
Chapter 5

The Public Sector

The shareofpublic expenditure inGNPfell slightly in 1993, its components moving
in different directions­a reduction in payments to contractors for apartments and
rapid completion incentives, and a vast increase in public investment. While civilian
consumption rose by 3 percent due to population growth and additional hours of
education, domestic defense consumption fell. The revenue/GNP ratio remained
virtually unchanged because tax rates stayed the same, unilateral transfers from
abroad declined, and income from apartment sales rose. The domestic public sector
deifcit was 3.5 percent of GNP, after reaching5.7 percent in 1992. There was a
substantial decline in the external surplus, so that the total deifcit went down only
slightly. This decline relfects the government's deifcit­reduction program in
accordance with the Budget Deifcit Reduction Law, and was intensiifed by under­
expenditure and tax receipts that exceeded expectations.

1 . MAIN DEVELOPMENTS

The public expenditure/GNP ratio was 56.6 percent in 1993, compared with 57.2 percent
in 1992, with differences between the changes in its components. The main feature was
the reduction of payments arising from government involvement in construction. At the
same time public investment rose, especially in roads (by about 62 percent). Public
civilian consumption rose by some 3 percent because of an increase in the population and
the addition of hours of schooling due to the wage agreement with the teachers.
Domestic defense consumption declined by 3 percent, while defense imports rose
steeply, so that total defense consumption increased by a real 9 percent. There was a
slight decline in the share in GNP of general government income, which reached 54.7
percent, reflecting the absence of change in the tax/GNP ratio, a decline in unilateral
transfers and interest income from abroad, and an increase in income from the sale of
government­owned apartments. The slight decline in income and larger reduction in
expenditure served to lower both the domestic and the total public deficit. The latter was
1.9 percent of GNP, compared with 2.4 percent in 1992, while the former was 3.5
percent of GNP, after reaching 5.7 percent in 1992. The reduction of the deficit reflects
mainly the government's program under the Budget Deficit Reduction Law, and this was
intensified in 1993 because of under­expenditure and tax revenues which were greater
than planned.

CHAPTER 5:THE PUBLIC SECTOR 111



גי^

Table 5.1
General Government: Receipts, Expenditure, andDeifcit, 1980­93a

(percentof GNP)

NIS millionb

199319931992199119901989198819871986198519841985­931980­84

Receipts
86,24447.546.745.245.845.349.850.752.648.843.648.150.2Internal
13,1427.28.19.49.28.89.010.916.122.317.411.212.1External
99,38654.754.854.655.054.258.961.668.771.161.059.362.3Total

Expenditure
92,60751.052.452.252.452.953.851.952.856.062.252.863.5Internal
10,2925.74.96.46.46.67.89.511.414.512.68.111.3External
102,90056.657.258.658.759.661.661.564.270.574.860.974.8Total

Surplus (+)/Deifcit (­)
­6,363­3.5­5.7­7.0­6.5­7.6^1.0­1.2­0.2­7.1­18.7­4.8­13.4Internal
2,8501.63.23.02.82.21.21.34.77.84.83.10.8External
­3,514­1.9­2.4^.0­3.7­5.4­2.70.14.50.6­13.9­1.7­12.6Total

a Internal public debt­ excludes the government's commitment under the bank shares Arrangement (see Chapter 7).
External public debt­ the annual estimate of the public debt, internal and external, is calculated as the airthmetic mean ofquarterly debt/GNP ratios.

b At curernt pirces.
SOURCE: Based on Central Bureau ofStatistics data.



The downward trend of the public expenditure/GNP ratio, which has prevailed since
985, persisted in 1993, and this ratio is no longer very different from that of most
ndustrial countries. This development­a reduction of public expenditure amounting to
8 percentof GNP compared to its level in 1984­is outstanding both historically and
nternationally. The reduction comprises mainly a cutback in defense spending of 10
>ercent of GNP and a decline in financing costs of 6 percent of GNP. This trend would
lave intensiifed in 1993 had it not been for the appreciable rise in defense imports,
vhich tend to fluctuate widely because of the irregular delivery pattern.
The share in GNP of current transfer payments grew in 1993 as a result of the

esumption of allowances for the ifrst and second child to some 370,000 families. At the
;ame time, the total amountof absorption grants paid to immigrants fell, since the period
)f eligibilityof mostof them had ended. Thus, despite the slowdown in immigration, the
:hare of current­account transfer payments in total expenditure continued to rise, almost
:qualing that of defense expenditure.
After years in which public­sector investment in the roads infrastructure was static,

here was a policy shift in 1993. The surge in this investment will contribute to ifrms'
)roduction processes as well as to sustainable growth. In the long term these
nvestments pay for themselves, and expanding them (within reason) does not increase
he tax burden.
In January value­added tax was reduced from 18 to 17 percent and corporation tax

tonr 40 to 39 percent, while the maximum marginal tax rate on wage income rose (see
>elow). Thus, the tax burden­ measured by the tax revenue/GNP ratio­ rose slightly in
1993, after increasing in 1992, too. Since 1986 the trend has beento ease the tax
5urden­ from 46.8 percentof GNP in 1986 to 38.3 percent in 1991­ and this continued
sven in the ifrst two years of immigrant absorption (1990 and 1991). The downward
rend was checked in 1992 and 1993, and even reversed, with the figure rising to 39.7
jercentofGNPin 1993.
The decline in the public expenditure/GNP ratio­ along with the increased

nfrastructure investment and unchanged tax burden which add up to a reduction of the
lomestic and total public deficits­ indicate that the policy adopted in 1993 was more
;ontractionary than in 1992. Although the unemployment rate declined, it remained high,
>0 that a permanent reduction of the tax rate should have been implemented. In recent
)'ears the government's involvement in construction has caused sharp fluctuations in
xonomic activity. These tax policy measures should have been implemented in 1993 in
wder to stimulate the supply side, since they could have served to moderate the negative
jffect on economic activity of the contraction of construction. In addition, the trade
iberalization policy made this a good time to reduce the tax burden, enhancing the
:ompetitivenessof Israeli ifrms and helping to attract foreign investors. (The average tax
5urden is lower abroad than in Israel.) The process of expansion, which erodes the
iebt/GNP ratio, makes it possible to lower taxes while maintaining or even reducing the
3resent debt/GNP ratio. Furthermore, public expenditure is currently biased upward by
ibout 2.5 percent of GNP in compairson with the long­term trend, because of the temp­
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Table 5.2
General GovernmentReceipts and Expenditure, Curerntand Capital Accounts, 198&­93

)percent ofGNP(

1986 1987 1988 1989 1990 1991 1992 1993

NIS milliona

1993

a

S

3

Receipts
Current receipts
From property
ofwhich Interest from abroad
Current­account transfers rfom the public
Indirect taxes
On domestic production
On civilian imports

Direct taxes, fees, and levies
National Insurance income
Intergovernmental transfers
Unilateral transfers to national institutions1"

Total current receipts

Capital receipts
Capital­account transfers from the public
Public­sector depreciation
Capital transfers from abroad

Total capital receipts

Total receipts

4,9572.73.03.13.22.52.01.82.6
1,0730.61.01.31.21.10.90.81.0

1,8211.01.01.01.01.11.11.01.0

26,71414.715.514.914.313.714.114.414.7

10,7825.96.35.95.65.57.78.58.2

26,05814.313.212.613.714.516.716.617.6

8,6764.84.75.05.35.45.65.86.3

9,6785.35.86.76.46.47.08.613.3

1,8211.01.01.11.21.00.91.11.3

90,50749.850.550.250.850.255.157.865.1

5,7013.12.42.52.22.01.71.71.4

2,6081.41.51.61.61.71.81.71.7

5700.30.30.40.40.30.30.30.5
8,8794.94.34.44.34.03.83.83.6

68.7 61.6 58.9 54.2 55.0 54.6 54.8 54.7 99,386



Expenditure
Current expenditure
Domestic consumption0
Defense imports'*
Domestic interest
Interest abroad
Subsidies
Current transfers (gross)

Total currentexpenditure

Capital expenditure
Investment
Capital transfers
Repayment ofcompulsory loans

Total capital expenditure

Total expenditure

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

45,56125.125.625.927.127.127.526.927.1
5,2932.92.23.73.33.23.85.06.3
10,2775.75.96.36.86.86.67.17.9
3,9682.22.22.32.73.13.64.04.6
4,7022.63.12.93.23.74.54.54.6
19,53910.810.610.710.810.19.99.69.5
89,34049.249.651.853.953.956.057.160.1

7,8854.33.73.42.82.62.72.52.1
4,8832.73.83.31.61.21.41.41.2
7920.40.10.10.51.81.40.50.7

13,5607.57.66.84.85.65.64.44.1

64.2 61.5 61.6 59.6 58.7 58.6 57.2 56.6 102,900

1,1670.60.9­1.6­3.2­3.8­0.90.75.0
3,7752.12.4­0.1­1.5­2.10.82.46.7
­3,514­1.9­2.4^1.0­3.7­5.4­2.70.14.5

a At current prices.
b The Jewish Agency and public nonprofit institutions.
c Including civilian consumption abroad.
d Including advance payments, excluding taxes.
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orary expenditure arising from immigrant absorption and the high level of
unemployment.1
Any significant reduction of the tax rate in 1993 would have led to a greater deficit

than was actually the case, as well as requiring the amendment of the Budget Deficit
Reduction Law2 only one year after its introduction, thereby damaging credibility.
Nonetheless, two years after the law was passed, an amendment was adopted during the
debate on the 1994 budget to the effect that the reductionofthe budget deficit in the next
few years would be slower than originally intended. The 1993 deficit was lower than the
target set in the Maastricht agreement, and the implementation of the Budget Deficit
Reduction Law will ensure that this situation is maintained in the coming years, too. Due
to economic growth and budgetary discipline, the latter being given legislative force in
the last two budgets, Israel's public debt is approaching the target set at Maastircht (a
gross debt/GDP ratio of 60 percent) at a far faster pace than those of the other parties to
the agreement. Nonetheless, the debt/GDP ratio is still high.3 The reduction of the debt
helped to slow inflation, and played a pivotal role in capital market reform, reflected by
the decline in interest rates. Alongside the decline in the public debt, the reduction of
interest payments increases the flexibility with which the budget can be allocated to
different purposes. Privatization, which expanded substantially in 1993, also helped to
reduce the public debt.

2. FISCAL POLICY

Fiscal policy should be examined in its macroeconomic context. First, despite the slower
growth of GNP, the unemployment rate fell in 1993, after having risen steadily since
1988. In addition to the expansion of economic activity, this was the result of the
replacement of workers from the administered areas by Israelis due to the closure, the
continued subsidization of incremental labor, and public relief works. Although the
unemployment rate fell, it was still relatively high. Consequently, unemployment is still
one of Israel's main economic problems and, provided it is not structural, causes
irrecoverable loss of output. There is a personal and social price to be paid for
unemployment, because persons who are not in the pool of employment are pushed to
the lowest deciles, even though income support, unemployment benefit, and other
mechanisms compensate to some extent for loss of income.

' Government transfers to institutions in difficulties, such as the General Sick Fund, kibbutzim.
moshavim, and the defense industries, rose substantially in 1993; this has negative implications
regarding future budgetary discipline.

2 Nonetheless, some reduction of the tax rate would have been possible without amending the law if
the possibility of under­expenditure had been taken into account from the outset.

3 When defined in accordance with the Maastricht ruling, Israel's national debt in 1993 was 99 percent
of GNP, even though ten years ago it was twice as large.
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Second, the contraction of construction in 1993 was expected to temporarily slow the
;xpansion of output from its high 1990­92 rate­ which should resume in the next few
/ears.
Finally, the debt/GNP ratio has fallen appreciably since the 1985 economic stabilization

program (ESP), and this process has even persisted in the last few years, when an influx
3f immigrants was absorbed. In comparison with other western countries, however,
Israel's debt/GNP ratio is high. Although this reduction has helped to slow inflation since
1991, the latter is still higher than that of Israel's trading partners, and this has
mplications for economic stability.

Figure 5.1
Debt/GNP Ratio, 1983­93
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Including net government debt (excluding local authorities) and Bank of Israel debt to the public.

The government's objectives in 1993 were to create the appropriate conditions for
sustainable economic growth­ thus expanding permanent employment­ while
ncreasing short­term employment. It accordingly reversed the trend in infrastructure
nvestment, expanding it massively. The traffic congestion resulting from years of
jnder­investment in the infrastructuer created bottlenecks which hampered the movement
)f factors of production and merchandise, adversely affecting profitability (see detailed
iccount in Chapter 2).
Two policy measures served to expand employment immediately. The subsidy

imounting to a third of the wage ofincremental employment continued. There was a 35
?ercent increase in the number of employees thus subsidized, which reached 53,000.
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For certain employers the wage subsidy represents government participation in training
employees, thus making it worthwhile to employ some of them permanently. Relief
work projects were also increased in 1993, providing employment for about 3,000
persons.
The tax burden, measured by the tax revenue/GNP ratio, remained at the 1992 level, so

that its effect on economic activity remained unchanged. An alternative index, the tax rate

on nonwage income­ which reflects the effect on the business sector, rose steeply in

1993 (Figure 5.2(.

Figure 5.2
Average Direct Tax Rates onWage and Nonwage Income, 1980­83
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Excluding corporate managers' salaries.
Gross business­sector income at factor cost, excluding salaries (except corporate managers).

c Less credit subsidies and capital transfers to ifrms.
SOURCE: Based on Central Bureau of Statistics data.

The conclusion of government involvement in construction was reflected by a steep
fall in payments for apartments under the purchase guarantees, while income from sales
of apatrments purchased earlier rose. The sharp cut in purchase guarantees caused
demand for apartments to drop, contirbuting to reduced employment in construction and
ancillary industires.
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Table 5.3
General Government Expenditure by Type ofIntervention, 1980­93

)percent(

1993199219911990198919881987198619851986­931980­84

Public goods
19.319.021.622.422.523.526.027.029.322.627.9Defense
7.07.07.07.47.47.27.46.86.37.16.4Administrative services8
7.76.55.84.74.44.44.13.32.75.13.3Investment
33.932.634.434.434.235.137.537.038.334.937.6Total

Social services
23.723.022.222.321.220.618.918.617.721.318.0Meirt goods
12.612.312.012.211.811.610.510.710.011.710.0Education*
6.66.35.95.95.35.24.94.84.75.64.8Health8
4.44.44.44.24.13.83.53.13.04.03.2Welfaer8
18.518.218.018.116.815.815.214.612.416.910.7Current transfers
42.241.240.240.438.036.334.133.230.138.228.7Total

sector(Direct intervention (business
3.64.03.22.93.03.63.13.25.03.35.9Subsidies
0.50.60.81.01.21.72.32.32.91.36.0Credit subsidy
4.76.65.62.72.02.32.31.91.83.53.4Capital grants
0.50.91.01.62.12.01.91.61.91.51.8Foreign trade subsidies
9.312.110.58.28.29.69.69.011.69.617.0Total

Financing outlays
0.80.10.10.83.02.30.71.20.51.11.0Repayment of compulsory loan

Interest on public debt
10.010.210.811.611.410.811.512.311.111.110.3Internal
3.93.84.04.65.25.86.57.28.45.75.4External
14.614.114.917.019.618.918.820.720.117.316.7Total
100.0100.0100.0100.0100.0100.0100.0100.0100.0Grand total
56.657.258.658.759.661.661.564.270.559.774.8PercentofGNP

VO

" Estimated from the general government consumption ifgures; for 1988­93 provisional estimate based on change in number ofemployee posts.
SOURCE: Based on Central Bureau ofStatistics data.



The effect of fiscal policy was to reduce the domestic deficit, i.e., it wa
contractionary. (This conclusion is not bome out when an altenrative index, such as thi
change in the total public deficit, is examined.) The deficit was reduced by more in 199:
than required by law. The domestic deficit excluding net credit was 2.5 percent of GDP
while it could have been 3.2 percent. This is the second successive year since the Budge
Deficit Reduction Law was introduced that the actual deficit has fallen shotr of th(
permitted level.
The question arises as to whether a permanent tax reduction could have been made

thus further increasing employment. According to assessments of potential outpu
growth (see Chapter 2), the annual average growth rate of business­sector product ha:
been 6 percent since 1990, and is expected to remain at this level in the next few years
Under these conditions, even an annual total public deficit of 3 percentof gnp, enabling
the substantial reduction of taxes and expansion of employment, will futrher reduce itn
public debt by some 15 percent of GNP in five years. This calculation does not take int(
account financing through expansion of the money supply, which is estimated at abou
0.5 percent of GNP annually, the positive effect on economic growth of reducing ta)
rates, or receipts from privatization. The total public deficit also reflects temporary
income and expenditure arising from immigrant absorption and the curren
unemployment level. Table 5.4 shows receipts and expenditure flows which are patrly 0
entirely of a temporary nature.4

Table 5.4
Temporary Expenditure (Net), 1989­33

(NIS million, current prices(

19931992199119901989

3803,06569721760Housing8

1,6401,187418306191Unemployment1"

1,4701,6831,9021,129349Absorption grant, etc.

4538048279771,050Export subsidy0
792112994881,511Compulsory loan redemption

4,7356,8513,9433,1173,161Total, net
2.64.43.03.13.8Percentof GNP

a Expenditure on housing includes net purchases of apartments, rapid completion incentives, anc
participation in rent.

*> Including unemployment benefit, income support (above the 1988 level), wage subsidization, anc
reliefwork.

c This was not originally regarded as temporary, but once the exchange­rate insurance premium foi
exporters is abolished this expenditure will cease.

As the table shows, current public expenditure is biased upwards by 2.6 percent oi
GNP. If we adopt a more conservative approach, however, and assume that only half 01

4 The table does not encompass all temporary money flows, in particular tax receipts, which an
dependent on economic activity and the unemployment rate.
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t is temporary, the rest becoming permanent (because existing expenditure will persist or
1e replaced), the long­term expenditure, given the information currently available, will
>e lower by about 1 .3 percent of GNP.
Trade is in the process of being liberalized. The reduction of taxes, which plays an

mportant part in a closed economy tiirough profitability and disposable income, affects
ompetitiveness. It can make Israeli ifrms more competitive and attract foreign investors,
hus compensating to some extent for the short­term loss of jobs which goes hand in
!and with liberalization.
According to forecasts made in 1992, there should have been a temporary deviation in

he growth rate of GNP in 1993. One of the government's traditional functions is to
mooth fluctuations in economic activity, and the acceleration of public investment in
993 served to weaken the contractionary effectofconstruction. This also explains why
993 would have been a good time to ease the tax burden.
However, the reduction oftaxes required amending the Budget Deficit Reduction Law

List one year after its introduction. Some reduction was possible within the framework
if the existing law in view of the fact that there are bureaucratic limitations which give
ise to a shortfall in budgetary spending. However, despite its advantages, the law
xacts a price. Its advantages derive from the budgetary discipline it imposes on the gov­
rnment, preventing the expansion embodied in the budget deficit due to the cost of im­
ligrant absorption from becoming permanent. This gives economic policy the credibility
hat is essential for stability and growth. The law also reduces uncertainty as regards
ludget policy, thus helping economic agents to plan ahead. The price of this framework
s that it makes it more dififcult for the government to respond should economic
levelopments be other than predicted. In this case, adherence to the law requires
esponding on the income side, giving rise to uncertainty with regard to the tax rate.
In effect, the law is concerned with the government's domestic deficit, and this creates

everal problems (see Bank of Israel Annual Report, 1992, Chapter 5). As Table 5.5
hows, a gap has developed between the general government domestic deficit and the
otal public­sector deficit, which is the variable relevant to the cumulative public debt.
"ogether with high unemployment, this debt was one of the main reasons for the amend­
lent of the Budget Deifcit Reduction Law in the 1994 budget.

?able 5.5
leneral GovernmentDomestic Deifcit8 , 1987­94

(percentofGNP(
1995­1987­
199719941993199219911990

0.02.23.26.2iccording to previous law
declining3.0according to new law

2.54.96.73.5Jperating estimate
3.55.77.04.8iovernment domestic deficit
1.92.44.02.9btal public­sectordeficit

a According to old definition.
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Table נא5.6
to

Direct DemandofGeneral Government, 1989­93

Annual change, percent

QuantityPirceNIS million

19931992199119901989199319921991199319921991

Consumption (net)
3.35.64.50.84.212.912.721.431,00026,58022,348Civilian
9.1­6.73.74.7­16.510.313.620.322,01118,30117,275Defense

5.60.24.12.5­5.811.813.120.953,01144,88139,623Total
Domestic consumption (net)

3.05.34.60.74.212.912.721.530,44226,16122,040Civilian
­2.81.8­4.10.8­1.910.113.121.914,58013,62711,838Defense

1.04.11.40.81.812.012.821.645,02339,78833,878Total
24.617.440.214.71.68.410.114.47,8855,8404,520Investment

8.02.07.13.4­5.311.212.620.360,89650,72144,143Direct demanda

4.35.75.01.91.811.212.420.852,90845,62838,398Dierct domestic demand

­65.0­9.0290.5208.67.98.59.815.52,6216,907Government­guaranteed construction" 6,918
53

a Pirvate housing construction with government guarantee to purchase unsold apartments.
SOURCE: Based on Central Bureau of Statistics data.



Adherence to the Budget Deficit Reduction Law has caused a further reduction of the
>ublic debt/GDP ratio, and if this continues, despite the amendment, the decline will
>resumably accelerate. Strict budgetary discipline has had an effect on inflationary
;xpectations, thus apparently helping to slow inflation. The reduction of the debt/GDP
atio contributed to increasing the part of the budget subject to current decisions by
>olicy­makers by reducing the share in it of debt servicing. There are two reasons for
his. First, the smaller debt/GDP ratio arising from increased privatization of government
:orporations naturally reduces interest paid at fixed rates. Second, it also reflects reduced
'overnment intervention in the capital market, creating downward pressure on the
merest on the internal debt.

\. DEFENSE CONSUMPTION

rotal defense consumption rose by about 9 percent; defense labor input declined by one
>ercent as the length of reserve duty was reduced, domestic purchases fell by a real 4
>ercent, and defense imports rose by some 43 percent.

Table 5.7
hdicators of Defense Consumpiton, 1980­93

Compensation
of employees:
defense0 as

percent of total
(5(

Defense consumption" as percent of GNP
Percent of: GNP
plus unilateral

transfers'"

(1(

Domestic plus
foreign funding'

(4(
Domestic

(3(
Total
(2(

10.517.414.023.219.9980
10.317.314.124.621.4981
10.819.315.021.619.1982
9.918.014.218.916.4983
10.219.014.321.718.4984
9.517.712.721.617.3985
8.815.111.015.913.0986
8.614.611.019.416.5987
9.213.810.716.614.1988
9.112.910.313.612.0989
9.112.29.913.511.8990
8.911.29.013.111.4991
8.210.78.711.710.1992
7.610.08.012.110.6993

a Excludes conscripts.
b Unilateral transfers converted to NIS at the official exchange rate.
c Budgeted foreign­currency outlay and principal and interest on US government loans.
SOURCE: Based on data of the Central Bureau of Statistics and the Ministry of Finance.

:HAPTER 5:THEPUBLIC SECTOR 123



גא
A* Table 5.8

Taxes, Subsidies, and Transfers, 1980­93

a At current prices.
b Including compulsory loans, excluding imputed civilian and defense pensions.
c Direct export subsidies and export credit subsidies.
SOURCE: Based on Central Bureau of Statistics data.

(percentofGNP)

NIS million8

1993199319921991199019891988198719861985­931980­84

Taxes and transfers
72,23039.739.738.338.939.144.145.346.841.841.7Taxes

17,1999.510.810.49.49.99.78.58.99.58.5less Net transfer payments11

4,7022.63.12.93.23.74.54.54.64.010.2less Direct and credit subsidies

50,32927.725.825.126.225.529.932.433.328.322.9Total

Direct taxes
34,73419.118.017.619.019.922.322.423.920.623.3Direct taxes
17,1999.510.810.49.49.99.78.58.99.58.5less Transfer payments
17,5359.67.27.29.610.012.614.015.011.114.8Total

Indirect taxes, domestic
26,71414.715.514.914.313.714.114.414.714.411.0Taxes

4,2102.32.62.32.32.43.33.33.53.07.0less Direct and credit subsidies
22,50412.412.912.612.011.310.811.111.211.44.0Total

10,2905.75.85.34.74.36.47.37.15.84.5Net foreign trade taxes
10,7805.96.35.95.65.57.88.78.57.07.2Net import duties

4900.30.50.61.01.31.41.31.31.12.6Export subsidies0



Domestic defense consumption was not affected significantly by Israeli incursion
nto southern Lebanon in July. An event which will affect defense consumption, albeit
vith a lag, was the signing of the Declaration of Principles with the PLO in September.
fhe temporary costs incurred as a result of its implementation with regard to the
©deployment of the IDF will cause a nonrecurring increase in defense consumption.
The indicators in Table 5.7 reflect the defense burden.5 Most of them show that the

widen has been reduced, continuing the long­term trend. Despite the dramatic decline in
he share of defense consumption in GNP­ from 23 percent of GNP in 1980 to 12 percent
n 1993­ Israel is still far above the OECD average (about 2.5 percent(.

k TAXES, SUBSIDIES, AND TRANSFERS

n comparison with 1989­ the year the influx of immigrants began­ the average tax
)urden did not decline in 1993, even rising slightly, as reflected by the tax/GNP ratio.
rhe share of total taxes in GNP was 39 percent in 1989, and 40 percent in 1993 (Table
>.8). The share of direct taxes in total tax receipts rose steeply in 1993, and so that of
ndirect taxes fell, in contrast with the trend of the last few years. Nonetheless, the share
>f indirect taxes in GNP in Israel is still one of the highest in the west because of the
>road base of VAT. All these changes reflect inconsistent policies over time; in March
[990 VAT was raised from 15 to 16 percent, nine months later it was put up again, to 18

)ercent, and in January 1993 it was reduced to 17 percent. Frequent changes within a
elatively short period create uncertainty in the business sector.

Direct taxes

Phe continued expansionofeconomic activity brought about a real 11 percent increase in
lirect tax receipts. In 1993 the trendofthe previous years was reversed, and the share of
lirect taxes in total tax receipts rose, reducing that of indirect taxes. Wage income­tax
1eceipts grew by a real 11 percent, i.e., by far more than the increase in GNP and in total
vage payments.
Nonwage income­tax receipts rose by a real 15 percent. This exceeded the real

ncrease in both business­sector product and wage income­tax receipts, so that the share
)f wage income­tax receipts declined. Because profits may be offset against losses from
>revious years, and the tax system determines advance payments on the basis of the
receding year's returns, tax receipts increase with economic expansion. In 1993 an
idditional percentage point was docked from the corporation tax rate, bringing it down to
19 percent, as patr ofthe plan to reduce this tax to 36 percent by 1996.

5 These indicators exclude conscirpts and other factors which affect the burden.

:HAPTER5:THE PUBLIC SECTOR 125



Figure 5.3
The CompositionofTaxes, byType ofTax, 1980­83

80 81 82 83 84 85 86 87 88 89 90 91 92 93

Transfer payments

Total transfers to the public remained at more or less the same level in real term
(deflated by the CPI). The slight decline is the net result of uneven developments in th
componentsof this item; current transfer payments increased by a real 5 percent, becaus
ofthe expansion of child allowances, and the increase would have been greater still hai
it not been for the decline in absorption grant payments to immigrants. Transfe
payments on capital account fell by a steep 15 percent, however, after soaring by 11

percent in 1992­92. Since the mass immigration began, the stock of government­owna
housing has grown due to the implementation of the purchase guarantees, budget
financed construction, and the import of mobile homes and caravans. Govemmen
intervention in construction, which in previous years involved budgetary expenditure,

6 The purchase of an apartment (an asset) by the government alters the stock of assets and liabilitie
but does not affect the budget deficit as long as this does not involve an implicit subsidy. The curerr
recording method biases expenditure, income, and the deficit. The bias in the deficit disappears whe
viewed over the long term, because all that remains then is the difference between income an
expenditure, i.e., a subsidy, which should be included in the deficit.
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hrank appreciably in 1993, and at the same time sales of apatrments to the public
lcreased, as did income from rent. As a result, net capital transfer payments to the
ublic were negative in 1993, and this unusual development may persist in 1994, too.

1able 5.9
stimated ValueofAllowances, 1990­93

(percent(
Until mid­
year(N1S(Annual real changea
19931993199219911990

lelfated by CPI

204.0­100.0­77.3­50.6For two children
792.0­0.52.5­5.14.9For four children11
803.01.70.1­8.4­1.1Individual old age pension0

etflated by average wage

­100.0­76.3­50.2For two children
­1.01.4­2.25.8For four children1"
1.2­1.0­5.6­0.3Individual old age pension0

a Monthly deduction.
b Including IDFveterans' allowance.
0 Old age pension plus income supplement; this is equivalent in value to dependent's allowance plus

icome supplement, and to the total disability allowance.
OURCE: Based on National Insurance Institute data.

Government transfers to institutions in financial difficulties, such as the General Sick
fund, the kibbutzim and moshavim, the defense industries, etc., increased sharply in
993, even though their level was relatively high in 1992. These transfers, which
mounted to some NIS 100 million in 1989, reached NIS 1 billion in 1993. Beyond
nvolving extensive budgetary expenditure, these policy measures postpone the
ppropriate solution ofthe problem and convey a negative message regarding budgetary
iscipline.

:HAPTER5:THEPUBUC SECOTR 127


