
Chapter V

THE PUBLIC SECTOR1

1. MAIN DEVELOPMENTS

In 1987 public sectorincome and expenditure was balanced, afterhaving recorded, for
the first timein many years, a surplusof some 3 percentofGNP in 1986. The transition
from surplus to balance was mainly due to the terminationofthe U.S. emergency grant
while the changes in the vairous income and expenditure items were slight. The fact
that this year the public sector did not slide into deficit prevented a significant
deterioration in its domestic and foreign liabilities position. Since the adoptionof the
stabilization program, the public sector current accounts (excluding nondwelling
investment) posted a positive saving­a position not attained since the early 1970s. In
1985 public saving amounted to half a percent of GNP, in 1986­6 percent, and in
1987­3 percent. Public sector investment, other than in public services, increased
particularly rapidlyin 1987, although still remaining below the levelofthe mid­1970s.
In 1987 the direct domestic activityof the public sector contracted relative to that of

the private sector in three main markets: its purchases in the domestic goods market
declined, as a proportion of GNP; in the labor market, the share of its employment
decreased, and in the capital marketit played a smallerrole both in total borrowing and
credit granted to the public. In view of the earlier large scale of these public sector
activities, it may reasonably be assumed thattheirreductionis a beneficialcontribution
both to the allocation of resources and production factors, and to a more efifcient
functioning of these markets themselves. This year the government also initiated cuts
in tax rates; due to the expansion of economic activity, tax revenue did not decline,
public sectorincome even rose, andthedomestic deficit stabilized at a low level. These
developments in the public sector's income, expenditure and deficit prevented a
strengthening of the public's expectations of devaluation, thereby contributing to
stability in the foreign currency market, and establishing favorable conditions for the
tax and capital market reforms that were begun in 1987. It is nevertheless to be

' The public sector compirses the central government, the National Insurance Institute, the local
authoirties, the National Institutions, and the nonprofit institutions financed mainly bythe former, such
as the sick funds, universities, etc.
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emphasized that despite this year's decline in the public sector's domestic activity
relative to the private sector, the share ofgovernment in GNP still remains very high.
The year under review saw changes in income taxes: tax rates were lowered, the tax

threshold on personal income wasraised, corporate tax rates and the employers' tax in
the commerce and services sector were cut. In addition, a further round of tariff cuts
was implemented, in accordance with the trade agreements with the European
Community and the U.S. The classification of goods subject to purchase tax was
revised. Relative tothe previous year's tax base, thesechanges in the tax system should
havereduced tax revenue by some 3 percent of GNP (in terms of the 1986 tax base),
but the growth in economic activity and improved tax collection­ due, among other
things, to the lower inflation rate­ broadened the tax base, and resulted ina 5 percent
increase in tax revenue, in the same terms. However, the combined effectofthese two
factors­ increased economic activity and better tax collection­ which amounted to 2
percent of GNP in 1986 terms, did not show up in 1987 GNP terms because of this
year's rapid GNP growth. Tax revenue and transfer payments therefore remained at
last year's level­ 48 percentof GNP. This is much higher than the net tax burden that
had prevailed in Israel for many years, and also much above the usual levels in other
countries.
The public sector's direct domestic demand rose in 1987 by a moderate 3.6 percent,

following a continuous decline the three preceding years. The slight increase in 1987
is composed of a slow rise in civilian and defense consumption and a steep increase in
investment in the economic sectors. Civilian purchases wentup while thecivilian labor
input remained unchanged, whereas in the defense sectordomestic procurement rose,
and the labor input, which began to be reduced in 1985, continued to contract.
Government investment expanded rapidly in 1987, with changes in composition­a
steep irse in infrastructure investments and a decrease in machinery and equipment.
The public's tax burden (defined as the share of total tax revenue in GNP, less

transfer payments and subsidies), which had irsen to a peak in 1986, eased to some
extent in 1987. Its slight reduction was the sum of changes in tax laws, which cut tax
rates; the broadening of the tax base; and some decline, as a share of GNP, in the
transfer payments and subsidies which the government pays to the public. It should be
noted that the main beneficiaires of this year's reform in direct taxes were the upper
income groups, as explained below. In view of the negligible change in transfer
payments and subsidies, the easing of the tax burden this year may be regarded as
having benefited mainly the upper income groups. In the previous year, in contrast, the
average tax rates on the lower income groups decreased more than those on the higher
income groups­ mainly as a result of the lower inflation rate.)
Real interest payments tothe publicon the domestic debt remained atahigh 6 percent
of GNP. In the last three years, real interest payments amounted on average to 6.3
percentofGNP, as againstonly 3.3 percentin 1980­84. Two factors combined toraise
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the level ofinterest payments in the last three years: a) the arpid gorwth of the internal
debt in the period priorto 1985 broadened the base ofinterest payments with which the
more recent period started; and b) the sharp cut in the inflation rate reduced the real
erosion of interest payments (among other things, due to their indexation to the last­
known CPI). A future reduction of interest payments under conditions of lower
inflation thereforedepends on decreasingtheratioofdomesticdebt to GNP, by running
a surplus of income over expenditure.
The eliminationof deficits reduced the public sector's domestic borrowing require­

ments, and its capital market operations were mainly limited to recycling the existing
domestic debt. However, despite the balance in its accounts, the public sector
continued to borrow (see Table V­l, item 4c), increasing the domestic debt2 and
generating pressure on the local capital market.

Figure V­l
GOVERNMENT EXPENDITURE, INCOME AND CASH DEFICIT, JUNE 1984­APRIL 1988

(Pecrent ofGNP, quarterly moving average(
Percent

50

40

30

20

10

0

­10

­20

Income

Expenditure

Surplus A

11in rv

1984

11in rv

1985

11 m iv

1986
nm rv 1

1987 1988

♦( Includes imputed real interest according to Bank ofIsrael data.

The data on the balance of the domestic debt (Table V­l, item 5a) show a decline of 11 percent in
GNP terms, but domestic borrowing through bond issues actually increased the internal debt by 1.9
percent (see TableV­l , item 4c). The difference between the two series is mainly due to therevaluation
of the indexedand dollar­linkeddebt items. This revaluation isnot included in the borrowing flowshown
by item 4c.
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Table V­l
PUBLIC EXPENDITURE AND REVENUE, THE DEFICIT

AND ITS FINANCING, 1980­87
(Percent of GNP, curernt prices(

1985­1980­
198719861985198419831982198119871984

62.365.271.173.767.271.574.466.272.51. Total public expendituer
52.653.456.359.457.760.462.054.160.3a. Domestic
9.711.814.814.39.511.112.412.112.1b Foreign
62.268.068.954.759.359.359.066.458.52. Total ervenue
51.452.049.042.850.450.348.950.848.3a. Domestic
10.816.119.912.09.09.110.215.610.2b. Foreign

3. Public deifcit (­) or surplus )+(
­0.12.8­2.2­19.0­7.8­12.115.40.2­13.9a. Total
­1.2­1.4­7.3­16.6­7.3­10.2­13.2­3.3­12.0b. Domestic
1.14.25.2­2.4­0.5­2.0­2.23.5­1.9c. Foreign

4. Financing of total deficit or surplus
1.6­1.8­1.410.45.15.86.5­0.66.6a. Net borrowing from abroad
0.60.75.72.60.71.61.62.31.7b. Net money creation
1.90.6­1.82.9­1.27.77.60.24.5c. Net domestic borrowing
­3.9­2.2­0.33.13.2­3.0­0.3­2.11.2e. Residual

5. Public debt
120.6130.2138.2127.5120.1125.4122.0129.6123.4a Domestic
33.838.951.150.041.537.837.741.340.5b. Foerign

DEFINITIONS:
Domestic expenditure: Domestic public consumption (civilian and defense), public sector investment,
subsidies, transfer payments and domestic interest payments.

Direct demandforforeign currency: Directdefense imports (net of import duties), advance payments
on defense imports, government imports n.e.s., interest payments to rest of the world, and Bank of
Israel expenditures abroad on minting and printing money.

Domestic revenue: Revenue from taxes and compulsory payments, income from property and other
income (imputed depreciation and imputed commitments for pension payments).

Receiptsfromabroad: Unilateral transfers to thepublic sectorplus interest receipts on foreign reserves,
less transfers to the Civil Administration of the administered areas.

Public sector deifcit: The difference between expendituer and erceipts. Total public sectordeficit less
public investment equals gross saving of the public sector.

Net borrowing from abroad: Short, medium or long term changes in the foreign reserves, less
repaymentofprincipal and less advances on defense imports.

Netmoney creation: Increase in narorw moneybase(currency in circulation and depositsofcommercial
banks with theBank oflsrael) lessBankoflsraelexpenses on the money base (interest paidondeposits
of commercial banks, changes in the discount­window loan, etc.).

Domestic borrowing: Domestic public sector borrowing as estimated by the Department ofManage­
ment Accounting in the Accountant­General's Office and the Bank of Israel.

Residual: The difference between the total public sector deficit and receipts from loans from abroad,
net money ceration, and domestic borrowing; includes deficits ofpublic sector nonprofit institutions
and 'errors and omissions'.

Domestic public debt: Total private sector claims on the public sector (excluding the government
commitment under the Bank Share Arrangement).
Foreign public debt: Total claims offoerigners on the public sector less foreign reserves. The annual
estimateofthepublic debt,domesticandforeign, iscalculated as thearithmeticmeanofquarterlydebt/
GNP raitos.
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Table V­2
PRINCIPAL COMPONENTS OF PUBLIC SECTOR

EXPENDITURE AND REVENUE, 1980­87
(Pecrent ofGNP, current prices(

1980­ 1985­
1984 1987 1981 1982 1983 1984 1985 1986 1987

Total public expenditure
Domestic expenditure
Direct domestic demand
Thereof: Civilian

Defense, net
Public sector investment
Direct subsidies
Transfer payments
Credit subsidies
Real interest payments
Direct demand for
foreign currency
Thereof: Direct defense imports

Advance payments
on defense imports

Net interest payments to abroad
Domestic revenue
Taxes and transfer payments
by households

Income from property
Income n.e.s.

62.365.271.173.767.271.574.466.272.5
52.653.456.359.457.760.462.054.160.3
30.930.632.235.635.335.935.531.235.6
16.416.416.718.317.617.718.216.518.0
11.011.212.814.414.214.914.211.714.3
3.53.02.72.93.53.33.13.13.2
3.23.14.86.35.85.87.63.75.7
11.011.410.510.310.911.411.211.011.2
1.31.52.13.23.33.95.21.64.5
6.26.86.83.82.53.42.56.63.3

9.711.814.814.39.511.112.412.112.1
8.85.29.07.84.97.111.07.68.1

­2.22.50.21.00.40.1­1.80.20.2
3.44.05.55.03.02.22.14.32.7

51.452.049.042.850.450.348.950.848.3

47.648.445.138.246.145.542.647.043.2
1.10.91.31.81.61.93.51.12.3
2.72.62.62.82.72.82.82.62.8

DEFINITIONS
Domestic civilian public consumption: Civilian public consumption less government imports n.e.s.
Domestic defense consumption: Total defense consumption less direct defense imports and less
estimated domestic sales by the defense establishment, deflated by the CPI, annual average.

Public sector investment: Does not include public housing.
Direct subsidies: Subsidies to domestic production, imports and exports.
Credit subsidy: Subsidy element of credit to enterprises (includes subsidy derived from inflationary
capital gains) and direct credit subsidy.

Realinterestpayments: Nominal interestpaid to domestic factors by the public sector and the Bank of
Israel, less adjustment for repayment of principal.

Net interestpayments to abroad: Nominal interest on the foreign public debt less interest received on
foreign reserves.

Taxrevenue: Direct and indirect taxes (excluding import duties on direct defense imports)plus transfer
payments from households.
Incomefromproperty: Domestic operating proiftof theBankoflsrael, plus other incomefrom property
and entrepreneurship (rent, dividends, interest), property income of private nonprofit institutions
classified as part of the public sector, less receipts of real interest on government loans to the public
which are included under credit subsidy.

Income n.e.s.: Imputation as receipts of the obligations for pension payments to retired public sector
employees who are entitled to a budgetary pension, and imputation for depreciation of capital stock
in the public sector.
Source: Central Bureau of Statisitcs and Bank of Israel.
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Provided that the 1988 budget will be implemented as submitted to the Knesset, the
weight of the public sector in the economy is likely to diminish futrher. Public
consumption will increase, but its share in GNP will fall; the tax burden will be further
lightened, with taxes declining as a proportionof GNP, while transfer payments will
show a relatively large increase (due to sizeableredemptionsofcompulsory loans); the
government's domestic borrowing requirements will grow with a larger deficit, and at
the same time the government's foreign debt is expected to decrease. The income,
expenditure, and deficit data of the Accountant­General (presented in Table V­l)
provide an indicator for the expected 1988 deficit. The Accountant­General 's data are
on a cash basis, and are therefore not identical with the budget figures, but they have
the advantage of showing developments during the year. These data show that the
income surplus of the Accountant­General fell off in the second half of 1987 and
remained at a low level also in the first quarter of 1988. A similar picture is obtained
when real interest payments, as imputed by the Bank of Israel, are included in
expenditure (the lower curve in Fig. V­l), which means that the deficit was higher in
the second half of 1987 as well as in the first quatrer of 1988.

2. FISCAL POLICY

The data on public sector income and expenditure are ex­post figures; therefore, they
reflect both changes initiated in fiscal policy itself and changes caused as that policy
was implemented. Thus, forexample, theadoption ofan expansionary policy, through
tax cuts, causes tax revenue to decrease, but the implementation of the policy causes
aggregate demand to increase, which in turn raises tax revenue, thus offsetting itsinitial
contraction.When fiscal policy is restrictive, the offsetting is in the opposite direction.
Theex­postdataonpublic income and expenditure thereforedo notproperly reveal the
natureoffiscal policy as actuallyimplemented. For the purposeoftracing fiscal policy,
it is necessary to distinguish between the influence of legislation introduced by the
government on income and spending, and the actual effects resulting from that policy.
At the beginning of the fiscal year direct tax rates were reduced, a futrher round of

tariff cut was carried out, and the goods subject to purchase tax were reclassified. The
calculated outcome of these policychanges should have led to a fall inrevenueofsome
3 percent (see Section 4 below). Domestic demand is pushed up by cuts in tax rates,
and makes for higher economic activity. Cuts in tax rates also have a favorable effect
on the supplyof product: the reductionoftaxes on wage income augments the supply
oflabor, and lower corporate taxes raise the profitability ofinvestment, thus increasing
the supply of goods.
Domestic public consumptionrose in 1987 by less than 2 percent­ belowthe growth

rate of both actual and potential GNP (i.e., the GNP estimated on the assumption of
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capacity useofthe production factors3). It is therefoer seen that the increase in public
consumption has not crowded out private sector investment, but on the contrary: the
faster growth, relative to public consumption, of actual and potential GNP left more
resources at the disposalofthe private sector. The irse in public consumption therefore
did not fully offset the expansionofprivate sector demand that resulted from the cuts
in tax rates.4 It follows that the overall effect of fiscal policy in 1987 led to demand
expansion.
This conclusion is supported by the data of the 1987 budget as enacted: first, the

budget provided for an overall deficit of 3 percent ofGNP, which may indicate that the
government intended fiscal policy to be expansionary in 1987; and secondly, when the
original budget is compared with its actual implementation, it turns out that the income
actually received was considerably greater than planned in the budget. A substantial
part of the initial upward push to demand given by fiscal policy is therefore not
disclosed by the ex­post figures.

3. THE DEFENSE BURDEN

In 1987 the volumeofdefense consumption increased more than in anyyear during the
1980s, due to an exceptional near­doublingofdefense impotrs. These imports fluctuate
widely from year to year, according to the timingofsuppliesofdefense materiel; their
unusually large increase this year therefore does not necessarily represent the begin­
ning of any new trend. In domestic defense consumption the various components
changed in 1987 in opposite directions, resulting in an unchanged total volume.
Domestic defense procurement increased this year by some 5 percent, afterthree years
ofcontinuous decrease; this year's rise was apparently connected with the steep fall of
domestic purchases in 1 986. The laborinput in the defense sector (excluding conscript
soldiers) continued to contract, in line with the general policyof cutting the laborinput
in the public sector as a whole.
The defense burden is a multi­dimensional concept; there is in fact no single

quantitative measure to express the economic burden of defense. It is therefore
customary to analyze several indicators, each of which highlights a different aspect of
the defense burden, and allofwhich together provide an indicationofits overall trend.
In the previous year all the quantitative indicators (see Table V­3) pointed to an

easing of the defense burden, but for 1987 the first two of these indicators are in the

3Assuming that the labor force growsat the same rate as the working­age population, and potential
capital stock and productivitygrowth is theiractual growth, the 1987 growthofpotentialbusiness sector
product is estimated at 4.9 percent.
4Private consumption is inversely related not only to taxes, but also to public consumption.
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opposite direction, due to the exceptional surge in defense imports and the anticipated
end of the U.S. emergency aid of the last twoyears­granted as support for the
stabilization program. These two indicators are particularly subject to wide fluctua­
tions, so that it is best to examine them from the perspective of several years. When
presented by sub­peirods (see Table V­3), all the indicators point to an easing of the
defense burden in the more recent peirod (1985­87) as compared to the earlier period
of 1980­84.
The first indicator of Table V­3 measures defense consumption as a percentage of

the economy's total resources (GNP plus unilateral transfers from abroad) and
represents that portion of resources allocated to defense that was not obtained by
increasing the foreign debt. By this measure, the defense burden has become heavier
because of the sharp, but anticipated, reduction of U.S. grants­in­aid. The second
indicator deducts the vairous grants from total defense consumption, and measures
what part of the country's defense outlays is borne directly by Israeli residents. This
indicator, too, shows a heavier defense burden in 1987.
The third indicator measures the claimofdirect defense demand on GNP, and points

to an easing of the burden since the beginning of the 1980s. The fourth indicator
estimates the defense burden after deducting U.S. government grants, and the defense
imports tied to them, from total defense expenditure. This measure sums domestic
defense consumption, defense procurement abroad paid with foreign currency other
than U.S. grant funds, and the servicing of foreign debts incurred to finance defense
expenditure, including U.S. governmentdefense loans granted in the past. In 1987 this
indicator recorded its lowest level since 1973.
The fifth indicator examines the burden imposed by defense outlays on the labor

market. The fall of the defense sector's wage bill relative to that of the economy as a
whole indicates that the upward pressure on the wage level stemming from the defense
sector has weakened somewhat in the last two years, as compared with the peirod since
1973.

4. TAXES, TRANSFER PAYMENTS AND SUBSIDIES

In 1987 tax revenue and gross transfer payments by the public, at constant pirces, rose
much more slowly than in 1986­ by 4 percent. Although less than the growth rate of
GNP, it is much below last year's exceptional 12 percent increase. The increment of
tax revenue, at current pirces, came to some NIS 5.1 billion, and the share of taxes in
GNP declined by less than one percentage point, to about 48 percent (see Table V­4).
Despite the slight decline in the level of taxation in 1987, it still remains high

compared with all the years since 1960, excepting only 1986, which was a peak in this
respect. Total transfer payments to the public and direct subsidies to local production
decreased this year very slightly, to 14.2 percent of GNP, of which 11 percent were
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Table V­3
INDICATORS OF ISRAEL'S DEFENSE OUTLAYS, 1980­87

(Percent, at current pirces(

Defense consumption as percent of GNP
Defense wageDomestic, plusAs percent of
bill as percentforeign­currencygross national

of totaloutlays and debtTotal, net ofincome from
wage billc servicedDomesticdefense grants15all sources8

)5()4()3()2()1(

10.518.214.319.219.91980­84
10.118.014.217.817.31983
10.519.014.417.820.01984
9.315.911.712.616.61985­87
9.817.712.813.318.21985
9.215.411.29.714.01986
9.114.711.014.717.61987

a GNP plus unilateral transfers from abroad at the effective exchange rate; GNP data until 1979 are
according to the old System of National Accounts definitions.
bGrants include thegrant­equivalentofU.S. governmentdefense loans. This is thedifferencebetween

the loanproceedsandthepresentvalueof the repaymentsat thegoing market interest rate,here assumed
to be 10 percent for 1964­77 and 12 percent for 1978. Since 1979 the grant­equivalent has been
negligible (For details of the calculation, see Oded Liviatan, 'Israel's External Debt,' Bank of Israel
Economic Review, No. 48­49 (May 1980), pp. 144 <efff.).

cTotal domestic defense outlays less local sales of the defense establishment; doesnot include wages
of soldiers in obligatory military service.
d Principal and interest on U.S. government defense loans.
Source: Columns 1­3 and 5­ Central Bureauof Statistics and BankofIsraelcalculations;column4­

Budget Division of the Ministry ofFinance and Bank of Israel calculations.

transfer payments to the public. Net taxes as a percentage of GNP therefore also
declined,by half a percentage point. However, it should be noted that in 1987 the level
of net taxation was substantially higher than the average for 1980­84, due to the
combined effect of a considerable irse in total gross taxes on the one hand, and on the
other­ the gradual decrease, in recent years, of total direct subsidies and transfer
payments to the public.
The tax system, in all its diverse components, has for many years called for a

comprehensive reform, both from the viewpointof the efficiencyof the system itself,
which has over the years become increasingly complicated, and because of the
distortions caused by the system in resource allocation and income distribution. Direct
taxation was characterized by a high tax rate and a ramified and arbitrary system of
exemptions and benefits which generated considerable discrimination between the tax
rates on income from capital and wages, and within these two categories of income.
Indirect taxes on domestic production and imports, too, are a system of differential
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rates, resulting in different levels of protection against competitive impotrs; in part,
these taxes are also combined with administrative protection. Such a structure of the
tax system has adverse implications for the efficiencyofresource allocation, produc­
tivity, and the incentive to work and invest, thus hampering economic growth and
indirectly, also impeding the reduction of the tax burden as a proportion of GNP. In
addition, this system has confounded economic considerations in the conditions of
uncetrainty created by frequent, and sometimes retroactive, changes in tax policy.
Such changes occurred mainly duirng the period of rapid inflation, when they were
made in order toprevent the erosion of tax revenue. The substantial slowingofinflation
and the significant cut in public spending which resulted from the 1985 stabilization
program have therefore created favorableconditions for the tax reforms begun in 1987,
but these are for the time being still patrial.
At the end of 1986 the government announced its intention to carry out a compre­

hensive reform of the direct tax system, which was to be made up of significant cuts
in the ratesof personal and corporate taxes, together with a matching elimination, in
an amount of half the proposed tax cuts, of tax exemptions and benefits. Since the
government's proposal to abolish the exemptions was not accepted, the 1987 tax
reform remained limited to tax cuts lower than oirginally planned, while the other
constituent patrs of the reform­ the elimination of tax beneifts, the simpliifcation of
the system, and further tax cuts­ were handed over to the Expert Committee for
Personal Income Tax Reform (the 'Sheshinski Committee').5 The committee's terms
of reference restircted it to a revenue­neutral reform, with tax cuts to be offset by
broadening the tax base so as to leave total tax revenue unchanged. The committee's
recommendations, submitted in February 1988, have not yet been implemented, and
include: a) individual income from capitalofall kinds and sources (interest, dividends
and real capital gains) is to be made taxable, as far as possible at a uniform rate; b) the
actual eliminationofvairous tax exemptions; andc) the additionof one tax bracket and
the raising of the tax threshold.
In 1987 the tax system therefore functioned under the first stage of the reform in

direct taxes, which consisted mainly of cuts in income tax on individuals and
corporations, aswell asother tax reductions. The revisions in the tax lawsare estimated
to have reduced tax revenue by 6 percent, in 1986 terms. The changes in pirvate
consumption, impotrs and wages, contirbuted some 7 percent to revenue, and the
slowingof inflation accounted for another 2 percent (leaving an unexplained residual
of one percent).
The cuts in income tax rates and the loweirngoflabor costs by reducing employers'

5 So named atfer its chairman, Prof. Eytan Sheshinski of the Hebrew University, Jerusalem. The
committee was appointed on June 18, 1987.
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Figure V­2
DIRECT TAX RATES ONWAGES AND NON­WAGE INCOME, 1980­87
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Figure V­3
TAX REVENUE, BY PERCENTAGE OFMAIN TAX CATEGORIES IN TOTAL, 1980­87
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national insurance contributions caused a futrher fall in the average level of taxation
of wages6­a decline that, except for 1985, has been continuous since 1981. It is to be
noted thatin 1987 the declineofdirect taxes on wages was less steep than in 1985­86,
mainly due to the 'silent reform' in personal income taxes in the second half of 1985
which resulted from a rapid rise in the real tax brackets and credit points as inflation
slowed, and the continued monthly updating of the tax brackets.
A turning point occurred in the taxation of non­wage income: the average tax rate

on such income declined by 6 percent, to 32 percent, following its steep rise in
1985­86, mainly as a result of the slowing of inflation and a stricter implementation
of the tax laws in these years. Despite this year's fall in the average taxation rate, its
level was still higher than in the years upto 1986,in mostofwhich net taxes were very
low. Moreover, in the last two years the average tax rate on non­wage income was
higher than on wage earnings­ contrary to earlier years.
While revenue from direct taxes increased in 1987 by one percent, the irse in

expenditure taxes on domestic products and imports continued, albeit more slowly
than in 1986. As a result, the percentage of direct taxes in total tax revenue declined
in 1987 to 51 percent­ its lowest level since 1980 (see Fig. V­3).
Tairffs on imports were reduced in 1987, as a further round in the liberalization of

imports, but their cut was partly offset by a matching increase of purchase tax rates,
which were re­classified into fewer product groups, thus narrowing the vairation
between tax rates on imports. However, more recourse was had to non­tairff restirc­
tions on imports, which means higher protection for domestic enterpirses and a
diversion of trade to 'expensive countires'.
The continuous inflation that had prevailed in the economy pushed the tax system

into raising tax rates, adding new taxes, and perfecting the mechanismsof indexation
and adjustment, soas to reduce the erosionof tax revenue by inflation. Real tax revenue
rose after the curbingofinflation, and in 1985­87 the cumulative effect of this factor
was much greater than that of the changes in fiscal legislation. The latter might have
been greater, had the government not been apprehensive ofrunning a deficit. Areform
of the tax system is therefore needed in order to assure sustained growth against the
background of the irse in effective taxation rates as inflation has come down.
If the reduction of tax rates will indeed lead to an expansion of economic activity,

it will at the same time reduce the tax burden as GNP grows, and undersome conditions
(which are notcetrain to exist in Israel) mayeven result in largertax revenue. Since the
endogenous factors generally make themselves felt with a lag, the effectsof the 1987
changes in taxes are not yet clear: on the one hand, this year's developments in GNP

* It should be emphasized that taxes on wages in this calculation include employers' tax and
employers' national insurance contributions on behalfof theirworkers; they do not include income tax
on company managers. Non­wage income includes the latter.
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are the fruit of past events and other factors operating in 1987, and on the other­ the
reformofdirect taxes has notyet shown its fulleffect in 1987, andis expected toexpress
itself in future years.

Table V­4
TAXES, SUBSIDIES AND TRANSFER PAYMENTS, 1980­87

(Percent of GNP, current prices(

1985­1980­
198719861985198419831982198119871984

32.132.427.718.326.224.518.530.721.8Net taxes (1­2­4(
1. Total taxes and transfer

payments by the public
47.648.445.138.246.145.542.647.043.2to the public sector

2. Total direct subsidies
and transfer payments

14.214.515.316.716.617.218.814.716.9to the public
3. Net taxes, excluding

33.433.929.821.529.528.423.732.326.3credit subsidies
1.31.52.13.23.33.95.21.64.54. Imputed credit subsidies
13.314.114.210.015.215.414.313.913.7Net direct taxes (5­7(

5. Direct taxes, compulsory loans
and transfer payments by the

24.325.624.720.326.126.825.424.924.9public to the public sector
16.516.916.113.216.316.616.816.516.06. 0/tWi/c/t.■ Income tax

7. Transfer payments
11.011.410.510.310.911.411.211.011.2to the public

Net taxes on domestic
11.310.97.73.85.43.61.310.04.0production (8­9­10(

8. Indirect taxes on
14.514.513.010.411.210.510.614.011.0domestic produciton
2.02.13.54.73.94.46.32.54.49. Direct subsidies

10. Credit subsidies to
1.31.51.81.82.02.52.91.52.6business firms
7.57.35.84.55.85.73.46.94.6Net taxes on foreign trade

Source: Central Bureau of Statistics and Bank of Israel calculations.
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