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Abstract
In the last three decades earnings inequality increases to a level that is close to that of
Latin American countries. However net income inequality is much lower (but
somewhat higher than a typical European country) due to welfare state and
progressive tax system. Recently, policy makers in Israel have attributed the rise in
earnings inequality mainly to the negative incentives embody in the welfare state.
However, this suggestion is not based on rigorous empirical analysis. Instead, three
main factors are responsible for that surge in income inequality. Israel, like many
other countries, has experienced skill-bias-technological-change that resulted in
higher wage disparities. Second, there is mounting evidence of widening inequality in
the distribution of education. Lastly, governments in the nineties put more weight on
reducing inflation even at a price of higher unemployment. All these three factors
translated into dismal labor market for low skill Israelis workers. The welfare state is

the part of the solution rather the problem.
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