on
rental housing (Figure 9.4). However, the yields on financial assets have eroded even
further, and mortgage interest rates fell after the global financial crisis. These processes

11 Erom “Purchasers of Investment Homes — Characteristics and Trends, a Long-Term Analysis”, the
State Revenue Authority Report for 2008, Chapter 9. [Hebrew]

12 5. Ben-Naim (2016), “Purchasers of Investment Homes in 2015-16 — Characteristics and Trends”,
Discussion Paper, Ministry of Finance. [Hebrew]

13 Until the end of 2013, investors in housing could receive a full exemption from the betterment tax
once every four years if they sold the investment home for less than NIS 4.5 million and held it for at
least 18 months. At the beginning of 2014, an amendment went into effect that cancelled the exemption
from the betterment tax but provided “linear protection”, i.e. the tax would be paid only from 2014 on the
assumption that the real capital gain is distributed uniformly over the holding period.

14 1n addition, he pays municipal tax when the home is not rented out.
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have strengthened the
preferences for investment
in housing.1® It is therefore
not surprising that there has
been a rapid increase in the
number of households that
own two or more homes.
Central Bureau of Statistics
data show that in 2003 they
constituted only 3.2 percent
of households, and this rate
did not change significantly
until the financial crisis.
However, since 2008, the
rate has risen persistently,
reaching 9.9 percent in
2015 (Table 9.1).

Investors usually
purchase second-hand
homes (Figure 9.5),

perhaps because they are
not interested in waiting

Figure 9.4

The Yield on Renting Out a Dwelling Compared
with the Real 10-Year Zero-Coupon Yield and the
Weighted Interest Rate on Mortgages?, 1998-2017
(quarterly data, percent)
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=== Yield on a 3.5-4 room dwelling (regional
average, weighted)
- \Neighted real interest rate

Real 10-year zero-coupon yield (4-quarter
moving average)

aThe weighted interest rate is calculated assuming inflation of
2 percent.

until the completion of SOURCE: Bank of Israel calculations.

construction  but  rather

prefer to receive a flow of revenue immediately upon purchase in order to cover the
mortgage payments. In 2013, new homes as a share total purchases by investors grew,
and in 2015 new homes reached a record level of one-third of investment homes.
This trend was affected by the sales campaign of a large customer club (in Petah
Tikva, Rehovot, Yavne and Rosh Ha’ayin), which sold thousands of new apartments.
In 2016-17, new homes as a share of total purchases by investors declined because
since the inception of the Buyer’s Price program the Israel Land Authority has been
channeling most of the tenders to that program and marketing very little land through
the regular channel.

The decline inyields on rental homes and the belief that the potential for capital gains
has been exhausted in view of the government’s measures to reduce the attractiveness
of investment homes have led investors to search for alternatives. Alternative real
estate investments primarily include income-yielding residential real estate abroad,
income-yielding commercial real estate (offices) in Israel, and mutual funds that

15 Since the financial cycle and the housing cycle are of different lengths, the results of the comparison
are dependent on the starting point. However, since 2007, investment in housing has been preferable
over a financial investment. See Box 3 in the Financial Stability Report of December 2017, as well as D.
Ben-Shahar and A. Frankel, “An Examination of Investment in Residential Real Estate in Israel versus
Financial Alternatives, 1998-2016", Alrov Institute for Real Estate Research [Hebrew].

268



CHAPTER 9: THE HOUSING MARKET

Figure 9.5
Transactions by Investors? by Location, and Second-Hand
Dwellings as a Share of Investors' Purchases, 2008-17
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specialize in real estate investment. Between 2010 and 2014, net investment by Israeli
households in real estate abroad was negligible in value and even negative. However,
there was a turnaround in 2015, and between 2015 and 2017 this investment was
estimated at more than NIS 1 billion annually, and average gross investment totaled
about NIS 17 billion annually.*® Nonetheless, this level of investment is low relative
to investment in residential dwellings in Israel, which averaged about NIS 22 billion
gross per year between 2008 and 2016.7

Itis possible to invest in real estate by investing in the asset itself and/or by investing
in financial instruments. The latter type of investment has many advantages over the
former type: it is diversified over many assets, which reduces the risk; it requires less
equity capital; it is liquid; and there is no need to manage the asset. An example of
these instruments is mutual funds that specialize in real estate!®, of which there are
five in Israel. At the end of November 2017, the value of their risky assets (i.e., less
the deposits with the banks) totaled about NIS 630 million.

16 This is the estimate made by the Bank of Israel’s Information and Statistics Department, based on
reports from the banks on Israelis’ transactions abroad.

17 \We do not have data on the homes sold by investors but it can be assumed that some of them are
purchased by other investors. However, the data published by the Ministry of Finance indicates that in
recent months the “stock” of homes held by investors has declined.

18 These funds invest in stocks and bonds of real estate companies, including construction companies,
but they focus on income-yielding real estate in Israel.
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Similarly, it is also possible to invest in real estate by investing in office buildings.
The investment in offices appears at first glance to be more attractive than investing
in a dwelling for several reasons: the price per square meter of office space is much
lower than the price for residential housing; offices can be purchased in various sizes;
the rental contracts are generally for intermediate terms (five years); the restrictions
imposed by the Banking Supervision Department on the loan to value ratio (LTV)
for residential housing (a 50 percent limit) do not apply to loans for the purchase of
commercial real estate; there is a lower rate of purchase tax (6 percent compared with
8 percent on investment homes); and the yield on the rental of office space is higher
than that on home rentals (the gross average return, without the increase in value and
before tax, is about 8 percent® while the yield on residential housing in Tel Aviv stands
at about 3 percent). However, the revenue from office rentals is taxable from the first
shekel?; the risk is greater; the demand for housing is more stable and is based on
growth in the number of households, while the demand for office space is dependent
on economic growth and is therefore cyclical, and is also exposed to changes in work
habits (for example the trend toward working at home) and changes in retail behavior
(for example, rental of shared workspace), all of which reduce demand; and the
supply of office space has expanded in recent years which may bring down the levels
of rent and/or make it difficult to find renters. (In the latter case owners will have to
bear higher costs since holding an office is more expensive than holding a dwelling
because of higher municipal tax rates and management fees.)

3. PRICES

As mentioned, home prices have skyrocketed since 2008, and owning a home has
become less affordable. In 2017, the average home price was equal to 12.5 years of
the average wage and 7.6 years of net household income?!, while in 2007 it was equal

19 From “Survey of Yields on Income-Yielding Assets - first half of 2016”, Land Valuation Branch of
the Ministry of Justice; based on a sample of income-yielding assets. N. Bergman and D. Baraj (2015)
present a similar net yield of 7.5 percent, based on a survey of data on Tel Aviv office buildings contained
in the reports of rental real estate companies traded on the Tel Aviv Stock Exchange (calculation based
on NOI data).

20 1ncome from the rental of a commercial property is considered to be passive income and an annual
tax return must be submitted to the Israel Tax Authority. The tax rate on passive income is higher than
the tax rate on labor income, and the first tax bracket is 31 percent (for investors that have reached the
age of 60 the tax rates are lower). In addition, National Insurance Institute payments must be made from
rental income. On the other hand, various expenses that are used to create the income can be deducted,
including amounts paid as interest and indexation differentials on a mortgage, the cost of repairs and
maintenance of the asset, depreciation costs, and legal and accounting fees.

21 It is common to present the ratio of the price of the average home to the average wage. However,
we also present the ratio of the price of a home to net household income since this makes it possible
to account for the significant developments in the Israeli labor market in recent years, particularly the
increase in the labor force participation rate and in the employment rate and the increased number of
households with more than one breadwinner (for further details, see Chapter 8 in this report). Similarly,
net income reflects the changes in direct taxation. Further details on housing affordability appear in Bank
of Israel (2014), Recent Economic Developments, no. 137, pp. 27-36.
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to 8.1 and 5.9 years, respectively (Figure 9.6). The adverse effect on affordability was
partially offset by the fall in mortgage interest rates, which prevented a major increase
in monthly mortgage payments due to the increase in the size of mortgages. Although
the number of transactions began to decline in the fourth quarter of 2016, housing
prices continued to rise until August 2017. In September—December 2017, housing
prices (according to data that is not final) dropped by 2.1 percent in cumulative terms,
and as a result, the annual rate of increase in 2017 moderated to 1.2 percent.??

Figure 9.6
Indices of the Affordability of Home Ownership, 2003-17 (Years)
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SOURCE: Bank of Israel calculations.

The segmentation of the market into two—the subsidized market and the open
market—is liable to increase the price of housing in the open market (second-hand
housing and new housing outside the Buyer’s Price program) since the supply is
contracting more than demand. However, if a large number of subsidized homes are
sold in a particular city, it may moderate the prices of second-hand housing there.
Empirical support for this argument can be found in research carried out by the

22 |n December 2017, the new housing price index declined (according to data that is not final) by
2.1 percent relative to the previous month. This index gives every transaction equal representation. In
December 2017, 19.8 percent of the transactions involved government support (Buyer’s Price). We note
that new home sales have a small weight in the stock of housing.
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Alrov Real Estate Research Institute?®, which examined the willingness of sellers
to compromise on the price of a second-hand apartment. The researchers found that
between the third quarter of 2016 and the third quarter of 2017 the gap widened
between the initial asking price and the sale price in most of the cities in the sample,
although the gap widened the most in Eilat, Modi’in, and Kiryat Ata, cities in which
(or near which?*) Buyer’s Price lotteries took place and a large number of homes were
awarded in those lotteries relative to the stock of existing housing.?® However, the
findings should be treated with caution since housing in different cities—and even in
the same city—varies in quality, and the willingness to compromise on price therefore
varies from one home to the next.2® Moreover, the drop in prices in the second-hand
housing market may also reflect the tarnishing of a city’s image due to its large number
of subsidized homes.

The slowdown in the number of new home sales in the open market has reduced
the cash flow of developers in residential construction, and the question arises as to
whether this will induce them to reduce the sale prices of their stock of housing. The
real estate developmentindustry in Israel is characterized by a high level of competition
and a highly dispersed structure. There are a few large public companies that carry
out large-scale projects with a nation-wide distribution; there is a greater number of
medium-size companies, most of them private; and there is an even larger number of
small private companies, whose activity is restricted to a limited geographic area. As
such, there is no single company with a significant market share.?’

Ministry of Finance data indicate that it is actually the large companies that
have had to deal with a more tangible slowdown. Thus, in 2015-16 the 100 largest
contractors sold about half of all new housing, and in 2017 that share dropped to
44 percent on average. However, it is reasonable to assume that these companies
actually have a better chance of weathering the slowdown. First, they accumulated
higher profits during the growth years. Second, their financing costs are low relative
to other contractors, since public companies have access to the capital market in
addition to bank credit, and can issue bonds with low yields (for further discussion
of the financing of companies in the construction industry, see Chapter 4). Finally,
an examination of their areas of activity shows that the vast majority do not limit
themselves to residential construction in Israel, but also operate in a variety of other

23| Alterand I. Popliker, "Changes in Sellers” Willingness to Compromise on Prices” (forthcoming).
The research was based on data for about 29 thousand transactions in 28 cities from the first quarter
of 2015 to the third quarter of 2017, and combined data from the Tax Authority with ads on the Yad?2
website.

241 the case of Kiryat Ata, there were lotteries nearby in Kiryat Motzkin and Kiryat Bialik.

25 There was less willingness to compromise on price when there were fewer homes awarded by
lottery relative to the size of the local market, such as in Herzliya, Beit Shemesh, Be’er Sheva, Ramle,
Haifa, Rishon Lezion, Ra’anana, Jerusalem, Netanya and Ashkelon.

26 The regression in this research also yielded low explanatory coefficients.

2 According to Ministry of Finance data on the sale of new homes in the third quarter of 2017, the
market share of the 10 largest builders stood at only 13 percent; that of the 30 largest builders stood at
27.5 percent; and that of the 100 largest builders stood at 42.4 percent.
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domains, including income-yielding residential real estate in Israel and abroad, urban
renewal, commercial real estate in Israel and, recently, the Buyer’s Price program
(primarily in high-demand projects in the center of the country: small local companies
win most of the tenders in the periphery). Therefore, it is reasonable to assume that
the large companies are not hurrying to lower their prices even while their stock of
homes is growing.

Nonetheless, the reduced cash flow of the real estate developers may lead them
to sell homes from their inventory at lower prices, but this will mainly depend on
the extent to which they expect a turnaround in home prices. We do not have any
information on the efforts of contractors in the open market to increase sales and
it is possible that they are offering potential purchasers incentives other than price
discounts, such as easier payment terms, a loan with convenient terms, an upgrade
of the home’s specifications, etc. The slowdown in sales is affecting the number of
building starts, which declined by about 14 percent in 2017 relative to the previous
two years.?® The drop in building starts is apparently an indicator that the contractors
are accumulating an inventory of housing units, since most of them start new project
stages only after selling a certain proportion of the housing units in the previous stage.
It is also reasonable to assume that the negative impact to cash flow makes it difficult
for companies to divert sources to new projects. Another explanation for the decline
in building starts is that the Israel Land Authority is marketing very little land outside
the framework of the Buyer’s Price program.

4. GOVERNMENT INTERVENTION IN THE HOUSING MARKET

In recent years, the government has made it a priority to solve the housing crisis and it
has indeed adopted policies that are having an impact on both the demand and supply
sides, and which have the potential to benefit households unable to buy a home. These
policies have an impact on those upgrading their homes as well since they reduce
their chances of purchasing a new home. At the same time, these measures also affect
investors by pushing them out of the market (which is liable to reduce the stock of
rental housing in the future).

The planning inventory

The process of producing a dwelling (from the moment that the committees have
approved the plans until the completion of construction) takes about 7 years.
Therefore, it is highly important to prepare plans at an early stage and to create a
planning inventory, i.e. housing units that can be marketed in the near future. In other

28 This is apparently an underestimate. First, the data for building starts is generally revised upward.
Second, the number of building permits, which is a leading indicator of building starts, from January to
September 2017 did not decline relative to the same period in the previous year.
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words, the number of housing units that are actually being built is dependent on the
planning inventory that was created several years earlier.

The State Comptroller’s
Report for 2015 on the housing Figure 9.7
crisis pointed to a shortage Planning Inventory of Housing Units by Planning
in the planning inventory, Stage and District, February 2018 (thousand)
particularly in high-demand
areas in the center of the
country. However, the situation
has improved to a great extent. 140 ]
In particular, at the end of 120 |
February 2018, the Israel 100
Land Authority published
revised figures on the detailed
plans? that apply to State land 60
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and for which there remains a 40 . .
potential to market housing. 20 |—
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three planning stages: valid .
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approved), plans that have )

been submitted, and plans that
need to meet certain threshold
criteria before being submitted
to the planning institutions
(Figure 9.7). According to the
revised figures, the marketing
potential of all of the detailed plans is about 440,000 housing units, of which about
240,000 are valid plans.2° The current situation is a significant improvement relative
to 2010, when the planning inventory was only about 280,000 units, of which only
about 160,000 were valid. However, the current planning inventory is not distributed
among the districts according to demand. Only about 23 percent of the total inventory,
and about 21 percent of the valid inventory, are located in the Center and Tel Aviv

Threshold criteria ® Submitted = Approved

SOURCE: Israel Land Authority.

29 Building plans can be issued on the basis of detailed plans. The plans are defined according to the
Planning and Construction Law.

30 However, a large proportion of the housing units that have received approval (about half in 2010)
are not implementable in the immediate term due to various barriers, including environmental quality
problems (such as the pollution of Israel Military Industries land and land that will be freed up by the
transfer of IDF bases), marketing failures (in the periphery), legal problems, problems with the land itself
(for example, jurisdictional boundaries of the local authorities), infrastructure problems (transportation,
sewers, etc.), and incompatibility with the outline plans.
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districts, in which about half of the households live.3! In the Jerusalem district as
well, the planning inventory is out of sync with demand (about 5.5 percent of valid
inventory and about 6.4 percent of total inventory as opposed to about 11 percent of
households).

The planning inventory has expanded in recent years as a result of the establishment
of the National Planning and Building Committee for Priority Housing Areas
(VATMAL). The Committee was established in 2014 by the Promotion of Priority
Housing Construction Law, which is in effect for 4 years®?, with the goal of shortening
the planning process.®® According to the Committee’s data as of December 2017, it
had received 81 plans that include about 300,000 housing units, of which 33 had
been approved, 10 had been deposited for opposition, 3 had been discussed before
being deposited for opposition but had still not been deposited, 15 had completed
the preliminary discussion beforethe pre-deposit discussion, 18 had still not been
discussed, and 4 had been removed from the Committee’s consideration. The plans
that were approved include about 94,000 housing units, but their construction has not
yet started. The obvious drawback in the Committee’s activity is due to the priority
given to rapidly increasing the planning inventory, leading to insufficient emphasis on
the regional implications (for example, the reduction in open areas) and other needs,
such as public and private transportation, infrastructure and public institutions. Since
the Committee does not deal with these aspects during the planning stage, they are
dealt with only in the licensing and implementation stages, which creates delays.

Urban renewal

The VATMAL deals with large-scale plans, most of which are intended for outlying
urban areas. They thus encourage suburbanization, which has negative implications
for open and natural areas) and negative externalities (an increase in the use of
private vehicles, air pollution and commuting time). In order to exploit built-up and
developed areas in the high-demand urban centers, the government is encouraging
urban renewal by means of the “vacate-and-build” method and National Outline Plan

31 Only about half of the land in the Tel Aviv district is owned by the State, and some of the housing is
being built on private land. We do not possess data on the division of land reserves for building between
private and State ownership.

32 The government intends to extend the activity of the Committee by at least one year.

33 The law was approved in August 2014 with the goal of rapidly and efficiently accelerating the
process of building plan approvals for residential construction on land that the government has declared
as having priority for housing. This is part of a special planning framework that provides clear priority to
the development of State land. The Committee was granted most of the powers of the National Council
for Planning and Building, as well as the power to prepare plans that take precedence over other national
outline plans, apart from National Outline Plan 35. A Priority Housing plan is applied primarily in the
case of State land, and includes at least 750 housing units (in Arab localities it can also apply to private
land and can include at least 500 housing units). In 2017, Amendment 4 was added to the law, making it
possible to approve plans for lands with multiple owners, i.e. private land, and it was recently announced
that the first project of this type will be implemented in Petah Tikva.

275



BANK OF ISRAEL, ANNUAL REPORT, 2017

34 H 1
38.%% In 2014, it was decided Figure 9.8

to create the Urban Renewal  pyiiging Starts in Urban Renewal Projects and
Authority, which would seek  Dwellings Added to Existing Buildings, 2014—
to remove the barriers to these 2017:Q3 (thousand)

projects and make the process 9

more efficient. However, the

Government Urban Renewal . .

Authority Law was only

approved in 2016, and the :-

Authority received only a [ |

small budget relative to the

complexity of its task (about .:

NIS 80 million annually for

2017 and 2018). lE
The urban renewal projects , , ,

face numerous bureaucratic 2014 2015 2016 2017 (3

hurdles, uncertainty, and the quarters)

need to coordinate between

=

O P N W B~ O O N o

o : ) - m Dwellings added to existing buildings (other)
many entities with differing Dwellings added to existing buildings (NOP 38/1)
interests, including the local u Dwellings in rebuilt buildings (other)
authority, the developer and m Dwellings in rebuilt buildings (NOP 38/2)

the home owners. To illustrate,
the local authorities condition
residential construction on
commercial construction (based on considerations of municipal tax revenues), but urban
renewal usually involves only residential construction; the projects are economically
worthwhile only in areas where the value of land is high, and are not worthwhile in the
periphery; and the projects that involve demolition and reconstruction take a long time
and require an interim solution for the residents. The government must find solutions
to all these problems.

In order to assist developers and improve the profitability of the projects, it was
decided to grant urban renewal projects an exemption from permit fees and to allocate
additional land that adjoins the project (Decision 1519 of the Israel Land Council). In
order to reduce the risk for residents and the costs of the developer, it was decided to
implement “build-vacate-and-build”3® in locations where adjacent land can be used.
In order to meet the needs of the local authorities, the new Budgetary Arrangements

SOURCE: Central Bureau of Statistics.

34 Urban renewal also has several positive externalities: the renewal of the urban space, renewal
of infrastructure, and the prevention of deterioration in older parts of the city with disadvantaged
populations. However, it also has negative externalities, such as increased congestion on the roads, which
sometimes cannot be widened. In addition, it is argued that urban renewal results in long-term residents
being moved to hi-rise buildings that impose unaffordable maintenance costs on them.

B A project of this type gives residents a high degree of certainty that they will receive new homes
before their old ones are demolished.
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Law proposes that they be allowed to expropriate floors for public use (such as daycare
centers), rental apartments, hotels, etc. At this point, the small budget of the Urban
Renewal Authority does not enable it to participate in projects to strengthen buildings
in the periphery.

Figure 9.8, which is based on Central Bureau of Statistics data, illustrates the scope
of implementation of the various urban renewal programs (including National Outline
Plan 38 and “vacate-and-build”). According to a report written by the Urban Renewal
Authority on National Outline Plan 38 (from which only partial figures have been
released so far), during the 2005-2016 period, permits were granted for about 29,600
housing units in 1,592 buildings, and about 5,600 housing units in about 328 buildings
were populated. The report also states that the scope of implementation is low in the
periphery. It is worth mentioning that there is a major potential for the addition of
new housing units in urban renewal projects, with the Strategic Plan for the Housing
Market estimating this potential at more than 80,000 housing units by 2030.

Target Price and long-term rental

The previous government initiated two subsidized housing programs: Target Price
and long-term rental. The former was decided on in 2014, but there were only two
participating projects: one in Rosh Ha’ayin (which was recently populated) and one
in Modi’in. In 2015 this program was cancelled in favor of the New Format Buyer’s
Price program. The long-term rental program was launched with the establishment of
the “Rental Home” government company at the beginning of 2015 and the National
Planning and Building Committee for Priority Housing Areas Law allocates it
about 50,000 housing units. So far, two projects—one in Herzliya and one in Ramat
Hasharon (about 550 housing units)—have been populated, and another 14 projects
are in various stages of development.36

Buyer’s Price

The New Format Buyer’s Price program began operating in 2015, and it is meant to
lower the price of a first home to those who are eligible®” and to enable those with

36 These are figures reported on the “Rental Home” website: two projects are in the formulation stage
(in Tel Aviv and Haifa; about 550 housing units); five are in the planning stage to receive a permit (in
Jerusalem, Rishon Lezion, Tel Aviv and Or Yehuda; about 1,270 housing units); four projects are in
the tender stage (in Ramle, Shoham, Rishon Lezion and Be’er Sheva; about 730 housing units); two
projects are in the post-tender stage (in Jerusalem and Holon; about 120 housing units); and in one
project, registration has begun for the lottery (in Haifa; about 350 housing units). The count only includes
housing units that will be rented out at a subsidized and regulated price.

37 Young couples or singles aged 35 or older (and the handicapped from age 21) who did not possess
land rights during the previous six years are eligible to participate in a lottery.
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little self-financing to purchase a home.®8 This is accomplished primarily by means of
subsidizing land (a discount of up to 80 percent), and in some cases providing grants
to buyers and development subsidies for contractors. Recently, those upgrading their
homes have also been allowed to participate in designated lotteries in projects where
the marketing to first-time buyers has failed. The Israel Land Council has extended the
program for another two years (2018-19).

As of the beginning of February 2018, more than 119,000 households were granted
approval to participate in lotteries, and 42,869 of them won the right to purchase a
subsidized home. Another 506 housing units are in the lottery stage. The Ministry of
Finance’s figures indicate that 8,250 subsidized homes were sold in 2016-17 (some of
them as part of the Target Price program).

In order to meet the targets and award as many homes as possible, the lotteries have
recently been carried out in the initial planning stages, at the stage in which the land is
marketed to the developers and before the receipt of building permits, the development
of infrastructure and the expansion of the number of dwellings in the project (“Sheves
exemptions”39).40 As a result, there is a long period between winning the lottery and
beginning the process of choosing an apartment*! and the actual handovers will occur
only after a number of years.

Therefore, a change was made in the program such that it is not permitted to sell
an apartment that was acquired as part of the program for 5 years from the receipt
of Form 4 (occupancy permit) (a preexisting stipulation) or 7 years from the date of
the lottery (a new stipulation), whichever is earlier.*? In order to increase the number
of subsidized homes, the government decided to make it possible for developers to
divert dwellings from the open market to the Buyer’s Price program (and to provide a
corresponding discount), and in exchange the Israel Land Authority would pay them
an amount of no more than NIS 137,000 for each housing unit that is added to the
program.*3 This initiative may add another approximately 1000 homes to the lotteries.

38 The minimum down payment is only NIS 100,000 (and in the more remote periphery it is only
NIS 60,000), and the maximum LTV for the mortgage financing (75 percent of the apartment’s value)
is determined by its market value (which is determined according to the valuation of an appraiser) as
long as its value does not exceed NIS 1.8 million. (The mortgage is, of course, provided subject to the
borrower’s ability to repay it, which is determined by the lending bank.) These measures are meant to
help young couples who cannot afford a home due to the down payment required. The size of the down
payment has increased due to the rise in home prices and the 75 percent limit imposed by the Banking
Supervision Department on the LTV for a first home.

9 The original Sheves regulation made it possible to increase the number of apartments in a project by
a rate of up to 30 percent, but only if the building area was not increased. In 2015, the Sheves regulation
was amended to allow the building area to be increased by 20 percent.

40 In the large-scale lottery held in December 2017, none of the participating projects had a building
permit, and in some of them the tenders issued to the contractors had only recently been completed
(including projects in Maale Adumim, Ashkelon, Maalot Tarshiha, Nahariya, Kiryat Bialik, Sderot, and
Nahaf).

41 The contracts can be signed with the winners only after a building permit is received.

42 |srael Land Council Decision 1518, which will apply retroactively to all projects in the Buyer’s
Price program.

43 |srael Land Council Decision 1518.
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Several flaws have come to light in the program during its implementation, some
of which have been corrected or are in the process of being corrected. Most of the
flaws are related to planning** and the tendency of developers to choose a relatively
low level of finish compared with the standard in the open market, with the goal of
reducing costs. In response, rules were adopted that require the number of rooms
to be appropriate to the size of the apartment*®, and that an elevator be installed in
buildings of three stories or more. In addition, an obligatory technical specification
was introduced that includes hundreds of clauses specifying the quality of various
elements of an apartment, and rules were introduced to compensate buyers in cases
where the contractor does not provide the entire specification he is required to (for
example, compensation for a kitchen).

About one-quarter of all the winners choose to waive their right for one reason or
another. According to Ministry of Housing data for 2016, the most common reasons
for the waiver are related to the winner’s inability to find an apartment that meets
his needs (59 percent of those who gave a reason for their waiver), and difficulty
in financing the purchase (38 percent). In general, the proportion of waivers in the
periphery is higher than in the high-demand cities, partly because the subsidy is lower
there.*6

At the same time, problems came to light in the tenders issued to the contractors.
In 2017, there were tenders issued for 366 projects (some of which were issued more
than once) but 136 of them (37 percent) were not awarded, in most cases due to a lack
of price quotes and in some cases due to problems in the price quotes or because the
contractor won a different project. Most of the projects for which there were no price
quotes submitted are located in the periphery, while some are located in the Arab
sector, although tenders also failed in high-demand and/or centrally located cities
(Figure 9.9). Furthermore, the marketing of a site sometimes fails more than once
(as in Ramle, Tiberias, Be’er Sheva, Kiryat Bialik and Beit Shemesh). It is possible
that the contractors believe that the maximum prices in these tenders are low relative
to the building specifications.*’ If there are no quotes submitted for the tender, the
tender is sometimes rewritten with better terms, including the right to sell some of the
apartments on the open market. Nonetheless, three such tenders—in Tiberias, Arad
and Ramle—have failed.

44 Eor example, in a number of projects the number of rooms was small relative to the size of the
apartment, since the Buyer’s Price regulations specify that a price quote be given according to the size
of the apartment rather the number of rooms. In Yeruham, four-story buildings were planned with no
elevator (in this case the local planning committee intervened).

45 Every apartment must be at least 75 square meters in size, a 3-room apartment must be at least 90
square meters, a 4-room apartment must be at least 110 square meters and a 5-room apartment must be at
least 125 square meters.

46 Nonetheless, projects in Glil Yam and Herzliya also reported high rates of waivers due to the quality
of the offered apartments and to the fact that they consist of large and relatively expensive apartments,
which are not appropriate to the needs of young couples.

47 The developers in Buyer’s Price compete on price per square meter to the final customer, subject to
a maximum price and mandatory building specifications that are determined by the State.

279



BANK OF ISRAEL, ANNUAL REPORT, 2017

Figure 9.9
Results of ""Buyer’s Price" Land Tenders? for Contractors, by Locality, 2017 (units)
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a2 Excluding double counting of units that were offered a second time after initial marketing efforts failed.
SOURCE: Israel Land Authority.

In order to understand the possible reasons for the lack of success in marketing
some of the land as part of the Buyer’s Price program, we focused on cities in which
the marketing failed, and assessed the results of the regular tenders (i.e. those not
part of the Buyer’s Price program) in 2017. The analysis produced mixed results,
and it was therefore not possible to conclude that the tenders failed because they
are part of the Buyer’s Price program. Thus: (1) In some of the cities, the regular
tenders were completely successful (Be’er Sheva, Rishon Lezion, Dimona, Kiryat
Gat, Ma’alot Tarshiha, Kiryat Shemona and Nazareth; there were also Arab towns in
which the regular tenders were completely successful); (2) In some cities, the regular
tenders were partly successful (Hatzor Haglilit and Majd al-Krum); (3) However, in
others, and particularly in the periphery, they failed (Yeruham, Kiryat Bialik, Tzfat,
and Netanya). In some of the cities in which the marketing of land failed, it was also
the case that purchasers showed relatively little interest (in Kfar Manda, the number
of interested buyers was less than the number of apartments).

The government has invested significant resources in the Buyer’s Price program.
The Knesset Research and Information Center estimates that in 2015 the discounts on
land led to a loss of revenue of about NIS 350 million, and in 2016 to a loss of NIS
1.3 billion, and that in 201718, the loss will be about NIS 2.1 billion each year.*8 In
addition to the incentive to developers, it was decided to also provide an incentive to
local authorities within whose jurisdictions projects would be marketed during the

48 From A. Milner (2017), ”An Analysis of the Discount to Eligible Buyers in the Buyer’s Price
Program”, Knesset Research and Information Center, the Department for Budget Oversight. [Hebrew]
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buyers in the program (the

winners of the right to purchase a home minus the actual buyers). This group includes,
among others, households that did not intend to purchase an apartment in the open
market, or were pushed out of it by the rise in prices or because they were unable to
finance the necessary down payment. Similarly, it is reasonable to assume that the
program led eligible households to predate their demand, since it is unclear whether
future governments will continue the program and because of the long period between
winning the lottery and moving into the apartment. Although most of the winners in
the lotteries receive the right to purchase a home in their area of residence, it appears
that some of the winners have a tendency to participate in lotteries in distant locations
(Figure 9.11), with the intention of renting out the apartment to local residents and
selling it in the future at a profit. This approach involves significant risks, since it is
not possible at the moment to predict future demand for rental housing in these cities
(most of which are in the periphery) and it may not be possible for them to realize
their plans.

On the other hand, and to the program’s credit, the geographic distribution of the
projects matches the distribution of households to a great extent. About half of the
housing units that have so far been awarded by lottery are located in the Center and
Tel Aviv districts.

49 According to Israel Land Council Decision 1518. The incentive will be calculated according to the
proportion of the value of the land per housing unit, minus part of the development costs.

50t is possible that some of the first-time buyers do not meet the criteria because they are too young
or because they owned a home within the last six years.
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Figure 9.11
Distribution of Lottery Winners by Residential Area and Winning Area?
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aNumbers in and above the columns are the numbers of housing units.
SOURCE: Based on Ministry of Construction and Housing.

Umbrella agreements

A second extensive plan operated by the government—umbrella agreements with
local authorities—is designed to address the supply side of the housing market by
weakening local authorities” negative incentives to increase their population.

Local authorities provide a range of diverse services to their residents, such as
education, welfare, sanitation, municipal transportation, cultural and sport services,
environmental protection, maintenance of public spaces and facilities, firefighting
services, religious services, veterinary services, business licensing, and others. The
operations of local authorities are funded by two-tier budgets: the ordinary part of the
budget is used to fund ongoing activities (including salaries), while the extra-ordinary
part of the budget is designated for development (construction of infrastructure and
public buildings) and one-off expenses. The local authorities’ revenues are generated
from the following sources: (1) self-generated revenues: amounts collected from
residents and businesses in the form of municipal taxes, levies, and fees; fees for the
use of municipal services; proceeds from fees set out in by-laws, and revenues from
usage fees of the local government’s property (rentals, proceeds from property sales,
etc.); and (2) funds from the national government’s participation in state services
(education and welfare), and equalizing grants that the Ministry of the Interior grants
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local authorities that meet specific criteria.>t Each part of the budget (the ordinary
and extra-ordinary parts) has exclusive sources. For example, proceeds from land
betterment tax>2 can be used only to feed the extra-ordinary budget, while municipal
tax revenues are only fed into the ordinary budget.

Local governments’ independent revenues come primarily from municipal taxes
collected on areas zoned for residential and non-residential (mainly commercial)
uses. Municipal taxes are a tax but from the perspective of residents, municipal taxes
represent a fee that residents pay for the diverse services they receive from the local
government. Businesses receive a more limited basket of services than do residents.
The Ministry of the Interior defines the permitted range (minimum and maximum)
of municipal taxes for all types of real estate, and that range applies to all local
authorities. In practice, the rates differ from one authority to another, and are defined
in the Municipal Tax Order drafted by each local government council.

A local government whose jurisdiction contains extensive office and commercial
areas benefits from high municipal business tax revenues. First of all, the municipal
tax rate for businesses is higher than the residential tax rate (the minimum municipal
business tax rate is twice the minimum municipal residential tax rate, and the maximum
municipal business tax rate is more than three times higher than the maximum
residential rate). Second, about 20% of all residents (including senior citizens, and
individuals with disabilities or low income) are eligible for an exemption from or
discount on municipal taxes, something for which there is no parallel regarding
municipal business tax.5® Third, the collection rate of municipal business tax is
higher than that of municipal residential tax.>* As businesses do not require most of a
municipality’s services, yet pay a relative high rate of tax, they create a cross-subsidy
for the services provided to households.>® For these reasons, local authorities seek to
attract as many businesses as possible into their areas, and are less enthusiastic about
developing real estate for residential uses.

The planning system in Israel allows local authorities to put into practice their
preferences for real estate development for business uses. First, local authorities are
involved in the development of outline plans and zoning. Second, local authorities

51 The equalization grant is designed to help local authorities guarantee a basic standard of services to
their residents. Eligibility for an equalization grant is based on criteria that were first defined in the 1993
recommendations of the Suary Committee. In 2000, the Gadish Committee redefined the formula for the
grant with the aim of balancing the need to ensure basic services to residents with the need to incentivize
local authorities to improve their efficiency.

52 |_and betterment tax is the payment that a property owner is required to pay as a result of planning
changes that increase the property value, such as rezoning and increased building rights.

53 K. Harel, “A Mess Called Municipal Tax: Focusing on Municipal Taxation in Israel and Proposals
for Change,” Milken Institute, 2004.

54 H. Feder, “The Effect of Economic, Social, and Political Characteristics on Municipal Tax Collection
Rates in Local Authorities,” Hebrew University, Federman School of Public Policy and Government,
2007.

%5 Arguably, a relatively high municipal business tax constitutes compensation for the environmental
nuisance that businesses potentially create within residential neighborhoods.
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are involved in defining the infrastructure requirements that constitute a condition for
the construction of new neighborhoods. Third, as the authority that issues building
permits and other approvals to contractors, the local government can affect the pace
of residential real estate development in its jurisdiction by controlling the bureaucratic
procedures on which such development depends. The economic distortion created by
the gap between municipal business and residential tax rates affects housing prices,
since tax revenues constitute an important consideration in local authorities’ decision
to zone areas for business or residential uses.*®

Furthermore, local governments have a negative incentive to attract residents
with a weak socioeconomic background and groups that are extensive consumers
of municipal services (such as young families or the elderly), and prefer instead to
attract high-income residents. As the local governments control the mix of residential
construction, they can divert the housing supply to more expensive and upscale
housing (private homes in contrast to hi-rise buildings, or larger rather than smaller
apartments) and thereby affect the type of population that lives within their boundaries.

Local authorities with few commercially zoned areas and a large disadvantaged
population are hard-pressed to provide adequate services. This, in turn, creates an
incentive for more affluent groups to leave, and weakens the situation of these local
authorities further. The government equalization grant is designed to bridge the gaps
between a local government’s potential revenues and its minimal normative per capita
expenses, to ensure that all residents receive a basic basket of services. The grants
are calculated according to a formula that includes an element of distributive justice.
The formula takes into account the size and composition of the population (number
of children and number of elderly individuals), its socioeconomic classification, and

56 See 7. Eckstein, A. Tolkovsky, A. Eizenberg-Ben Lulu, and Y. Sherman, “Do Local Authorities Have
a Negative Incentive to Increase their Populations?” Gazit-Globe Institute for the Study of Real Estate,
2014. The authors argue that given the assumptions underlying the single-center urban model, and the
assumption that residential and commercial properties entail identical construction costs, the difference
in the price of land for different uses is not justified. If such a difference emerges, it apparently stems
from a restriction on the supply of land for residential uses and from a disruption to the highest bidder
principle. Between 2003 and 2012, such a difference emerged. No significant change occurred in the per-
square-meter price of commercial areas but the per-square-meter price of residential areas (in the Jewish
sector) rose by 40%. The Israel Land Authority and the Ministry of the Interior are not responsible for this
difference, because they have no preference for residential or commercial use of land. In contrast, local
authorities have a negative incentive to approve residential construction. Moreover, local authorities,
especially those in a stronger financial position, have no incentive to increase their housing supply
because it would possibly dampen prices, attract weaker population groups, and potentially reduce their
municipal tax collection rate (S. Fitusi, A. Yakir, and M. Sarel, “Breaking Through the Housing Barriers
in Israel. Part 2: The Roles and Preferences of the Local Authorities in Developing Residential Real
Estate,” Kohelet Policy Forum, 2015).
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unique needs (such as unique security needs), while municipal tax is calculated only
on the basis of the property’s area.>’-%8

In recent years, the government has introduced several measures designed to
reduce the local authorities’ negative incentive for residential construction. In 2008,
the Ministry of Construction began awarding subsidies to local authorities to finance
development work for public-initiated residential construction projects in localities
in Preference Area A. In 2013, in order to promote residential construction in more
expansive areas, including high-demand areas, the government began signing umbrella
agreements with local authorities. Since then, close to 30 umbrella agreements have
been signed, with the potential to expand supply by about 336,000 housing units (Table
9.2). In these agreements, the government undertakes to finance the infrastructure
and the public buildings required for new neighborhoods, while the local authorities
undertake to issue building permits within a defined period and expedite approvals for
the building plans and the construction of the infrastructure. Government subsidies
make it possible to remove barriers and execute longstanding plans for building
residential neighborhoods by providing the means for building critical infrastructure,
bridges, intersections, etc. The cost of these agreements includes the cost for land (loss
of revenues), development and infrastructure, public buildings, and additional funds
and grants. So far, NIS 10 billion of budget for development and public buildings
has been used. In 2014, the government added another measure to the two measures
described above: It decided to establish a mechanism to incentivize local authorities
to issue building permits, even if no umbrella agreement is in place.>®

In the first stage of their implementation, umbrella agreements benefit local
authorities, not only by facilitating the construction of infrastructure for new
neighborhoods, but also by facilitating the development and renewal of infrastructure
in old neighborhoods, because these agreements permit the local authorities to use the
funds that feed their development budgets (the development fees that contractors pay
while the land is being marketed, land betterment tax, levies, etc.) for this purpose.°

57 |n effect, the grant is lower than the amount calculated according to the Gadish formula, for several
reasons including state budget constraints. Between 2010 and 2015, for example, grants awarded were
13% lower than the calculated amount, on average (See T. Agmon, “An Analysis of the Equalization
Grants in the Local Authorities in the Years 2014-2015,” Knesset Research and Information Center,
2016.

58 This document does not discuss the municipal tax or equalization grant formulas. Implementation of
the umbrella agreements will apparently require a change in the municipal tax formulas in order to reduce
the cross-subsidy between local authorities’ revenue sources, and to match the municipal residential tax
rate to the cost of services that local authorities provide to the public.

59 According to Government Decision No. 1533 (HC/44), such a local government may receive
between NIS 7,000 and NIS 12,000 for each housing permit issued in excess of the average number of
building permits issued between 2010 and 2012, if the number of housing units that it approved in that
year (1) is not lower than 200, and (2) is at least 10 percent higher than the average number of annual
permits issued between 2010 and 2012. An annual cap was defined for the grants—no more than 12,000
housing units in all eligible local authorities. Local authorities that signed an umbrella agreement must
meet other criteria to become eligible for the grant.

60 This situation exists in all land marketing efforts, but the umbrella agreements involve more
extensive construction, and therefore, higher revenues.
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The umbrella agreements may, however, create problems that become evident only in
the second stage of execution, when the new neighborhoods are occupied and the local
authorities are obligated to provide services to an increased number of households,
but the added revenues from municipal residential taxes and the equalization grant
are insufficient to cover the added costs required to provide municipal services at
the current standard. To continue to provide such a standard of services, the local
authorities must add office and commercial areas in order to maintain the ratio between
commercial and residential areas.

As we will see below, the umbrella agreements frequently add a large number of
housing units relative to the size of a locality, but many localities are unable to support
a corresponding increase in their commercial and office areas, either because their
land reserves are limited, or due to their proximity to larger and major localities.5?
These considerations become even more valid when umbrella agreements are signed
with several adjacent localities (such as the group that includes Be’er Yaakov, Ramle,
Lod, and Rishon Lezion, or the group that includes Ashdod, Ashkelon, and Kiryat
Gat). Although most umbrella agreements also include additions to commercial and
employment areas, it must be examined whether these areas are sufficient and whether
they are justified on the basis of the projected level of future demand for them. It is
possible that budget constraints will force some local authorities to consolidate in
order to utilize economies of scale.

We examined the chances of success of the umbrella agreements signed between
2013 and 2017. We examined the local authorities’ potential to realize the agreements
(that is, to increase the number of housing units in accordance with the agreements)
through several indicators of the local authorities’ financial state. As evident from
Table 9.2, the local authorities that signed an umbrella agreement can be divided into
three groups, based on potential expansion. The first group includes nine localities
in which the agreements will at least double their current population. Although the
agreements will be implemented gradually, it is reasonable to assume that these
localities will be challenged to absorb such a significant addition to their population
without government aid, because their financial position is already fragile: Six are
undergoing a rehabilitation or streamlining program and only one is considered
financially stable. In several, business tax revenues account for an extremely small
share of their total tax revenues.

The second group includes localities that can increase the number of housing units by
50-100 percent. This group includes eight local authorities: two are financially strong,
two are stable, three are in a fair financial position, and one is undergoing a streamlining
program. In all the localities in this group, municipal business tax revenues as a share
of total municipal tax revenues are above the median, and almost all eight are in the
top quarter (with municipal business tax revenue accounting for more than 20 percent
of total municipal tax revenue). If incoming residents are absorbed gradually, and the

61 For example, Tirat Hacarmel is adjacent to Haifa; Yavneh to Rehovot; Rosh Ha’ayin to Petah Tikva;
and Ofakim and Netivot are proximal to Be’er Sheva.
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process is accompanied by an appropriate addition of commercial and employment
areas, the umbrella agreements may succeed in the stronger localities in this group. If,
however, the umbrella agreements upset the balance between business and residential
tax revenues, they may have a debilitating impact on the financial positions of these
localities.

The third group includes 11 local authorities, in which umbrella agreements will
add less than 50 percent of the number of existing housing units. Five of these are
financially strong local authorities, three are stable, and the financial position of three
is fair. In all but two local authorities, self-generated revenues account for more than
half of their total revenues, and the share of business tax revenues is above the median
in all 11 local authorities in this group. It is likely that the local authorities in a good
financial position will successfully absorb new residents, provided that they add
sufficient commercial and employment areas.

The above analysis indicates that extensive umbrella agreements have been signed
with financially weaker local authorities that are already hard-pressed to provide high-
quality municipal services. It is reasonable to assume that the realization of these
agreements will require an increase in the government’s share in financing municipal
services (through equalization grants) or an increase in municipal tax revenues.
However, it is not certain that the agreements with the financially weaker local
authorities will be realized at all, as a demand for housing in them may fail to develop.
The government recently approved an amendment to the resolution concerning the
umbrella agreements that are to be signed with local authorities in 20162018, which
provides that a survey of the demand for housing must be conducted before any
agreement is formulated, in order to confirm the feasibility of marketing the number
of housing units defined in the agreement.? Umbrella agreements have a greater
chance of success in financially strong local authorities, but the agreements also have
the greatest potential to harm the financial position of these authorities by disrupting
the existing balance of business to residential tax revenues.

62 Government Decision No. 3260 (HC/167).
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Table 9.2
Local authorities with which umbrella agreements have been signed:

Their potential to properly absorb the additional residents based on their financial characteristics

Municipal
Number of  Self- tax Municipal
dwellings generated revenue residential Municipal Municipal
in the revenue as a share tax residential business
umbrella asashare oftotal  collection tax charges tax charges

Number of agreement  of the revenue rate asashare asashare  Socio-
dwellings relative to authority's in the (revenue  oftotal  oftotal economic Rating of the  Per capita
inthe  number of  total ordinary asashare municipal municipal  index local authority's  surplus/
Local umbrella  existing  revenue  budget of charges) tax charges tax charges clusterin financial state  deficit in
Authority ~ agreement dwellings (percent) (percent) (percent) (percent) (percent)®  2013° in 2015 2015 (NIS)
Be'er Yaakov 11,653 2.18 37.8 42.8 90 34.1 14.2 7 Streamlining 5.8
Ofakim 14,436 1.89 30.5 22.0 55 62.9 11.9 3 Rehabilitation -84.9
Netivot 13,103 1.76 25.8 21.1 41.7 57.5 23.9 3 Streamlining -105.2
Dimona 21,000 1.75 43.5 38.2 43.5 58.8 2.7 4 Streamlining 60.4
Iilgactarmel 10,160 1.42 56.6 47.0 222 324 314 4 Intermediate 107.6
Sderot 10,100 1.42 B8k 13.3 59.6 43.6 12.9 4 Rehabilitation -7.7
Yavneh 15,479 1.22 55.8 55.1 78.2 43.1 8.7 6 Intermediate 17.3
Eilat 18,372 1.00 54.9 52.8 75.5 26.2 235 6 Streamlining -272.0
Acco 15,536 0.98 BiLS 31.0 45.5 44.4 18.4 4 Stable 12.7
"\I'/fli?sak!i(iwta 5,545 0.82 41.4 324 85.9 56.1 20.0 5 Streamlining 30.0
Lod 17,090 0.77 41.4 41.8 53.6 38.3 31.2 4 Intermediate 308.9
Rosh HaAyin 9,436 0.77 52.8 46.9 77.6 40.4 33.7 7 Strong 784
Ashkelon 31,791 0.70 51.7 44.6 75.4 39.2 21.9 5 Strong 154
Mal (rjﬁlek 5,647 0.67 47.4 38.2 88.8 37.3 16.4 4 Stable 13
Afula 10,496 0.63 44.8 41.3 72 40.1 29.2 5 Intermediate 4.7
Beit Shemesh 13,007 0.63 44.8 36.8 63.6 54.7 16.2 2 Intermediate -116.5
Modi'in-
Maccabim-
Reut 11,804 0.51 39.6 426 96.7 65.6 24.6 8 Stable 17
Or Yehuda 5,020 0.48 57.5 44.0 88.2 42.8 28.7 5 Stable -93.0
Kiryat Bialik 7,253 0.47 64.5 43.4 73 56.7 16.9 7 Stable 25.8
Ashdod 30,046 0.46 61.2 48.5 90.6 41.0 29.2 5 Strong 6.1
Nahariya 9,139 0.45 54.0 37.8 68.8 58.5 20.0 6 Intermediate -28.2
Kiryat Gat 6,442 0.40 44.7 37.9 49.9 39.7 18.5 4 Intermediate -287.3
Ramle 7,483 0.35 51.4 42.0 68.4 37.6 28.6 4 Intermediate -160.0
Be'er Sheva 18,140 0.24 57.4 47.2 94.7 42.9 28.9 5 Strong 19.6
lElethi%r:] 17,939 0.23 43.8 42.1 83.2 48.0 29.0 7 Strong 18
Herzliya 7,443 0.22 56.4 57.6 85.3 41.0 30.8 8 Strong 190.6
Netanya 12,888 0.18 58.4 455 80.6 56.9 20.5 6 Stable 15
Haifa 7,000 0.06 54.5 50.2 64.5 40.1 36.5 7 Strong 7.8
Total 363,448
2 The distribution of the figure on Municipal business tax charges as a share of total municipal tax charges (the percentiles appear in the upper row):
10% 25% 50% 75% 90%
3.8% 6.7% 11.5% 20.0% 28.6%

b The index's values range from 1 to 10, with 1 being the lowest cluster.
SOURCE: Based on Central Bureau of Statistics.
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