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TOWARD A BALANCED FISCAL POLICY FOR ISRAEL
IN THE POST-COVID ERA
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Abstract

This article proposes a new fiscal policy for tlespCOVID-19 era, intended
to balance fiscal discipline and appropriate sohgito the needs of Israeli
society. The proposed framework establishes tvgetar the debt-to-GDP ratio
and the public expenditure-to-GDP ratio, which go@ernment will set at the
beginning of its term. The budget will be deterndireach year based on these
targets, in order to ensure their achievement withdefined period of time.
These targets will be injected into two new equdjane for total expenditure
and the other for the annual deficit, which will liged to derive the size of the
annual budget and the tax burden. Prior to theisgribe ratio of public
expenditure to GDP was about 40 percent in Israsdus 41.8 percent in the
OECD and 49.1 percent in the reference countriesbdlieve there is a need
to raise the public expenditure-to-GDP ratio targetview of the prolonged
decline in the level of basic public services, atgb in view of the needs that
have arisen as a result of the pandemic, whilbesame time maintaining a
responsible debt-to-GDP ratio that is in accordhwte global economic
environment.

1. INTRODUCTION

The COVID-19 pandemic brought on the worst econariiis ever experienced in Israel or
elsewhere in the world, abruptly ending a long qeriof positive macroeconomic
performance. Israel was in a favorable startingtipmswhen the crisis began: a debt-to-GDP

" This article was written under the auspices of 8amuel Neaman Institute at the
Technion, as part of the “Hundred Days Projectnitdating a Socioeconomic Agenda for
the Next Government.” We wish to thank the SamusdiNan Institute for its ongoing and
generous support. We would also like to thank tefenees whose insightful comments
helped improve the article. This article is basedavorking paper published by the Shmuel
Neaman Institute entitled “Towards a New Fiscalidofor Israel: Balancing Budgetary
Responsibility and Societal Needs” (Trajtenberg &plker, 2019), which was revised in
light of the COVID-19 crisis.
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ratio of 60 percent; unemployment of less than rtgre; high foreign currency reserves;
negligible inflation; and a resilient financial $gm. Nonetheless, a prolonged political crisis
undermined the ability of the government to fornil@conomic policy, encouraged
populistic measures, and as a result, 2020 pasgbduivan approved budget. No less
problematic was that the crisis began toward thd ehan era characterized by an
anachronistic economic vision and fiscal regimesSehwere manifested in a decline in basic
public services, such as healthcare and educatibich forced households to make up the
difference from their own pockets—and for manytar, this was a heavy burden.

The COVID-19 crisis led to a breach of the constisaon fiscal policy, such that at least
in the short to medium terms it will continue tolighly expansionary. This is necessary in
order both to support businesses that were adyeaffeicted by the pandemic and families
that lost their income, and to jumpstart econorotovy and eventually growth as well. It is
too early to assess what side effects this wiliingVhat will happen as a result of the large
increase in the national debt? Is there a danggirifiation will return after a long period in
which it was under control? Additional, similar,egtions can be asked. Whatever the case,
after a long period during which the governmentaight in the economy declined, it is
highly likely that we will witness greater governmiénvolvement in the economy from this
point onward.

The goal of this article is to propose a consistardt sustainable fiscal policy that will
serve as a roadmap for the government of Isratiaénpost-pandemic era, once the acute
phase of the crisis is behind us and the economydiarned to a stable and reasonable level.
It is particularly important at this point—when thrditional fiscal framework has been
abandoned in response to the circumstances—tlairaecis charted to return the economy
to a responsible policy framework, one that carl @éid the new reality and at the same
time serve the country’s long-term goals.

The main component of the proposed policy is thatirdition between fiscal policy
targetsfor the medium and long term, and fiscal policyes that are used to implement
policy when formulating the annual budget. In paér, the government will need to
determine targets for the debt-to-GDP ratio (D/¥ijldor the public expenditure-to GDP
ratio (G/Y) that it will commit to achieve withindefined period (such as 5 years). Two new
formulas for fiscal rules—one for the total defiaitd the other for total expenditure—will
determine the size of the budget so as to ensafizaon of the government’s targets. As
described below, the governments of Israel havallysnot adopted such explicit targets,
and when they did, the rules focused only on tlhe-the GDP ratio. However, since the early
2000s, the governments have in practice also redhesweight of public expenditure within
GDP. Although the result was a large improvemematroeconomic parameters, there was,
in contrast, significant deterioration in the lee¢lpublic services, without any real public
discussion of the issue and without any balancieghanism proposed.

The need for a new policy has become more acuterasult of the COVID-19 crisis,
which exposed to an even greater extent the failtivat resulted from the previous policy.
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This is particularly evident in the areas of edimrataind healthcare, where problems have
been left to fester over the last decade. For el@ndpring the pandemic, the issue of class
size (which has been with us for many years) beaaitieal, as it was extremely difficult to
teach a class while preventing mass infection. Thrmpounds other problems, such as the
widening gaps between pupils from different soctmemic backgrounds in general, and in
particular, disparities in access to computers andligital literacy. In the context of
healthcare, the ongoing failure became particulavigent in view of the chronic shortage
of hospital beds and medical staff. The pandenecefiore served as a warning along the
lines of “the emperor’s new clothes”, and thus roagstitute an opportunity for a paradigm
shift and the adoption of a fiscal trajectory timtailored to the urgent needs of Israeli
society.

The article is structured as follows: Section 2veys the development of fiscal policy
since the 1985 Stabilization Program, with a foouws failures that prevented it from
translating macroeconomic success into improvedanefor the public as a whole in Israel
and the consequent need for a new policy. SectipreSents the principles of the proposed
approach, which directs fiscal policy toward twoimtargets: the desired public expenditure-
to GDP ratio (G/Y) so that it will be able to prdei essential public services, and the debt-
to-GDP ratio (D/Y), which will ensure economic fesice and stability. Section 4 discusses
the necessity of fiscal rules, and in particulaosth that are intended to limit deficit bias.
Section 5 reviews the use of fiscal rules in Isea@ the targets that they served over time.
Section 6 presents the new formulas for total edjpere and the level of the deficit. Section
7 discusses the setting of G/Y and D/Y policy tssgad the calculation of expected growth,
which serve as parameters in the fiscal rule foaswbection 8 illustrates the implementation
of the policy based on a scenario for the post-ODY® era. Section 9 presents the
supplementary measures required to heighten thetifty of government expenditure as it
increases, and is followed by the conclusion intiSecO.

2. NEEDED: A PARADIGM SHIFT IN FISCAL POLICY

The economic history of the State of Israel is ahtarized by numerous changes in direction,
which were usually the result of remaining too lorigh an economic policy that once
worked but since became outdated and anachronigig lack of willingness or ability to
recognize the need for change would lead to ascrgiich in turn would lead to a new policy,
and the cycle would start again. The best exangplié crisis in the early 1980s, which
resulted in the 1985 Stabilization Program. Thialeditic-like process to a large extent
resulted from the fact that Israel underwent sdveagjor upheavals during the early stages
of its existence, ranging from a huge increastsipapulation to wars to far-reaching changes
in the geopolitical environment. Nonetheless, daigma rigidity, and political
considerations played no less important a roleoldihg back change, and only the onset of
a major crisis made change possible.
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There are more than a few countries—such as Britadter Thatcher, Sweden and India
in the 1990s, and of course China in recent deeattest shed economic paradigms that had
outlived their usefulness and adopted new oneshaéir fplace, without undermining the
stability of their main institutions. In contragitere are many countries that have failed time
and again to implement essential reforms becawesedte unable to overcome entrenched
interests and institutional inertia. The resulttegsion in those countries sometimes led to
political upheaval and a turnaround in policy, whianly exacerbated the lack of stability
and prevented the necessary reforms. South Amgriggides many examples of this
phenomenon. Israel is somewhere in the middle.etid$ to cling to its economic
preconceptions for too long, but, at the same timben the crisis arrives, it usually
demonstrates an impressive ability to innovate. &\, it is uncertain whether in the future
we will know how to overcome such crises while mmeting major harm to the economy and
to the institutional-political system. Thereforkee theed already exists for a reappraisal.

The starting point of the analysis is that thedisgpproach that dominated economic
policy in Israel for many years has exhaustedfitegld had it not been for the COVID-19
pandemic, might itself have led to a crisis. Itggihaing can be traced to the 1985
Stabilization Program, which constituted one ofr@st important turning points for Israel’s
economy and dramatically improved the performarfdi® economy and the management
of economic policy over a period of three decadése ending of the hyperinflatidn
prevalent during the first half of the 1980s wakydhe first phase in a gradual and prolonged
process that completely transformed the naturehef économic regime in Isra&la
concentrated and closed economy with little contipeti whether internal or external,
evolved into an economy that follows the rules @frket economics and incentivizes the
development of Israel’'s comparative advantage, hameehnological innovation. Apart
from the numerous structural reforms implementedhts end, the decisive move on the
macroeconomic level was the imposition of rigictéisdiscipline. The bitter experience of
the “lost” decade made it clear that one couldrebt on the good intentions of politicians
but only on the professionals at the Ministry ofidiice who have the necessary abilities,
commitment, and motivation. Moreover, the Budgep®&ément in the Ministry of Finance
was given powerful tools to protect the public pur® the dismay of other ministries and
those above them.

The 2001-03 crisis following the outbreak of them®l intifada and the burst dot.com
bubble prepared the way for the next stage of tieegss, which was accelerated by the
appointment of Benjamin Netanyahu as Minister afaRice. Netanyahu is the one who
introduced the image of the “thin man carrying fdteman,” where the government is the fat
man who is well-fed and inefficient, and a burdentbe thin man, namely, the business
sector, which is unable to grow because of the yheaight on its shoulders. This image lies

! For a comprehensive analysis of the responsdltdiom, see Razin (2019).
2 See Ben-Bassat et al. (2020).
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at the foundation of a comprehensive strategy tendize the government and to privatize
as many of its services as possible, while at #mestime lowering taxes, in order to both
incentivize the business sector and “starve thetfdee., continue to reduce the size of the
government.

This strategy met with great success, at leastrdowpto its declared goals. Thus, the
share of the government in GDP declined sharpbymfabout 50 percent at the beginning of
the 2000s to about 40 percent already in 2014tathéurden shrank in parallel; a significant
portion of government services were privatized; andon. These developments made an
important contribution to the prosperity of the imgss sector, and in particular the dizzying
success of the high-tech sector. The consistezalféiscipline contributed its share, and the
combination of all these factors led to the comtadlon of Israel’'s economic status in the
international arena. This was particularly evidegating the Great Recession that began in
2008 and adversely affected most advanced econpwhiée bypassing the Israeli economy
(apart from a short-lived slowdown in 2009).

However, the conceptual rigidity and lack of desoeexamine the widespread social
consequences of this process led Israel agairetbrihk of a crisis. In contrast to 1985 and
2001-03, this time the overall economic picture wasich more complex: the
macroeconomic indices were very healthy (growté,débt-to-GDP ratio, and inflation) and
some even reached historic highs (such as the gmpiat rate, the size of the foreign
currency reserves, and Israel’s international ¢tmeding), and therefore in theory there was
no cause for concern and the course could be naéataHowever, in contrast, over the last
decade, there has been a consistent decline af biaflian services, especially housing,
healthcare, and transportatibFurthermore, even if the level of poverty and itreguality
index have declined somewhat in recent years, dowpto these indices, Israel continues to
be among the worst-performing OECD countries, wirichirs serious implications for social
cohesion and national resilience.

In view of these disturbing trends, there is a neagexamine the approach that calls for
continuing to reduce the share of government in Giie it is clear that what was correct
when it was at 50 percent may not be correct whisndi0 percent. Moreover, during 2017—
19, the Ministry of Finance adopted a number ofgigist” fiscal measuréswhich involved
a significant deviation in total expenditure andhaeat to fiscal discipline (Figure 1).
Although these measures serve purposes that wamresétves worthwhile, in the absence of
an overall macroeconomic program, clear orders refepence, and a long-term and

3 This is well illustrated by the prolonged risehiausing prices (see th¢ousing Prices
IndeX. In healthcare, this is manifested in a numbeindices; see, for example, Weiss
(2020), p. 23 on the longer waiting times in emagyerooms. In transportation, it is
manifested in growing congestion on the roads (sagenberg & Zer-Aviv, 2020).

4 These were included in Finance Minister Moshe Kalsl “Net Family” program, which
reduced customs duties, improved the negative iectax, increased the credit points for
parents of young children, and more.
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consistent fiscal trajectory, there is no escapmiviewing fiscal policy as having had a large
populistic component. This was followed by the angktthe COVID-19 crisis, which
loosened the reins of fiscal restraint, but at saene time exposed the failures of an
anachronistic fiscal approach to an even greatenéx

3. PRINCIPLES OF THE PROPOSED POLICY

From the outset, it should be remembered that govent's supreme role is to provide the
public services required by its citizens, whiletla¢ same time minimizing the harm to
incentives from the taxes imposed to finance thesevices. Therefore, the level of
government expenditure has always been a primanysfor any government and has also
been a major issue of debate, as reflected in dhiation between countries in the public
expenditure-to GDP ratio (G/Y). Therefore, it midiatve been expected that the process of
fiscal policy formulation would involve an in-deptliscussion of the optimal G/Y target, but
this has not been the case. The annual (latelynb&hdiscussion of the state budget in Israel
has centered mainly on specific budget issues,imihilved give-and-take with the various
ministries. Meanwhile the “budget framework” is elehined by fiscal rules and is rarely
discussed, certainly not with an eye to the lommte

In addition to the government’s role in supplyingpfic services, it is also responsible for
maintaining economic stability and resilience owime. This task requires fiscal
responsibility, i.e., keeping budget deficits snmalative to GDP, such that the economy can
successfully finance the debt that will be createer time as a result. A high debt-to-GDP
ratio (D/Y) raises national risk, increases the@rf credit, and imposes a debt-financing
burden on future generations. The questions dwetoptimal debt-to-GDP and in what time
frame it should be reached should form the fouwndatif fiscal policy as a whole, together
with the question of the level of G/Y.

Given government expenditure, it is tax revenuasditermine the size of the deficit and
the debt, since the deficit is the difference betwthem. In determining the level of taxation
and its components, the government should takerakefaetors into consideration, some of
which are conflicting: first, the pure fiscal aspet total tax collection, which determines
the size of the current deficit and affects thesleof the debt; second, the effect of taxation
on the incentives of various players, i.e., workbusinesses, domestic and foreign investors,
and more, in part due to the fact that high targatre liable to harm those incentives and
therefore economic growth; and third, consideraiofequity, which are reflected in both
the universality of the tax system and its disttidmal implications, where accepted wisdom
is that taxation should be progressive, i.e., dusth reduce inequality. However, progressive
taxation requires high marginal tax rates, whicly inarm growtt

5 For more details on the tax system, see Trajtgnded Popliker (2020).
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Fiscal policy therefore includes three main vagabfovernment expenditure (G), téxes
(T), and debt (D) (as a consequence of the budgfetity. However, the government only
has two degrees of freedom (since the deficitesgiylts from the difference between G and
T). In other words, it cannot set targets for latee of the variables, since by setting two it is
essentially setting the third. Thus, for examgdi¢hé government determines the size of the
permitted deficit and the rate of increase in gowegnt expenditure, then it has determined
the tax revenues that are needed in order to azlievdeficit target.

Therefore, informed and responsible fiscal poli@quires first and foremost an
examination of the entire fiscal picture, at whosater are the G, T, and D trajectories over
time, and the setting of targets that are condiséen feasible. Since it is possible to
determine only two of the targets, consideratioembhoosing them should be given to the
likelihood of the outcome with respect to the dediscal variable. Thus, for example, if
ambitious targets are set for G/Y and D/Y such thair achievement involves a sharp
increase in tax rates, then they will not be fdasibr alternatively, the economy will pay a
high price in terms of slower growth.

These considerations lead to the heart of the paleeare proposing: at the beginning of
the government'’s term it will have to set targets®/Y and D/Y, which it will commit to
achieve within a defined period (such as the lenttne expected term of the government,
namely 4-5 years). In order to implement this pglithe government will use the new
formulas for the two fiscal rules governing totaipenditure and the deficit, which are
presented below, in the annual determination ofstage budget. The targets for G/Y and
D/Y that the government will determine at the ottsfeits term will be inputted into these
formulas, thus ensuring that the implementatiothefrules will indeed achieve the targets
within the defined period. This represents a majoovation relative to fiscal rules in general
and relative to those in use so far in Israel irtipalar’, since the latter were formulated
without determining overall targets or were forntethin relation to the D/Y target only.
Furthermore, no attention was given to determimadithe period within which the target is
to be achieved, to the mechanism for revisionpaonsistency between the fiscal variables.

As a result of the 2001-03 crisis, the governmentas one of its main goals the
achievement of a sharp reduction of D/Y from itagkrous level of over 90 percent, which
was a result of the crisis, and in addition siguaifit reduction of G/Y. The fiscal rules that
were selected served those goals well. With redpetie debt-to-GDP ratio, the Maastricht
Treaty specified D/Y = 60 percent as the targetltierEU countries already in 1992. Israel
adopted this target as well, even though it wasamathored in any formal decision. In
contrast, no explicit target was adopted for GMthaugh the formulas for total expenditure

5 The term that will be used in equation 3 represénet taxes"; i.e., it excludes other
government income sources.

” The concept of a “target” in the context of a ‘iditftarget” is materially different from
its meaning when it refers to the attempt to aahjgarticular values of G/Y and D/Y, which
reflect a long-term well-defined strategy.
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that were adopted led to a prolonged reduction/i, Gince government expenditure was
constrained to grow at a lower rate than the raggawth in GDP.

In this way, a lack of symmetry was created betw&évi and D/Y, where D/Y was
treated preferentially and explicitly appearedame of the formulas for the fiscal rules that
were adopted, while those same rules lead detesticiaily to a reduction in G/Y without
any stopping point. Thus, prior to the pandemiadsreached a situation where the share of
government expenditure in GDP was about 40 percemich is lower than the OECD
averageé The gap is well-reflected in the ongoing erosidnservices in healthcare,
education, transportation, and more. Furthermoré jmparallel to the reduction in G/Y, the
government decided on a multiyear path for redutéing@s in a way that the deficit target
prevented G from resuming its growth.

This situation lies at the foundation of the gneatadox of the Israeli economy prior to
the pandemic: a healthy macroeconomic situationwlithout that success reflected in the
welfare of most households in Israel. Many fourdifficult to manage the economic burden
imposed on them due to the partial withdrawal efgbvernment from the provision of public
services. This can best be seen in the sociat@iptiotests of 2011, which was evidence of
these difficulties, particularly for young familie& G/Y ratio of 40 percent is not simply an
abstract statistic, but in fact is a primary faatoderlying this paradox, which without the
pandemic might have developed into a dangerouss éniand of itself. From time to time,
usually as a result of a public profegshe government is forced to deal with the tension
between success on the macro level and the ecortistiess of a large proportion of the
public. However, in the absence of fiscal visiod atrategy, the government was not able to
even hold a serious discussion on the issues winlgithe protests. When proposals were
made for fiscal measures of popular appeal, sualr@gduction in taxes, these were discussed
without taking into consideration their implicatefor G/Y, even when a deviation in one
direction or the other from the deficit target bmesapparent It is not surprising, therefore,
that the policy measures adopted were often foarizktineffective, or to be “too little, too
late.”

The policy proposed here is intended to end unargkeven dangerous policymaking.
Although during the pandemic economic policy wastifiably focused on the immediate
challenges, after the acute phase of the pandsroiger there is a need to look at the overall

8 The OECD average was 41.8 percent prior to the ID@M\9 crisis, while the average for
countries similar to Israel (the “reference cowedt) was 49.1 percent. For further detalils,
see Section 7.1.

9 Such as, for example, the demand for a secondtassin preschools in 2012-13; the
“sardine protest” with respect to the large class;ghe protests by the disabled; and more.

10“sShould VAT be reduced by one percent?” “Shoulel¢thrporate tax be reduced?” From
time to time, such proposals are put forward (amdesof them implemented) without taking
into consideration their systemic implications, andparticular the effect on the overall
targets for G/Y and D/Y.
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fiscal picture and to set fiscal targets for thedimm and long terms, as well as create the
mechanism that will ensure their achievement. Sirlyij economic growth was severely
affected during the crisis, while at the same tiflme economic environment experienced
rapid and far-reaching changes, such as those itk @wod employment behavior, the
penetration of digital technology, the slowing &flzplization, the need to respond to climate
change, and more. Thus, it will not be possiblénhit fiscal policy to the determination of
optimal levels for G/Y and D/Y and to base fiscalligy only on macroeconomic
considerations; rather the type and compositiogafernment expenditure, as well as of
taxes, will also have to play an important role.

4. THE ROLE OF FISCAL RULES

The economic literature deals at length with thesgion of how to meet fiscaargets
efficiently. One of the main tools in this contéxthe use of fiscalules that is, constraints
imposed by the government on its determinatiomefrhain budget parameters. At the heart
of the discussion of the need for such rules isitlea of a tradeoff between the rigid
commitments they create and the flexibility in seftpolicy based on the government’s
discretion (i.e., rules vs. discretidpn There is no doubt that discretion allows foralimed
fine-tuning in response to a changing reality; atethe same time, that flexibility opens the
door to misuse, particularly in light of the fattat the government has a bias toward
increasing the deficit, a phenomenon known as tidfias.”

Deficit bias results from the attempt by electedegaments to please voters by providing
short-term benefits (whether by reducing taxesomasing expenditure), where the negative
consequences in the future are viewed as sufflgiéat off that voters will not take them
into account. In other words, voters do not intézeathe future costs of current budget
deficits, which will ultimately require painful atesity measures. Therefore, policy “benefit”
measures in the form of tax cuts or expenditureeizges are usually very popular, and as a
result elected officials are tempted to adopt thpaiticularly prior to elections. This also
means that elected officials tend to manage figolity asymmetrically, since it is easier for
them to garner political support for expansionawiiqy during a period of recession than to
adopt a contractionary policy during periods ofremmic prosperity (Leibfritz et al., 1994).

Another explanation for deficit bias focuses on fhaitical polarity and strategic
considerations of the government, which is afrafdlasing power, given the major
differences between its preferences regarding tk@hpublic expenditure and those of rival
parties. The party in power ostensibly faces uagett regarding its chances of reelection
and will prefer to increase expenditure in areas #éne important to it (without making cuts

1 Thus, for example, Dahan and Strawczynski (20f8jncthat fiscal rules may lead to a
reduction in the weight of transfer payments wittotal expenditure, in a way that will
adversely affect weaker members of society andexticerbate inequality.
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in other areas), out of fear that it will not bdeato do so in the future. As a result, the higher
the likelihood of not being reelected, the largdt e the variation in priorities between the
various parties and the magnitude of deficit brdegina & Tabellina, 1990).

A plethora of lobbyists and pressure groups thatkwoward increasing government
expenditure in the specific areas that interegnthéll contribute to deficit bias, since they
do not take the full budget picture into accourtd #érerefore are willing to invest resources
in convincing elected officials to increase themsted budget expenditure. Moreover, given
that all of them adopt this behavior, each lobblgas$ an even greater incentive to obtain a
larger share of the budget in the immediate teimegest is clear that if the government meets
all the demands in the present, there will be tutke future. There is a broad spectrum of
pressure groups that operate in democratic regimelsiding various parts of the business
sector, geographic regions and population grouanbers of commerce, unions, and more.
Deficit bias is expected to be even greater initoahl regimes, particularly when they are
characterized by a multiplicity of sectoral partiasd by a large variation in interests
(Velasco, 1999).

There is, therefore, a solid foundation for theuagstion that fiscal policy based on the
government’s discretion may lead to systematiccitsfiwhich in turn will increase the debt-
to-GDP ratio. This supports setting limits on gawaent discretion by defining fiscal rules.
Many empirical studies have examined the efficdoyanious types of rules, and the findings
support their necessity. Thus, for example, Delatal. (2008) look at the effect of fiscal
rules in 25 EU countries and find that their usteied reinforces fiscal discipline. Moreover,
to the extent that the rules adopted are more celmepisive and stringent, so there is a more
positive effect on seasonally adjusted budget pexdince. Badinger and Reuter (2017) make
use of data for 74 countries during the period 32832, and also find that countries that
have stricter rules are characterized by lowercdsfiand furthermore, have lower rates of
interest on their bonds and less output volatiMgreover, Kriwoluzky et al. (2020) find that
countries with fiscal rules are better able to oegpto crises, which they demonstrate using
a number of parameters, including rate of growtlvgte consumption, and investment.

a. The Need for an Expenditure Rule

There are two fiscal rules used in many countiretiding Israel: a deficit rule and a budget
expenditure rule. The deficit rule states thatdtiterence between the state’s revenues and
its expenditures is not to exceed a defined ceiliigch is expressed as a percentage of GDP.
The expenditure rule specifies a ceiling on the adigrowth in budget expenditure from year
to year. Theoretically, if the goal of the fiscales is to maintain fiscal discipline, then the
deficit rule is apparently sufficient, since itelitly limits deficit bias and thus also prevents
the growth of the debt-to-GDP ratio. However, tkpaenditure rule has an inherent advantage
that justifies its use in addition to the deficite.

First, the expenditure rule can be implementedemfdrced with relative ease, since by
law public expenditure is predetermined in the liggoposal, and therefore the government
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is obligated to adhere to it under almost any dional. In contrast, the government does not
have full control over tax revenue, and therefammglying with the deficit rule is dependent
to a large extent on the level of economic activijoreover, it is difficult and even
undesirable to change the tax rates in the shwontiteresponse to fluctuations in government
revenues in order to adhere to the deficit ruleegbent changes in taxation increase
uncertainty in the economy and may play a procgtlicle (Ljungman, 2008). Furthermore,
deficit bias is often manifested in larger pubkpenditure, and therefore an expenditure rule
deals directly with this type of bias. Thus, if theal is not only to maintain fiscal discipline
but also to reduce public expenditure (as was #se ¢n Israel), then an expenditure rule
serves both goals simultaneously.

Numerous empirical studies have indeed demonstth&iinportance of an expenditure
rule as a central component of the fiscal toolbitws, for example, Cordes et al. (2015)
examine the effectivity of an expenditure rule @& @untries and find that the level of
compliance with an expenditure rule is much higtiemn in the case of a deficit rule.
Furthermore, Wierts (2008) finds that the adoptiéran expenditure rule is evidence of
political willingness to effectively deal with adhi G/Y ratio, where countries that have a
higher ratio tend to adopt a more rigid expenditute. Guichard et al. (2007) examine the
use of fiscal rules in the OECD countries and fihdt in general they contribute to the
process of fiscal consolidation, and even morengheé case of expenditure rufés.

As of 2015, 15 of the OECD countries had an exgargirule. Among those, Spain,
Poland, Luxembourg, and Latvia have an expenditule that constrains the growth in
public expenditure to less than the rate of grawtGDP (IMF, 2017a}2 Moreover, starting
in 2011, an expenditure benchmark went into effethe 22 EU states that are members of
the OECD, based on the Stability and Growth PaGHR)S According to this rule, in countries
that do not reach the medium-term budgetary ohjectthe rate of growth in public
expenditure cannot exceed the medium-term poteratial of growth in GD®, unless the
growth in expenditure is based on additional reeesnurces. In contrast, countries that have
not reached the target cannot deviate from a loaterof growth, while countries that have
exceeded the budget target are not required to lgonith the expenditure rule (EU, 2018).

The manner in which the EU expenditure rule is faated is evidence of the position it
has adopted with respect to public expenditurethadiebt-to-GDP ratio. Thus, on the one
hand, each country can choose a target for publergditure as a percentage of GDP
according to its needs and goals. On the other ,hdmed countries are responsible for

12 Similarly, Holm-Hadulla et al. (2012) analyze tbhee of an expenditure rule in EU
countries and find that this helps to limit the joselical tendency of governments to deviate
from the planned budget.

13 The data do not include South Korea and Turkey.

14 The medium-term potential rate of growth is cad¢edl as the average growth rate over
ten years: the growth rate for the last five yetrs,growth rate for the current year, and the
forecasted growth rate for the subsequent foursyear
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maintaining fiscal discipline and ensuring thatytheve sufficient sources of revenue to
cover that expenditure and thus meet the budgg¢ttaiefined for them. Therefore, the EU
imposes stricter limits on the growth in public erpiture in the case of countries that do not
achieve their budget target, until that countryimaggpproaches the target. Since the EU
expenditure rule went into effect, compliance amtimg member countries has increased
steadily, such that in 2016, 11 of the 15 EU caastthat were subject to the expenditure
rule were in compliance with the ceiling determifiedthem (Van Nispen, 2017).

IMF (2017b}¥®° presents the main criteria whereby fiscal rulesaibe formulated in order
to limit deficit bias while maintaining a counteyetical fiscal policy:

« Debt sustainability, i.e., maintaining the debthet required level over time
« Stabilization, in the sense of reducing volatility means of counter-cyclical tools

Furthermore, the document describes the optimaiackeristics of fiscal tools that will
enhance their effectivity:
« Simplicity, in order that they be easily understdxyddecision makers and the public
« Operational guidance, in order to translate the imtio clear policy during the budgeting
process
« Resilience, so that the rule can be maintained tiwer and to support fiscal credibility
« Ease of monitoring and enforcement of the rules

The document also states that there may be a ffadetween the various rules. For
example, rules that emphasize the maintenanceabilist will tend to be formulated in a
more complex manner, which will be at the experfsaroplicity. In order to minimize the
tradeoff, it is proposed that the expenditure heéeformulated so as to be counter-cyclical
and thus supportive of stability, by constructih@s a function of the economy’s potential
growth rate.

5. THE FISCAL RULES IN ISRAEL, 1985-2019

The 1985 Stabilization Program constituted a tuigmaint in fiscal policy, by putting an end
to the budget chaos that had prevailed during widbie previous decade. Figure 1 illustrates
this clearly: while during the first half of the 83s, deficits fluctuated around 12 percent,
during the subsequent decade they dropped to 4eBmewhich was reflected in a dramatic
decline in the debt-to-GDP ratio, from a peak od P@&rcent to about 100 percent 10 years
later (Figure 2). However, during the 1990s thedmidleficit settled at a level that did not
allow for any significant additional reduction imet debt-to-GDP ratio, which remained high
relative to the debt levels in the advanced ecoasrfabout 90 percent in Israel vs. about 60
percent in the OECD). Furthermore, during this gebrinflation also remained high and

5 This document relies to a large extent on Kopits Symansky (1998).
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stabilized at double-digit levels. This occurredle/tisrael was dealing with the absorption
of a large wave of immigration from the former SziMiJnion, which was expected to incur
a large increase in government expenditure.

Figure 1
Budget Deficit, Percent of GDP, Averages for 1980629
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Source Bank of Israel, Annual Report for 2019, Statiatidppendix, Table 6.A.3.

Figure 2
Public Debt, Percent of GDP, 1995-2019
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Source Bank of Israel, Annual Report for 2019, Statistidppendix, Table 6.A.3.
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As a result, it was decided during the budget disins in 1992 to adopt a fiscal rule
that would reduce the budget deficit in subseqyeats by setting a downward path for the
deficit limit, which was anchored in a law for buwdgeduction. Its goal, among other
objectives, was to signal that the expected budegtit (as a result of the large expenditure
on the absorption of immigration) is not an indicatof lessened fiscal discipline, in contrast
to what occurred during the period prior to the 3 $abilization Program. Between 1992
and 2003, the government met most of the deficgets that were set; however, this was
primarily a result of the fact that the deficit lirhecame a moving target. Thus, it was revised
upward seven times during this period, since thieitleeilings were overly ambitious from
the start.

The frequent changes in the deficit target undeenhithe effectivity of this fiscal rule in
further reducing the debt-to-GDP ratio, such tinat debt even rose significantly between
2000 and 2003 (Figure 2). The lack of politicalbdtty (which was reflected in frequent
changes in government) also contributed to thisasiin, since each new government saw
itself as being only partially obligated by theid#ftargets that the previous government had
adopted. Another factor in the deficit rule’s laokeffectivity during that period was its
procyclical nature, which together with its downd/giath over the years made it difficult to
comply with in a period of unexpected economic slown?®

The crisis of 2001-03 led to significantly tightéiscal discipline, including the
government’s adoption in 2004 for the first timeaof expenditure rule—in addition to a
deficit rule. Joining the need to control the diéfamd in this way reduce the debt-to-GDP
ratio, this rule was also adopted in order to redbe size of the government relative to GDP.
According to the terms used during that periodyriter to achieve fiscal discipline it was not
enough to “tighten the belt” by adhering to a défrale; it was also necessary to “wear
suspenders,” namely to adopt an expenditure rule.

The expenditure rule indeed helped to reduce s$igmfly the weight of public
expenditure in GDP, which fell sharply from close50 percent in the early 2000s to about
40 percent in 2019, as well as lower the debt-td?GBtio to a level of about 60 percent
(Figure 3 and 4). The global economic recessidz0i8 led to the opposite trend in most of
the OECD countries, such that in recent years lisvas distinguished by its low level of
debt!’

16 Qur survey of these developments is based priynanilBen Bassat and Dahan (2006).

17 In response to the crisis, many countries dectdedbviate from the limits established
by their fiscal rules, whether by non-compliancebgrmodifying the rules to the reality of
the crisis, which required the adoption of antiimal policy measures (Schaechter et al.,
2012).
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Figure 3
Debt-to-GDP Ratio Relative to the OECD Countries, @04—-19
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Figure 4
Public Expenditure Relative to the OECD CountriesPercent of GDP, 2004-19
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18 These IMF data are not fully consistent with @&CD datehat are published there (see
the link below); however, according to both souytke gap between Israel and the OECD
average is about 1.5-2.0 percentage points, a@1&f.2
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However, the expenditure rule adopted in 2004 waeesly rigid and arbitrary: at first a
ceiling of 1 percent was adopted, and in 2006 & veased to 1.7 percent—the approximate
rate of population growth—without relating to angng-term fiscal target or defined
economic parameter. Not surprisingly, the rule draguently violated, primarily due to
budget overruns that were recorded separately €goi the language of the Ministry of
Finance); naturally, this did not contribute to fidance in policy or to stability. The use of
such a rigid ceiling can be justified during aisisvhen it provides tighter control of the size
of the budget and therefore limits the increaséhadeficit. However this is not the case
during a period of relative stability, which caltg a clear target for the G/Y ratio that will
guide fiscal policy together with the debt target.

The National Economic Council within the Prime Mit@r's Office warned of this
already in 2007, and proposed the adoption ofathdt would reflect a long-term view and
would be grounded in transparent economic condidesa The rationale was that if the
economy arrives at a reasonable level of the def@BP ratio, then public expenditure
should grow at the rate of growth in GDP. The figdtion is that public services provided
by the state are for the most part “normal goodsad furthermore, many are characterized
by unitary or larger income elasticity of demandother words, their demand grows at least
as fast as GDP. There are clearly budget compotieait@re not necessarily contingent on
the level of GDP (particularly those related to¢hdlian ministries); on the other hand, there
are budget components whose income elasticityaatgr than unitary, such as healthcare
and culture. Therefore, as a first approximatiod &mna situation in which the D/Y target is
sustainable, attempting to set the growth in Gqiaaéthe growth in Y is the correct strategy,
with the goal of keeping the ratio between themstamt. Any reasonable version of an
expenditure rule must thus include the growth oditihe economy, where the long-term rate
(the “growth environment”) should be used, with eal of avoiding procyclical policy and
frequent policy changes.

The second anchor proposed by the National Econ@wmimcil for the expenditure rule
was to set the debt-to-GDP ratio target clearlghsthat as the economy approaches that
target, budget restraint would be loosened on Mperditure side. Therefore, the formula
proposed in 2009 and adopted formally as part efaghproval of the 2011 budget was as
follows:

The restraint coefficient X the growth environmerthe rate of growth in expenditure

BGes _ [, P/y)e — 60%
G, 9 60%

The value of 60 percent appearing in the formulhéstarget proposed at that time for
the debt-to-GDP ratio, such that when D/Y convettgethat level, the restraint coefficient
would be equal to 1, and thus the rate of growtlexpenditure would be equal to the
economy’s growth environment (National Economic @ml) 2009).
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However, the expenditure rule was changed agal0ir8, and was first applied in its
new form in the 2015 budget. The new format wabews:

50%
Current debt—to—GDP ratio

+ the rate of population growth = the rate of gtoi expenditure

Thus, for example, according to the relevant pataraga rate of population growth of
1.96 percent during the years 2014-16 and a deBBIB ratio of 61.2 percent in 2017), the
ceiling on the growth in expenditure for 2019 wag&percent (Knesset Research and
Information center, 2018).

P0% | 96%=2.78%
6120 o 0 <O

Unfortunately, this formula veered from clear ecmio considerations and reflects an
arbitrary attempt to return to a path of public exgiture reduction, without being grounded
in long-term targets, whether they be the desirBd @ even the D/Y ratio. Thus, setting a
ratio of 50 percent for D/Y in the formula is arbity and not based on any solid economic
analysis, and was not preceded by any professibsalissiort? Furthermore, constructing
the formula to be based on the rate of populatiomvth has no real economic justification.
It is unfortunate that an issue this important ubjsct to short-term manipulations that
undermine not only the execution of fiscal politseif but also its credibility.

This equation was essentially abandoned in reaarsy even before the pandemic. Thus,
for example, in 2019, the increase in public exjtenel was 5.5 percent, well above the
ceiling of 2.8 percent according to the expenditule (Bank of Israel, 2020a). Although
there was justification for increasing public exgiture, the change in policy should have
been based on the formulation of new rules thd¢cethe needs of the economy and are
based on a clear rationale, rather than beingeheltrof short-term and largely political
considerations unconnected to any long-term vidiorabandoning the expenditure rule in
such a manner, the government endangered the disciline that had been achieved with
such great effort and which up to that point hagstituted a basis for the economy’s strength
and stability.

Economic policy since then has, as a whole, besyel\a focused on dealing with the
COVID-19 crisis. However, once the acute phaséefcrisis passes, the government must
deal with its repercussions and in particular tharg rise in the debt-to-GDP ratio, as well
as the deep-rooted problems in the provision ofeégd public services. Therefore, there is
now even greater need to adopt a fiscal policyighanchored in clear and explicit targets,
with respect to both G/Y and D/Y, as well as forasufor rules that will serve those goals in
a clear and transparent manner.

19 See Section 7.2 for the determination of the ogltidebt-to-GDP ratio.
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6. THE NEW FISCAL RULES

The proposed fiscal policy involves the adoptiotved overall targets: G/Y and D/Y, which
the government will be committed to reach withidefined period of time. They will be
included as parameters in the new formulas fod#feit rule and the expenditure rule. The
goal is that any government entering office willchan in-depth professional discussion of
this issue and will set targets accordingly. Fumiare, the new fiscal rules require the
determination of “expected growth,” i.e., an estinaf the expected long-term rate of

economic growth.

Figure 5 presents schematically the manner in whiih policy is meant to be
implemented in each yearwhen deciding on the budget framework fefd. First, the
government will decide on the fiscal targets arelttme frame for achieving them and will
calculate the relevant expected growth for thequermhese values will be inputted into the
formulas for the expenditure rule and the defialeralongside current values for G/Y and
D/Y. The solution of the formulas will generate fiecal parameters fat1, i.e., the rate of
growth in public expenditure, and accordingly:Gand the rate of the deficit.d and based

. . . . . Tt+1—G
on them it will be possible to calculate the regditax revenues, sindg,,; = %
t+1

Figure 5
Determining the Fiscal Parameters

Horizon for
Expected The target The target achieving the

growth G/Y D/Y targets

Deficit rule Expenditure
rule
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a. The Expenditure Rule Formula

The expenditure rule formula contains the elemegmesented in Figure 5, where the
underlying intuition can be presented as follows:

A — expected growth + the time coefficient X {thetdince from the expenditure target
t
— the distance from the debt target}

The complete formula is now:
AGyq

it =0 5) o[ 6)- ()] - 7)-6

. Jy- the growth environment;

€y

. t: the number of years until the achievement oftdngets

J (%) the target for the government’s weight in GDP

o (3) the debt-to-GDP ratio target
o (ﬂ) the time coefficient
t—1

The numeratot+1 is the index of the following year that the ruldéates to (in other
words, the growth in public expenditure in the beiddor the following year); the
denominator is the time horizon for achieving thegétt minus one. Assume that this
horizon is five years; then the value of the timoeizon in the first year is 0.25, in the second
year it is 0.5, and so on. In other words, in tegibning, the formula assigns a low weight
to deviations from the targets (when they will pably be the largest) and that weight
increases each year. This gradually leads to tbessary changes in public expenditure and
the deficit, and therefore also in taxes, whichrie of the outcomes that we seek to establish.
Multiplying the time horizon by 4 ensures convergenf the targets in the target yé&f

e  1>¢>0: the weight of the public-expenditure-to-GDRgtdrrelative to the debt-to-
GDP target, which reflects the relative importanatteibuted by the government to
each. Thusy = 0.5 attributes the same importance to eachgvehiirgen attributes
greater weight to the distance from the public exfitere target.

The formula operates in such a way that as lorublc expenditure relative to GDP is
lower than the target set for it, its rate of irase will be greater than the rate of growth, and
thus the weight of public expenditure in GDP wilbg. However, if the debt-to-GDP ratio
is higher than the target, this will moderate tate rof growth in expenditure and may even

20 This is an algebraic result for which we do notrently have a satisfactory intuitive
explanation.
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change its direction. If and when the governmergtsiboth fiscal targets, the rate of growth
in government expenditure will equal the growthiemvment and thus will ensure that the

expenditure-to-GDP ratio remains constant over time

b. The Formula for the Deficit Rule

@t = (T x 2 () (2 2)

The term(% X %) is the result of an algebraic manipulation thatds the deficit rate
Y t

that leaves the debt-to-GDP ratio unchanged, aecefbre when the second term of the
t+1

formula (_—) X (& - (3)) becomeszero (whenthe debt-to-GDP targeis reached)the

t-1 Y
deficit stabilizes at a rate that leaves D/Y undeh

These two rules together determine another fissalppnent, namely the weight of tax
revenue in GDP:

Tii1 _ Ge +A Geyq _

Yiia Yiia

3) t+1

There can be no certainty with regard to futureréasenue and therefore the government
must set tax rates so thatpectedevenuewill be equal to T.1 as derived from (3). This is
not substantially different from the current sitaat since in any case the budget is based on
forecasted revenue; the difference is that her@nlgtare we dealing with a forecast but we
are also setting the tax rate such that the expeeteenue will match the defined course.

There is a lack of symmetry between the formuldstenthe deficit rule formula includes
only the D/Y target, the expenditure rule includesh the G/Y target and the D/Y target.
The inclusion of D/Y in the expenditure rule forraig necessary in order to arrive at a fiscal
policy that will better balance the two targets,aihare often in opposition. Furthermore, it
provides the government with an additional toolffecal restraint by way of a reduction in
expenditure, in the event of exogenous shocksattealiable to increase the actual deficit to
beyond its planned level and to lead, in turn,rtauacontrolled increase in the debt. This is
due to the fact that the government has a limitalityato use the second tool for restraint,
i.e., an increase in tax rates, in real time, dmdresults of this usually appear belatedly.
Moreover, in the case that the government seelsnaltaneously reduce the debt and
increase public expenditure, the inclusion of tebtdarget in the expenditure rule ensures a
more moderate increase in taxes. This is becagsmdtusion of the debt target constrains
the growth in public expenditure in the initial ygaand accordingly also the level of taxation
required to finance it. In this way, the increasdaxes in the initial years will be directed
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primarily toward reducing the debt, and only in sedpuent years will it be directed toward
financing the increase in public expenditéte.

7. DETERMINING THE TARGETS AND EXPECTED GROWTH

As illustrated in Figure 5, the first step in implenting the proposed framework is to decide
on targets for G/Y and D/Y and the time frame fohiaving them and to calculate the
relevant expected growth for that time period. T¥@stion discusses the correct method for
setting these targets. However, although we amgguspecific parameter values for coming
years in our illustration, it is not our intentitm set these targets in stone, since there is a
high level of uncertainty as to the economic sitratduring the post-pandemic era.
Therefore, the main part of the discussion willdesoted to providing the foundation for
setting these targets in the medium term, withommitting to any specific values.

a. Determining the G/Y target

There is no doubt that determining the optimal l@fgublic expenditure relative to GDP is
one of the most complex and contentious issugsdrsbcial economic domain. This is due
to the fact that it involves conflicting valuesetbollective role of providing public goods vs.
individual freedom, the dynamic nature of the basisector vs. the inertia and conservatism
that characterizes the public sector, and so oasdldifferences in viewpoint have always
existed and have assumed different forms, althoouyist of the 20 century was
characterized by a clear trend: the expansioneofdle of government and the increase in its
weight within GDP—from a small percent prior to thiest World War to levels of 35-50
percent in recent decades. However, if at one tiraalebate was primarily ideological—in
the sense of the Social Democratic left, which allesupports expansion versus the
capitalistic right, which supports consolidation-g#y this political-conceptual distinction is
less clear. This is due to the fact that the acged and disadvantages of the various
approaches are fairly well-known and understood,tharefore policy goals are determined
according to each country’s characteristics (caliudemographic, etc.) and its specific
political circumstances, rather than purely ideaabconsiderations.

Consequently, there is in fact both a need andstifipation for a broad professional
discussion of the issue, in at least two contditt; a comparison to the reference countries;
and second, an examination of the actual provisibthe main public services (such as
healthcare and education) relative to the needisegbopulation, as well as a clarification of
the effect on the population’s welfare if it is agdkto bear the costs of filling the gaps between
what there is and what should be.

2Lt is possible to come up with alternative waysnicude the preference for a moderate
increase in taxes, such as, for example, the iimcius a time coefficient in the formula, or
by way of the coefficient.
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The fact that Israel has been a member of the OECInore than a decade makes it
easier to carry out the comparison, since theeesbared and consistent database for this
purpose. There are currently 37 countries in th€DEhowever, it is important to compare
Israel's G/Y ratio not only to the average of aECD members but also that of countries
“similar” to Israel (the reference countries) ire tkelevant dimensions, and in particular with
respect to size and GDP per capita.

With respect to size, it is generally believed ttitre are economies of scale in public
expenditure that may result in an inverse relatignbetween a country’s size and its G/Y
ratio, rather than being the result of differendedfiscal policy?? The types of public
expenditure in which economies of scale may exktte primarily to what are known as
“staff ministries”, whose scope is not in genergpendent on the size of the population or at
least not proportional to it. Thus, for examples ize of the Prime Minister’s Office (or the
President’s Office), the Ministry of Finance, paftthe justice system (such as the Public
Prosecutor and the Supreme Court), the MinistriEforironmental Protection, and more are
not meant to increase in size in direct proportiorpopulation growth, but rather at a
significantly slower pace.

Therefore, it can be expected that in countrie$ ailarge population, the component
within G that is connected to staff ministries vidad to a lower G/Y ratio than in countries
with a smaller population (others things being égofacourse). In contrast, there are public
services that are fully correlated with populat®re, such as education, healthcare, long-
term care, and more, which is liable to offsetdffect of the staff ministries on G/Y. Alesina
and Wacziarg (1998) show that the coefficient giydation size in a regression where G/Y
is the dependent variable is negative and statlltisignificant, with a long list of other
variables that are controlled f6rand the result remains valid whether or not exjtereion
education is included. In other words, economiescafe are important in determining G/Y
as a function of size. We therefore chose countresse populations are within a range of
50+ percent of Israel's (which is about 8.8 millioThe smallest country in the group is
Finland, with a population of 5.5 million, whilegHargest is Belgium, with a population of
11.5 million.

The second characteristic here is output per caphih is likely to affect the demand
for public services by way of a number of channafg] in particular if the income elasticity
of demand for these services is greater than ynikdwwever, and in contrast to population
size, the aim is to compare Israel to countrieb @iGDP per capita that is similar or higher
than that of Israel (up to 50 percent), since it ba assumed that these countries reached
those higher levels due to prudent fiscal policywoag other factors. Furthermore, we

22 Either GDP (Y) or population (N) can be used agdex of a country’s size; however,
in order to be comparable to other empirical stadimt have examined these relationships,
we will use population size.

23 See also Alesina (2003) for a more general disocnss the importance of a country’s
size.
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verified that their GDP per capita has been highan the OECD average during the last 15
years, which is an indicator of whether their egoimsuccess has been consistent over time.
As can be seen in Figure 6, there are six courttniggsmeet these criteria: Sweden, Austria,
Denmark, Belgium, Finland, the Czech Republic, lmv Zealand? Figure 7 compares
them to Israel and the OECD average over time.

Figure 6
OECD Countries by GDP per Capita and Populatioi®
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Source GDP per capita according to the OECD site; pdpmissize according to the World
Bank site.

24 Other policy papers that discuss economic potidgiael make comparisons to a similar
group of reference countries. See, for examplesteak, Lifshitz, and Larom (2017), who
compare between Israel and Sweden, Denmark, AuBinéand, Switzerland, Ireland, and
Holland.

25 The data for GDP per capita are for 2019 and tulation figures are for 2018. In
order to present the data, the graph does notdaaauntries whose population is larger than
20 million, nor countries whose GDP per capitaighbr than $90,000.
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Figure 7
GDP per Capita in Dollars, 2004-19
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The expenditure of the general government in Isratdtive to GDP is lower by
approximately 2 percentage points than the OECDagnee and by about 9 percentage points
relative to the average of the reference counfiiiégure 8). Israel's defense spending is
significantly higher than in the rest of the OEC@untries and therefore the differences in
civilian expenditure are even larger.
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Figure 8
General Government Expenditure Percent of GDP, 2018
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Source OECD (2021), General government spending (indidatioi: 10.1787/a31cbf4d-en.
The data for Israel and the Netherlands are fo®20he reference countries do not include
New Zealand due to a lack of data.

As described above, the long-term policy of redgtire size of the public sector in Israel,
based on the “fat man and thin man” metaphor, ¢edrt increasingly heavy burden on
families, who were forced to finance from their opacket services that the government had
cut or no longer provided. Thus, for example, #esfpaid by parents to schools grew in size
despite the fact that according to law, the couistimeant to provide compulsory education
free of chargé® In healthcare, supplementary insurance and othemnsf of private
expenditure continued to expand in order to finaamgeowing proportion of services that the
healthcare system was meant to provide on its owruaiversally, based on healthcare fees
and the state budget aloffélhe huge lag in infrastructure investment, andigaarly in the
development of efficient public transportation,des most households to purchase private
vehicles (often two to a household) and to beahtbk cost of maintaining thed.

26 See, for example, the sharp rise in private exjparedon education since the early 2000s,
https://data.oecd.org/chart/610Q

27 See Weiss (2020), p. 33, on the rise in suppleangiaind private sector insurance during
the past decade.

28 partly in the form of the numerous taxes imposedehicles. Although they contribute
to the state budget and thus to producing a pesitiacro outcome, at the same time they
represent a burden on households.
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The downsizing of the government is reflected mdy in quantity but also in the quality
of services provided by the government. Some ofntlest important services lag behind
those the OECD countries and in some cases theagawidened over time, particularly due
to the insufficient resources invested relativeptipulation growth. This is true for the
education system, which scores poorly on the PE#A and for the healthcare system, which
can be seen in the gradual process of declineaewte shortage of physicians, nurses, and
hospital beds (Trajtenberg, 2020) and the growiraitimg times for tests and essential
treatment®, even though the system is highly ranked accortbraggregate indicators (in
particular, life expectancy). In the domain of sBpartation, congestion on the roads and the
growing traffic jams have become an acute problahitmposes a high cost on the economy
and on society, and the situation will only worgecoming years (Trajtenberg & Zer-Aviv,
2020). The connection between these failures amdettiuced size of government is clearly
reflected in comparison to other countries: publpenditure on healthcare in Israel is 1.9
percentage points less than the OECD average pect8ntage points lower than the average
of the reference countries (Figure 9), while publieestment in Israel during 2015-19 was
1.1 percent of GDP lower than in the OECD and Zeftent of GDP lower than in the
reference countries (Figure 10).

Figure 9
Public Expenditure on Healthcare, Percent of GDP, @19
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Source OECD (2020)Health spendingindicator). The reference countries do not inelud
New Zealand due a lack of data.

2 There has been a consistent and significant upwardl in emergency room waiting
times over the past decade. See Weiss (2020), p. 23



TowaARD A BALANCED FiscAL PoLicy FORISRAEL IN THEPosT-coviDERA 121

Figure 10
Public Investment, Percent of GDP, 2015-19
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The evident conclusion is that the government shindrease the G/Y ratio relative to
its level prior to the pandemic, by making thisoad-term goal rather than a temporary
measure to deal with a crisis. However, an incr@agevernment expenditure is not a purely
macroeconomic issue; the mix of the additional exjitere is also critical to the growth of
the economy in the post-COVID-19 era and to thentrgts ability to deal with major crises,
particularly the climate crisis and soaring inegyalln this context, one of the main
recommendations in an IMF document published inoet 2020 is to increase public
expenditure in order to encourage growth and regoivem the crisis:

Public investment can have a powerful impact on Gjp&wth and
employment during periods of high uncertainty—whista defining feature
of the current crisis. For advanced and emergingetaconomies, the fiscal
multiplier peaks at over 2 in two years. Increaspplic investment by 1
percent of GDP in these economies would createlliomjobs directly, and
between 20 million and 33 million jobs overall wheansidering the indirect
macroeconomic effects.

(IMF Policies for Recovery, October 2020)

In particular, they recommend investment in healtbcsocial housing, digitization, and
environmental protection in order to create a mesdient and inclusive economy. Similarly,
the OECD recommends that Israel increase its imastin R&D in the context of dealing
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with the climate crisis, and in particular, sod&thnology, large-scale energy storage, and
double use of land. They also recommend that theerponent increase investment in
infrastructure and particularly public transpodat{OECD, 2020).

Even if it is clear that increasing public expeudtis unavoidable, it is not possible to
currently recommend a specific target, sincedgipendent to a great extent on the economic
situation that prevails during the period when thgets are determined. The next section
illustrates how the rules work using a target of G/43 percent. It can be assumed that the
average of the OECD countries will be even highmat this will certainly be the case in the
reference countries; however, we stress that waatreecommending a specific number for
this target except for purposes of illustration.

b. Determining a Target for D/Y

It was general practice to relate to a debt-to-GBtid of 60 percent, as specified in the
Maastricht Treaty, as the target that Israel sheakk to achieve, without any discussion or
justification beyond that. However, in recent yedhere have been two important
developments in this context. First, most counteleseeded that target to a large extent as a
result of the crisis in 2008 and still exceed &c8nd, Israel achieved that target in 2018, but
the pandemic upset the goal since it has alreabliola large jump in the debt-to-GDP ratio.
Thus, according to the Bank of Israel forecasPfai20, the debt ratio for 2020 is expected to
be in the range of 73-75 percent, while in 2024dilltbe in the range of 76—83 percent (Bank
of Israel, 2020b¥° Therefore, there is a need to reassess the optigdilim-term debt target,
since a target of 60 percent is clearly no longkvant in the reality created by the pandemic.

A country’s credit rating is determined to a lamgeéent by its ranking relative to other
relevant countries (while taking into account igiosratic risk), and therefore it is
worthwhile choosing Israel's debt-to-GDP ratio fayming years relative to the reference
countries, while also taking into account the expedevel of debt for all the OECD
countries. The emerging trend for the OECD’s lefedebt indicates that it will stabilize in
coming years at around 80 percent as compared.&m@Scent in 2019, while that in the
reference countries will stabilize at 66 percentaspared to 50.6 percent in 2019 (IMF,
2020c). These large jumps in the level of debtdare to both negative growth and fiscal
incentivization during the pandemic. At the sanmeeti these estimates are liable to change
significantly during 2021, since the future counféhe COVID-19 pandemic involves a high
degree of uncertainty.

In view of the above, and for purposes of illustnat a D/Y target was chosen in the
range between the OECD average and the referenctrias average, as follows:

[60% (D/Y)israel _ 0 (D/Y)1srael < &% — 1 2

65.8% (D/Y)OECD]Z()lg B (D/Y)Reference T 50% 2019

30 According to the IMF forecast, the ratio will b6.3 percent in 2020 and 80 percent in
2021. See IMF (2020c).
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Therefore, 73% = 0.91 x 80% < [(D/¥3el-2025< 1.2 X 66% = 79%.

In other words, the target will be within the rangke73-79 percent and in view of
considerations related to the likely pace of taxéases, we chose a target of 78 percent for
the illustration below, although, as mentioneds thihould not be viewed as a normative
prescription.

c. Determining the Time frame for Reaching the Kcal Targets

There is an unavoidable tension between the neseétta realistic horizon for achieving the
fiscal target and the need to detach fiscal dewssfoom short-term political considerations,
to whatever extent possible. Establishing a reddentime frame from an economic
perspective but one that is too far away (accortbntye political clock) is liable to result in
the surrender of the government to immediate pressand to defer the measures needed to
reach the targets. In contrast, setting too limaetime frame will result in insufficiently
ambitious targets or, alternatively, unrealistie®nThus, for example, Israel has a long
history of setting ambitious deficit targets acdéogdto too short a time frame, so that the
targets are deferred year after year. This leads Itk of credibility and undermines the
concept of a “fiscal target.” Yet at the same tirthes lack of political stability, as well as
unexpected developments in the economic environrelible to obstruct the achievement
of longer-term goal&: Therefore, we present scenarios based on a tineohoof five years
for the achievement of the targets, although thdehof course can be used for longer time
horizons.

d. Expected Growth

In Section 5, we outlined the rationale for theengtiture rule being a function, inter alia, of
the rate of growth, with the goal of achieving tB&r target within the time period to be
determined. However, the expenditure rule cannat famction of the current rate of growth
or that expected in the subsequent year, since Wfliscreate dangerous procyclical
fluctuations. Therefore, we must rely on “expectgdwth,” namely the average rate of
growth expected to prevail over time, which is mdarsupport an anti-cyclical fiscal policy,
while at the same time facilitating the effort wheeve the G/Y target.

Since the proposed fiscal policy is aimed at adhgetargets within about five years, the
estimated expectation of growth will be based an lthst forecast of the average rate of
growth for at least that time horizon and even Ibelyddiowever, in general, it is very difficult
to forecast growth beyond a horizon of one to tvearg, since economic activity is
continually subject to a broad range of domestid fmeign economic forces, as well as

31 |n a similar context, see for example the repbthe Brodet Committee on the defense
budget published in 2007, following the Second lrelsaWar. The report determined the
path for the defense budget for five years andcetarfpr ten years; however, in actuality the
framework was observed for only about three years.
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powerful exogenous shocks. Therefore, the mosabiglidata on which to base such a
calculation are, on the one hand, past growth @tdson the other hand, forecasted growth
rates for coming years.

A clear advantage of past data is of course thet #re actuals, and if the economy is
sufficiently stable then their average over tima sarve as a basis for the expected trend.
The disadvantage is equally clear: the larger &pe the less relevant past data becomes, and
the more difficult it is to assume stability. Thiene, relying on average growth rates in
previous years is liable to lock in fiscal policiyalevel of public expenditure that is not
appropriate to the economic situation that willyaiéin the future. The opposite dilemma is
encountered when we rely more on forecasted groatds: although these are likely to be
relevant from the point of view of timing, they dess certain, since the forecasting error
increases exponentially as time passes. The oreapead forecast of growth is located
between these two dilemmas, but this is just one ilam that cannot on its own point to a
trend.

In the expenditure rule formula in use during 2Ql4-the calculation of the growth
environment was carried out by averaging the awerage of growth during the previous 10
years and the short-term rate of growth calculaedhe average of current growth and
growth in the previous year (National Economic Golir2009). In contrast, to create the
overall inclusive expenditure rule, the EU calcefathe forecasted rate of growth as the
average between the actual rate of growth duriagptivious five years, forecasted growth
in the current year, and forecasted growth forghlesequent four years. The advantage of
this method is that it relies on current econonaitadand their expected trends, though at the
cost of greater uncertainty. At the end of the dhig clear that an optimal calculation of
expected growth will include three components: pastent, and future rates of growth. The
discussion below focuses on the relative weightet@ttributed to each.

The severity and uniqueness of the COVID-19 chsige reduced the relevance of pre-
crisis data while at the same increasing uncestaiith respect to forecasts of the future.
Although international organizations, such as t4é&,l publish such forecasts (Figure 11),
they are based primarily on the (reasonable) assomimat following the period of negative
growth economies will recover and will return—witlone to three years—to previous levels
of GDP, and even beyond, if the global economywabale recovers relatively quickly.

In view of the difficulty in arriving at a reasorlakestimate of expected growth, there is
no way to avoid the adoption of a fiscal policy #821 that is focused on the immediate to
short term. This should be a responsible policycafrse, but one that cannot claim to be
based on long-term targets. The proposed path dbreeing the fiscal target will be
implemented starting in 2022 and it can be assutedorior to the implementation of new
rules, the economic picture will be clearer. Inestivords, the actual and the expected rates
of growth will be more reliable and will better repent the economy’s potential for growth
in the medium to long term. At this point, and lire tabsence of any other data, we will use
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the average rate of growth during the period 2097n1the illustration and the forecasted
rate of growth for the period 2023-25 (Figure 1®8), 3.9 percent.

Figure 11
Growth Rate in Israel, 2008-25
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Source IMF (2020c).

8. THE PROPOSED FISCAL POLICY: A POST-COVID SCENARIO

What follows is an illustration of the proposedfispolicy, with the use of the expenditure
and deficit rules. Starting values are positedtlier decision variables that the government
will need to determine when deciding on the fidcajlectory for coming years. To this end,
itis assumed that at the end of 2021, the de@Bé ratio will stand at 80 percent, the public
expenditure-to-output ratio will be 41 percent, d@ag revenues will be 37 perceftin
addition, we posit a value of 3.9 percent for tRpeeted rate of growth (according to the
reasoning in Section 7.4), and assume that it resreonstant for five years (as mentioned,
we do not take into account the large deviatiorthien rate of growth as a result of the
pandemic). The targets used are 78 percent falebeto-GDP ratio and 43 percent for the
public expenditure-to-GDP ratio. With respect te theights on the targets, we use 0.5,
i.e., equal weighting of the expenditure target teddeficit target, since that is the default;

32 There is high uncertainty surrounding these véeiland therefore they should not be
treated as actual estimates or forecasts, butrratheeasonable values in light of what we
know so far. Again, they are used here only foppses of illustration.
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if the government has different preferences thanlill be reflected in a deviation from this
value. Therefore, the formula for the expenditude will be:

(3) A(;tt“ =0.039 + 4 [; ’: ﬂ X {0.5 [0.43 - (i—:)] - 05 [(%t) - 0.78]}

And in particular, during the first year of implenimg the new fiscal framework, public
expenditure will grow by:

(3)" 3.9% = 0.039 + 1 x {0.5[0.43 — 0.41] — 0.5 [0.80 — 0.78]}
=0.039 + 0.01 — 0.01

In other words, in order for G/Y, the weight of fiakexpenditure within GDP, not to
decline any further, G must grow by at least 3.&@mt, i.e., the expected growth rate. As is
evident, the gap from the expenditure target ise#ff-totally by coincidence—by the gap
from the debt target, and therefore expenditurenduhe first year increases at the same rate
as expected growth. We now substitute the relevaluies into the formula for the deficit
rule:

@) d _( 0.039 ><Dt> (t+1>X<Dt 078)
#1 7 \140.039" v, 5—1 Y,

Thus, during the first year the permitted deficili we 2.5 percent:
1
(4)" dq = (0.037 x 0.78) — (Z) x (0.80 — 0.78) = 0.025

Based on these two formulas, it is possible toveettie required tax burden during the
first year:

(5) it GtBGm g = 0.385
Yetq Yi4a

In other words, the tax rate must be determinednduthe first year of the fiscal
framework such that tax revenues will be 38.5 paroé GDP, as opposed to 37 percent at
the starting point.

Figures 12 to 16 present the paths of the fiscahlikes during the five years following
the adoption of the framework. Thus, the rate ofigh in expenditure increases during the
initial years and accordingly brings about a gradise in G/Y, with the rate of increase
declining in the final year in order to stabilizelglic expenditure at 43 percent at the end of
five years. The deficit rate, which is 4 percenewlthe policy is formulated, due to the gap
between G/Y and T/Y, is also low during the inityalars in order to bring about a reduction
in the debt, and then subsequently rises gradtmidylevel of 2.9 percent, which stabilizes
the debt-to-GDP ratio at 78 percent. With respecdiak revenues, during the first year a
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significant increase in tax rates is needed in otdeeduce the debt by about 1.5 percent,
while in the fifth year tax revenues reach a lghat ensures that the debt will be stabilized
at its target.

Figure 12
The Rate of Growth in Public Expenditure
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Figure 13
Public Expenditure as a Percentage of GDP
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Figure 14
The Deficit Rate
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Figure 15
The Debt-to-GDP Ratio

81.00%

80.00%

79.00%

78.00%

77.00%

76.00%




TowaARD A BALANCED FiscAL PoLicy FORISRAEL IN THEPosT-coviDERA 129

Figure 16
Tax Revenues as a Percentage of GDP
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Achieving the aforementioned targets involves algahincrease in tax collection, where
the required increase in tax revenues during tiséear is 1.5 percent of GDP (Figure 16:
from T/Y of 37 percent to T/Y of 38.5 percent). $lis a significant increase that will be
difficult to implement politically. Elsewhere westiuss the expansion of the tax system in
Israel and in particular for the purpose of camgyout a comprehensive reform, which should
be implemented now in view of the need for a largeease in tax revenue (Trajtenberg &
Popliker, 2020). If such a reform is implementéert in the first year tax revenue will grow
by 1.4 percent of GDP, without any increase in imectax rates; therefore, the scenario
presented here is indeed feasible. However, eveneiffeels that an addition of 1.5 percent
of GDP to tax revenues is excessive, it is stilgible to adopt the framework, though with
somewhat different targets. Table 1 presents tbwtfyrrequired in tax revenues according
to various targets, where the increase of 1.5 pérce obtained in the case of the
aforementioned targets of G/Y = 43 percent and B/A8 percent.

Table 1
The required increase in tax revenue in the first gar according to various targets
(percent of GDP)

G/Y Target (starting point of 41 percent)

D/Y Target (starting point of 80 percertt

X

42 42.5 43
76 1.4 1.5 1.6
78 1.3 1.4 15
80 1.2 1.3 1.4
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If, in contrast, we set a less demanding experglitarget, such as, for example, G/Y =
42 percent, then tax revenues have to grow by dr&ept of GDP, and even less than that if
we also set D/Y at 80 percent. These calculatiustiiate the tradeoff between the two
targets, and between them and the need to raiss.thxs possible to create a kind of “target
menu” that will assist the government in choosing most desirable option, while taking
into account the fiscal implications and econonutitigal feasibility of each scenario. This
illustrates even more clearly that adopting angdisneasure requires looking at the entire
fiscal picture, and in this way a mirror is pladgadront of the government, contributing to
the maintenance of budget discipline.

Apart from the ability to examine how various tasgenpact the fiscal variables, it is also
possible to attribute various weights to the distafrom the debt target or from the
expenditure target in the expenditure rule. Thesights reflect the importance attributed to
the distance from each target and accordingly affecpath of the fiscal variables. Thus, for
example, in the scenario presented here, aitld.5, i.e., equal importance attributed to both
the expenditure target and the debt target, ttseme increase in G/Y in the first year, due to
the fact that the distance from the D/Y targetffsai by the distance from the G/Y target.
However, to the extent that the government attebgireater weight to the distance from the
expenditure target, i.e., the larger the value,&o the rate of growth in expenditure will be
higher, which will be achieved at the price of mytx required increase in tax reveriti@he
weights in the formula of the expenditure rule #fere constitute another tool that the
government can use to determine policy, since theybe used to actualize the government’s
order of priorities, and in particular, its pridets with regard to the timing of changes over
the course of the fiscal program.

9. GOVERNMENT EFFECTIVITY

Even if the need for a higher G/Y target is cléacreasing public expenditure per se is not
a guarantee for narrowing the gap in the provisibessential public services. Moreover, if
the budget is increased without complementary nreasthis may become a double-edged
sword, since the injection of additional resouricgs existing programs or mechanisms that
are not particularly effective will only maintainéfficiency while obstructing alternative
solutions3* Furthermore, in many contexts a wiser and mor&iefift use of existing

33 Thus, for example, if the government wants toeéase G/Y more significantly during
the initial years of the program, it can set 0.7, which will bring about an increase in
expenditure of 4.7 percent in the first year (gsaged to 3.9 percent wherr 0.5). However,
this will require raising taxes by 1.8 percent &5 (as opposed to 1.5 percent).

3 There are indeed indications that the effectigitysrael's government is not low
relative to other countries. For further detailsgmvernment effectivity relative to
the OECD countries, see Dahan (2016).
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resources could improve the situation significamtithout any additional budget. The fact
that the current starting point is one of a “thipliblic sector constitutes an excellent
opportunity to examine the activity of the govermtnministries and the results of programs
and interventions that rely on support from thdestaudget. it is also an opportunity to
condition the injection of additional resourcespsaving effectivity, as well as the creation
of a permanent mechanism that will do so on a oairtg basis. In other words, the gradual
increase in G/Y toward the target to be decided sbould be contingent on and
supplementary to a deep-rooted process that wéllienthat these public resources indeed
achieve their purpose.

There is currently growing awareness in many ceesof this need, and there are several
approaches and methods that can be adopted:

e The development of tools for examining and impromime effectivity of the public sector
in general and the government in particular, bazedhe “Moneyball” approach. It
involves the following elements:

o Building a foundation of knowledge with respectitork methods, policy measures,
and programs that will achieve the most effectiveeomes, so that policymakers will
be able to make optimal decisions.

o Controlled investment of tax revenue in work methogolicy measures, and
programs that is based on data, evidence, andsassatin order to demonstrate their
effectivity.

o Non-budgeting of work methods, policy measures, grdgrams that have
consistently failed to achieve results that canentified.

e Broad use of experiments to evaluate the effegtofiinterventions based on randomized
controlled trials (RCT), namely, research in whiehicy tools or intervention programs
are implemented on a random sample taken fromatget population, followed by
comparison to a control group. These studies shaldd be accompanied by an
evaluation of the ability to “scale up,” namely, ether it is possible to extend the policy
to the entire target population without losing effaty, if it has been proven in an RCT.

¢ Evaluating the potential of new digital technolagie improve and even bring about far-
reaching change in the way that the governmentstnies and the public sector as a
whole operate, while transforming it into a dynamic proactive sector (OECD, 2019).
This may lead to methods of operation and solutitwas do not necessarily involve
additional budget, but rather the implementationnoiovative methods for delivering
services. This will result in significant budgewsas that allows for the expansion of
different and more effective activity. The followjrare some examples:

o A comprehensive reform of vehicle taxation, whicitl eollect payment from every
driver according to the time and location of trgy&l the number of passengers in the

35 Seehttp://moneyballforgov.cofmandhttps://results4america.org/about-us/
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vehicle, and at the same time will lower existiagets as part of a zero sum game.
Such a reform can reduce congestion to a signifieatent in the short to medium
term, without the need for massive investment ifrastructure and public
transportation (Trajtenberg & Zer-Aviv, 2020).

o Due to the rapid growth of the population in Isrart the lag that still exists in the
building of schools, there is an ongoing shortafjel@ssrooms. At the same time,
teaching methods are undergoing far-reaching changh one of the emerging
directions the disappearance of the traditionasstoom” as the anchor of the school.
Furthermore, it is clear that digital systems aeedming increasingly important in
education at all levels and in all subjects, aretdfore physical investments and all
of the tools currently in use in the education eystmust be adapted to these
developments. A not insignificant number of thelkanges involve lower costs than
the existing methods; in any event, increasinglthdgets of “more of the same”
should be avoided.

e Zero-based budgeting (ZBB): According to this methevery budget item should be
reexamined when building an annual or multiyear gatid including its necessity,
rationale, effectivity, and so on. In other woriishould not be taken for granted that the
previous budget serves as the basis for the custgtget, such that only additions or cuts
on the margin are considered. Rather, the entidgdtishould be reexamined. This is not
easily implemented, and in the case of ministriben the lion’s share of the budget goes
to salaries (such as the Ministry of Education),radepth evaluation will necessarily
relate to only a small proportion of the budgetnBiiteless, it is certainly possible to
build a multiyear plan so that a small number ofistries are evaluated each year
according to this method, and therefore most ohth@stries will be examined in such a
process over the term of a government.

The process of formulating and approving the diatiget in Israel involves the allocation
of budget additions based on the order of pricgité the Budget Department and on the
political bargaining among the ministers, whiletet same time, cuts that are usually made
on the margins and do not reflect an in-depth eatan of public expenditure. We believe
that if long-term and significant growth in G/Y @lopted as a target and in a consistent
manner, it will support the adoption of a process ih-depth evaluation of government
activity, which will include all of its programssalescribed above. This will bring about a
far-reaching improvement in the effectivity of gblic sector, because for both the political
echelons (i.e., the ministers) and the professibnataucrats in the various ministries the
possibility of obtaining additional resources i€tbxpenditure is proven to be effective will
constitute a powerful incentive for the adoptiorttedse methods. In any case, the addition
of built-in methods for evaluating effectivity anle accompanying implementation of
changes should be an integral part of the newlffsalecy, rather than a separate component
whose chances of implementation are highly doubtful
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10. CONCLUSION

One of the most notable features of the Israelinenoty prior to the pandemic was the
dissonance between healthy macroeconomic perforer@amthe one hand, and the poor state
of social services and heavy burden on househaidbe other hand. This contradiction is
the result of retaining a fiscal policy that wasreat at one time—and was even dictated by
reality—but became less and less relevant and kaemful over time, as reflected in the
social justice protests of 2011. Contributing tis tvas the government’s unwillingness to
examine the broader fiscal picture when decidinghenbudget each year and dogmatic
adherence to outdated rules.

The policy proposed here combines and balancessimuatured manner the need to
provide important civilian services, such as heatk and education, and the need to
maintain fiscal responsibility. This is accompligh®y setting a rigid target also for the debt-
to-GDP ratio. It is possible therefore to focushbath goals, provided this is done within a
framework of explicit and transparent targets arids whose impact can be monitored over
time.

To this end, we need to abandon the “fat man/tlan’manalogy, i.e., that the government
is bloated while the business sector is emaciataedetaphor that no longer reflects reality.
Prior to the pandemic, public expenditure in Isr&ak lower than in most of the advanced
economies, the tax burden was relatively low, dmedshare of the government in delivering
basic services was smaller than desired. Once @& -19 crisis has passed, there will be
a need to change direction in this context as vesllpart of a fiscal policy that aspires to
achieve long-term targets. At the same time, efétwduld be invested in increasing the
effectivity of government expenditure, which oftdmes not fulfill its purpose and therefore
constitutes a burden on the economy. A long-teragimm to increase G/Y constitutes an
excellent opportunity to evaluate the efficiencitteé government ministries, where budget
additions will be conditional on an evaluation béteffectivity of existing programs and
programs that the ministries would like to initiate

In contrast, it might be claimed that the propgselity overly restricts the government’s
ability to maneuver in the long term and that tharfulas for the fiscal rules are overly
complex. However, even prior to the pandemic, tiieeghment’s fiscal maneuvering room
was quite limited; the difference is that this ated without any genuine discussion and
without relating to long-term targets. With respiecthe complexity of the formulas, what is
important in the final analysis is the bottom line,, the fiscal parameters that are obtained
from the formulas in order to formulate the stateldget each year, including the rate of
increase in public expenditure, the deficit ratad dax revenues. The complexity is
encountered only by the professional echelons.

The pandemic exposed more clearly the large gap$#u developed over time between
social needs and the public services actually dedidh, particularly in the realms of healthcare
and education. Furthermore, the crisis undermihedatcepted norms of fiscal policy and
led to a learning process of trial and error inttas that were employed during the crisis.
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It can be hoped that the COVID-19 crisis will atstt as a catalyst for the reexamination of
this policy, not only to satisfy short-term neelst also from a broader perspective. When
this occurs, the adoption of the program proposzéd lill contribute to the assimilation of
a far more systematic and balanced fiscal approach.
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