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Main Remarks



This edition of Economic Outlook begins by describing recent economic developments, foremost with reference to the National Accounts data for the first half of 1999. The data, which point to a standstill in growth of economic activity (and a decline of 2 percent per capita), justify and necessitate further inquiry—an inquiry that provides several reasons for cautious flickers of optimism. Some observers regard another recently released figure—a steep 24 percent increase of sales of new dwellings—as one of the indicators that portend the end of the slump. This figure, like the National Accounts data, requires further observation, and this additional look prompts us to delete it from the list of indicators that point to a turnabout. 

A third indicator—one that does not lend itself to superficial analysis—is the standstill in non-diamond industrial exports and the decrease in one of its components: high-tech exports. This development, most of which is explained by a decrease in world demand, occasioned by the crises of the past few years, evokes concern, although these exports have been recovering consistently in the past few months.



This publication presents the macroeconomic forecast for 2000, including its components and underlying assumptions. Growth next year is expected to climb to 3 percent and the unemployment rate will probably dip slightly relative to 1999. We expect growth to pick up next year for four reasons: a decline in the dampening impact of the decrease of immigration on domestic demand, petering out of the downward phase of the business cycle, the favorable effect of bimillennium tourism, and a recovery in world economic activity. Our analysis of expected developments in 2000 also relates to economic policy and its effect on the economy over the next few years. The analysis was written after the 2000–2001 inflation target of 3–4 percent, a package of dozens of structural changes, and the spending ceiling and composition of the budget were approved, and after the taxes needed to meet the budget deficit target—2.5 percent of GDP—were set forth. The extent to which each of these resolutions (taken in the past few weeks) is met will affect the state of the economy in the years to come.



We also list factors of uncertainty that may keep the forecast from coming to pass, for better or worse. Such factors exist every year, but two of them are unique to 2000 and occupy a central position in the forecast: the effect of the Y2K bug and the impact of bimillennium tourism. Another important factor of uncertainty pertains to the new government’s performance and the complexion of its economic measures. The government’s resolve and executive ability will be tested in the upcoming period and will affect the business sector’s economic decisions. Another uncertainty factor pertains to the peacemaking process; our forecast assumes that no dramatic political and security events will occur, for better or worse. 



This publication concludes by referring to an amendment—the third—to the Reduction of the Deficit Law. We examine the turnabouts that this statute has experienced, the extent of compliance with its provisions, and its advantages and drawbacks; we also compare Israel’s deficit law with similar laws in other countries. Although the background factors are totally different, the basic principles invoked by various countries that chose to reduce their budgets by legislation, or to stipulate a balanced budget by legislation, are strikingly similar.

�Recent Economic Developments



Non-diamond industrial exports have increased somewhat in the past few months, but the level over the past twelve months only slightly exceeds that in the previous twelve months. Stagnant if not decreasing exports have been typical of the traditional industries for the past few years. This year, for the first time, this effect has embraced the high-tech industries as well.

The recent monthly indicators have been overshadowed by preliminary National Accounts estimates that point to a standstill in GDP growth in the first half of 1999 relative to the previous half-year. The estimates fall short of the forecast and suggest that the economic slump is worsening. However, a slightly closer look at the data points to several developments that are interesting and somewhat encouraging. The steep increase in investment, a favorable sign in anyone’s view, corresponds to the Bank of Israel’s survey of companies and the Manufacturers Association’s expectations survey, which were dominated by an optimistic tenor with respect to expected economic developments in the near future.





The National Accounts Data

The National Accounts data for the first half of 1999, released by the Central Bureau of Statistics, indicate that the downturn in activity has worsened although the composition of demand showed a somewhat encouraging change.

The per-capita GDP graph indicates that the downtrend that has continued monotonously for the past two years shows no sign of leveling off, let alone turning the corner. The first-half 1999 data are especially troubling in view of the fact that, for the first time since the downturn began, Gross Domestic Product of the business sector declined during the first half of 1999 relative to its level in the preceding half-year. (Total product still grew.) Below, however, we take exception to this gloomy presentation in several ways.



When the CBS released the second-quarter 1999 data, it revised the data for previous quarters and years in view of additional data that it had received and processed. Thus, the CBS added 0.2 percent to the growth rate for each of the years 1997 and 1998, pursuant to several previous upward adjustments. This is an important point because it is not random; after additional data are received and processed, it is altogether possible that the 1999 figures will also be adjusted upward.�



�



Examination of the rates of (non) growth, and its composition, points to several characteristics:

Although the slowdown has deepened, the composition of sources and uses today is totally different from the composition in the past two years. The data portray an economy that is expanding its investments at a very rapid pace. This abrupt turnaround provides a reason for cautious optimism, especially when exports are growing handsomely as well. However, all of the investment sources are imported. Demand for machinery and equipment of domestic manufacture has not increased and neither private consumption nor production is recovering. (On the contrary, the monthly indicators point to a decline.) Only imports are surging.



Relatively swift expansion of exports—Although the monthly foreign-trade data point to a severe slowdown in non-diamond industrial exports, the real figures point to a growth rate of 8.5 percent (in annual terms) in the first half of 1999 versus the previous half. The National Accounts data include not only non-diamond industrial exports but exports of diamonds and services, both which are showing are a clear uptrend. Exports of tourism services are also increasing after a deepening three-year slump. The situation in exports of non-diamond goods, although inauspicious, has been improving in the past few months. (This is discussed at greater length below.) By inference, most of the growth shown in the CBS data originates in exports of services, not of goods.



Selected Macroeconomic Indicators—Real Percent Change

�



Imports of Goods, Quantity Change, by Components

�Total imports of goods�Imports net of ships, aircraft, diamonds, and fuel�Consump�tion goods�Production inputs (excluding diamonds and fuel)�Capital goods (excluding ships and aircraft)��Quantity Percent Change������1997�1.5�0.2�2.7�1.3�-4.8��1998�0.6�3.9�3.5�4.6�2.0��First-half 1999 vs. first-half 1998�

9.4�

5.2�

0.5�

3.8�

14.2��Source: CBS





Vigorous increase in imports—This is the most salient figure of all. The rapid growth in this indicator is the source of the stepwise increase in the growth rate of total uses. As the table shows, the main factor in the increase is capital goods. Israel’s terms of trade continue to improve in the first half of the year, dollar-nominated import prices falling by a very significant 5.3 percent (despite an increase of more than 20 percent in fuel prices in the second quarter of the year) and export prices decreasing by only 0.9 percent. This improvement, which has been taking place since 1996, is helping Israel improve its balance of payments.



Steep increase in investment—After two straight half-years of decline, this indicator rose very strongly in the first half of 1999, possibility signaling a turnabout in business-sector expectations. 



Continued decrease in construction activity—Here there is nothing new to report. The level of construction activity is continuing to adjust itself to the lower level of demand occasioned by the decrease in immigration.



Sluggish growth of private consumption—In the past few years, Israel experienced a rather strong upturn in private consumption in tandem with falling per-capita GDP. The fact that the economic slump has evolved into a decline in per-capita private consumption indicates that the turnabout in the business-sector expectations, as reflected in various surveys, and the strong increase in investments have not penetrated the household sector.





To analyze the data a little more deeply, several comments are needed:

The quarterly National Accounts data are provisional, as the CBS stresses. They are flawed not only by a high degree of volatility but also by retroactive corrections that are significant (and that sometimes make the new data irrecognizable). For example, when the first-quarter 1999 figures were initially released about three months ago, they reported a growth rate during that time of 1.3 percent in annual terms. This figure was corrected in the data released this month; now it turns out that GDP decreased in the first quarter by 1.1 percent. Therefore, we strongly recommend that one disregard developments described in a single quarter and wait for half-years at least (and apply due caution even then).

The retroactive adjustments in the annual CBS data are almost always upward and extend backward for years. The first estimate of the 1997 growth rate (October 1997) was 1.9 percent. The most recent CBS publication, released almost two years later, points to a much higher rate: 2.9 percent. It is altogether possible that this will recur with respect to the 1999 figures.

Several sales of start-up companies, in significant sums, are already known to have occurred in the first half of 1999. Sales in hundreds of millions of dollars—the return for a product or a service developed—will eventually be added to the GDP figures for 1997, 1998, and/or 1999—depending on when the activity took place. It may take a year or two to recognize and record real activity in the first half of 1999.



High-Tech Exports—Have We Lost Our Touch?

One of the salient characteristics of the past few years is the unprecedented blossoming of high-tech export industries and the concurrent decline of traditional industries. The graph below shows dollar rates of change in the exports of non-diamond industries, with high-tech industries marked in darker color. (Since the dollar-denominated prices of products in most industries declined last year, the quantity rates of change in most industries are greater than the dollar rates of change shown in the graph.)

�



The abrupt structural change—from traditional to high-tech industries—stems not only from a natural process that all Western economies have been experiencing but from policy measures as well. The main ones follow:

Import-liberalization policy—In one of the most important structural changes Israel has made in the past few years, non-tariff barriers (prohibitions and restrictions created on various pretexts) have been replaced since 1991 with very steep tariffs that diminished steadily to low or zero rates on a predefined trajectory over a specified period of time. The reform has had far-reaching implications in matters such as price levels, growth rates of private consumption, saving on foreign currency, and the composition of imports in terms of goods and countries of origin. It has also affected the composition of Israeli production: enterprises that had been protected from foreign competition until the reform were forced to lower their prices and compete for the consumer’s wallet. Many succumbed to cheaper and, at times, higher-quality products and shut their doors. Capital-intensive enterprises replaced labor-intensive ones and utilized the resources thus released.

Minimum wage—In 1997, the minimum wage was raised by law from 45 percent of the national average wage to 47.5 percent. (The effective rate of increase was greater because several criteria in computing the minimum wage were deleted from the definition.) The traditional industries’ wage costs increased (and would have risen even more steeply were it not for the shameful fact that compliance with Israel’s minimum-wage law is very low), helping accelerate the outflux from these industries. One traditional industry stands out for its success in adjusting to the changing conditions: domestic textile enterprises moved some of their production lines to countries and areas—Jordan, Egypt, the Palestinian Authority—that pay much lower wages than Israel’s.

Monetary policy—The tough monetary policy applied in the past few years has had different effects on different industries. High domestic interest rates and the strong sheqel have been more harmful to traditional industries than to high-tech. Traditional industries cannot raise money in domestic and overseas capital markets as high-tech companies can. Moreover, high-tech companies have higher earnings ratios and, in some cases, unique products, making it easier for them to contend with a strong currency by raising prices and/or reducing margins. Manufacturers of traditional products find this harder to do.

Government policy—The efficacy of government policy in supporting R&D and the possibility of improving is again being debated. Without delving into this specific issue, one may definitely point to the favorable contribution of this support and of the generous support, which has commanded less attention, that is given by means of significant tax relief.



These four policy decisions are converging with natural processes—technological progress, a large influx of well-schooled immigrants with experience with technological fields, and changes in world demand—to accelerate the changeover from traditional to high-tech industries.

The high-tech export data gave Israel a fail-safe cause to pat itself on the back for three years—until the middle of 1998, when even this sector of industry joined the export slump that came into view. The graph below shows rates of change in industrial exports in the first eight months of 1999 relative to the corresponding period in 1998. Like the graph that shows the 1998 growth rates, this graph speaks for itself and, in this case, clearly signals the existence of a problem. In the past few months, however, the downtrend in industrial exports has been arrested and the upturn has resumed.



�



In view of the sharp turnaround in high-tech activity—from double-digit growth to steep decreases—an attempt to discover the causes must be made not only at the macro level but in the micro domain. 



Inquiries about the condition of several companies shows that some firms have indeed run into difficulties, which were said to be temporary and that stemmed from specific problems at the company or in its industry. One of the companies had not received the go-ahead to place a new product on the market, another has had very low growth rates for some time, a third was sold off along with all of its domestic activity, and a fourth company claimed that its customers have been spending heavily (in capital and in labor) to prepare for the Y2K bug, thereby depressing demand for new technological systems. All of these are micro-economic explanations.

Several companies explained that the crises in Southeast Asia, South America, and Russia had affected demand from those regions. Even though these regions usually do not figure importantly among the export targets of Israeli firms, they were definitely among the targets that had had the strongest growth rates. Notably, quite a few firms replied, “Everything’s okay here.” To reconcile this answer with the dollar decreases in exports, one may note the steep depreciation of the sheqel. This increased the companies’ profitability and, therefore, enhanced earnings even if exports did not increase.

The most important reason for the abrupt turnabout in exports seems to be the slowdown in the growth of world trade. In the estimation of the International Monetary Fund, world trade grew by a sluggish 3.5 percent per year in 1998–1999 as against 6–7 percent in previous years. The steep downturn traces to world crises that originated in Southeast Asia and Russia (in 1997–1998) and in Brazil (1999). These crises actually had a favorable effect on Israeli exports until about a year ago; until then, the decrease in demand for exports had not been felt and the decreases in world prices of goods were helpful to Israeli manufacturers. The negative effect of the crisis was felt only later on—apparently because long-term contracts concluded before the crises depressed demand. As stated, the decline has been halted in the past few months.



Real Estate Activity

As expected, economic activity in housing construction continued to contract in the first half of 1999. In contrast, the number of new dwellings sold in the first six months of the year, relative to the corresponding period in 1998, soared by 24 percent (!)—to an average of 1,400 sales per month. Naturally, various observers inserted this unequivocal figure in the list of indicators that they aggregated under the heading “Indications of a Turning Point.” The problem is that the figures also include sales of second-hand dwellings (another 6,000 or so per month on average), which lower the increase during this period to only 2 percent. In view of the current state of the economy, even this gentle increase is welcome, especially when it follows three years of declines in the numbers of dwellings that changed hands. However, the difference between the upsurge in sales of new dwellings and stagnation in sales of second-hand dwellings begs for an inquiry, and we performed one.



At least part of the explanation evidently traces to legislative changes. In January 2000, property tax will be abolished and replaced by a sales tax. The builder of a new dwelling will be liable to a tax of 0.8 percent at the point of sale (since this is a deductible expenditure, the effective level of the tax will be lower) and real-estate purchase taxes on second (additional) dwellings will be raised. The imminence of these two changes may help explain the steep increase in sales of new dwellings.



�



Builders who sell off their stock of dwellings after January 1, 2000, will have to pay the sales tax, whereas those who move quickly and dispose of their inventory by the end of 1999 will be exempt. This obviously gives builders an incentive to sell new dwellings earlier than they might otherwise, even if they have to lower their prices somewhat.

The increase in purchase tax on additional dwellings, which will also go into effect at the beginning of the coming year, is having the same effect: it gives homebuyers an incentive to make their purchases (of new or used dwellings) earlier.

Another possible effect on sales is the builders’ outstanding credit. Quite a bit of it was taken in foreign currency, and the steep depreciation in late 1998 may have created an incentive to close positions quickly—again, even at the expense of profits.



Although the pace of sales of new dwellings has increased sharply, the graph shows that the number of months that a new dwelling remains on the market, from the beginning of construction until it is sold, has risen consistently and that housing prices (deflated by changes in the overall Consumer Price Index) have fallen (slightly less consistently).�





Unemployment

In the second quarter of the year, the unemployment rate rose slightly to 8.8 percent of the civilian labor force—205,100 persons. The unemployment rate in the first half of 1999 strongly resembles that in the first half of 1998 (8.6 percent). Employment increased during this half-year by 2.8 percent. The stable unemployment rate and the relatively brisk increase in employment are surprising in view of the scanty GDP growth during that time (0.6 percent of the first half of 1999 relative to the first half of 1998). The confluence of these two figures points to a steep decline in productivity (i.e., much less output for the same unit inputs of capital and labor). However, they may also indicate that the growth rates will eventually be adjusted upward.



�





�Macroeconomic Developments, 1997–2000

�

The CBS revised the 1997–1998 figures after the forecast was composed. The new data have not been released in full and are not cited in this table. 



Nominal Indicators 1995-1999

�1995�1996�1997�1998�First Half 1999���������Inflation during year�8.1%�10.6%�7.0%�8.6%�-0.4%��Change in dollar exchange rate during year�3.1%�5.0%�7.9%�18.2%�-2.1%��Nominal key lending rate 

(average for year)�14.6%�15.1%�13.6%�11.6%�12.8%��Real key lending rate (average for year)�4.6%�4.3%�5.0%�5.8%�7.2%��Percent of GDP�������Total state budget deficit �4.1%�3.8%�2.7%�2.4%���Domestic state budget deficit �3.2%�4.5%�3.0%�3.1%���Forecast for Economic Developments in 2000



The process of preparing the budget for the coming year began in 1999, like every year, with the production of a growth forecast. This year, as before, we polled our macro-economist colleagues about their predictions for the coming year. Similar surveys in the past two years (1998 and 1999) positioned the Finance Ministry forecast at the lower end of the range of predictions at that time. This year, the Finance Ministry offered the most conservative growth forecast; the predictions of other forecasters, domestic and foreign (who published their forecasts by July 1999), ranged from 3.2 percent to 4.4 percent.

When forecasts are as far apart as those for 2000, one can only conclude that different forecasters used very different assumptions. It is always essential to present the underlying assumptions of any prediction, but it is especially important to do so for the 2000 forecast. By all appearances, one obtains different growth rates by using assumptions different from ours. Two of our assumptions also seem to be problematic. At first glance, we committed the sin of inaction. If the forecasters themselves admit that their assumptions are problematic, why not change them? We shall see below that, although the matter is problematic, a professional long-term forecast could make no assumptions other than ours. (This, however, requires a disclaimer, which we provide.)



According to the forecast, as stated, the growth rate will be higher in 2000 than in 1999 and the unemployment rate will decline slightly. Employers do not rush to take on staff merely on the basis of glimmers of growth; they prefer to wait and make sure that the trend has really changed before they increase their headcount. Consequently, the unemployment rate marks only a slight decrease when the corner from slump to growth is being turned. We also rested our prediction of only a slight decrease in the unemployment rate on the assumption that the population of foreign workers will not decrease significantly. All involved players agree that action should be taken to reduce this population (and not only to reduce the number of work permits for foreign workers); one hopes that this consensus will help refute this assumption.



Growing Factors/Slowing Factors



The first question to ask is on what basis we predict faster growth rate in 2000 than in 1999. One cannot predict the exact timing of the economic turnabout, because (among other reasons) it is affected by events that have not yet occurred in Israel and abroad—economic and financial affairs, along with developments in totally different areas. However, the forecast definitely assumes that such a turnabout will indeed occur (or is already occurring).

Since the Finance Ministry’s forecast is the least optimistic of all, we should answer another question: What is the difference between the Finance Ministry’s assumptions and those of forecasters who predicted growth of 4 percent or more?



Unlike the update of the 1999 forecast, which we based on monthly indicators (until July), with respect to the 2000 forecast we can only estimate the direction of influence of various factors and assume that no aberrant events, of which no indication exists today, will occur. (We take up this assumption again below.)



Six factors have had a major impact on the growth rate in the past decade: large-scale immigration, the business cycle, the peacemaking process and security events, the state of the world’s economies, fiscal policy, and monetary policy. The first four factors are shown in the table below and are noted for the scanty, if not, nil, extent of control that domestic policymakers can assert over them.

All six had an accelerating effect on growth in the first half of the 1990s and a decelerating effect, to the extent of recession, in the past three years. Such development should not be considered an immutable reality. Several of the accelerating and decelerating factors have no circumstantial relationship, or a very weak one. Large-scale immigration had no effect on the state of the world’s economies (and was not influenced by it, for the most part, until the past year, after the eruption of the Russian crisis); the peacemaking process neither affected nor was affected by monetary policy, and so on. Nevertheless, (almost) all six acted in unison during two sub-periods—the first half and the second half of the current decade.



The April edition of Economic Outlook� described at length the effect of each of these factors—as well as that of the two policy factors, fiscal and monetary—on economic activity in the two half-decades. We mention these effects briefly and relate at slightly greater length to our forecast concerning the effect of each factor in 2000.



We expect the effect of each of the four non-policy factors (we relate separately to the two policy factors) to be more favorable in 2000 than in previous years. In one case, the effect of the decrease in immigration, the forecast speaks of a transition from a strong growth-suppressive effect to a less suppressive one. In another case, the influence of world economies, a suppressive effect is expected to become a strongly favorable effect. This presentation, of course, is overly schematic, both in the periodization and in the distribution of favorable and unfavorable factors. However, it helps us map out the factors’ effects.



Contributions of Various Factors to Growth and Slowdown in Three Selected Periods 

(+) favorable contribution	(-) unfavorable contribution

(++) Strongly favorable contribution	(--) strongly unfavorable contribution

�1990-1995�1996-1999�2000�������1. Large-scale immigration�++�--�-��2. Business cycle�+�-�+��3. Geopolitical events and peacemaking process�+�--�++ (2000 tourism)��4. State of world economies�+�-�+��

Large-scale immigration—In the first half of the 1990s, Israel benefited from the demand-side effects of large-scale immigration, chiefly in the form of a strong increase in private consumption and homebuilding investment. These effects steadily diminished, as the growth rates of private consumption declined and homebuilding investments decreased in absolute terms. Since 1997, the decrease in homebuilding investment has had a perceptible effect on growth rates; lest we forget, this industry makes a direct 6 percent contribution to GDP. The decrease in activity is expected to continue in 1999.

In 2000, the downturn in construction activity will probably approach its end. To understand why this activity contracted for three full years and why this slowdown will approach its bottoming-out point in 2000, one should recall that it takes about two years to build a dwelling. A decrease in construction investment in 1999 originates not only in a decline this year, but also, and mainly, in a decrease in the number of dwellings on which construction began in 1997 and 1998 (93,900 dwellings) relative to 1996–1997 (106,900 dwellings). The precipitous decline in construction activity stems mainly from previous adjustments for lower levels of housing demand in view of the decrease in immigration. In 2000, a slight upturn in construction starts and a slower decrease in the numbers of dwellings in more advanced stages of construction are expected. Accordingly, the adjustment process for investments in this field will probably peter, and total homebuilding investment is expected to contract only slightly versus the 1999 level. Thus, the effect of this factor on product will shift from strongly negative in 1996–1999 to slightly negative or neutral in 2000.

Needless to say, additional factors unrelated to large-scale immigration—mortgage policy, domestic interest rates, bureaucratic obstacles in release of land, etc.—affect this variable. However, their impact does not compare with that of the demographic factor.



�



Business cycle—At the beginning of the decade, the country experienced a period of general blossoming and prosperity, abetted by factors such as large-scale immigration, the peacemaking process, and the condition of world economies (i.e., the other three factors in the table). All these factors stimulated processes that would have occurred anyway and contributed to an economic phenomenon known as “overshooting.” Overshooting is one of the factors that explain the business cycles that take place in every economy—periods of heightened prosperity that is overdone by the excessive enthusiasm of market players, followed by downturns that are intensified and exaggerated because of the disposition of stocks built up during the prosperity era. Overshooting during the growth stage, which results in overinvestment and overconsumption, is the very factor that subsequently brings on the contraction phase of the business cycle. Since the levels of private consumption and investments are higher than required after the euphoria period, their rates of growth decrease when the cycle changes direction and become negative in more difficult cases. (This explains economists’ concern of the “overheating” of an economy. Such an overheating may portend a future overcooling.)

The effect of the business cycle may be substantiated by observing the behavior of investments in economic branches (total investment net of amortization and homebuilding). These investments doubled within only four years (1990–1993) and grew by another 33 percent in the fifth year (1994). This rapid growth was translated into a rapid buildup of net capital stock (nearly 40 percent in 1990–1994). These two very swift growth rates resulted in “overcooling” and a decrease in investments in 1997–1998. Capital stock per person employed, however, continues to grow by 5–7 percent per year, since the absolute level of investments has remained high despite the percent decrease).� 



�



According to the forecast, the steady decline in nondwelling investments—which we have witnessed since 1997—will end in 2000. The first-half 1999 data, which point to a very significant increase in nondwelling investments, already give an indication of the turnaround. Here, as in the case of homebuilding investment, additional factors affect the investment trend: expectations of future economic developments, long-term interest rates, structural changes in the composition of production, etc. Unlike homebuilding investment, the weight of the other factors in this case is anything but negligible, and it is harder to determine whether the decline in this item has really ended and whether the business cycle has actually bottomed out.



Geopolitical events and the peacemaking process—In 1992, after the end of the Gulf War, incoming tourism arrivals by air began to increase with surprising vigor. Some 2.5 million tourists reached the country in 1995 as against only 1.3 million in 1990. The change in incoming tourism may serve as a seismograph that points to the more inclusive and far-reaching effects of the perceived improvement in geopolitical stability and calm. Some of the steep increase in tourism traces to an upturn in the population of illegal foreign workers (who are recorded as tourists) and an increase in visits by immigrants’ relatives. Most of the increase, however, is undoubtedly attributable to the favorable portrayal of Israel in international reportage. As we recall, it was a time of a profusion of peacemaking events—signing ceremonies and handshakes on green lawns (the Oslo accords, the Agreement of Principles with the Palestinian Authority, the peace treaty with Jordan). The series of terror attacks in early 1996 brought the protracted upturn in peacemaking activity to an abrupt halt. The subsequent three and one-half years have witnessed a steady progression of geopolitical events; the opening of the Western Wall tunnel exit, terror attacks in Jerusalem and Tel Aviv, and the threat of an Iraqi attack are only several of the milestones observed during these years. The steady downturn in incoming tourism is also a symptom of the much broader and deeper effects, in all economic domains, of political instability.

One of the main assumptions underlying the 2000 forecast is that no aberrant event—politically favorable or unfavorable—will occur in terms of security (related or unrelated to peacemaking developments). Below we discuss this assumption at greater length. Here we only note that, if this assumption comes to pass, incoming tourism in 2000 will increase substantially and help the economy climb out of its slump more quickly than otherwise. If tourism does not increase strongly, for whatever reason, growth will be adversely affected.



World economies—In the first half of the decade, Israel benefited from the blossoming of the Southeast Asian economies and the liberation of economies in Eastern Europe. Within a few years, exports to Asia increased from $1.9 billion in 1990 to $3.4 billion in 1995—a 96 percent upturn—and exports of goods to Israel’s traditional destinations (North America and Western Europe) increased by a less rapid (but nevertheless vigorous) 50 percent. This steep upturn was one of the factors in the rapid growth of Israel’s GDP.





International Growth Forecast, 2000

(International Monetary Fund)

�Percent change�����1998�1999�2000��Proportion of Israeli exports in total exports of goods to each destination�������(Percent, 1998)��United States�3.9�3.3�2.2��27��Newly industrialized Asian countries�-1.5�2.1�4.5��5��European Union countries�2.8�1.8�2.7��36��All industrialized countries�2.2�1.9�2.0��74��

World trade volume�

3.3�

3.8�

5.8����Sources: IMF, CBS



In the second half of the decade, we witnessed an economic domino effect. The economies of Asia, Eastern Europe, and parts of South America began to topple in sequence, affecting the growth rate of stronger economies. The effect on Israel came swiftly and was strongly perceived in the domain of exports in 1999. 

To assemble the forecast in this respect, we based ourselves on the IMF’s forecast that world trade volume will grow by 5.8 percent in 2000 as against only 3.8 percent in 1999 and only 3.3 percent in 1998. The forecast of a significant upturn in world trade raises the Israeli export forecast as well, other conditions being equal.



One of the assumptions in the macroeconomic forecast is that Israel will be spared from financial or real crises that would affect its economy. This assumption did not hold true in 1998 (because of belated effects of the 1997 crisis in Asia) and in 1999 (because of the belated repercussions of the crises in Russia and Brazil).





Economic Policy

A correct, responsible, and farsighted economic policy is always necessary and affects the pace and direction of an economy’s growth at any time. However, such a policy has even a greater impact at a time when other indicators point to the possibility of a turnabout, and especially when the public is tensely awaiting the economic measures of a new government. One can hardly imagine a situation in which future economic policy decisions would be more portentous.



Notably, Israel's economic policy seeks to attain several targets, the main ones today being faster growth and less unemployment, without upsetting stability. At least the first goal, enhancement of growth, lends itself to a quantitative target. Israel’s medium-term growth potential is estimated at 4–4.5 percent. In other words, the economy can attain this growth rate in the next few years if favorable background conditions—especially policy decisions—are present. Importantly, to attain this rate in the long term (i.e., to achieve sustainable growth), the requisite policy is one that will not pay off at once. The predicted growth rate for 2000, 3 percent, is definitely not a final “target” that the economy should strive to reach. Instead, it is a way station en route toward a much higher possible rate of growth.





Fiscal Policy

The government has held three budget meetings and voted on a different issue at each of them: the expenditure ceiling, structural changes, and composition of the budget. These matters rest at the base of the fiscal policy for 2000 and subsequent years.



Expenditure Ceiling

The expenditure ceiling, a.k.a. the budget framework, is derived from the budget deficit target—2.5 percent of GDP in 2000—and the forecast of revenues from taxes and other sources. Below, we address ourselves at length to the Reduction of the Deficit Law, the changes it has undergone in recent years, and its advantages and drawbacks.



Each year, the expenditure ceiling is set separately from the decision on apportioning the budget among ministries. Each year, it is argued anew that one cannot vote on and approve the expenditure ceiling before each minister negotiates and approves the level of allocation that his or her ministry will receive. The difference between these two basic approaches is rooted in the way the budget is built. If a bottom-up approach is adopted, each ministry’s needs should be examined and, at the end of the process, tallied to form the total budget. If a top-down approach is used, the size of the budget is stipulated in view of the state of the economy and this sum is then apportioned among the ministries. 



The decision first to set the size of the budget on the basis of overall macroeconomic considerations, and afterwards to approve its apportionment among ministries, is backed by economic theory. The literature speaks of a phenomenon called “fiscal illusion,” in which public officials tend to overestimate the utility of public expenditure and underestimate the costs of this expenditure in terms of present and future taxation. (Increasing the budget deficit is tantamount to future taxation.) Therefore, they tend to create a budget that exceeds the economic optimum (within a given set of socioeconomic preferences). This being the case, it is better to debate the macroeconomic considerations first, to derive the size of the budget from these considerations; and only afterwards to work out the composition of the budget.



This segmentation of the budget debate—spending ceiling first, composition of the budget later—is not an Israeli invention. Many observers cite the changeover to this method in the United States, starting in 1974, as one of the most important structural changes ever made in the process of approving the federal budget. After this change was introduced—for the explicit purpose of imposing budget discipline (at the planning phase) on the legislator—it was stipulated that the new order of discussion would begin with the size of the budget and that only afterwards would the budget’s apportionment be debated. We do not claim that such a change can prevent large budgets and deficits; one need only consider the large American budget deficits in the 1980s. However, it is hard to disregard the underlying logic of Israel’s decision, and that of other countries, to work out the size of the budget first and deal with its composition later, and not the other way around.





Structural Changes

The government’s second meeting on the budget concerned structural changes in the economy, of which much has been said and written. At issue are some eighty decisions, some major and others (seemingly) minor, from exposing the honey industry to competing imports to giving the business sector a role in distributing electricity; from headline-grabbing decisions such as introducing competition in commercial television broadcasting up to decisions that command public sympathy and interest, such as policy on the treatment of solid waste.

The common denominator of all these decisions is the wish to streamline the public sector and make the economy more competitive. Enhanced competitiveness not only brings down consumer prices but also reduces production costs, makes the business sector more profitable, and intensifies the propensity to invest and grow. We seem to forget at times that it is the business sector, not the public sector, that generates growth and creates jobs. The public sector can and should contribute to faster growth and more job creation, but much of this contribution is made by reducing its own cumbersomeness, inefficiency, and red tape. (Another part of the contribution takes place by recomposing the budget.)



In the past few years, we have discovered that the initial approval of these reforms is the easy stage. One doubts whether there has ever been a structural change that no sector has tried to torpedo. Confrontations with various sectors and groups are an inseparable part of the efficiency and competitivization process that has given the economy its contours in the past few years. Today it is hard to imagine how the Israeli economy would look were it not for the financial reforms and had the state not relaxed its control of the capital market. What level of GDP would Israel have attained had there been today, as in the mid-1980s, restrictions on the amounts of credit businesses could take, significant disparities among interest rates charged to different users, and large compulsory investments in government bonds? It is equally difficult to imagine how the average shopping mall would look and what the inflation rate would be had Israel not eliminated barriers against imports from Asian countries and not lowered tariffs on Asian manufactures. It is hard to imagine how the economy would look without these two reforms—among the dozens carried out in the past fifteen years—and equally difficult to imagine how it would look had more changes been made in more domains.



Non-Israeli Workers in the Business Sector

�1995�1996�1997�1998��Thousands��Total labor permits for non-Israelis�101�119�123�115��Thereof:    Territories�31�24�31�35��                 Foreign workers�70�95�92�80��

Total illegal workers�

51�

60�

68�

78��Thereof:    Territories�29�17�17�18��                 Foreign workers�22�43�51�60��Percent of non-Israelis in total 

business-sector employment�

9.6�

10.8�

11.4�

11.4��Sources: Employment Service, Bank of Israel



Many structural changes proposed in past years have not advanced to the implementation stage. Take foreign workers, for example. Actually, this issue is not representative of ordinary structural changes because there seems to be a wall-to-wall consensus about the importance of tackling it. For the very reason of this consensus, one might think that the change would be pulled off successfully. One would be wrong. The number of permits for foreign workers has been cut back, as the government resolved, but the numbers of illegal foreign workers have grown steadily. Much ink has been spilled in retelling how problematic the protracted growth of the foreign-worker population is, especially at a time of high unemployment and especially when unskilled workers are conspicuously represented among the jobless.



Composition of the Budget

After the government set the 2000 budget-deficit target at 2.5 percent of GDP, and after the effects of demographic and legislative changes that made it necessary to increase the 2000 budget by NIS 3.9 billion relative to the 1999 budget were factored in, the budget deficit had to be reduced by NIS 5.8 billion to meet the new target. Obviously, the need for so large a budget cut makes it very difficult to change priorities abruptly—a fortiori at a time of economic downturn, when tax revenues are low and welfare and social-service expenditures are high and rising. In choosing the budget lines to be slashed,� the guiding principle is to cause minimum harm to public services, to streamline the public sector, and to realign the government’s priorities. Accordingly, several resolutions were taken, foremost an increase in the budgets of the ministries of Education and Health and a NIS 500 million increase in the transport infrastructure budget (on top of the existing NIS 4 billion total budgeted investment in infrastructure), despite the need to reduce the total budget.



To recompose the budget as the government demanded (in reference to the proposal presented to it) without deviating from the deficit target stipulated at the first meeting, it was necessary to expand sources by NIS 1.75 billion. This sum is needed to pay for the decisions to reduce the cutback in the Defense Ministry budget (from NIS 1.2 billion to NIS 950 million), to rescind the NIS 400 million cutback that had been planned for the Ministry of Education, to rescind a cutback in child allowances (which would have reduced budget expenditure by NIS 600 million), and to invest more (NIS 500 million, as stated) in infrastructure.�



To finance these decisions, four sources were chosen:

1. An extra NIS 200 million cutback across the board.

On can always prune the budget by reducing all ministries’ budgets at the same rate; this method attracts the smallest measure of public and political resistance. However, it has the disadvantage of failing to reflect changes in the economy’s needs or the government’s priorities.



2. Raising the 1999 tax revenue estimate by NIS 750 million.

The forecast of revenue from taxes and other sources (National Insurance, Israel Lands Administration, royalties, etc.) in 2000 dictates the level of the budget in view of the deficit set forth in the Reduction of the Deficit Law (2.5 percent of GDP in 2000). Considering the many stages that the 2000 budget must pass until it is sent to the Knesset for approval, it was necessary to create a revenue forecast by July, on the basis of estimated revenues in the first six months of 1999. Since the revenue level rose in June-August—after the 1999 revenue forecast was written—it seems that tax revenues in 1999 will exceed the July estimate by NIS 750 million. In response to information obtained in the past few months in this respect, it was decided to raise the estimated 1999 revenue base by this sum. The predicted growth rate of revenues between 1999 and 2000 was not changed.



3. Raising the ceiling for payments of National Insurance contributions and health tax (employee’s share only) from four times the national average wage to five times, thus augmenting revenues by NIS 450 million.

Israel, like quite a few countries, has a wage ceiling on payments of health tax and National Insurance contributions. The existence of such a ceiling distinguishes between ordinary taxes and payments that have an insurance element. Thus far, revenue from wages in excess of four times the national average (NIS 23,924 per month, gross) have been exempt from withholding of 10 percent for National Insurance contributions and health tax. After the change, income between NIS 24,000 and NIS 29,900 will be taxed as well. The correction will affect 4 percent of wage earners (those who earn more than four times the national average wage), who will pay NIS 450 million more. It will also have the effect of broadening the highest marginal tax bracket of 60 percent (50 percent income tax, 5 percent health tax, and 5 percent in National Insurance contributions) to five times the national average wage. Beyond that level, the lower marginal tax rate of 50 percent will continue to apply. As stated, many other countries have a “hump” of this kind, reflected in lower marginal tax rates for higher income earners. Although the marginal tax rate on very high incomes declines, the system as a whole remains progressive, since the average tax rates rise commensurate with income.



As a rule, it is bad for the labor market to raise the marginal tax rate. Such a measure increases the marginal utility of tax evasion, prompts taxpayers to do more tax planning, and encourages businesses to transfer economic activity to countries where tax rates are lower. From the macroeconomic standpoint, these effects are especially severe at a time of downturn in growth and high unemployment, when it is so easy (especially in high-tech fields) to move activity to other countries. (Many high-tech companies already have overseas subsidiaries or offices.) Furthermore, raising the tax on labor is contrary to the requirements of the direct-taxation reform plan. This reform, to be presented to the government for approval in the course of 2000, is predicated on broadening the tax base to include non-labor income and lowering marginal tax rates on labor. This also explains the decision to raise the wage ceiling for payments of National Insurance contributions and health tax by means of a one-year ad-hoc provision (i.e., the decision will lapse automatically within one year). This decision may provide evidence of some degree of commitment to the direct-taxation reform.



�



4. Raising taxes on Diesel fuel for transport, for a net revenue increase of NIS 350 million

The 1998 report of the State Revenues Administration� presents a lengthy description of a planned reform in fuel taxation: an increase in the excise tax on Diesel fuel for transport and a decrease in taxation of Diesel fuel for industry. This will eliminate a distortion in the production of energy (in which administrative intervention or imports or exports of distillates are sometimes needed to regulate the market) and internalize the negative external costs of transportation. To carry out this measure, Diesel fuel for industry must be separated from Diesel fuel for transport in some technological way, so that the industrial Diesel fuel cannot be used for transport. The purpose is to reduce the “seepage” between uses that would occur in the case of differential taxation. Most countries use differential taxation of this kind and have solved the problem of distinguishing between types of Diesel fuel in various ways, such as extreme differences in quality and color and chemical marking (which makes it possible to identify non-transport Diesel fuel even when it is highly diluted). In July 1999, Israel began to distinguish between the two types of Diesel fuel by means of an order from the Fuel Administration setting the maximum sulfur content of transport Diesel fuel at 0.05 percent and that of industrial Diesel fuel at 0.2 percent. This is part of a larger process in which international standards that reduce emissions of fuel pollutants will be adopted. Notably, the differences in quality are not yet meaningful, since the economic incentive to engage in “seepage” will come into play only when the aforementioned proposal is applied. 



The process is programmed to generate net revenue of NIS 350 million. The gross revenue has to be much greater because the change will entail additional budget outlays: subsidization of public and other transport from the state budget, the railroad budget, lowering of fees for Diesel-powered motor vehicles (a measure meant to express the new price differentials between Diesel fuel and gasoline), reducing the excise tax on Diesel fuel for industry and heating; reducing the excise tax on kerosene and aligning it with the taxes on other types of industrial fuel, and administrative actions to enforce the new regime and deter would-be violators.



The effect of this measure on the Consumer Price Index is not significant because Diesel fuel accounts for a small share in household consumption, especially when the reduction in taxation of industrial Diesel fuel is taken into account. It should also be borne in mind that the share of fuel in the per-kilometer cost of transport to business—buses, taxis, and trucks—is 7.5–8.2 percent. The share of fuel in the “basket” of expenditures presented to the price control committee is slightly higher, at 11 percent.

The entire measure is definitely favorable and will have significant collateral effects on the manufacturing of distillates, the costs of production in industry, and the behavior of consumers. Concurrently, it will internalize some of the externalities that pertain to the use of Diesel fuel in transportation.



In sum, the measures shown—raising the expenditure side and recomposing and raising the revenue side—will have the following total effect:

When we compare the composition of the 2000 budget with that of 1999, we find that two budget lines stand out. Although some ministries will find their budgets reduced, the government decided to increase transport infrastructure investment significantly and to expand the budget of the second-largest ministry, that of Education. The benefits of larger infrastructure investments are undoubted. An increase in education investment is a growth-supportive measure, but the steps previously proposed, which would have cut the education budget, had been meant to make this sector more efficient.



The budget increases will be funded by measures that are undeniably growth-suppressive: tax hikes. This is especially so when some of the hikes will occur in direct taxes, which affect the labor market directly.

To determine the net outcome of the two clashing effects, the question to answer is whether the positive return from the extra allocation for infrastructure and education surpasses or falls short of the negative return that occurs when money is transferred from the business sector to the public sector. The inquiry should concern itself with both the extent of the effect—positive or negative—and its magnitude. In respect to taxation, the burden will increase by 0.2 percent of GDP. In education, a programmed reduction of 2 percent has been waived. Transport infrastructure will get a 40 percent supplement (and total infrastructure investment will gain by 13 percent). From the macroeconomic point of view, it certainly would have been better to finance the extra allocations for education and infrastructure from budget items that contribute less to growth and other goals than the favorable contribution of education and infrastructure and contribute less than the negative contribution of raising taxes. Efficiencies and cutbacks in these items would have obviated the need to increase the budget and raise the tax burden.





Monetary Policy

A very tough monetary policy has been applied in 1999, as reflected in the real interest level (nominal interest less inflation expectations for the coming twelve months). In the first eight months of the year, the real interest rate oscillated around an average of 7 percent. Households and businesses, of course, paid much higher rates: 11–14 percent (depending on the customer). These high interest levels have helped the appreciable disinflation that has occurred but have also contributed to the economic slowdown. One may dispute the degree of correspondence between inflation and growth—the cost of each percentage point of disinflation in terms of the percent of growth lost—and in Israel’s case, in 1995–1999 one may also debate the short-term cost of the disinflation process as against the long-term benefits of low inflation. There is no doubt, however, that the tough monetary policy, now in its fifth year, has dampened economic growth.



The goal of monetary policy in 1999 is to meet the government’s 1999 inflation target of 4 percent. Several weeks ago, the Bank of Israel, pursuant to a government resolution,� released its estimation that inflation in 1999 will be more than 1 percent under the stipulated target, i.e., less than 3 percent. The steep currency depreciation in the autumn of 1998 has taught us to beware of congratulating (or cursing) ourselves before year’s end, but for the purpose of discussing the 2000–2001 inflation target, let us assume that 1999 will end with no surprises and that Israel will close out the year with less than 3 percent inflation.



Interest and Inflation Rates—Annual Averages

�Real 

interest rate�Key 

lending rate�Inflation�Inflation 

expectations��������1990–1994 

average�

0.2�

12.9�

14.3�

13.6��������1995�4.6�14.6�10�10.6��1996�4.3�15.1�11.3�11.6��1997�5.0�13.6�9.0�9.1��1998�5.8�11.6�5.4�6.2��*1-8.99�7.1�12.5�6.5�5.9��������1995–1999 

average�

5.4�

13.5�

8.4�

8.7��* The average inflation rate for 1999 was computed as the average in the first eight months of the year relative to the corresponding months in 1998.



Sources: CBS, Bank of Israel.



The low inflation that will probably be attained this year will be the result of the negative indices early in the year. (In the first seven months of 1999, the CPI decreased by 0.1 percent.) One should not regard the negative indices in early 1999 as a phenomenon that will recur in coming years, just as one should not regard the very high indices of 1998 as permanent. (As we recall, in late 1998, after the steep currency depreciation and despite the high indices, the government set the 1999 inflation target at only 4 percent.) In today's inflation environment—4–5 percent—a target of 3–4 percent signals the government’s intention to keep the disinflation process going. The target was set for two years, 2000–2001, because of a simple truth: it is easier to reduce inflation from 10 percent in 9 percent, for example (and, therefore, less costly in terms of lost product) than to reduce it from 4 percent to 3 percent (because of inelasticities in nominal wages). Furthermore, disinflation relative to today’s present inflation environment is of less long-term utility to the economy than disinflation that begins at a higher level. In view of these two remarks (which reflect the thinking of a school in which Paul Krugman and Lawrence Klein are two of the most prominent exponents), the current inflation environment, and the state of the economy, the government decided that, for the next two years, the Bank of Israel shall apply the tools at its disposal to continue lowering the inflation rate and to create a lower inflation environment of 3–4 percent. Another point emphasized, in the context of monetary policy, was the importance of a target that represents progress toward fulfilling the economy’s growth potential—especially considering the protracted downturn in activity and the rising level of unemployment.



Why is our growth forecast lower than the predictions of other economists?

As stated, the Finance Ministry growth forecast is the most conservative in the market. The predictions of other macroeconomists, in Israel and abroad, fall into a range of 3.2 percent to 4 percent.� Such a disparity between our prediction and the average forecast ought to be addressed. Several forecasters presumed that monetary policy will take an expansionary turn; we do not share that assumption. However, a brief telephone survey showed us that the main difference is rooted in one basic assumption, that pertaining to peacemaking developments with all of their ramifications. Below, we relate to this assumption before all others.





�Underlying assumptions and risk factors in the 2000 forecast



No forecast is complete unless it explicitly mentions its underlying assumptions and lists factors that may result in a different (higher or lower) actual growth rate. These factors are much more numerous and meaningful this year than in the past. Three of these factors (the Y2K bug , bimillennium tourism, and the new government’s economic policy) are peculiar to the current year.



The peacemaking process—The peacemaking process and the security situation have an immense effect on future growth. Rapid and stable progress in the process will contribute favorably to expectations and actual growth in the coming year. The forecast assumes that in 1999-2000 nothing extreme will happen in this respect, for better or worse. One may certainly debate the reasonability of this assumption, but the debate over the reasonability of any other assumption would be more acrid. As stated, different assumptions among forecasters concerning developments in this regard explain many of the differences among their forecasts. Most forecasters assumed that favorable progress in peacemaking will occur and that this will affect exports, investments, private consumption, and—especially—expectations of future prosperity. The forecasters who based their prognoses on such a development did so in view of a particular principle: the more progress in peacemaking one expects, the stronger the contribution to growth will be. Such an assumption is permissible in forecasts that serve as a basis for short-term (quarterly or annual) economic decisions. Such forecasters will weight all information and assessments available to them at any given moment, formulate their predictions on their basis, and adjust them whenever the wind changes direction. If within a few months they believe that peacemaking is advancing more rapidly or more slowly than predicted, they can always adjust their predictions with no harm done and no cost incurred. Those whose forecasts dictate longer-term economic decisions do not have such flexibility and, therefore, must limit themselves to much less assertive assumptions. 



The Y2K bug—The forecast assumed that the Y2K bug will have no significant repercussions in the financial domain (crisis in world stock exchanges, abrupt changes in exchange and interest rates) or in real activity (economic slowdown prompted by uncertainty), both in Israel and in its trading partners. This is a very strong assumption; experts on the matter consider its fulfillment quite unlikely. The repercussions are hard to estimate for the time being, but undoubtedly there will be implications—probably significant ones. Furthermore, with three and a half months to go until zero hour, it seems certain that even if the turn of the millennium passes uneventfully and the reason for the world panic proves to have been a conspiracy by unemployed programmers, the effects of the expectations and preparations will be felt sharply in the world's capital and currency markets. 

Since the impact cannot be foretold, we can only add a disclaimer: world economic developments (and, in their wake, local developments) may experience severe effects that the forecast does not take into account.



Bimillennium tourism—The forecast assumes that the bimillennium events will give incoming tourism a powerful shot in the arm. Insofar as this does not occur, for whenever reason, growth will definitely be affected for the worse.



Economic policy—The public is waiting to see where the new government's economic policy is headed. Lest we forget, the 2000 budget still has a long way to go until finally approved by the Knesset. Economic policy, resolve, and executive ability will have implications mainly for future years, but the power of the public's expectations should not be belittled; they may affect economic activity by 2000. The forecast assumes that the budget deficit will be 2.5 percent of GDP and that budget adjustments that are needed to attain this target will not be made on the revenue side, i.e., taxes will not be raised significantly. A slight departure from this assumption has already occurred; we discussed it above. The forecast also assumes that the government and the Knesset will approve the structural changes (at least the meaningful ones) and, more importantly, will implement them.



World crises—The past two years have taught us that financial or real crises may occur in any country and reverberate in Israel. The way policy responds to such events, insofar as they occur, also has substantial implications for future growth. Needless to say, the possibility of a financial or economic crisis in other countries, and the response of domestic economic policy to such a crisis, cannot be factored into the forecast even though it is a real danger.



Immigration—The forecast assumes that the level of immigration will not be much different from that in the past few years—about 60,000 per year. An increase in immigration will contribute to a higher growth rate on the demand side, by stimulating private consumption and homebuilding investment, but will raise the unemployment rate beyond the predicted level.



If these assumptions fail to materialize, the forecast and the requisite policy measures may be seriously affected.

Reduction of the deficit law



In the first government meeting on the 2000 budget—that devoted to the budget aggregates—it was decided to adjust the parameters of the Reduction of the Deficit Law. Since this is the third change since the law was enacted in 1991 (for fiscal 1992), we should briefly survey the various phrasings of this law and describe its advantages and drawbacks. An international comparison of similar laws in other countries elicits some interesting insights.



What the Law Says

The Reduction of the Deficit Law, as variously phrased, sets the maximum level of the budget deficit. This stipulation, coupled with the forecast of state revenues from taxes and other sources (royalties, profits of the Bank of Israel, National Insurance), determine how much money can be spent in the coming year's budget.



The Reduction of the Deficit Law, 1992, set the maximum domestic deficit in the state budget, not including net allocation of credit (hereinafter, the domestic deficit), as a percent of Gross Domestic Product in each of the years 1992–1995.

In 1993, the law was amended to state that the deficit in 1994–1996 shall decline each year but did not state by what rate. 

�

In 1996, the law was amended to state that, starting in 1997, it shall apply to the total state budget deficit (excluding net allocation of credit) and stipulated the annual fraction of the deficit as a fraction of GDP in the years 1997–2001.

The law was amended again in 1999. In its current version, it sets the permissible deficit rate in 2000 and states that the deficit shall decline each year until 2003 in accordance with the pace of economic activity, provided that the annual decrease be no less than 0.25 percent, so that in 2003 the deficit shall not exceed 1.5 percent of GDP.



Advantages of the Law

In 1991, when the government's main goal was to take in hundreds of thousands of immigrants within a very short period of time, it was decided to send the business sector a calming and clear message: the immigrant-absorption enterprise would be carried out with a maximum of fiscal responsibility; the mammoth budget deficits that burdened the economy in the 1980s would not recur. It was immensely important to convince the business sector that the government was truly resolved to honor this commitment. If the business sector were not convinced of this, it would build up expectations—of an increase in deficits, an upturn in inflation, a future increase in the tax burden, and higher interest rates on the way—that would affect businesses’ decisions. A credible statement of intent was also important for foreign capital markets, albeit immeasurably less so at the beginning of decade than today. To assure the credibility of this statement, the government accompanied it with an undertaking in the form of a law that tied its hands in planning the annual budget and, in the original phrasing of the law, requiring the government to reduce its domestic budget deficit each year along a given trajectory that would end at zero in 1995.



Although the frequent rephrasings of the law have eroded this credibility somewhat, the restraint created by the law has undoubtedly been decisive in strengthening budget discipline in Israel and gradually reducing the share of the deficit and the public-sector debt in GDP. The Reduction of the Deficit Law converges with several policy decisions made in the past few years (including those that set an inflation target) that have indisputably given the Israeli economy the contours that we recognize today.



Drawbacks of the Law

The law has pro-cyclical effects.

The main advantage of the law—the fact that it limits government spending—is also its main drawback: inflexibility resulting from the need to meet a rigid constraint that was imposed at a time when economic conditions may have been different. A law that imposes rigid rules is pro-cyclical: to comply with it during an economic slump, one has to boost revenues and/or slash expenditure—a policy response that aggravates the downturn. In times of economic upturn, the policy response would have the effect of intensifying the upturn. In the past decade, this drawback has become real twice. At the beginning of the decade, when growth rates and, in turn, tax revenue were very high, budgets were increased. This helped stimulate demand, which was high to begin with, without breaching the legally mandated deficit target. In the second half of the decade, when economic activity slumped, governments of Israel had to work prodigiously to make substantial reductions in the budget (which had ballooned during the years of prosperity); taxes were raised (1997) and deficits mounted (1996 and 1999). Thus, the desired effect was not attained in any of these cases nor do the negative effects balance out over time. 



�



The phrasing of the new law, passed this year, mitigates this negative impact slightly by drawing a connection between the slope of the deficit’s downward path and the pace of economic growth. The faster the growth is, the faster the deficit should contract, beyond the necessary minimum reduction of 0.25 percent per year. Within three years, the deficit should be cut by 1 percent of GDP.

Various countries have tried to solve the pro-cyclicality problem in various ways (see international comparison below) and very few countries, if any, totally disregard the cyclicality issue. 



The law applies to the state budget but not to that of the entire public sector.

The law says nothing about how the budgets of municipal authorities, National Institutions, and other public bodies should be managed. One of the main motives in passing the Reduction of the Deficit Law was the wish to reduce the public debt. This debt is composed not only of public deficits in the state budget but also of the deficits of these additional agencies. However, the deficits of all public entities are included in the state budget in one way or another. 



It is feared that ad hoc measures will be taken to comply with the law. 

There is no problem raising one tax or another at a given rate in order to "plug the hole" when an unlawfully large deficit comes into view. One of the considerations in choosing the tax to raise is the size of the hole to be plugged; another is the wish to minimize the loss in growth that this action will cause. This year, improving efficiency is also being treated as a very important aim (as in the resolution concerning raising taxes on Diesel fuel for transport). These considerations were kept in mind when it became necessary to raise sources to reduce the budget in 1997, and so it was in the budget deliberations this year. However, decisions that have such a great effect on social and macroeconomic variables, such as those pertaining to the tax system, should be made within a broader planning framework. 

In more general terms, the problem concerns not only the types of taxes that should be raised in pursuit of an ad hoc goal but also the very decision to raise the tax burden at all, because of the damage this causes to the growth rate. The economic logic behind the phrasing of the law is that the desired level of deficit should be attained by adjusting the expenditure side. Explicitly, the idea was not to reduce the deficit by upping revenues. 



Composition of the Budget Cut 

The previously described drawback concerned ad hoc decisions made with respect to revenue side in order to meet the legally mandated target. This drawback recurs in ad hoc decisions concerning the expenditure side. All countries that have similar laws encounter the problem of a less-than-optimal composition of the budget cut when a such cut is needed to comply with the law. It is much easier to postpone long-term projects and investment-intensive expenditures than to slash the current expenditures of government ministries. This is obviously a very significant disadvantage. Notably, however, Israel’s infrastructure budgets have actually been raised substantially since the law was passed.

Ostensibly, one may apply the law to the regular budget deficit only and to exclude the investment and development items, but Israel, like other countries, waived this option lest it result in a spate of redefinitions. Budget lines for wages, for example, would be redefined as "investment in human capital"; budgets for office equipment would be termed "investment in personal well-being" or "investment in improving service to the public." This would create a license to increase spending without overrunning the legally stipulated targets.



Metamorphoses of Reduction of Deficit Law and Actual Deficit

��Deficit target, in accordance with the law:���Actual deficit (domestic through 1996, total starting in 1997)�1991, 

domestic deficit�1993, 

domestic deficit*�1996, 

total deficit�1999,

 total deficit���������1992�4.9�6.2�����1993�2.3�3.2�����1994�1.9�2.2�3.0����1995�3.2�0.0�2.75����1996�4.5��2.5����1997�2.7���2.8���1998�2.4���2.4���1999����2���2000����1.75�2.5��2001����1.5�2.25 at the most��2002�����2.0 at the most��2003�����1.5 at the most��* Each year, the target for the coming year was set. The law did not stipulate a downward trajectory ab initio.

Source: Ministry of Finance



The table immediately calls our attention to several questions:

In 1995–1996, the domestic budget (in percent of GDP) overran the target stated in the law. In 1999, the total deficit is expected to do the same. Is an illegality being committed?

What is the significance of the changeover from a domestic budget deficit target to a total deficit target?

Do the advantages of the frequent amendments to the law surpass their drawbacks?

1. Compliance with the law—at the planning phase, or in performance as well?

According to the law, the domestic state budget deficit in 1995 was supposed to be 2.75 percent of GDP. In actuality, it came to 3.2 percent. A year later, the overrun was even greater. However, no illegality occurred, since the test of compliance with the deficit target is applied at the planning phase and not at the performance phase. The level of the budget should be set so that, according to all available information at the time of planning, compliance with the target will be obtained. If it transpires during the year that the target will not be met, measures to meet the target can be taken. Raising taxes and/or cutting the budget are the severe of these measures. Less severe measures are taken constantly by the Accountant General, who monitors the trends in revenues, expenditure, and the deficit on a daily basis, spots deviations from the deficit trajectory, and (to the extent possible) corrects them by regulating the monthly levels of expenditure. Control is weaker on the revenue side, of course.



A large majority of countries that have similar laws use this method, i.e., they measure compliance with the deficit target at the planning phase and not at the performance phase. The purpose is to mitigate the pro-cyclical effect described above. In years when the economic growth proves unexpectedly slow, the law has an “autostabilizer” effect. Since tax revenues are lower than predicted, the deficit will be larger than the programmed figure. Correcting this situation during the year by cutting the budget or raising taxes may aggravate the downturn in economic activity. Thus, no illegality occurred in 1995–1996 or in 1999.� This is not to say that the target overruns had no effect whatsoever. They definitely came at an economic price—one cannot deviate so significantly from a deficit that had been announced up front (both in 1996 and in 1995) without repercussions from the world and domestic money and currency markets. The two governments that presided over these overruns also paid a certain price in prestige and credibility. The risk of loss of prestige may be a less effective (and certainly a less pungent) threat than the sanction applied in one of the provinces of Canada, where ministers’ wages are reduced in the event of a deviation from the target that cannot be explained in terms of some external event—but it certainly has an impact.



2. Domestic Deficit and Total Deficit

The total deficit pertains to all government activities—domestic and abroad, in foreign currency and local currency—and reflects the contribution of government to surplus economic demand. This is the indicator that most countries use. The domestic deficit, in contrast, pertains only to government activities in local currency—on the revenue and the expenditure sides.� This dichotomy is peculiar to Israel.



At a time of full employment, the distinction between the currencies in which activities are denominated is of little consequence; government procurements in Israel would cause the business sector to make purchases overseas, and vice versa. At a time of unemployment, however, demand referred to the domestic market would be important. (This is a very schematic presentation, but for our purposes it suffices.) In the past few years, revenues from abroad exceeded expenditure abroad. The surplus made it possible (in 1997–1998) to incur relatively high domestic deficits without infringing on the total deficit target; thus, the moderating influence of fiscal restraint on domestic demand was reduced. (The question of defining the Bank of Israel’s profits and deciding how to treat them in the budget are issues for separate discussion.)



�



3. Advantages and Disadvantages of Rephrasing the Law

It is hard to ignore the high frequency of rephrasings of this law—three times within seven years—especially when in two of these cases it was decided to adopt a less pretentious target than that stipulated in the previous version. (The changeover to a total target in 1997 was a technical one. Furthermore, it was accompanied by the public unveiling of quantitative targets; previously, all that was required was some decrease in the level of deficit.) However, considering that many countries have suspended the implementation of their laws in this matter, repealed them, or simply decided to disregard them when discomfited by the target that they had set for themselves, rephrasing the statute seems to be a preferable option. 



After one examines the revenue and growth figures in the first years in which this law was in effect, one may think that even the very ambitious stipulation of the original statute—a balanced budget by 1995—might have been attained had a different policy been applied.� Lest we forget, the 1992–1995 period was a time of growth and prosperity, in which tax revenue (net of legislative changes) expanded very briskly. Immigrant absorption justified an exceptional increase in expenditure. However, it was not the heightened outlay for the absorption of mass immigration that prodded the legislator to amend the deficit law to stipulate a much less ambitious downward path; the main factor was the aberrant upturn in public-sector wages. Additionally, the rapid economic growth and steep increases in tax revenue contributed to decisions at that time to reduce the direct-tax burden and the cost of labor. The burden was reduced at the pinnacle of a period of growth that was much faster than the rate that the Israel economy could sustain. The result (as we observed it) was a shortage of sources coupled with a slowdown of growth, a steep increase in resources allocated for wages and pensions at the expensive of other budget lines, and difficulty in meeting the deficit targets. 



The most recent rephrasing of the law, which raised the permissible deficit to 2.5 percent of GDP in 2000 as against the previous target of 1.75 percent, was virtually forced on Israel by realities. The intensity of the economic slump and the sizable lag in total state revenue (from taxes and other sources) entailed an adjustment of NIS 9 billion to meet the original target (taking into account the budget increase required by legislative and demographic changes). It was feared that such a large adjustment would bring all the drawbacks of the law into play: taxes would be raised, the budget cut would be applied to the wrong items (in terms of their effect on growth), and the magnitude of the cutback would aggravate the downturn—and that these drawbacks would outweigh the utility gained by having a smaller deficit. As we have seen, the option of raising taxes was invoked anyway, albeit at a relatively small 0.2 percent of GDP.





International comparison�

The IMF survey makes no reference whatsoever to countries whose laws are in effect for a limited period of time; it deals only with countries that have open-ended laws in this respect. Thus, it excludes statutes on the books of many countries, including Israel.



Most of the rules and regulations invoked around the world have two points in common: they achieve flexibility by taking the business cycle into consideration, and they examine compliance with the target at the phase of planning, not performance. 

Different countries take account of their economy's business cycles in different ways. One way is to stipulate a relatively long period of time during which budgets must be kept in balance. Another way is to include escape clauses, e.g., in cases of security risks, very low growth, or a steep decline in tax revenues; in such cases, the requirement to meet the balanced-budget target is set aside. Several laws include restrictions on funding the deficit and sanctions for failing to meet the target.



Conclusion

Our international comparison of legislation and practices with respect to reducing the budget deficit or bringing the budget into balance indicates that the phrasings used by different countries differ in minor respects only. One substantive difference that we cannot overlook, however, is the fact that countries to which we regularly liken ourselves have very small budget deficits and low public debt. Today, these countries are interested in sustaining the budget equilibrium that they have attained, whereas Israel is still struggling to reduce its budget deficit. This forces Israel to behave more ambitiously than countries that have already carried the process to its end.



Strong consideration for business cycles and the existence of escape clauses that permit a deviation from the target in the case of economic slowdown also stand out in the comparison countries. The existence of these clauses explains why changing the 2000 deficit target from 1.75 percent of GDP, as in the previous version of Israel’s law, to 2.5 percent, did not rock the foundations of this edifice. Foreign investors and economists are familiar with the way their countries relate to deficit targets at times of economic slowdown; they took favorable note of Israel’s decision to keep its budget deficit on a declining path until it reaches 1.5 percent of GDP in 2003.

�

���Rule�Country�Reference to cyclicality and escape clauses�Remarks��

Balancing the budget or achieving a surplus in the medium-term + limiting the deficit to 3% of GDP in any given year�

Maastricht�

To allow automatic stabilizers to function throughout the busi�ness cycle, a deficit of up to 3% of GDP is permitted.�

Compliance is tested ex-ante (at the planning phase, not performance).��

Balancing the budget in the medium term, after the public debt is lowered�

New Zealand�

In the short run, cyclical factors may cause temporary and desired deficits or surpluses.�

Adjustments by raising taxes are forbidden.��

A balanced budget at all phases of the business cycle�

Switzerland�

One of the proposals bruited is this: “If growth surpasses the average (above 1.8%), a budget surplus shall be mandatory. If growth is substan�tially under the aver�age (less than 0.5 percent), a deficit is allowed.”���

A legislative amendment requiring a balanced budget each year has been submitted and rejected three times.�

United States�

In case of national security risk or a majority of 60% in the Congress, the law is set aside.�

The question of when compliance is required—planning phase or perform�ance phase—is not noted.��

A balanced budget during a period of 4-5 years on average.�

Various Canadian provinces�

Escape clauses in cases of emer�gency, disaster, or (in one province) a signifi�cant decline in revenue.�

Compliance is tested at the planning phase in some provinces and at the perform�ance phase in others.��

A balanced budget every year�

Several American and German states�

In several American states, reserves are kept for use only if it transpires during the year that no deficit has formed.�

Applies to planning and not to performance.��

�The April edition of Economic Outlook explains at length the reasons for the significant adjustments of the growth data. One of the main reasons in the past few years has to do with sales of start-up companies. The contribution of such sales to economic activity is recorded at a lag of one year, two years, or even more, because of the technical difficulties in gathering the data on these services enterprises. As stated, the past years’ data have again been adjusted—again in an upward direction—since the previous edition of Economic Outlook.

�Most dwellings are sold before they get past the skeleton stage. Therefore, the lengthening average time on the market before sale is unrelated to construction time.

�<www.mof.gov.il/hachnasot/skiraframa.htm>

�There is no contradiction between a declining level of investments and an upturn in capital stock. The former is a flow; the latter is inventory. As long as new investments each year surpass scrapping and amortization of previous investments, capital stock will grow, even if the level of investments in a given year falls short of the previous year’s level.

�The “slashing” at issue pertains to a gross reduction, i.e., irrespective of increases that reflect to demographic and legislative changes (the “autopilot”).

�The decision to invest more in infrastructure was made before the government met to recompose the budget. The sum was set forth in the context of the total package of changes.

�<www.mof.gov.il/hachnasot/doch98/doch98.htm>

�Government Resolution 4167, dated August 12, 1998, states that “If, in the estimation of the Bank of Israel, inflation is expected to overrun the target by 1 percent or more, the Governor [of the Bank of Israel] shall apprise the government, in writing, of the presumed causes of the foreseen overrun, the recommended ways to return expected inflation to the desired trajectory, and the estimated period of time needed to effect this return.”

�The result of more vigorous growth than that foreseen in the budget base will be a smaller deficit than the programmed level (2.5 percent of GDP), all other conditions equal.

�The 1995-1996 overrun was different in nature and much worse than that of 1999; it originated in a policy of building up the budget (by means of wage accords) and not in an economic downturn.

�This technical division, by the currency in which the activity takes place, creates a distortion in analyzing the data. For example, NIS 700 million was received in the first half of 1999 as tax revenue in foreign currency (and, therefore, was classified as revenue from abroad), even though it was collected on account of sale of properties in Israel and was treated in the annual forecast as domestic revenue. Consequently, the domestic and foreign deficits recorded were greater and smaller, respectively, than their actual levels.

�One cannot answer the "what if" question unequivocally. If the budget were balanced and a different policy applied, innumerable variables would have changed.

�G. Kopits and S. Symansky, “Fiscal Policy Rules,” Occasional Paper 162, IMF, 1998.
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