
Chapter 5

The Public Sector
In 1995, forthe ifrst time since the Budget Deifcit Reduction Law was passed in
1992, the government's domestic deifcit rose above its target. The total public
sector deifcit rose from 2.3 percent to 3.4 percent of GNP, relfecting mainly a
reduced shareof tax revenues. Expansionaryifscal policy was the main cause of
the lower share of savings in total income, and hence of the increase in the
currentaccount balanceof payments deifcit which occurred in the same year
that Israel's termsof trade deteirorated. In the context of the deviation from the
deifcittargetwhich detracted from the success achieved regarding growth,
inlfation, andunemploymenta more determined approach is needed to return
fiscal policy tothe pathofdeifcit reduction. The tax burden fell in 1995, but this
may be only temporary, as there are no clear indications that the longterm
process of reducing the share of public expenditure in GNP will persist. A
breakdownof the various components of the public sector deifcit up to 1994
shows that the deifcit of the local authorities remained at its high level of the
previous year.

1. MAIN DEVELOPMENTS1

For the ifrst time since the Budget Deficit Reduction Law was introduced in 1992, the
government's domestic deifcit was higher than the maximum 2.75 percent of GNP, and
reached 3.45 percent The total publicsector deifcit rose from 2.3 percent of GNP to 3.4
percent, reflecting mainly a fall in the share of income (including health service
payments, Table 5.1). Although the volume rise in domestic demand was lower than its
average duirng the years of mass immigration from the CIS, the combination of this
increase particularly civilian labor input steep wage hikes, and a lower net tax rate
was the main reason for the reduced share of national savings in total income. The fall in
savings and the higher share of investment led to a deterioration in the currentaccount
balance of paymentsa decline of 1.2 percent of total available income.
Although budget cuts decided on duirng the year helped prevent actual expenditure

from exceeding the planned levels, the deifcit surpassed the legal maximum because

' The following changes have been introduced this year: nominal interest on government bonds has
been replaced by real interest, and the debt of the local authoirties has been included in the net public
sector debt. The $0.9 billion of aid from the US has been included in the analysis, although for technical
reasons this was not received until the beginning of 1996.
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Table 5.1
The Public Sector. Receipts, Expenditure, and Deifcit, 198195*

)percentof GNP(
NIS million*

19951995199419931992199195198690198185
Receipts

122,62047.747.046.245.946.448.7Internal 49.5
12,6704.95.47.07.96.910.8External 14.1

135,29052.652.553.253.853.359.5Total 63.7
Total receipts plus health

135,29052.654.154.855.4service payments13■0
Expenditure
Internal 62.4 134,01952.150.351.453.352.153.5

10,0853.94.55.44.64.98.0External 11 .5
144,10456.054.856.857.956.961.4Total 74.0

ofwhich Effect of
3,9001.5Health Law

Surplus(+)/defIcit)(
11,400AA3.35.27.45.74.SInternal 12.9
2,5851.01.01.63.32.12.8External 2.6
8,8143.42.33.54.13.62.0Total 10.3

Financing of surplus(+)/deficit)(
)9,777(3.84.52.71.8External net borrowing
)720(0.30.91.00.5Change in monetary base

17,3006.70.01.71.8Domestic net borrowing
8,5873.30.52.41.8Via government
1,0750.40.31.70.8of which Sale of assets
8,7143.40.50.73.6Via Bankof Israel
2,0110.83.23.53.5Residuald
8,8143.42.33.54.1Total

Net public debt/GDP ratiode
198,52475758183Internal
45,00917202121External
243,5329295102104Total



nonV^nSoiraS includes the central government, the Bank oflsrael, the Naitonal Insurance Institute, National Institutions, local authorities, and public

J> Inall tables, health service payments refer to the public's payments to the four health funds

ratheSo^abSS^S M** ""*"* * יי ^^ >CBS> *****e^g^Scf^SSL^*n ^et liabilities of the government, the Bank of Israel, and local authorities; excluding *<^20^ Jebtall the government's foreign liabilities less the foreign reserves (change in foreign reserves less repaymentof principal).

SOURCE: Based on Central BureauofStatistics data.
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Table 5.2
The Public Sector: Receipts andExpenditure, Current and Capital Accounts, 199285

(percentof GNP)
NIS milliona

19951995199419931992
RECEIPTS
Current receipts

5,3502.11.41.72.4From'property
1,8900.70.30.61.0ofwhich Interest rfom abroad
4,3451.71.61.41.5Currentaccount transfers rfom the public

Indirect taxes
36,73814.314.014.315.1On domestic production
14,4745.65.75.86.2On civilian imports
38,53415.015.514.213.1Direct taxes, fees, and levies
14,9585.84.84.74.7National Insurance income
8,1743.24.15.35.7Intergovernmental transfers
2,0290.80.80.90.9Unilateral transfers to National Institutionsb

124,60248.547.848.449.6Total current receipts

Capital receipts
6,6982.63.13.12.4Capitalaccount transfers to the public
3,4131.31.31.41.5Publicsector depreciation
5770.20.20.30.3Capital transfers rfom abroad

10,6884.24.74.84.2,, Total.capital receipts

135,29052.652.553.253.8Total receipts

Total receipts including health service
135,29052.654.154.855.4payments
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EXPENDITURE
Current expenditure
Domestic consumption0
ofwhich Effects of Health Law
Defense imports'1
Domestic interest
Interest abroad
Subsidies
Current transfers (gross)

Total current expenditure

Capital expenditure
Investment
Capital transfers
Repayment of compulsory loans

Total capital expenditure

Total expenditure

Surplus (+)/Deifcit ()
Current account (net savings)
Gross savings
Current +■ capital accounts

71,18527.725.725.126.0
3,9001.5
3,8621.52.12.92.2

13,8385.45.25.65.7
5,1142.02.12.12.1
5,0141.92.42.63.1

30,96712.011.411.511.3
129,98050.548.749.850.S

9,4243.73.93.93.6
4,5451.82.02.73.7
1550.10.20.40.1

14,1245.56.07.07.4

144,10456.054.856.857.9

)5,378(2.10.91.30.9
)1,965(0.80.40.10.6
)8,814(3.42.33.54.1

135,29052.654.154.855.4
a At current prices.
bThe Jewish Agency and public nonprofit institutions.
c Including nonclassiifed items.
d Including advancepayments, excluding taxes.



revenues received fell below the budgeted amount. The supplementary budget presented
in 1994, based on the exceptional revenues of that year, appears to have had an
expansionary effect on the deficit in 1995. The fact that the deficit exceeded the target
just when the economy was faced with a deterioration in the terms of trade detracted
from the achievements in the fields of growth, inflation, and unemployment Taking into
account the possibility that the deterioration in the terms of trade may not be corrected,
the deviation from the deficit target requires fiscal policy to reflect greater determination
to return the economy to the desired path, in particular that ofa declining deficit.
The tax burden fell in 1995 (see Table 5.3), partly because some receipts were delayed

until 1996 due to dififculties in the initial implementation of the National Health Law. At
present it does not seem likely that the decline in the tax burden will be permanent, as the
0.5 percentage point increase in the share of public consumption in GNP (excluding the
effect of the Health Law, Table 5.2)2 raises doubts about the ability of the public sector
to maintain the downward trend in the share of public expenditure in GNP. This share
rose for the first time since 1984in 1995.
Publicsector domestic demand rose by 2.4 percent in 1995, with its (imputed) pirce

soaring by 15.2 percent, due mainly to publicsector wage increases. Unlike in 1994,
when the rise in publicsector wages presaged the acceleration of private consumption, in
1995 other factors seem to have compensated for this effect. The lower net tax rates had
only a partial effect on consumption, possibly because they were perceived as
temporary. The volume increase in demand reflects a rise of 3.9 percent in labor input,
slightly higher than the average rate (3.7 percent) during the years of the influx of
immigrants (199094), following a steeper rise in 1994.
The net public debl/GNP ratio fell by 3 percentage points in 1995, with its components

developing at different rates. After many years in which the internal debt/GNP ratio
declined, it stabilized in 1995, whereas the external debt fell. This reflects the change in
the financing of the deifcit (Table 5.1) financing via domestic bonds rose, and net
overseas loans fell.
Table 5.5 shows that in the allocation of public resources, the share of defense

expenditure in GNP fell again, due to the decline in the proportion of defense imports.
Nevertheless, it is doubtful whether this downward trend can continue, since the defense
burden index, which summarizes the share of own sources devoted to defense, rose
slightly. This stemmed mainly fromwage increases in the defense industry in 199495,
raising the cost of labor input in defense by 23 percent^ compared with a rise of 16.5
percent in the civilian sector. Public resources set aside for health and education also rose
signiifcantly in 199495, by 0.7 percent of GNP (adjusted for the effect of the Health

2 Due to the Health Law, there was a switch of 1.5 percent of GNP between pirvate and public
consumption (excluding the increase in demand resulting from the expected addition of some 300,000
new insured persons). Hence, throughout this chapter and for purposes of macroeconomic analysis we
refer to the share of public expenditure and to volume changes adjusted for this effect. To enable
comparison of the tax burden, the public's payments to the health funds (health service payments) in
previous years have been added.
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Table 5.3
Exceptional Tax Receipts, 199295"

(percentofGNP(
1992 1993 1994 1995

Exceptional tax receipts15 0.8 0.1 1.0 0.5
Share of tax plus health service payment,
excluding exceptional receipts 42.1 41.4 41.7 41.3

Receipts due to growth of
over 4 percent
NIS million 1,806 449 2,280 3,246

Percent of GNP 1.1 0.2 1.0 1.2
3The calculationof exceptional receipts from corporation tax is based on the difference between
receipts in 1995 and the amount which would have been received if a longterm average tax rate had
been applied, the base of the tax being net capital yield. Property tax is included in the share of tax
(Table 5.10). Receipts from a growth rate of over4 percent (the approximate average growth rate over
the last twenty years) are calculated as GNP growth minus 4 percent, assuming a unitary elasticity of
total tax receipts.
bMainly from corporation tax.

Law). Most of the increase relates to improved conditions for those employed in these
sectors.

The share of publicsector investments in GNP fell slightly in 1995, as the rate of
increase of investment in roads slowed after rising rapidly in recent years. The fact that a
high level of investment was maintained narrowed the gap caused by underinvestment in
this area in the past. Current transfer payments rose by about half a percentage point of
GNP, continuing their longterm trend. By contrast, direct intervention by the
government in the business sector has fallen in recent years, in particular transfer
payments on the capital account. Governmentinitiated construction rose significantly in
1995, due to the policy of making building land more readily available.
Per capita.public consumption followed the upward trend which has prevailed since

1991, despite the reduced share in the population of those up to 24 or over 65 years old
(both inclusive) which serves as a partial indicator of the incremental needs of the civilian
population. This may be due patrly to the lag created during the influx of immigration
and the steady rise in demand for public services with increased national income. The
share of publicservices employees in total civilian employment was unchanged.
The lower tax burden in 1995 was the result of a reduction (of 1 percentage point of

GNP) in direct taxes, which stemmed from a decline in exceptional corporation tax
receipts from their level in 1994, anda fall in National Insurance receipts following a
change in legislation. The share in GNP of indirect taxes on domestic production rose
slightly, while that of taxes on civilian imports was stable. This may indicate a
resumption of the upward trend in the share of indirect taxes in total taxes following two
years in which the trend was reversed (Figure 5.4). This seems to suggest a regressive
effect on income distribution, as the usual assumption is that direct taxes are
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Table 5.4
The Budget Deifcit and theLaw, 199296

)percentofGNP(
1996From 19971995199419931992

Maximum domestic deifcit
2.5 declining2.753.03.26.2according to law

3.45a2.02.44.9Actual deficit

4.43.35.27.4Publicsector domestic deficit
3.42.33.54.1Total publicsector deficit

0.71.00.81.3Deviation rfom maximum
1.62.62.44.1Receipts
0.91.61.66.0Expenditure

due to the technical postponement ofan underestimate,is apparentlya Estimate, cash basis. This
some expenditure and tax rebates to the 1996 fiscal year.

more progressive than indirect taxes, but since the new legislaiton made taxes more
progressive, it cannot be determined in which direction the tax changes affected income
distirbution. The rise in current transfer payments to households, which incorporated all
categories of National Insurance recipients, had a progressive influence in 1995. All
these developments occurred in the context of data published regarding income inequality
in 1994, which indicate that it rose significantly.

2. FISCAL POLICY

Per capita economic growth, which started in 1994, continued and unemployment fell to
6.3 percent of the civilian labor force, its lowest level for years. The Consumer Price
Index (CPI) rose more slowly, and inflation was at the lower end of its 81 1 percent
target range for 1995. These posiitve developments were to some extent offset by the
rise in the balanceofpayments deifcit from 3 percent of total income in 1994 to 4.2
percent in 1995 (from 3.4 percentof GNP to 4.8 percent), with a significant deterioraiton
in the terms of trade. The rise in the deifcit resulted from a 1.1 percentage point decline
in publicsector savings, and a 0.6 percentage point increase in the share of investment,
partly offset by an increaseof0.4 percentage points in private savings. For the ifrst itme
since the Budget Deifcit Reduciton Law was passed in 1992, the domesitc budget deifcit
exceeded the target set by the law.
An analysis of the shortterm effect ofifscal policy shows that the irse in publicsector

domesitc demand was below the 4 percent annual average during the peirod of large
scale immigraiton, but the combinaiton of the rise in demand (mainly civilian labor
input), wage increases in the public services, and the reduciton in the net tax rate
contirbuted to the decline of the share of savings in naitonal income. These effects were
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Figure 5.1
Change in Price and Quantity of Domestic Public Consumption
(Civilian and Defense), 199295

1992 1993 1994 1995e

a Lefthand scale.
b Righthand scale.
cThe change in quantity in 1995 has been adjusted for the effect of
the Health Law

SOURCE: CentralBureauof Statistics

partly offset by an increase in pirvate saving, the extent of this possibly being explained
by the degree of permanence of the tax reduction. If the reduction were viewed as
permanent, i.e., as part of the longterm decline of the share of publicsector
expenditure in GDP, most of it would have been reflected in a fall in the national saving
rate. Thus it seems that the lower tax was perceived as temporary,3 since individuals
used only part of it for consumption, the rest serving to increase pirvate savings. The
effect of wage increases appears to have been stronger in 1994, when employees in the
public services obtained a irse in their permanent income based on longterm wage
agreements.
The deteiroration in the basic account balance of payments (the current account balance

of payments less long and mediumterm net capital imports), the significance of which
is increased financing requirements in the short run, makes caution in formulating future
policy essential, despite the fact that in 1995, too, accelerated growth led to a smaller net
public debt/GDP ratio. The question of what is the optimum fiscal policy in the light of
the exogenous deteiroration of the terms of payment is crucial; if no corrective measures
are taken, this development may overshadow economic performance for years to come.
The situation which prevailed in 1995, with fiscal policy exacerbating the negative

3 Evidenceof the temporary natureof the reduction in the tax burden was provided at the beginning of
1996, when excise duty on petrol was raised for the ifrst time in several years, with the express purpose
of increasing receipts.

CHAPTER 5: THE PUBLIC SECOTR 125



Figure 5.2
Public Sector Expenditure, by Type of Intervention, 198195

(percentof total public expenditure(

19811985 19861990

30■0"/o SaP

43.09

37.O0/ !

17.00/0

9.O0/

19951

35.0"/o

19.0"/

32.O0/

7.0"/

Social services Direct intervention I
Financing B Public goods I

Adjusted for the effectof the Health Law.
SOURCE: Based on Central Bureauof Statistics data.

exogenous effects on the balance of payments, cannot continue for long. Moreover, an
opportunity was missed in 1995, since at a time of rapid growth and an impressive fall in
unemployment, and even allowing for some rise in expenditure, its share in GNP could
have been reduced, at a modest cost in terms of employment allocation, as the economy
approached full employment.
The question is whether the decline in public saving is longterm, possibly having an

adverse effect on the balance of payments for several years, or whether it is a passing
phenomenon, especially in the context of the government's commitment to reduce the
deficit. In order to answer this question, the components of the deficit, i.e., expenditure
and income, must be analyzed separately.
As Table 5.2 shows, on the expenditure side the rise in the share of expenditure of the

public sector resulted mainly from the increased proportion of domestic consumption in
GNP. This was due to a volume increase of 2.7 percent in domestic consumption, and
particularly to a rise of 15.9 percent in its implicit price (Table 5.7), far in excess of the
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The national Health law

This law came into effect in 1995, substituting compulsory insurance for the voluntary
insurance which had covered about 95 percent of Israeli residents, under conditions
which varied from one health fund to another. The law grants a uniform basket of health
services, according to the standard set by the General Health Fund. Some of the law's
salient features are outlined below.

Adverse selection

This worldwide problem in health care impairs the proper performance of health
insurance. The insurance principal requires that resources are transferred from healthy to
sick individuals. As a result of assymetry in information on the state of health of the
insured, only those with a high probability of becoming sick may join the system at
given insurance prices. Thus in a competitive system, losses will be incurred, high
insurance premiums will be charged, and/or there will be discrimination in favor of those
with a low risk of sickness. The health law tackles the problem of adverse selection
which was recognized under the previous system, e.g., with a high concentration of the
elderly being members of the General Health Fundby instituting compulsory insurance
and allowing free movement from one fund to another.

Government intervention

The new law increased the extent of government intervention in the health system, and
made the health funds more dependent on the government. The Ministry of Health was
given wide powers, including supervision of the funds' expenditure, the distirbution of
money among them, and control of the quality of service. This raises a number of issues:
first, regarding expenditure the supervising body, in possession of incomplete
information, may impair the efficient allocation of resources and cost control. Second,
regarding the distribution of money, the formula used to determine allocations is of
crucial importance (it is currently based mainly on the age of the insured). An incorrect
formula may lead to losses in a fund and/or create discrimination among insured.
Finally, it is difficult to define clearly parameters of a basic basket of health services, and
this may harm the quality of service.

Progressiveness

The method used to collect membership dues in the General Health Fund which
covered 64 percent of the population piror to the law's enactment was regressive. The
average rate fell as income grew The law made contirbutions more progressive (see the
section on direct taxes(.
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Table 5.5
Public Sector Expenditure, by Type ofIntervention, 198195

)percentofGNP(
1995199419931992199195198690198185

Public goods
9.610.110.911.110.914.820.6Defense
4.34.03.94.14.14.44.7Administrative services*
3.73.93.93.63.72.52.3Investment
17.518.018.718.718.721.727.7Total

Social services
15.6 )14.1(b13.813.413.213.812.313.2Merit goods
7.57.37.2^7.17.26.97.4Education*
5.7 )4.2(b4.03.83.64.13.23.5Health*
2.52.52.52.52.52.32.3Welfare*
11.711.211.211.111.310.58.8Current transfers
27.4 )25.9(1125.024.724.325.122.822.0Total

Direct intervention
)business sector(

1.72.02.12.32.01.94.5Subsidies
0.10.20.30.30.31.03.5Credit subsidy
1.82.02.73.72.71.42.1Capital grants
0.10.20.30.50.31.11.5Foreign trade subsidies
3.74.35.36.85.35.411.7Total

Financing outlays
0.10.20.40.10.21.00.6Repayment of compulsory loans

Interest on public debt
5.45.25.65.75.67.07.7Internal
2.02.12.12.12.13.64.6External
7.47.58.18.07.911.612.9Total

estimates, based on the198895 arefigures forservices); the* Estimated from the publicsector consumption figures and nonprofit associations (civilian
appropirate Labour Force Surveys.

text(.b Excluding the effect of the Health Law (see note 2 in
SOURCE: Based on Central Bureau of Statistics data.



9.3 percent increase in the implicit pirce of GDP. As these items continue to push the
level of publicsector expenditure upwards, this threatens the longterm process of
reducing the share of publicsector expenditure in GNPan important source for
increased national saving. In the short run, moreover, if GDP expands more slowly, the
continuous increase in expenditure will lead to a further decline in the share of public
sector saving, since expenditure is relatively inelastic, whereas income depends on the
expansion of economic activity.4 Table 5.3 shows that in 1995 a share of income
equivalent to 1.2 percentof GDP is explained by accelerated economic growth, assuming
a longterm growth rate of 4 percent. Thus, the government must act with the utmost
caution on the expenditure side to prevent any further deteiroration in the saving rate.
On the income side, Table 5.3 shows that in 1994 exceptional corporation tax receipts

amounted to about 1 percent of GNP, reflecting the economic activity of previous years,
since tax calculations are based on the collection of advances based on profits in previous
years. These receipts served to increase the basis of expenditure and the deficit in 1995
(see Table 5.4). To assess whether this effect is likely to persist, we try to analyze
whether there were exceptional tax receipts in 1995, too, which do not reflect the yield
on capital.
As the table shows, corporation tax receipts exceeded the amount which would have

been expected from the yield on capital by 0.5 percent, even though they declined
significantly in 1995. Thus here, too, it is vital that the implementation of the 1996
budget be observed with great care.5
Two issues require attention in connection with the tax burden: first, the addition of

health service payments to past tax payments; second, an adjustment for exceptional tax
receipts airsing from the economic activity of previous years (corporation tax). Table 5.3
shows that the tax burden decUned by 0.4 percent of GDP in 1995, the result mainly of
changes in legislation regarding national insurance receipts. Some of the reduction,
however, merely reflects the fact that some receipts were delayed to 1996 due to
dififculties in collecting the health tax in the ifrst year after the law was passed. Thus, the
dechnein the tax burden does not appear to be significant, indicating that the longterm
process of reducing it is at a standstill. The economy requires this process to continue,
since a high tax rate causes distortions, inter alia loweirng its ability to compete in world
markets.
In the ifrst three years after the introduction of the Budget Deficit Reduction Law the

government met the target, and was actually below it by an average of 1 percent of GDP;
in 1995, however, the domestic deficit reached 3.45 percent of GDP, exceeding the 2.75
percent target. Table 5.4 compares planned and actual budget deficits. Deviations from

4 When GNP expands more slowly, a rise in expenditure is relfected by its greater share in GDP while
the tax/GNP ratio remains unchanged.

5 Note that exceptional tax receipts will increase the future deifcit only to the extent that they were
not taken into account in the budget. Other factors may offset this effect, such as a recovery in capital
yield, so that clearly these would have to be taken into consideration when examining budget
developments.
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Table 5.6
The Public Sector; CompositionofReceipts, Expenditure, and Deifcit, 199094

)percentof GNP(
19941993199219911990

Receipts from the public
42.442.943.543.543.1Government
4.84.84.75.05.3National Insurance Institute
0.70.90.91.21.4National Institutions
3.43.53.53.63.6Local authorities
1.21.21.21.11.2Public nonproift associations

52.553.253.854.554.6Total
Expenditure on the public

32.834.836.938.738.2Government
7.47.57.16.97.3National Insurance Institute
0.80.91.01.21.3National Institutions
7.47.26.76.66.3Local authorities
6.36.36.26.06.3Public nonprofit associations
54.856.857.959.359.4Total

Unilateral transfers to rest of
public sector

11.910.510.48.99.3Government
3.93.53.52.42.8National Insurance Institute
0.00.00.00.00.0National Institutions
2.42.02.01.81.7Local authorities
5.55.04.94.7A.8Public nonprofit associations
0.00.00.00.00.0Total

Total deficit
2.32.53.84.04.4Government
1.30.81.20.50.8National Insurance Institute
0.20.10.00.00.1National Institutions
1.61.81.21.20.9Local authorities
0.50.10.20.20.3Public nonproift associations
2.33.54.14.84.8Total \

Current account deficit
1.50.70.81.83.7Government
1.30.81.20.50.8National Insurance Institute
0.20.10.20.10.1National Institutions
0.70.90.6O.60.5Local authorities
0.30.30.40.50.5Public nonprofit associations
0.91.30.82.5A.ITotal

Capital account deficit
0.91.73.02.20.7Government
0.00.00.00.00.0National Insurance Institute
0.10.20.10.10.2National Institutions
0.80.80.50.50.3Local authorities
0.20.20.20.20.3Public nonprofit associations
1.42.23.22.30.6Total

SOURCE: Central Bureauof Statistics.
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the planned deficit in 1995 resulted mainly from the overestimation of income
particularly of corporation taxin the oirginal budget. The failure to take into account
the transfer of tax revenues to the Palestinian Authority and changes in legislation also
played a part. The submission of a supplementary budget in 1994, based on exceptional
tax receipts in that year, appears to have been partly responsible for the failure to meet
the target in 1995, because it added certain ongoing expenditure to the budgetary basis,
although some of the receipts on which the budget was based were only temporary. The
budget cuts decided upon duirng 1995 only some of which were effective helped to
curtail expenditure, thereby preventing the deficit from deviating even more widely from
the target. Nonetheless, the fact that the government failed to meet the deficit target
emphasizes the importance of correcting deviations from the budget, while updating the
budgetary framework in light of information received during the year.
The net public debt/GDP ratio continued to fall in 1995, from 95 percent to 92 percent.

Despite the increased deficit, which threatened this trend, the significant growth rate of
1995 enabled the decline in the ratio to persist. This was achieved by means of the
external public debt, while the internal debt remained stable in terms of GDP, after falling
for many years. These developments relfect trends in the financing of the deficit,
including a reduction in net borrowing from abroad and a rise in domestic borrowing.
In 1995 the government determined the principles of the pension funds arrangement,

guaranteeing terms of retirement, but discirminating between veterans and newly insured
persons. This was done in the context of the considerable actuairal deficits in the funds
which had resulted from the difference between their liabilities according to the
conditions of retirement and contirbutions paid by insured persons. The pirnciples
adopted clearly express the government's obligation to cover the pension funds' deficits,
and thus incorporate increased liabilities in the future, i.e., a permanent tax increase (the
implications of the new arrangement for the capital market are discussed in Chapter 7).

3. PUBLICSECTOR DEMAND

Publicsector demand rose by a real 1.1 percent in 1995 (Table 5.7). Domestic demand
increased by 2.4 percent pan passu with population growth and the irse in the standard
of living. Exceptional wage hikes, which had started in 1994, continued, raising the
pirce of civilian labor input by 16.5 percent. Thus, the share of wages in civilian and
defense public consumption rose, increasing pressure on resources. The volume irse in
domestic demand resulted mainly from the increase in civilian labor input, which was
slightly higher than the annual average increase in the years of mass immigration,
although less than the steep irse in 1994; this occurred despite the government's decision
to cut back on the record number of publicservice employees. The share of domestic
defense consumption in GDP was unchanged, while defense imports fell in real terms.
The impetus in construction came from the sharp irse in the number of apartments

built at government initiative, under the new policy of making land available for
building.
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Table 5.7
Direct Demandofthe Public Sector, 199295a

)annual change, percent(

NIS
OuantitvPircemill.a

1995b1994199319921995b1994199319921995

Consumpiton (net(
12.9 )4.0(5.13.26.815.0 )15.2(17.612.413.750,426Civilian
3.18.77.16.414.015.59.613.925,772Defense
6.7 )1.2(0.74.81.014.8 )14.9(16.911.213.876,198Total

Domestic consumpiton (net(
13.1 )4.0(5.23.06.715.1 )15.3(17.712.413.849,760Civilian
0.11.95.70.817.118.29.313.521,097Defense
8.9 )2.7(4.10.14.515.7 )15.9(17.911.413.770,857Total
0.38.816.614.510.29.48.410.19,424Nonresidential investment0
5.8 )1.1(0.56.22.414.4 )14.3(15.810.813.385,622Directdemand
7.6 )2.4(4.82.15.715.3 )15.2(16.610.813.180,281ofwhich Domestic demand

46.632.960.68.74.812.610.29.93,493
Governmentiniitated

residential construction■1

9.0 )4.0(2.66.53.514.6 )14.8(16.711.412.883,774
Domesitc demand, including

construcitoird'e
8Current pirces.

/1 show volume changes;
b Since the Health Law was introduced, thegovernmentnot the insuredpersonpays the health funds. The ifguers m t/2e columi
those in brackets ignore the effect of the Health Law.
0Esitmated from pirce increases for nonresidenital construciton.
11Pirvate housing construciton with government guarantee to purchase unsold apartments.
e In the short run governmentiniitated construciton has a direct effect on demand, while in ofe long run ll aso affects supply.
SOURCE: Based on Central Bureau of Staitsitcs data. 
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Table 5.8
The Development ofPublic Services, 198095

(percent, at current pirces)

I
1980 1985 1990 1991 1992 1993 1994 1995

Public civilian consumption as share
of GDPa 18.2 16.6 17.0 16.8 17.1 17.1 17.6 19.6 (18.1)b

31.3 (28.9)b27.627.127.727.327.027.533.5
Public civilian consumption as share
of pirvate consumption0

112.6 (103.8)b102.499.799.096.097.1130.4131.8.Percapita public civilian consumption1

56.757.257.257.357.558.158.259.1
Share of the population under 24 and
over 65 years old

115.3(106.4)"104.0101.3100.597.197.1130.1129.5
Percapita public civilian consumption
in the above population

28.128.028.629.329.629.529.929.6
Public civilian services employees as
share of total civilian employees

24.724.523.223.023.322.426.0
Total public service wages as share of
total wages.
a Including items not mentioned elsewhere.
b Excluding the effect of the Health Law (see note 3 in text).
c Excluding nonprofit organizations.
dAtifxed(1990) pirces.
SOURCE: Based on Central Bureau of Statistics data.



Defense consumption

There was a small irse (0.2 pecrentage points) in the index of the defense burden in
1995, birnging it to 9.3 percent of available resources (Table 5.9). This is the first year
of publication of this index which is calculated using the method recommended by the
Committee for Estimating the Cost of Defense. The index measures the share in total
resources of own resources devoted to defense, taking into account the full alternative
cost, in particular that of compulsory military service and reserve duty. Direct
expenditure for instance on building shelters or using emergency stocks which
previously had not been classified in the national accounts in the defense consumption
category, is also included. Own resources devoted to defense do not include most
defense imports, since these are ifnanced by external sources (principally the US), and
hence do not constitute a domestic burden. Total resources include GNP as defined in the
national accounts, the additional product of conscirpts and soldiers on reserve duty, and
civilian unilateral transfers from abroad.

Table 5.9
IndicatorsofDefense Consumption, 198095

)percent(

1995199419931992199119901980 1985

9.39.19.1Defense burden8
Defense consumption

9.09.410.610.311.512.0Share in gross income1'.0 19.7 17.0

10.010.612.111.913.313.8Total net share in GNPb 22.9 21.1

8.28.28.19.19.510.4Domestic share in GNPb 13.9 12.5

Defensewages
8.48.38.28.89.49.6Share in total wages 10.5 9.5

57.755.453.750.851.950.3
Share in net domestic
defense consumption 39.5 39.6

the Committee for

NIS at the official

a Percent of total available resources. Calculated by the method recommended by
Estimating the Costof Defense (see section 3b).

b Excluding conscripts.
c Gross income from all sources, equals GNP plus unilateral transfers, converted to

SOURCE: Based on Central Bureau of Statistics data

Real total defense consumption declined in 1995 dueto the 1 1 percent fall in defense
imports (which have a high vairance), and its share in GNP contracted by 0.6 percentage
points (Table 5.9). In quantitative terms, domestic defense consumption was unchanged,
as was its shareofGNP, despite the rapid growth of the latter. This was due to the steep
rise in wage costs, of about 18 percent, expenses imputed to pensions, and the increase
in the cost of reserve duty. These three factors together raised the pirce of labor input by
23 percent. Although quantitative labor input was virtually unchanged, wage increases
once again raised the share of wages in the defense industry's total domestic
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consumption, continuing the longterm trend in which this share expanded from 39.5
percent in 1980 to 57.7 percent in 1995. These developments indicate that the permanent
part of defense expenditure has risen, and this will make it more dififcult to reduce the
defense burden in the future. Domestic defense purchases, which increased by a real 1

percent in 1995, included expenses arising from the implementation of the agreement
with the Palestinians.

4. TAXES, SUBSIDIES, AND TRANSFER PAYMENTS

For the first time since 1992 the shareof taxes in GNP (including property tax and health
service payments) fell, by 0.9 percentage points (Table 5.10). The share of direct taxes
went down by 1 percentage point of GNP, because of the decline in revenues from
corporation tax and national insurance resulting from legislative changes. The share in
GNP of indirect taxes on domestic production rose slightly, while that of taxes on civilian
imports remained stable.
This may indicate a return to the trend from which the economy had deviated in 1993

94, in which the share of indirect taxes expands at the expense of direct taxes (Figure
5.4). Although the lower share of direct taxes may seem to increase income inequality,
no clear conclusion can be drawn as to the nature of this effect, since some of the
reduction stems from progressive legislative changes.
Purchase tax was reduced further in 1995, and another step in the liberalization

program was implemented: customs duties on imports from third countries were cut, and
those on imports from the US were abolished, preventing the share in GNP of indirect
taxes on imports from rising.
Net transfer payments increased by 0.6 percent of GNP, due mainly to changes in

legislation and the rise in real wages. On the other hand, subsidies on domestic
production fell by 0.4 percentof GNP.

Direct taxes

Revenues from direct taxes (plus health service payments) rose by only 1 percent in real
terms, despite the impressive growth of GNP; their share in GNP fell by 1 percentage
point (Table 5.10). This was due mainly to the contraction in revenues from corporation
tax compared with the exceptional receipts in 1994, and to the decUne in national
insurance receipts (excluding the health tax).
Following the trend of recent years, and in line with the economic boom, the revenues

from income tax on wages grew by a real 5.7 percent. This effect was strengthened by
the progressiveness of income tax, due to the significant increase in wage payments
(mainly in the public services). As a result of this rise, and the fall in nonwage income
tax receipts, the share of wage incometax receipts in total income tax increased,
reflecting wageearners' higher share of income and of the tax burden. Legislation
served to lower the tax burden somewhat, mainly on the middle strata: in January 1995
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Table 5.10
Taxes, Subsidies, and Transfers, 198195

NIS
million*Percentof GNP
19951995199419931992199195198690198185
75,84729.528.926.724.926.928.923.5Net taxes
75,84729.530.528.226.5plus Health service payments
104,70440.740.039.139.139.442.941.9Total taxes
104,70440.741.540.640.6plus Health service payments
23,8439.38.79.811.09.99.58.7Net transfer payments'1
5,0141.92.42.63.12.64.59.6Direct and credit subsidies
29,64911.511.69.16.79.212.214.2Net direct taxes
29,64911.513.110.78.3plus Health service payments
53,49220.820.318.917.719.021.723.0Direct taxes
53,49220.821.820.419.3plus Health service payments
23,8439.38.79.811.09.99.58.7Net transfer payments11
32,07712.511.912.012.512.310.74.5Net domestic taxes
36,73814.314.014.315.114.514.011.3Indirect domestic taxes
4,6611.82.22.32.62.23.36.8Direct and credit subsidies
14,1215.55.45.65.75.55.95.0Net foreign trade taxes
14,4335.65.65.86.25.87.37.5Net import duties

3120.10.20.30.50.31.32.5Export subsidies0
107,42341.841.240.039.740.343.542.8Total taxes incl. property taxd

Total taxes incl. property taxd and health
107,42341.842.741.541.3service payments

a At current prices.
b Including compulsory loans, excluding imputed civilian and defense pensions.
c Direct export subsidies and export credit subsidies.

(Table 5.2).d Includes purchase and land improvement taxes; recorded under 'capital receipts
SOURCE: Based on Central Bureauof Statistics data.



Figure 5.3
Average Direct Tax Rates on Wage and Nonwage Income, 198095
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Excluding corporate managers' salaries.
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Less credit subsidies and capital transfers to ifrms.

SOURCE: Based on Central Bureau of Statistics data.

Figure 5.4
The Composition of Taxes, by Type of Tax, 198095
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Includes health service payments from 1990.

SOURCE: Central Bureau of Statistics.
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the 30 percent tax bracket was extended upwards, at the expense of the 35 percent
bracket which wasabolished and the 45 percent bracket, and in September the 30
and 45 percent brackets were extended, but to a smaller degree.
Despite the continued rapid growth of businesssector product, real revenue from

corporation tax dipped sharply. The fall matched that in the yield on capital, and is
explained by the increase in tax rebates tax calculations take into consideration previous
years' profits. Additional factors acting to reduce corporation tax in 1995 were the stock
market slump of 1994 (partially offset by profits in 1995), the fact that accelerated
depreciation was recognized in 1995, too, and the 1 percentage point reduction in the rate
of the tax to 37 percent (of undistributed profits).
The National Health Insurance Law lays the responsibility for collecting the health tax

on the National Insurance Institute. The rate of tax is differentially set as follows: on
incomes up to half of the average wage, it is 3.1 percent on chargeable income; on higher
incomes, up to a maximumof four times the average, the rate is 4.8 percent.
National insurance receipts from wage incomes fell in real terms by 13.4 percent in

1995, despite the rise in total wage payments. This was due ot legislation. First,
employers' contribution to health insurance was reduced by 1.95 percent,6 lowering the
cost of employment, and a reduced rate of 1.78 percent was set for those employing
workers at wages up to half of the average wage, whereas the normal rate of 3 percent
applied up to the highest income of four times the average wage. Secondly, the
employee's share of national insurance contributions for reserve duty was reduced by
0.45 percentage points. Thirdly, a reduced rate of 2.6 percent was set on incomes up to
half the average wage, and the maximum income bearing the new standard rate (4.9
percent instead of 5.35 percent) was raised.
These legislative changes in both national insurance contributions and health tax raised

the marginal tax rate on incomesof between three and four times the average wage. This
had a negative effect on economic growth, reducing labor supply and entrepreneurship
(assuming that the labor supply is not inelastic). Moreover, a situation has arisen in
which at wage levels above four times the average, the marginal tax rate falls from 54.7
percent to 50 percent; this warrants further examination.

Transfer payments

Total transfer payments increased by 7.4 percent in real terms, after remaining stable in
199394. In Une with the trend of recent years, payments to the public on the current
account rose, while those on the capital account fell. The former, which comprise about
85 percent of all transfer payments, increased by a real 10.8 percent. This rise, which is
steep also in comparison with previous years, encompassed all components. Alongside
the higher fiscal burden, the increase creates greater income equality.

6 The reduction is clearly significant when the public and private sectors are compared, but was not
relfected in national insurance receipts, as the government makes up the balance of the payment. Note
that despite the reduction, real unit labor cost rose (Chapter 4).
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The 10.6 percent increase in national insurance beneifts which constitute the lion's
share of transfer payments resulted from both legislative changes and the 2 percent rise
in the average real wage. Whereas the rise in benefits in 1994 reflected mainly an
increase in the number of recipients of various national insurance pensions, in 1995 it
stemmed essentially from higher benefits. The full effect of the Poverty Reduction Law
which was passed in August 1994 was felt in 1995, with increased pensions to the
elderly, to surviving relatives, and to lowincome families with children.

Indirect taxes and subsidies

Increased economic activity, together with the rise in the standard of living, led to a real
7.9 percent expansion of receipts of indirect taxes on domestic production and 5.4
percent on civilian imports. The level of these taxes thus rose slightly, to 19.9 percent of
GNP, after falling by 0.5 percent of GNP in 1994 (Table 5.10). Legislative changes
prevented these taxes from rising faster. In line with the trend to lower purchase taxes,
that on spare parts for vehicles was reduced in 1995, and the distortions intrinsic in a
system with differential rates of purchase tax on different items (in contrast to VAT which
is uniform) were diminished. Likewise, as part of the liberalization program, there were
further reductions in import levies.
Receipts from VAT which accounts for 61 percent of total indirect taxes rose by

10.4 percent. Property tax, receipts of which soared in 1994, rose more moderately in
1995 due to lower property and land purchase tax rates, a slower increase in the number
of transactions, and the slower rise relative to 1994of apartment prices over and
beyond that of the CPI.
Fuel tax receipts increased by 7.7 percent, despite the reduction of excise on diesel

and heating oil in the second half of 1994, which provided some incentive to domestic
production.
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