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The team recommended setting a ceiling for the government
deficit. However, should they want to reach the accepted goal
of debt relative to the GDP, the average deficit must be lower
than the ceiling recommended by the team by 3%.

Recommendation: The team believes that a ceiling for the
government deficit should be set which will be lower than the
recommended ceiling by 3%, in order to reach the accepted
goal of public debt relative to the GDP.

In the previous economic structure there was an attempt to
solve the problems of the Israeli economy through budgetary
increases. However, the issues were not resolved. The team
suggests a clear, sharp delineation of budgetary limits, as well
as a solution to problems through the correct ranking of
priorities.
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Galilee through new initiatives and noted that Israel’s
capabilities for implementation are not as fast as in other
countries.

Haim Oron asserted that the government could easily
strengthen the Negev and the Galilee by granting tax benefits
to people who move to these areas. According to him, this was
done for many years in order to encourage people to move to
settlements.

Elisha Yanai spoke about the high-tech field and said that the
situation in Israel is notable and that there is an increase in the
number of academic graduates. In order to face the tough
competition in the world, Yanai proposes to increase the number
of high-tech graduates in universities even further, to shift into
and compete for small niches, and to initiate government
programs to encourage industry. Economic and defense stability
are, in his opinion, vital.

Ehud Ratzabi complained that the budget department in the
Ministry of Finance does not give special treatment to small
businesses. It is desirable for Israel to establish a small business
authority, such as the SBA in the United States, and to provide
support for this sector through special tenders and grants.

Summary of the Leader of the Macro Team, Rafi
Melnick

Melnick praised the budget department for setting quantitative
goals. In his opinion, this is a positive development which will
allow for transparency and accountability in fiscal policy.

In the principles for determining monetary policy, the team
emphasized reducing the debt relative to the GDP, and
recommended that the government decide on a long term goal.



investments in infrastructure, including short term investments
that are on the decline in the budgets of the last few years.
Growth could, of course, bring about an increase in all incomes,
but it is not certain that it will improve the situation for all
sectors. In this context, it would seem that globalization would,
in fact, work towards a decrease in salary at the lower wage
levels.

Etti Peretz noted that no one present had mentioned the non-
payment of salaries by the local authorities and the defense
industries. In her opinion, this reflects a governmental
breakdown.

Michael Sarel spoke about the issue of foreign workers. In the
past year, the trend concerning foreign workers has reversed
itself, and the number of foreign workers rose. The increase in
the number of Palestinian workers (out of policy considerations
towards the Palestinian Authority) will harm mainly the weaker
sectors and will repeat the mistakes of the 1990s. Sarel sees the
increase in allocations as a mistake and claims that it will
adversely influence the participation of the weak sectors in the
job market.

Other Issues

Kobi Haber emphasized the issue of investment in human
capital. The decrease in university tuition harmed research
budgets. Tuition should have remained the same, except in
specific cases of financial aid given to the weaker populations.
As for physical capital, there is much need for improving the
road system. Haber also mentioned the need for more efficiency
in the public sector, the privatization of services, and
improvement in the regulatory systems.

Avishai Braverman spoke of strengthening the Negev and the
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did not lift the low wage-earners out of their poverty. A large
public debt budget opens the door to a financial crisis which
will first and foremost harm the weaker sectors.

Other Issues on Tax Matters

Ehud Ratzabi noted in this context that the Bachar Commission
and tax reform are the two most serious reforms, but the Knesset
is forced to approve them without the opportunity to discuss
them seriously and to consider all aspects. In his opinion, the
reforms will not be approved, or will be approved in a distorted
form.

Yoram Gabai believes that reducing taxes will require ever
increasing budgetary decisions which, if not faced, will cause
taxes to be raised again. The anticipated reduction in taxes in
the amount of NIS 11 billion will bring in, through economic
activity, between NIS 3-4 billion. This means that a fixed
budgetary cut of NIS 7 billion will be required. This is in addition
to the previous cut under the Rabinowitz reform, which was
financed mainly by the welfare, health, and education systems.

Issues of Poverty, Social Gaps, Unemployment, and
Employment

Leah Ahdut anticipates a continuous increase in economic gaps
in Israeli society in the coming years, perhaps in the long term
as well. The last cut severely hurt the weaker populations. In
her opinion, in addition to the populations which do not work
but could work, there are also those who can’t find work, and
the system today cannot offer them solutions.

Effi Tzedaka spoke about the distribution of income, the war
on poverty, and social justice. He thinks that the reforms are
not useful in the short term. It would be preferable to focus on



public sector which will also provide solutions at the micro
level must be considered.

Yossi Bachar noted that the indicators, consistently and over a
long term, show that the market is on the right track in the area
of growth. Progress is perhaps slower in creating places of
employment, but when looking at the unemployment figures,
one can see that progress has not been impeded. As for the tax
reform process, Bachar added that it is a gradual and reversible
process, with a clear plan for the upcoming five years ahead.

Danny Yatom asserted that one shortcoming is in long-term
strategic planning, not only in the economic arena but also in
the defense, social, and educational arenas. The Ministry of
Finance must provide an answer to the question of how to
implement goals with the resources available to it. Yatom noted
that the government ministries now receive a budget according
to which they plan their work programs, instead of the opposite
being the case. He added that the economic program that was
presented does not provide an answer to the central and essential
components of Israeli society: closing the gaps through a war
on poverty, dealing with welfare issues, revamping the
educational system, etc. Too many resources are being invested
in the foreign territories in Judea, Samaria, and the Gaza Strip
— money that is going to waste, in his opinion.

In summary, Yatom said that, in light of the dramatic decrease
in defense challenges, the defense budget must be built from
the ground up, and money must be allocated for new challenges:
education, health, poverty, social gaps, and violence.

According to Zvi Zussman, even if distributional justice will
parenthetically lead to a somewhat lower growth, it should be
given a relatively high priority. He presented data which proved
that the increase in poverty since the 1990s is not the result of a
decline in the level of employment and that going out to work
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policy that has led to disinflation and to high real interest rates
which harmed mainly the industries which employed workers
from the weaker sectors. In his opinion, in a world with
influential exogenous factors, one must aim in advance for a
goal of 2% in order for there to be a fair chance of reaching the
inflationary goal of between 1 and 3 percent.

Moshe Lippel spoke about fiscal issues, placing emphasis on
the defense budget. He supports a reduction in the debt and the
maintenance of a deficit goal. He thinks that there is a problem
with the idea of limiting the growth in expenditures. If such a
limit is imposed, it must be tied to the increase in population, to
the rate of growth of the GDP, or to the rate of growth in income.
It would be a mistake to set an arbitrary goal.

Lippel said that the many challenges and projects that the
State of Israel is facing require a cut in the defense budget,
which was cut significantly in recent years to an extent not seen
since the Economic Program of 1985. Lippel added that the
problem in the defense budget is that it has many fixed
commitments: 95% or more of the budget for the coming year
is unchangeable.

It is possible to set a less drastic limitation on expenditures
than that which currently exists, to maintain the defense budget
at a fixed level, and to decrease its slice of the GDP. This is
possible from an economic standpoint and necessary from a
defense standpoint.

Avia Spivak said that the microeconomic problems of Israel
are much more serious than the macroeconomic ones. Reducing
government expenditures is not necessarily a positive step,
because it may turn the government into a small, helpless body.
The budget department cannot handle all the small details in
every area, and thus the government institutions that were strong
in the past must be strengthened. Ways of building a modern



Concerning the limitation on expenditures, Haber noted that
the ambitious goal of 1% was achieved in 2005 (not counting
the exception of the disengagement), and this goal will be
maintained in 2006 as well. The goal set for the rate of
participation in the work force is 60% participation by the year
2010. Haber noted that there are great differences in rates of
participation among various populations. Within the weak
populations one must distinguish between those able to
participate in the work force and those unable to do so, a
distinction which he thinks was overlooked during the 1990s.

Zvi Eckstein presented data that shows a relative decline in
the GDP during periods which were tense from a security aspect.
His conclusion is that terror influences the economy, not only
in Israel but in the entire world.

Another topic that he mentioned was the distribution of
income. The distribution concerning the GDP per capita is an
index for a goal of social vision and the GINI index is not
appropriate for determining this goal. Instead, one must use an
index of the relation of the earning percentile with the lowest
percentile, compared with the external benchmark.

Eckstein asserts that in order to manage the work program,
we need better long term data and an international comparison,
including data on research and policy implementation in Israel
and in the world. The main point, in his opinion, is to identify
the weak points of the Israeli market.

Zeev Tzahor noted that the main economic goal of Israel is not
the one that Minister Netanyahu set, but is to maintain a fixed,
lower gap between the income of the top 5 percentile and the
income of the lowest 5 percentile.

Michael Sarel emphasized that the growth component is not
only influenced by exogenous factors but also by a monetary
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that, similar to the team’s suggestion, he himself has for years
supported the decrease in the ratio of the public expenditure in
the GDP.

Shraga Brosh focused on the topics of unemployment and
employment and emphasized the fact that the conclusion of the
team report was clear: growth in recent years has barely helped
the weaker sectors. According to Brosh, unemployment is a
ticking time bomb, and a radical step must be taken in order to
create at least 100,000 places of employment, beyond the natural
increase, in the next 2-3 years. He suggests that the government
set a goal for unemployment. By the year 2007, unemployment
should reach 7%, with a 56% participation rate. His aim is that,
in order to reach this goal, employees must be absorbed, not in
make-work in the public sector, but in the private sector. The
emphasis must be put on an unemployment goal in the outlying
areas. The real goal is a decrease of 4.5% within three years.
Brosh sees in industry not only an engine for economic growth
but also an engine for social growth. Social growth is accelerated
through industry and export and should be supported by
strengthening the educational system in the periphery, and
strengthening the connection between industry and academia.

Yaakov Toren commented that the team’s recommendations
did not mention the black economy. The black market, besides
the loss of income, distorts the data as to the extent of
unemployment and the scope of poverty. Without a good
database, it is impossible to build programs.

According to Kobi Haber, the goals and working assumptions
must be realistic so that we don’t find ourselves in a bad
situation. As for fiscal policy, it is important to maintain a clear
policy. The most important factor is reliability.



the past two years was reflected in the setting of a fiscal policy
which also allows for an expanding monetary policy in reducing
interest, which of course helps the business sector by decreasing
the tax burden.

The principal message which he sees in the team report is
that the policy of decreasing government expenditures must
continue, notwithstanding the opinions of detractors. In addition,
the economic policy is being instituted clearly and consistently,
which contributes to the feeling of reliability in the financial
markets in Israel and abroad.

Effi Tzedaka commented on the size of the public sector. He
thinks that reducing it is not a complicated step. The public
wants more education and more health services, and therefore
in these areas it is impossible to implement a simple reduction.
If one wants to reduce government participation in financing
these sections, the business sector must be allowed to offer
alternative services.

Nir Gilad clarified that the order of importance of the factors
which created the growth process should have been different.
The first factor of importance, in his opinion, is an agreement
to accept the framework of guarantees; the second factor is the
prevailing disposition of the world economy; the continuation
of a policy of fiscal restraint is in third place; and the fourth
factor is the resoluteness of the government in implementing
privatization and reforms.

Avi Ben-Bassat accepted the direction of the team’s proposal.
He thinks that there will not be sustained growth if terror returns.
He thinks that decreasing taxes by NIS 11 billion is exaggerated
and is liable to hurt growth, should terror return to its 2002
level. Thus it is necessary to emphasize the reduction of the
debt and not to decrease taxes so drastically. Ben-Bassat recalled
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not be based on the supply of basic needs, but on a wider scale
and a different and broader measure of inequality.

Daniel Gottlieb and Zvi Eckstein added a new aspect to the
list of considerations in implementing a negative income tax.
In their opinion, this step must be accompanied by a
complementary tool: a dramatic improvement in enforcing
minimum wage. An improvement in the enforcement of the
minimum wage in general, with an emphasis on foreign workers
in particular, will make the Israeli worker more competitive.

Comments Concerning Monetary and Fiscal Policy

Below is a summary of the comments of the speakers
reacting to the survey by the macro team on monetary and
fiscal issues

Karnit Flug agreed in principle with the basics of the economic
analysis which the team members presented and with the
diagnosis of the problems and the main recommendations both
in the area of the macroeconomic policy and in the means by
which the additional policies can increase the way the results
of growth can trickle down to the weaker sectors. Flug
commented on the economic analysis regarding a forecast and
improved upon several of the policy recommendations. She
emphasized that even if the forecast is a most reasonable one, it
is not certain that it will be implemented.

Yossi Bachar asserted that the list of recommendations which
the team presented was to a large extent the same as the present
policy from a practical and not only declarative viewpoint. In
his opinion, sustained growth can exist only if it is created in
the business sector. In his opinion, the emphasis should be on a
decrease in government involvement and an increase in
incentives for the business sector. The incentive increase during



countries in Europe, for example, the tax rates are high and so
is the standard of living, even in comparison with the United
States, where the tax rates are low.

Zvi Zussman claimed that income tax is the main tool with
which Israel can narrow the gap, and he agreed with the
principles of a negative income tax which the team suggested.
It is very important, he said, to focus the money on the poor
families. In contrast to the opinion expressed by Leah Ahdut,
Zussman thinks that the National Insurance Institute is in fact
the most appropriate body to operate this process.

Avia Spivak asserted that a negative income tax is a macro
solution which is not appropriate for dealing with the problem
of poverty and that micro solutions must be sought. In his
opinion, it is possible that a solution to the problem of poverty
in a specific geographic region must be focused, i.e.,
strengthening the population through better opportunities and
services.

Avi Ben-Bassat noted that for the past two years there have
been discussions about the issue of negative income tax, but so
far nothing has been done, despite the fact that the Finance
Minister supports it. Ben-Bassat agreed with the members of
the macro team that the negative income tax must also be
calculated, contingent on the number of children in a family
and after asessing the family’s income. The acceptable income
tax for wage earners who earn above the level of negative income
tax must depend on the number of children in the family. Beyond
the negative income tax, as an additional step, Ben-Bassat
suggests an increase in allocations to the elderly, who in any
case cannot return to the job market.

Avishai Braverman added to the discussion on poverty and
said that the criteria for dealing with poverty in Israel should
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that in order for a negative income tax to lead to an improvement
of the poverty situation, an improvement must be made in the
computerized data system and reports. This would allow
assistance to weaker households and not to the stronger
households, in which one member of the couple does not work
but the other earns a high salary. In addition to the data and
reporting system, the size of the family and the number of
children must be considered in order to assist large families in
overcoming poverty.

Many of the Speakers Talked about the Issue of Negative
Income Tax

Ehud Ratzabi said that there is a problem in implementing a
negative income tax, due to the lack of universal obligatory
reporting. Only after this is in place would it be possible to
institute a negative income tax.

Leah Ahdut asserted that one must consider negative income
tax as a component of income tax and not as a component of
the system of transfer payments. She added that there is no way
to implement a negative income tax today because it is on a
family basis and takes into consideration family, and not
individual, income.

Etti Peretz agreed with Ahdut and added that the issue of
negative income tax must be part of the natural income tax scale,
i.e., part of income and not part of an allocation.

Momi Dahan agreed with the main findings and conclusions
of the team members but noted that negative income tax will
not solve the problems of poverty in Israel. Negative income
tax was also instituted in the U.S., and the poverty rate there is
high. He thinks that there is no research basis for the assertion
that decreasing taxes increases the income from taxes. In certain



that incorrect incentives are not created.

The enforcement policy against employers of illegal foreign
workers must be strengthened while the number of legal foreign
workers and of Palestinian workers must be decreased.

The ability to distinguish between those who are unable to
work and those who do not want to work must be improved,
and the change in policy towards a focus on assisting those
incapable of working (the elderly and various handicapped) must
be sharpened.

A reform in the educational system must be instituted which
would make the use of the resources allocated to this sphere
more efficient, and which would ensure that the educational
system transmits basic modern skills to all sectors of the
population.

Additional decisions supporting participation in the work
force are: strengthening the National Employment Agency and
making it more efficient; creating placement programs and
professional training; and providing subsidies for child care
centers.

Part of the team thought that the Encouragement of Capital
Investments Law should be replaced by the encouragement of
employment in the outlying areas.

An informational infrastructure should be developed which
will make possible an assistance policy which takes into
consideration income and property. Such a policy could also
assist in decreasing the proportion of the public expenditure in
the GDP.

Team Members’ Views:

Negative Income Tax

During the presentation of the findings and recommendations,
a dialogue was held between Finance Minister Netanyahu and
team member Adi Brender. During the discussion, they agreed
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Changes in Bank of Israel interest rates should be moderate
and gradual, in accordance with economic conditions, to avoid
market fluctuations that are too great.

The tools of monetary policy must be used to achieve a center
of inflation targeting (stability of prices) of two percent per year,
and to deal with irregularities in a symmetrical way.

The decrease in interest following external shocks that require
a sharp rise in interest rates (mainly shocks in the exchange
rate), must be carried out more rapidly than has been done until
now by the Bank of Israel (assuming that the fiscal conditions
and financial stability allow for it).

The monetary policy should consider the turnover (the gap
in the GDP, the rate of unemployment, and other indices) when
determining the interest rate, and should impose anti-cyclical
considerations without risking attaining the inflation target.

There must be ongoing follow-up, including a quarterly
report, on the state of financial stability and the stability of the
banking system, according to accepted world standards.

The Bank of Israel Law should be amended according to the
following guidelines: defining the goals of the Bank;
establishing a monetary council; maintaining the independence
of the bank; and increasing transparency.

Recommendations for a policy of support for the weaker
sectors are as follows:

A transparent social goal controlled by the government should
be set which will take the results into consideration, as opposed
to the scope of the expenditure. Thus, this goal must relate to
the absolute improvement in the situation of the target groups —
for example, for a period of three years.

In the coming years, the policy should emphasize the
improvement in the economic level of households which include
workers who have not secured a proper level of income.
Negative income tax is a policy tool that can assist in reaching
this goal, although care must be taken in implementing this so



The Main Recommendations for Fiscal Policy

There are two anchors for fiscal policy: the first one is
government expenditure and the second is a low budgetary
deficit.

The proportion of government expenditures relative to
product should be gradually decreased until reaching the goal
agreed upon by a government decision. This can be done by
increasing government expenditures at a rate lower than the
rate of GDP expansion, while taking into consideration
demographic developments.

The fiscal rule of action will only be updated following sharp
changes in geo-political conditions, a deterioration to war, or a
situation which will require a one-time, relatively large
expenditure.

The increase in government expenditure will not change more
than the business turnover. The anti-cyclical policy will be
carried out automatically through fluctuations in tax collection
(which will express fluctuations in the government deficit).

A goal, agreed upon by a government decision, should be set
as being the weight of the desired public debt relative to the
GDP (fiscal consolidation) and should be acted upon in a steady
and reliable manner so it will be achieved.

The Main Recommendations for a Monetary Policy

Aregime of inflation targeting should be maintained in the long
run, and the implementation of the tools of a forward-looking
monetary approach should be established.

The monetary policy should be implemented by a transparent
and stable rule of action which will be well understood by the
markets. The monetary policy must be transparent, and the
assumptions and considerations on which the monetary
decisions are based must be publicized regularly.
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prices and activity; it is thus dynamic and subject to change.
The model that the team used showed signs of a weakening
connection between the exchange rate and prices in the short
run. These signs support the granting of greater weight to the
reduction in the deviations in the GDP, compared to what was
considered correct in the past.

The Relationship between Growth and the
Development of Poverty in Israel

Finance Minister Benjamin Netanyahu emphasized the fact that
where there is growth, it stems from competition, and
competition is an additional element for breaking out of poverty
not only by an increase in the ability to earn but by an increase
in what the salary can buy.

Further on in the survey, the macro team noted that growth in
the past 15 years contributed to an improvement in the economic
situation of the weaker sectors, mainly through an increase in
allocations. On the other hand, it was found that during these
years, the amount of influence of the growth on employment
and on wages in the weaker sectors was small. The element of
growth and the significant increase in the number of foreign
workers are among the main factors for this.

The team estimated that, despite the fact that growth is
expected to contribute to reducing unemployment, past
experience shows that this will not help most of the households
which are below the poverty line and do not include unemployed
people. Since wages at the low end of the economic scale were
not sensitive to growth, and the mechanisms for an automatic
increase of support in these sectors during times of growth had
been cancelled, there is no certainty that growth alone will aid
these weaker sectors. At the same time, an active policy for
helping the weaker sectors must be put into effect, especially
for those households with working members.



be sufficient for a substantial improvement in the status of the
weaker segments of society. Thus tools must be designed for
directly confronting social problems.

The required steps basically involve changing the order of
priorities of government expenditure and decreasing taxes
without disturbing the desired macroeconomic framework. The
policy of decreasing direct support for the unemployed working-
age population and increasing the incentives to join the work
force must be maintained. It is important to increase direct
support for populations that cannot join the work force, mainly
the elderly and handicapped. Preference should be given to
expenditures on education and to implementing reforms in the
educational system which will make the use of the resources
allotted to this sphere more efficient.

The effectiveness of government policy in the area of
assistance to weaker segments suffers from a lack of information
about income and a limited ability to distinguish between those
who cannot work and those who do not want to work. The team
members think that tools should be developed in order to
examine total income and assets as a basis for a governmental
assistance policy.

The Monetary Field: Monetary Policy in an Era
of Price Stability

The team stated that a system for developing an inflationary
goal in Israel is consistent with the norm in developed countries,
and enjoys a reliability that allows for attaining the goal through
interest policy. The team’s recommendation is to maintain the
present framework, a stability goal of 1-3 percent, and a floating
exchange rate. It is understood that the monetary policy must
maintain an environment of price stability and financial stability.
The degree of flexibility in the monetary policy depends on
bridges or on transmission mechanisms between the policy
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of unemployment and other indicators) in order to support
economic activity without jeopardizing the inflationary goal.
The credibility of the monetary policy must be improved and
stabilized as a guarantee for maintaining price stability over
time. To do so, the complete independence of the central bank
must be safeguarded in its use of policy tools to implement the
monetary policy through a stable rule of operation that will be
well understood in the markets; to maintain transparency; and
to regularly publish the assumptions and considerations on
which monetary decisions are based.

In the world environment in which the Israeli market operates,
with free capital movement and developed financial markets,
the monetary policy must operate according to the dictates of
market discipline. An incorrect reaction, or lack of reaction,
may be reflected immediately by a market reaction which may
harm the financial stability and real operations.

The monetary policy must operate within the limitations
dictated by considerations of financial stability. In a world of
free capital movement, changes in the real interest rates between
Israel and the world may create unstable capital movement and
sharp changes in the exchange rate.

The team warned against major changes in interest done in
order to prevent too large a shock to the financial markets which
could harm real operations.

Principles for Setting Social Policy

The macro team asserted that economic growth is a necessary
condition for facing the social problems of the market, and only
a process of growth can allow for an increase in wages,
employment, and resources directed towards resolving these
issues.

According to the experience of the past 15 years, growth in
and of itself — without an additional policy — will not necessarily



achieved, to maintain the range of expenditures and reliable,
trackable taxation. Maintaining this range will increase the levels
of freedom by the government in implementing an anti-cyclical
economic policy in the short term as well.

The team asserted that decreasing the ratio of the public debt
will aid in decreasing the burden of interest payments, will
release budgetary resources for alternative uses (security, social
goals, investments, etc.) and will reduce the involvement of the
government in the capital market, while at the same time freeing
up sources of savings for the commercial sector and decreasing
the risk attributed to the Israeli market. The decrease in the
proportion of the public debt will encourage investment in the
market and improve the credit rating, and thus decrease
financing costs for the public and private sectors.

In order to continue to maintain the continuous growth led
by the expansion of the business sector, it is vital to continue a
fiscal policy that proceeds by decreasing the proportion of public
expenditures relative to the GDP.

To attain these goals, it was suggested that a ceiling, as a
percentage of the GDP, be set for the governmental deficit.
Maintaining a low deficit will reduce the exposure of the market
to external and internal shocks and will decrease economic
uncertainty. As a result, an improvement will occur in the
functioning of the market and in the allocation of resources,
and the investments and rate of growth will increase.

It is desirable to decrease the tax rate, over time, at a rate that
will ensure no deviation from the goals of the deficit and will
increase market competition.

Principles for Setting Monetary Policy

The central goal of the monetary policy is to maintain an
environment of price stability. The monetary policy must take
into consideration the cyclical situation (gap in production, rate
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Reasons for the Turnaround

1. The expansion of world trade — exports increased as a result
of the end of the world crisis in the high-tech fields.

2. The subsiding of terror and the increase in private
consumption, resulting from the construction of the security
fence; developments in Iraq (the optimal scenario); the receipt
of guarantees from the US government; the change of regime
in the Palestinian Authority, ending the Arafat era; and the
disengagement plan.

3. Improvement in the economic policy, which included a move
from a policy of fiscal expansion and monetary restraint, to
a policy of fiscal restraint and monetary expansion.

The most prominent economic developments in 2004 and 2005
were the growth of the GDP and commercial production. The
team leader noted that the prevailing opinion concerning the
growth among forecasters is similar, and positive. In addition,
data that was mentioned points to a sharp decline in the rate of
unemployment, to a low pace of inflation, below the
government’s goal, and to stability in the rate of the shekel.
The team believes that the surplus in the current account for
balance of payments, against a background of deficits that are
not problematic, is an excellent development that stabilizes
conditions for continued growth.

Principles for Setting Fiscal Policy

The necessary condition for rescuing the market from its chronic
march towards the brink of economic crisis and for exploiting
its growth potential, is the decrease in the ratio of the public
debt to the GDP. In this context, the team’s leader suggested
adopting the “Swedish model.”

It is not possible to adjust the size of the debt in the short
term. It is therefore important to set a long term goal and, when



From Welfare to Work

Economic Policy for Continued Growth
and Market Recovery

Team Leader: Rafi Melnick
Research Assistant: Gilad Skutelsky

Introduction

The title of the report, “Economic Policy for Continued Growth
and Market Recovery,” reflects the emphasis that the research
team placed on future trends. The report related to the main
developments in 2004, and suggested guidelines for determining
policy. The team also deliberated about using monetary policy
in an era of price stability, and surveyed findings about the
connection between economic growth in Israel and the
development of poverty. The team concluded with
recommendations for economic policy.

Main Developments

The macroeconomic developments in 2004 were positive. After
a lengthy crisis, the likes of which had never before been
recorded in the economic history of Israel, a positive turning
point occurred in the commercial turnover of the market, and
the GDProse at a rate of more than 4%. This occurred against a
background of very low inflation rates, stability in the financial
markets and the currency exchange rate, a surplus in the current
account for the balance of payments, and a decrease in the
unemployment rate. The team noted that, at this stage, it is not
clear if the positive macroeconomic developments had left their
mark on Israel’s social problems, and if there had been an
improvement in the areas of poverty and inequality, which had
worsened during the years of crisis, between 2001 and 2003.
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Momi Dahan, Senior Lecturer at the School for Public Policy
at the Hebrew University of Jerusalem. Their analysis and
recommendations are different in nature from the
recommendations of the other teams in that they rely on in-
depth research which was based on an extensive comparative
study. The subject itself has come up numerous times in recent
months, and we believe that the time has come for reform in
the national budgeting process. We believe that the conclusions
of this serious research, which will be published in a separate
book, could launch the process for such reforms.

A team under the direction of Mr. Eli Hurvitz, Chairman of
the Board of Directors of the IDI and Chairman of Teva
Pharmaceutical Industries Ltd., worked on the third subject,
“Small Market - Global Economy.” We considered this
discussion an opportunity to continue the fundamental process
of strategic, long-term planning, and, in the future, we will
consider the possibility of continuing discussions on this subject
at the 14" Annual Economic Conference.

The fourth and final subject is a traditional topic at the
Caesarea Conferences, “Macro-Economic Policies,” this time
regarding the 2006 budget. The team, headed by Prof. Rafi
Melnick, Dean of the Lauder School of Government at the
Interdisciplinary Center (IDC) Herzliya, presented an analysis
of the economic policy for continued growth and market
recovery.

I would like to express my deepest thanks to the team leaders
and their members for the great effort they have invested. A
special thanks, on behalf of us all, goes to Mr. David Brodet,
who handled all of the preparatory work for the project.

Prof. Arye Carmon
President of the Israel Democracy Institute



Summary

THE 13™ ANNUAL ECONOMIC
CONFERENCE - JULY 2005

Conference Head and Editor: David Brodet

Preface

The Annual Economic Conference, “The Caesarea Conference,”
marks its 13" — Bar Mitzvah — year. We are all proud of this
most valuable and important project.

This year, the date of the Conference was linked with events
of far-reaching significance, well beyond the planning of the
national budget for the coming year. The Conference was held
just a few weeks before the implementation of the
disengagement plan. The disengagement plan, which definitely
affected the relationship between the economy and politics, was
naturally a central topic at the Conference this year.

An additional unique feature of this year’s Caesarea
Conference is that it was held exactly twenty years after the
approval of the economic stability plan. That is why we decided
to mark this event by adding a festive session reviewing the
past while looking towards the future.

The first topic which the Conference discussed was “The
Economic Implications of the Disengagement.” Heading the
team was Prof. Daniel Tsiddon, head of the Project for Strategy
and Busines Development at Bank Leumi, and lecturer at the
Eitan Berglas School of Economics at Tel Aviv University.

The second topic, “The Balance of Powers in the Budgetary
Process,” was led by Prof. Avi Ben-Bassat, Senior Fellow at
the Israel Democracy Institute and lecturer in the Economics
Department at the Hebrew University of Jerusalem, and Dr.

116

N'7YNN ANIANNAN'HYN N7 N'72700 NPT :0TIAY7 NNIND 62 NI 700





