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From the forthcoming Recent Economic Developments:

Price gaps between Israel and developed countries

e The level of private consumption prices in Israeln 2010 was high in comparison with
other OECD member countries. This is taking into acount the fact that per-capita income
in Israel is less than the average for OECD membarountries. The high price of consumer
goods in Israel reflects a combination of the strog shekel and particularly high prices for
certain consumer goods.

e Food prices in Israel in 2008 were more than 15 peent higher than the expected of a
country with per-capita income similar to Israel's. Prices of dairy products, fish and non-
alcoholic beverages are particularly notable for teir high price in international
comparison. In 2008, the gap between their price ihsrael and that to be expected of an
economy with per-capita income similar to Israel'swas over 30 percent. An analysis of the
development of consumer price indices, exchange est and growth shows that these gaps
widened between 2008 and 2011. The gap in food pe& between Israel and OECD
countries derivesinter alia from an uncompetitive market structure for certain products
and from the high VAT (in international comparison) on food products.

e The openness of the clothing and footwear market tonports and the competition in that
industry contribute to competitive price levels by international comparison in this
component of private consumption. However, pricestéhotels and restaurants, and prices
of culture and leisure services and private vehicteare high in international comparison.

Discussion of the price gap between Israel andaabyeas a major issue in the protest that erupted
in Israel and peaked last summer. Press coveragparing the prices of fuel and of dairy products
in Israel and abroad provided support for the omgas of the protest, and backed the claim that a

! The data are based on PPP (Purchasing Power Ramihyarative data that are published by the OEGDEamostat.
The latest figure on the private consumption agapegs for 2010. Comparative price data for privaBesumption
items are published once every three years, anldtibst figure is for 2008. The PPP data calculatethe OECD and
Eurostat are regarded as relatively good, andemerglly accepted in the literature for the purpafsaternational
comparison of price levels. It should however beddhat these data are not flawless, because @drepiling price
indices it is necessary to overcome problems saaomparing prices of different consumption basketsch are not
the same from country to country) or comparing goofdiffering quality. The difficulty comparing gds of differing
quality is especially notable in the case of n@u#ble goods. These flaws could lead to a deviatidime indices,
particularly with consumption baskets that differain exceptional extent from country to countryvééheless, it can
be assumed that these problems are not acute wingracing indices of price levels between OECD mambe
countries. For details of how the index is caledaby the OECD and Eurostat, se@/w.oecd.org/std/ppp/manual




different economic policy would likely help redugeivate consumption prices in Israel, and
thereby benefit most of the country's citizens.

The literature widely acknowledges that the lewélprices of output in the economy is
coordinated with per-capita income. The relatiopdtetween these two variables derives from the
higher wage levels in countries with higher perdzapncome—wage levels that exert upward
pressure on prices of non-tradable goods or serwcehich the productivity is relatively low.

OECD data show that the level of private consunmppdces in Israel in 2010 was 20 percent
higher than that to be expected based on the assumyb a linear relationship between the level of
per-capita income and the prices of output (althothgs gap is not statistically significant). The
high price of consumer goods in Israel reflectsabmbination of a strong shekel and particularly
high prices for certain consumer goods, as compapedeasonable prices (in international
comparison) for other goods. The international carnspn of private consumption prices and of
various components of private consumption is basedEurostat and OECD comparative data.
These data are published once every three yeaeslashyear for which they were published was
2008.

It was found that food prices in Israel in 2008 ev&b percent higher than the average for OECD
countries. An estimate based on a linear regressaoates that food prices in Israel in 2008 were
nearly 20 percent higher than that to be expectethieconomy with a per-capita income similar to
Israel's (although this gap is not statisticallgnsiicant). Based on the development of prices, the
shekel-euro exchange rate, and the developmentredgpita GDP in Israel and Europe between
2008 and 2011, it can be assumed that food pncésael became ten percent more expensive in
the last three years compared with eurozone castwith regard to the US, food prices in that
period did not change to any major extent. Whilésiteasonable to assume that the lack of a
reduced rate of VAT on food products in Israel (afrmm fruit and vegetables, which are exempt
from VAT) contributes to the relatively high prioéfood products, other contributing factors exist.
These are connected with the market structuredecic food products. Prices of dairy products,
fish and non-alcoholic beverages are particuladyable for their high price in international
comparison. In 2008, their price in Israel was ntben 30 percent higher than that to be expected
of an economy with per-capita income similar taddis. Although the strong shekel contributed to
this result to some extent, the main reason fordfegively high price of dairy products, fish and
non-alcoholic beverages derives from other factBa@sed on the development of the nominal
exchange rate, the CPI, and per-capita GDP bet®668 and 2011, it can be assessed that the
price gap with eurozone countries for dairy produish and non-alcoholic beverages widened by
5-15 percent over the last three years.

Dairy products would appear to be unique in termghe protection and subsidies provided for
them in various OECD economies. In Israel, custdaotg on milk and butter is 150 percent and the
duty on cheese is also high. From this aspectmilemarket in Israel is closed and prices of dairy
products are affected by a milk market structued th not competitive, and in which supervision
over prices to the consumer is limited. The fishducts market is also constricted by high customs
duty and low competition. Like the milk market, thhesh meat products market is also not open to
competition from abroad. The duty on fresh meaef{laad chicken) is very high, and effectively
prevents competition from imported fresh meat. Dednimr kosher products, which are unique in
their type, and the difficulty for non-kosher pratii to compete freely in the market constitute
another barrier to competition from impoft®y hindering competition, these barriers support

2 Most marketing chains in Israel are kosher, whictkes it difficult to distribute non-kosher produatsd for
importers to compete in the market.



relatively high prices for part of the food prodaidold in Israel, With respect to non-alcoholic

beverages, the main problem contributing to thamtively high price would appear to be the lack
of competition in the industry, which is controllbg three large producers. In contrast to the high
price of dairy products, fish and non-alcoholic &ages in the food basket, fruit and vegetable
prices in Israel are slightly lower than abroad.jdaontributory factors in this respect are the
VAT exemption on fruit and vegetables and the largmber of foreign workers employed in the

agricultural industry.

Clothing and footwear prices in Israel are not highinternational standards. It can be assumed
that these goods' considerable exposure to impadsthe competition in the industry keep down
their price. In contrast to prices of clothing afmbtwear, prices of consumption at hotels and
restaurants, and prices of culture and leisureics\in Israel are high. Prices of private vehicles
are also high by international standards. Althopgbes of telecom services in Israel in 2008 were
slightly lower than their average price in OECD wies, between 2008 and 2011 their price in
Israel rose by 20 percent compared with the eur@ama by 10 percent compared with the US.



