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Summary

A Macroeconomic Analysis for
a Full Government Term

The text below is a summary of the protocols from the
macroeconomics session of the 14" Annual Economic Forum,
the Caesarea Forum, 2006. Professor Rafi Melnick opened
the session by presenting the findings of his research team
of experts. Professor Melnick’s comments are followed by
summaries of remarks made during the session.

Professor Rafi Melnick, Dean, the Lauder School of
Government, Diplomacy and Strategy, Interdisciplinary Center,
Herzliya: Thanks to positive macroeconomic developments in
2005, the outlook for the Israeli economy is quite promising.
The market is growing at a rapid pace, unemployment is
falling, and job growth in the business sector is outstripping
the workforce growth rate. At the same time, we are witnessing
an upturn in the workforce participation rate; inflation is
under control and in line with government objectives; there
is an ongoing surplus in the balance of payments (rare in the
history of the Israeli economy); foreign currency reserves have
reached new heights; and public debt relative to market output
is being reduced. These developments were made possible by
appropriate monetary and fiscal economic policy — as seen by
the moderate growth of government spending and reduction of
public spending relative to output. The economic policy helped
maintain low interest levels and reduced the gap between local
and international interest rates. The international economic

* Translated by Naomi Shmueli.
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growth rate and the prevention of terror strikes also helped set
the stage for positive macroeconomic growth.

In 2006, the local market did not undergo a macroeconomic
crisis, there were no exceptional events that necessitated a
dramatic change in macroeconomic policy as often happens
in fiscal and monetary fields, and the positive diagnosis of
the macroeconomic state of the Israeli market was generally
agreed upon. This impacted the work of the research team in
the following ways:

* The analysis and forecast included the coming year, the next
budgeted year, and about four years into the future. This was
based on the hope that the present government would serve its
full term, unlike the frequent changes of government that have
characterized Israeli politics in the past decade.

* The economic analysis was based on a comparison with
the continuation of current policy scenario. To construct this
scenario, the research team assumed that the macroeconomic
policy of the past few years would be carried out, as well as
the economic decisions made by the outgoing government.
Therefore, this scenario does not include economic measures
included in coalition agreements, which are the basis of the new
government. It is important to note that most of the research was
done before the elections and therefore the issue of convergence
and its economic implications were not discussed.

The main characteristic of the continuation of current policy
scenario 1s the continuation of a relatively high growth rate
compared to past markets. The business sector is leading
growth while simultaneously reducing the significance of the
public sector in the economy. This scenario can be viewed
as a structural macroeconomic market reform which will
eventually, by the use of macroeconomic criteria, bring the
Israeli market closer to progressive Western countries. This
will also make Israel more similar to other countries in the
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gradual reduction of public debt in relation to gross product.
The varied benefits of this reform are seen in the economic
strength of Israel, i.e., the enhanced ability of the market to
withstand external disruption, which wasn’t true in the past,
and the increased degree of freedom the government has to
implement an anti-cyclic stabilizing policy. It is important to
note that the continuation of current policy scenario maintains
the level of public services, allowing them to expand along
with the population growth rate.

The research team focused on examining macroeconomic
alternatives to the continuation of current policy scenario.
Three different alternatives were considered. The coalition
agreement scenario examined the effects of implementing the
economic policy inherent in coalition agreements which serve
as the basis for the new government. The main features of this
scenario are the increase in transfer payments and raising the
minimum wage, along with an increase in the government’s
budget deficit. The influence of the method of taxation scenario
examined the influence of tax changes without changing
the deficit or other factors. The underlying principle of this
scenario is that tax cuts and increased budget for social policy,
as envisaged by the previous government and part of the
continuation of current policy scenario, will not be carried
out. The increase in income is meant to fund increased transfer
payments and increased public consumption without increasing
the deficit. In this scenario, the need to reduce the extent of
public debt is emphasized. In the final alternative scenario, the
increase in spending and growing deficit scenario, continued
tax reforms are combined with increased government spending
by way of transfer payments and public consumption. This
scenario holds that the deficit target will remain at 3% of gross
product, meaning, deficit reduction is not pursued and neither is
public debt reduction. Government spending will thus increase
beyond what is assumed in the coalition agreement scenario.
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The immediate future is an opportune time for the Israeli
market. The research team’s analysis shows that if there are no
external security-related or global disruptions, and if economic
policy continues on course, the Israeli economy is at the start
of a period of tangible economic growth.

The alternative scenarios offer choices to decision makers.
In the continuation of current policy scenario, characterized by
restrained spending, a conservative fiscal policy would reduce
the tax burden and ultimately balance the national budget.
In the coalition agreement scenario, spending increases at
a faster rate, the level of taxation decreases, and the deficit
grows. In the influence of the method of taxation scenario,
spending increases at a faster rate although taxes are not
reduced, and therefore the deficit does not grow wildly. Last of
all, in the increase in spending and growing deficit scenario,
the government promotes substantial fiscal expansion, and
the deficit is not reduced. The move from the basic scenario
to an expanded version can be understood as a governmental
preference for a broader social policy, and by and large as a
preference for increasing transfer payments.

Professor Manuel Trajtenberg, Eitan Berglas School of
Economics, Tel Aviv University: The alternatives presented
lack indices of inequality, poverty, average wages, and other
important indices. The model presented by the research team
does not even explain how productivity is influenced by the
indices that were presented. I do not share the optimism of the
research team, and I maintain that it is too early to proclaim
growth. In my opinion, long-term growth and recovery are not
the same. The analysis lacks degrees of freedom, especially
considering the problematic cooperation on reform between
the Ministry of Finance and other government ministries.
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Professor Zvi Eckstein, Deputy Governor, the Bank of Israel:
It is important to maintain the credibility of fiscal policy and
macroeconomic policy. If unexpected geopolitical changes
occur, then obviously Israel will need to adapt itself to the new
situation. Therefore, we must stay within a reliable and stable
framework, as far as possible. I disagree with the research team’s
optimistic forecast of productivity. In my opinion, discussion
should center on prioritizing the budget and streamlining the
public sector. The research team stressed the importance of
agreement on a stable monetary policy. I hope that the Bank
of Israel Law (a law which addresses the independence of the
bank) will be passed and that it will lead to independence and
management transparency for the Bank of Israel.

Mr. Kobi Haber, Budget Director, Ministry of Finance: There
i1s no doubt that the main goal is to increase gross domestic
product growth per capita by at least 3% per year. Nevertheless,
there are two main problems: sharp volatility and lack of
stability in the business cycle. I think that responsible fiscal
policy must continue. Regarding the budget department of the
Ministry of Finance, the new government should be allowed
to increase government spending. Such an increase is sound
as long as it is made within a responsible fiscal range. Public
expenditure and tax rates should be continually reduced, and
current plans must be carried out. In addition, it is important
to invest in human and physical capital, increase the rate of
workforce participation, and strengthen weak sectors of the
population.

Several factors cannot be influenced by Israeli policy, such as
geopolitical national security and the global economy’s growth
rate. In my opinion, it is crucial for the treasury to regulate
expenditure, and wage agreements are one factor that impacts
expenditure. As for reforms, there is no deluxe reform. Reform
entails struggle with workers and with groups that possess
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economic power. As for expenditure, elements that encourage
growth must not be harmed, such as infrastructure, research
and development, and quality education. I suggest that we
prioritize the budget and continue to invest in these areas.

The government, beyond its macro policies, also gets down
to detail regarding the labor market. One example of this is the
welfare-to-work program, the Wisconsin Plan, which began in
2003, and, despite negative publicity, objectively succeeded.

It is a mistake to claim that the coalition agreements ignore
social issues. I am convinced that spending is one of the only
parameters that can be predicted and controlled. Consequently,
we should build the budget on the basis of spending. We should
preserve the ability to limit spending. As for reserves, there is a
gap in data and interpretation. In terms of expenditures, over the
past few years, the rate of implementation in relation to fiscal
targets is 98%. Unfortunately, the way the Treasury presents
the data causes misunderstanding. Performance appears to be
lower than is actually the case because reserves carried over
from year to year are included in the figures.

Mr. Shraga Brosh, Chairman, the Office for Coordination
of Economic Organizations; President, the Manufacturers
Association of Israel: We must ask what kind of country can
generate accelerated growth, and how we can raise the standard
of living in Israel to resemble that of other Western countries.
An all-inclusive macroeconomic policy is needed to produce
optimal conditions for growth, support long-term growth of the
business sector, and increase the economic and social strength of
the market. | commend tax reduction, preservation of the deficit
target, reduced public spending, and reduction of national debt.
Israel’s product is still low in comparison with other OECD
(Organization for Economic Cooperation and Development)
countries. I am not convinced that the growth discussed here
or the increase in gross domestic product growth per capita
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will create a breakthrough. I am not satisfied with the statistics.
Several years of increased growth are necessary in order to
achieve real results. Therefore, concentrated efforts are needed,
such as promoting export, investing in education, encouraging
investment, and investing in research and development.

Adv. Uriel Lin, President, the Federation of Israeli Chambers
of Commerce: I would like to see the gross domestic product
per capita rise and to see a better distribution of national
wealth. Increasing participation in the workforce is the surest
way to increase gross domestic product per capita and solve
problems of poverty and social gaps. The solution does not lie
in distributing financial aid but in education, in encouraging job
placement, and changing tax policy. I recommend depending
on the government less and allowing market forces to act freely,
progress, and grow so that they will create jobs. We must do
away with sectoral biases of the past and demand the return of
grants given to factories for limited amounts of time. From the
returns of these grants, we should start a fund that will ensure
continual growth in the future.

Mr. Ofer Eini, Chairman, the New Histadrut: The research
team’s report clearly points to a continuation of the policy
implemented in the past three years. If we wish to reduce
poverty levels, we must designate part of the national budget to
this cause. In contrast to Kobi Haber, I believe that the coalition
agreements do not purport to reduce poverty. The team’s report
does not examine the effects of dreadful labor relations on
the economy. Before an economic crisis will occur, a special
position should be created, perhaps through legislation, for the
government-employer-Histadrut trio. This trio functioned in
the past, in times of crisis, and helped in the recovery of the
Israeli economy.
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Regarding the reforms which Haber mentioned, when
Benjamin Netanyahu was the Minister of Finance, it wasn’t
customary to consult senior officials on implementing reforms.
The government’s conduct was unsupervised; see, for example,
the ineffective enforcement of labor laws and the steps taken
to reduce the public sector. Eventually, workers with rights
were replaced by workers without rights. The most substantial
reforms in the Israeli economy were only implemented when
mutual dialogue, understanding, and fairness prevailed. It is
important to create privatization and structural changes along
with real competition, but protecting workers’ rights is no less
important.

Professor Joseph Zeira, Department of Economics, the
Hebrew University of Jerusalem: There are several problems
in the way that the annual average production rate is calculated.
The source of the problem is not only the basic data, but also the
predicted differences. When we examine data on the growth of
gross domestic product per capita in Israel, and its implications,
it turns out that growth has held steady for several years, and
this is a big accomplishment for a country that is not at peace
with its neighbors and does not have open land borders. If the
State of Israel would increase Arab and Haredi participation in
the workforce and put an end to poverty in these two sectors, it
would be in a better position on the scale of global growth.

Professor Benzion Zilberfarb, Department of Economics,
Bar-Ilan University: For many years there has been no real
dialogue on the budget and its priorities. Typically, all ministers
try to protect their territory, and eventually the Prime Minister
decides to cut back on the defense budget. The reason for this,
in my opinion, is that every decision maker who has determined
policy in the past twenty years has been (and still is) influenced
by the rampant inflation that was finally controlled in 1985
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and lives in great fear of the irresponsible debt incurred by
the government. Evidence of this can be found in the Deficit
Reduction Law.

Professor Nathan Sussman, Department of Economics, the
Hebrew University of Jerusalem: The research team’s goal
was to delineate a framework for macroeconomic policy that
would preserve economic stability and growth. That is the
reason why the team mainly focused on budgeting policies
that would uphold fiscal stability. The team assumed that the
private sector is the driving force behind the economy’s growth
and that this sector is in need of macroeconomic stabilization
in order to realize its potential. Therefore, a budget policy that
increases public spending, or does not reduce the tax burden,
impairs economic growth for the extent of the government’s
term. | agree with the team’s underlying assumptions, but I
wonder if the economy is really stable or perhaps a change in
policy based upon new models might be needed after all, in
preparation for convergence.

I recommend that policy makers choose one of the scenarios
presented by the team. The team members themselves prefer
the continuation of current policy scenario in which taxes are
reduced and the scope of public spending is reduced under
the slogan “a small government is a good government.” Dr.
Momi Dahan noted that although the research team was aware
of the complex relationship between the growth rate and the
taxation rate, this complexity was not mentioned in the report.
Dr. Dahan agreed that it is best to keep the debt burden low and
supports implementing strict budget control.

Mr. Aharon Fogel, Chairman of the Board, Migdal Insurance
Company: The team’s research is weak. The statistics lack
dynamics, and the report did not address complex mutual
interactions. Israel does not have adequate strategy, proper
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management, or budget prioritization, except during times
of crisis. I suggest separating the executive and legislative
branches of government as a preliminary step.

Professor Reuven Grunau, Department of Economics, the
Hebrew University: The government is pursuing reform.
However, they have forgotten reforms that regulate supervision.
In my opinion, a comprehensive analysis of supervision
authority has not been done to this day, especially in the field
of public monopolies.

Higher education in Israel is on the brink of collapse. There
are no budgeting rules and no proper means of determining
tuition and salaries. I hope this will be addressed in the future
since these issues are very important.

Dr. Liora Meridor, financial consultant: Unfortunately, the
best scenario proposed by the research team is the one which
continues the policies of the previous government. However,
since threats to Israel’s security have been reduced, the defense
budget must be reduced as well, and part of the funds saved
should go towards solving problems in the labor market and
problems of inequality. Such a shift would result in improved
production and eventually might allow future expansion of the
defense budget.

The imbalance between the Budget Department of the
Ministry of Finance and other government offices leads to lack
of cooperation. The way the national budget is determined
must undergo fundamental structural reform.

Adv. Dan Meridor, Senior Fellow, the Israel Democracy
Institute; Haim Zadok & Co. Law Firm: I regret that many
members of the new government are missing the forum’s
discussions. It is important for the Prime Minister and the
Minister of Justice to listen to what has been said during the
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forum. Even though they cannot implement all recommen-
dations, they can decide upon priorities and risks. As this
government’s term begins, it is faced with many difficult issues.
The government should not waver but should immediately
decide on economic reforms and ways of ameliorating poverty,
and should start implementing its policies as soon as possible.

Professor Rafi Melnick, Dean, the Lauder School of
Government, Diplomacy and Strategy, Interdisciplinary Center,
Herzliya (summation): I would like to add that the scenarios
presented by the research team were calculated by the best
methods of analysis available in Israel, provided by the research
department of the Bank of Israel. Results would have been
similar even if they had been calculated by methods of analysis
available to the Ministry of Finance, although they would have
been slightly less detailed. Several speakers claimed that the
team presented the government with a “traditional menu” that
did not leave room for a variety of options. I must respond
that the options that were presented reflect the economic reality
in Israel and therefore the alternatives that were presented are
indeed relevant.

In response to the claim that the macroeconomic research
team did not address social issues and the issue of poverty, at
least two of the alternatives presented by the macroeconomic
team propose a large budget for these issues, larger than
suggested by the research team on poverty. Again, adding to
the budget without changing the government’s priorities will
not solve the problem of poverty.




