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Foreword

his year’s Singer Series State of the Nation Report focuses on several

of Israel’s primary socioeconomic issues, each from a number of
different perspectives. Inequality and poverty in Israel are examined not
just in terms of income but as they impact and are reflected in health and
education. The country’s elderly are looked at in terms of employment
and incomes (Kimhi and Shraberman) and their levels of poverty (Ben-
David and Bleikh). The Haredi (ultra-Orthodox Jews) sector is the focus
for an examination of their education levels, employment, and wages
(Regev),while material hardship and coping mechanisms in this group are
compared to other population groups (Stier and Lewin). Other topics
covered in this volume include: health (Chernichovsky and Regev) and
mental health reform (Aviram); pupils and teachers (Blass), the link
between school discipline and educational achievement (Blank and
Shavit), and higher education in Israel (Ben-David); women in the labor
force (Stier and Herzberg); educational opportunities and employment
(Bar- Haim, Blank, and Shavit); productivity (Ben-David); and a macro
view of issues in the Israeli economy (Yashiv). As in past volumes, the
chapters in this year’s State of the Nation Report are written by some of
Israel’s premier researchers in the social sciences.

This Report is not just about content but also about clarity in bringing
complex issues out of academic and professional language into formats
and graphics that are easily accessible and understood by wider
audiences. As such, the State of the Nation Report has not only become a
staple in university and college classrooms around Israel, it also sits
prominently on the desks of some of the top policy makers and leaders of
social organizations and businesses in Israel and abroad. Its findings are
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12 State of the Nation Report 2013

widely reported in the electronic and print media worldwide. This unique
accomplishment could not have been possible without the dedication —
and many long hours — of the Taub Center’s Inbal Gafni, Laura Brass,
and Yulia Cogan, whose editing, graphics, and layouts in both Hebrew
and English were instrumental in making this volume what it is. Thanks
also to Liora Bowers and Eitan Regev for their contribution in the final
polish to the chapters.

As in past years, the chairs of the Taub Center’s Policy Programs,
Professors Dov Chernichovsky from Ben-Gurion University (health
policy), Ayal Kimhi from the Hebrew University (labor policy), Yossi
Shavit from Tel Aviv University (education policy), Haya Stier from Tel
Aviv University (social welfare policy), and Eran Yashiv from Tel Aviv
University (economic policy) have all played significant roles in
coordinating the Center’s work — not to mention providing major
contributions to this volume.

The Taub Center is currently in the midst of a major upgrade of its
research and dissemination capabilities. During this past year, the Taub
Center’s full-time staff has been augmented by Gal Ben Dor (Director of
Marketing and Communications), Liora Bowers (Director of Policy),
Hadas Fuchs (Researcher), and Dr. Noam Gruber (Senior Researcher), all
new positions. They have joined our colleagues on the great team that
has enabled the Center to reach this new stage: Sagit Azary-Viesel,
Nachum Blass, Haim Bleikh, Laura Brass, Yulia Cogan, Hedva
Elmackias, Inbal Gafni, Dr. Asher Meir, Daniel Premisler, Eitan Regev,
Kyrill Shraberman, and, of course, Kasanesh Ambao, Aharon Cohen, and
the Center’s leadership team that includes Ayal Kimhi, Suzanne Patt
Benvenisti, and Michal Rubin. The ranks of the Taub Center’s
International Advisory Council have been augmented by Prof. David
Autor, an internationally renowned economist from MIT.

Needless to say, the Taub Center’s financial ability to move into this
next phase of development has been due to its committed supporters —
joined this year by Dr. Shula Recanati and Jim Angell — who understand
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joined this year by Dr. Shula Recanati and Jim Angell — who understand
that philanthropy can be greatly leveraged by supporting the creation of
non-partisan evidence-based research and viable policy options that can
be adopted by decision makers to minimize problems, correct
inequalities, and enhance public welfare on a national scale. We are
deeply indebted to the Taub Center’s dedicated Board of Directors along
with the individuals and foundations who have made all of this possible.

Dan Ben-David

Executive Director
Taub Center for Social Policy Studies
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Poverty and Inequality Over Time
In Israel and the OECD

Dan Ben-David and Haim Bleikh"

Abstract

The focus here is on how rates of poverty and income inequality in Israel
have evolved over recent decades and how they compare to other
countries. Contrary to conventional wisdom, Israeli rates of poverty and
inequality in disposable incomes are very high — compared with developed
countries — even after excluding Haredim and Arab Israelis from the
sample (though not particularly high in terms of market incomes).
Israel’s elderly population is the smallest in the West, and poverty among
the elderly before welfare and taxes is among the lowest while after the
social welfare net is spread, poverty rates in Israel are the highest in the
developed world. Poverty among children after welfare and taxes is also
the highest in the developed world. The share of national income received
by the top 1 percentile is not particularly high in Israel, but the gap
between individuals at the 90th income percentile and individuals with
median incomes is the highest in the West - with the gap between
individuals with median incomes and those at the 10th percentile even
higher in Israel. A systemic plan to deal with the underlying problems
and their symptoms is outlined here.

Prof. Dan Ben-David, Executive Director, Taub Center; Department of Public
Policy, Tel Aviv University; Research Fellow, CEPR, London. Haim Bleikh,
researcher, Taub Center.

We would like to thank Liora Bowers, Ayal Kimhi, Daniel Premisler, and
Kyrill Shraberman for their valuable comments and suggestions.
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Which country today has the greatest equality? ... If we
confine ourselves to the non-communist world, it has been
suggested that the new state of Israel may lead the list.

Paul Samuelson, Nobel Laureate (1970)

During the first decades of its existence, Israel was unique in many
respects. Though it suffered from severe economic challenges
caused by waves of Jewish refugees and by wars that threatened its very
existence, the country created some of the top universities in the world
and exhibited high rates of economic growth that were unparalleled by
other countries with similar levels of income (Ben-David, 2010a). It also
earned the citation above by Paul Samuelson in what was once the
number one economics textbook around the world. Today, Israel is 65-
years-old, not an age that one would commonly associate with youth —
and the list that it currently heads is not the egalitarian one.

It could be argued that a low rate of inequality in a country of refugees
and native-borns with relatively meager resources was not much of an
accomplishment when such a large segment of the population was poor.
But this was also a country where the top leaders, political and military,
also lived in tiny apartments or huts. That was then.

As Figure 1 indicates, income inequality in Israel rose steadily from
1979 — the earliest year that Israel’s National Insurance Institute, or NII
(the formal name of the country’s social security institute), published data
— through 2002. This figure highlights a number of issues that will be
addressed here. The first is the need to look at problems from an altitude
of 30,000 feet in order to see the forest for the trees. The analysis and
understanding of long-run trends is vital for distinguishing between the
more readily apparent symptoms and the fundamental core challenges.
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Figure 1

Income inequality among households*
Gini coefficient, 1979-2011

Market income inequality
(before taxes and transfers)

0.45
/~l

0.40

Disposable income inequality
(after taxes and transfers)

0.30

1979 1985 1990 1995 2000 2005 2011

* Including East Jerusalem from 1997 and chained for period
before 1997

Source: Dan Ben-David and Haim Bleikh, Taub Center
Data: National Insurance Institute

A second issue is the need to broaden the spotlight of the public
discussion on inequality and poverty. The common focus is invariably on
disposable income — i.e., income after accounting for the effects of
welfare and tax policies. Disposable incomes are the ultimate bottom line
since they add welfare payments and other transfers to a person’s market
income while netting out the amount of taxes paid. This is what an
individual has at his or her disposal to consume or to save. For this
reason, public debate and social policies — not to mention academic
research — tend to concentrate on rates of poverty and inequality in
disposable income. After all, the arguments usually center on whether or
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not welfare payments are sufficient, whether or not the tax burden is too
heavy, and so on.

While this focus is important, it, nonetheless, masks an underlying
picture that is crucial for understanding the actual magnitude of the
problem. Rates of poverty and inequality in market incomes (incomes
from labor, capital, and pensions) provide just such a perspective. They
show what would have happened if the country’s residents would have
had to fend for themselves with their personal levels of human and
physical capital. In other words, what is the extent of the problem that
needs to be fixed through a social safety net comprising welfare and taxes
because individuals are not receiving either the tools or the conditions to
work in a modern economy — and is this underlying problem getting
better or worse? One of the hallmarks of a modern society is its ability to
transfer resources away from the relatively better off (using taxes) to the
relatively worse off (using welfare payments). But knowing what is
happening behind the scenes — i.e.,, in market incomes — gives an
indication of the magnitude of the underlying problems that, if not dealt
with decisively, needs to be addressed symptomatically through the social
welfare system.

Figure 1 shows a very steady increase, of 23 percent, in market
income inequality (as measured by the Gini coefficient’) between 1979
and 2002, the height of the intifada wave of terror and Israel’s worst
recession in decades. The country’s tax and welfare systems managed to
substantially reduce the inequality in disposable incomes, though as will
be shown, Israel still has some of the highest rates of disposable income
inequality in the developed world. Not only is disposable income
inequality considerably lower than market income inequality, the infusion
of increased welfare payments also mitigated some of the underlying

! Gini coefficients ranges from 0 — the theoretical case of complete equality
within a country — to 1, the similarly theoretical case of complete inequality
within a country (i.e., one family receives all of the country’s income). A
rising Gini coefficient indicates rising rates of income inequality in a country.
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inequality increases in market incomes — with disposable income
inequality rising by “only” 9 percent during these same years.

In the years since 2002, market income inequality fell by 7 percent,
returning to mid-1990 rates by 2011. However, the terror wave at the
beginning of the last decade required a major shift in resources away
from social needs to defense. While market income inequality has been
receding over the past decade, cuts in welfare led to an additional
increase of 3 percent in disposable income inequality between 2002 and
2011.

The poverty picture in Figure 2 reflects a similar evolution over time.
The share of Israeli families that would have lived under the poverty line
in the absence of welfare and taxes was just over one-quarter in 1979.
For the past decade plus, this share has been hovering at about one-third
of the families. While rates of poverty in market incomes are
substantially higher than they were over three decades ago, rates of
poverty in disposable incomes are only slightly above where they were in
1979, at about one-fifth of Israel’s families (though they were
substantially lower in the 1980s). Since 2002, at the height of the intifada
and the lowest point of the accompanying Israeli recession, poverty rates
according to market incomes have been relatively stable, falling slightly,
by 3.2 percent. Poverty in disposable incomes has risen by 9.9 percent as
the government sharply reduced welfare payments to cover higher
defense expenditures during and immediately after the intifada.

That, in a nutshell, is the longest run view of poverty and income
inequality in Israel. It is not without its problems. As lIsrael has grown
and developed, so has its data. The surveys underlying the outcomes in
Figures 1 and 2 have become increasingly more inclusive over the years —
which is good — but they make long-run comparisons such as those in
Figures 1 and 2 all the more challenging and imprecise. Creation of these
figures required chaining of different datasets that involved ever-more
sectors (e.g., the inclusion of self-employed from 1992 and the inclusion
of East Jerusalem residents from 1997) and the accuracy of such chaining
becomes all the more questionable. To avoid the need for such chaining,
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the focus on Israel in the next section will be on the two decades
spanning 1992 to 2011, with datasets that are comparable for the entire
span. It will examine how different population groups in Israel affect the
country’s poverty and inequality picture and how these effects have
changed over time.

Figure 2

Percent of households under the poverty line*
1979-2011

35%

Poverty according to market incomes
(before taxes and transfers)

30% /

25%

Poverty according to disposable incomes
20% (after taxes and transfers) oM i\,

15%

10%

1979 1985 1990 1995 2000 2005 2011

* Including East Jerusalem from 1997 and chained for period
before 1997

Source: Dan Ben-David and Haim Bleikh, Taub Center
Data: National Insurance Institute

Section 2 provides an international comparison of poverty and income
inequality between Israel and other developed countries in the OECD, of
entire populations as well as of subgroups. The long-run and
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international perspectives provided here yield benchmarks necessary for
assessing how similar — or dissimilar — today’s Israel is to different times
and to different countries. The final section presents an outline of a
comprehensive plan to deal systemically with both the core problems
underlying poverty and income inequality in Israel and their symptoms.

1. Poverty and Inequality in Israel: A Look Inside

Not all countries define poverty the same way, though nearly all
developed countries adopt the notion of relative poverty — that is, the
position of the poor relative to the rest of the population — rather than
defining a specific basket of goods that can or cannot be purchased. The
formal Israeli definition of the poverty line is one half of the median
disposable income per standardized person.? The analysis in this section
is based on income surveys produced by Israel’s Central Bureau of
Statistics (CBS) and includes self-employed individuals beginning in
1992. As noted above, the CBS began including the population from East
Jerusalem in 1997.

Poverty Among Haredim and Arab Israelis

When focusing on poverty within Israel, it is hard to ignore two
particularly large population groups (together comprising over one-
quarter of the country’s population) that stand out in terms of the
extremely low level of education received by their children and the
relatively low (in some cases, one could describe these as extremely low)

2 The number of persons per household used in this calculation does not include
the actual number but rather a decreasing weight for each additional person
(for additional details, see the next section’s comparison of the weights that
Israel uses versus those used by the Luxembourg Income Study in its
international comparisons). In other words, calculations of poverty and
income inequality focus on income per standardized person in each
household.
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rates of employment. These two groups, Haredim (ultra-Orthodox Jews)
and Arab lIsraelis, have been examined extensively in past State of the
Nation Reports (e.g., Ben-David, 2010b and Kimhi 2011 and 2012) as
well as in other sections of this report within the education and
employment contexts (Blass, “Trends in the Development of the
Education System: Pupils and Teachers”; Regev, “Education and
Employment in the Haredi Sector”). One result of the low levels of
education and the attendant low levels of employment are very high rates
of poverty within each of these groups.

Figure 3 shows that over two-thirds of the Haredi households and
three-quarters of the Haredi individuals (not included in the figure) would
have lived under the poverty line had Israel’s welfare and tax safety net
not existed, i.e., according to their market incomes.* The incidence of
disposable income poverty among Haredi families is lower, 44 percent in
1992, but rising substantially — reaching 57 percent in 2011.

Poverty rates among Arab Israeli households are lower than among
Haredim, but increasing much more sharply. Arab Israeli poverty rates
according to market incomes rose from 47 percent in 1992 to 57 percent
in 2011. The climb in Arab Israeli poverty rates according to disposable
incomes was even more pronounced, rising by over one-third from 1992
(37 percent) to 2011 (50 percent).

Given the large size of these two population groups, many Israeli’s
tend to assume that the country’s high levels of poverty are due primarily
to the inclusion of Haredim and Arab Israeli in the national data. Since
1997, Israel’s NII, which calculates the country’s formal poverty and
income inequality measures, has also included the very large population
of Arab Israelis living in East Jerusalem (124,000 in 1997, more than
doubling to 288,000 in 2011). Consequently, the question is often raised
regarding what Israel’s poverty rate would look like if these two groups,
Haredim and Arab Israelis, were excluded from the sample.

¥ Haredim are found in the data on the basis of the household head’s last place
of study being a yeshiva. Data for both years excludes East Jerusalem.
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Poverty in Non-Haredi and Non-Arab Israeli Populations

A simplistic — and deceptively misleading, as will be explained below —
way of looking at poverty rates among the non-Haredi Jews is shown in
Figure 3. Poverty rates in both market and disposable incomes are
considerably lower and, in the case of disposable income, also relatively

steady.
Figure 3
Percent of households under the poverty line*
Haredim** Arab Israelis Non-Haredi** Jews

70%

Market Disposable
incomes incomes

57%

Market Disposable
incomes incomes

4% 139

Market Disposable
incomes incomes

* Using same national poverty line in all cases. Excluding East Jerusalem
** Haredi/m are ultra-Orthodox Jews

Source: Dan Ben-David and Haim Bleikh, Taub Center

Data: Central Bureau of Statistics
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There are two problems with the more simplistic approach to non-
Haredi Jewish poverty rates as exhibited in Figure 3. The first is
conceptual and the second is methodological. While this may be an
interesting question from an analytical perspective aimed at
understanding the extent of poverty as it pertains to different population
groups within Israel, it is important to point out — particularly in light of
much public debate that has taken place in recent years — the limitations
of the analysis below from a conceptual policy perspective. Haredim and
Arab Israelis are an integral part of Israeli society and it is inconceivable
to consider the national poverty problem as any less than it is just
because poverty rates are not as low in the rest of society. Furthermore,
since the formal measure of poverty in Israel is a relative concept, it
would be erroneous to simply look at the share of non-Haredi and non-
Arab Israelis living below the national poverty line. This is because that
poverty line would no longer be the relevant poverty line for the
remaining subsample following the removal of any particular group.
Following Dahan et al. (2006), a new poverty line needs to be calculated
on the basis of half the median income of the new subsample in order to
determine rates of poverty in that subsample.”

Figure 4 displays poverty rates according to market incomes in Israel
between 1992 and 2011 with and without the various groups mentioned
above. Poverty lines were recalculated in each of these cases to facilitate
the determination of poverty rates in each of the subsamples.

Exclusion of Arab Israelis from the sample had no effect on national
poverty rates from 1992 through 1996 (note that Arab Israelis from East
Jerusalem were not included in the sample during these years and were

* 1t should be pointed out that such a comparison still suffers from bias because

Israel’s existing welfare and tax systems currently take into account the
Haredi and Arab Israeli populations and there is no way to know if the
hypothetical subset of remaining Israelis would decide that taxes could be
lowered if there was no need to support such large and disproportionately
poor populations. On the other hand, this subset of the population could also
hypothetically decide to simply divide the current pool of welfare benefits
among the remaining poor by giving each more.
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only added from 1997). But a growing gap developed thereafter. By
2011, overall market income poverty rates in Israel stood at 32.8 percent,
but were a bit less, 30.3 percent, among the non-Arab Israeli population.
Exclusion of the Haredim from the sample also led to a slight reduction in
poverty rates among the remaining population. This ranged from just
under 1 percentage point in the early 1990s to about 1.5 percentage points
less in recent years. Exclusion of both Haredim and Arab Israelis from
the sample yielded a drop in 2011 poverty rates from 32.8 percent to 29.0
percent, still a very high rate of poverty in comparison with developed
countries (as will be seen).

Figure 4

Percent of households under the poverty line*

according to market incomes, 1992-2011
35%

34%

33%

All households

3206 Excl East Jerusalem

Excl Haredim**
31%

7\

30% \/ \
i *%
200 /\ Excl Haredim

\ 4 and Arab Israelis

28%

1992 1995 1997 1999 2001 2003 2005 2007 2009 2011

* Poverty line recalculated after each exclusion. Data for 1992-1996 and
2000-2001 do not include East Jerusalem. No data available for 1994,

** Haredim are ultra-Orthodox Jews

Source: Dan Ben-David and Haim Bleikh, Taub Center
Data: Central Bureau of Statistics



28 State of the Nation Report 2013

This finding of high poverty rates among the remainder of Israeli
society is one that many Israelis need to comprehend and internalize.
After all, these are poverty rates on the basis of market incomes, which
reflect the tools and conditions available to each household — rather than
on the basis of disposable income which also includes the effects of the
social safety net. While it is crucial to bring down poverty in the Haredi
and Arab Israeli sub-populations, it is just as important that Israelis
understand that the poverty issue is pervasive even outside of these
groups — and that a comprehensive, systemic, policy approach is needed
to deal with the underlying causes of Israel’s extensive poverty problem.

Poverty Among Households Versus Poverty Among
Individuals

Broadly speaking, there are two main approaches used in determining the
extent of poverty within a country. One method is to focus on
households — the approach adopted in Figure 4 — while the other method
is to focus on individuals.® There is no right or wrong involved, but the
outcomes may vary considerably and it is important to recognize this
possibility.

Panels A and B of Figure 5 highlight the different outcomes that are
obtained when households are used versus when individuals serve as the
basis for the analysis. Figure 5A redraws the market income poverty
rates for households with and without Haredim and Arab Israelis. It also
includes disposable income poverty rates for the national sample and for
the subsample excluding these two groups. Figure 5B does the same, but
is based on individuals rather than on households. The differences
between both panels are clear.

® Households are ranked in terms of income per person (actually, income per
standardized individual) in each household. One approach is to determine the
share of total households with incomes per person below the poverty line.
The other approach is to determine the share of total individuals with incomes
per person (on the basis of average household income per standardized
individual) below the poverty line.
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Figure 5

A. Percent of households under the poverty line*
1992-2011
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Source: Dan Ben-David and Haim Bleikh, Taub Center
Data: Central Bureau of Statistics
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While market income poverty rates for the entire country fluctuate at
around 33 percent during the entire sample period in Figure 5A
(households), they are rising from roughly 29 percent in the first half of
the 1990s to the same 33 percent during the past decade in Figure 5B
(individuals). When the focus shifts to market income poverty rates for
the subsample excluding Haredim and Arab Israelis, the differences are
much starker with poverty rates reaching 29 percent in the households-
based panel and 25 percent in the individuals-based panel. In fact, the
difference between the national poverty rate and the subsample poverty
rate grows from 3.7 percentage points in Figure 5A to 8.5 percentage
points in Figure 5B. Since Haredi and Arab Israeli households tend be
large compared to other Israeli families and since poverty rates among
these households tend to be higher than among other households in Israel,
it is no coincidence that their exclusion from the sample reduces poverty
among individuals by more than it reduces poverty among households.

The picture that emerges from the two panels differs even more when
the focus shifts to rates of poverty according to disposable incomes. The
biggest difference is in the rate of poverty in the nationwide sample.
Disposable income poverty rates rose from 16.0 percent to 19.9 percent
among households (Figure 5A), but rose from 16.8 percent to 24.8
percent among individuals (Figure 5B). On the other hand, changes over
time in the subsample excluding Haredim and Arab Israelis were
relatively negligible, with poverty rates reaching 16.6 percent
(households) and 16.3 percent (individuals) in 2011.

The gap between the national poverty rate (24.8 percent) and the
subsample poverty rate that does not include Arab Israelis and Haredim
(16.3 percent) is substantial — 8.5 percentage points. This gap is identical
to the difference in market income poverty rates depicted in the same
figure. If one were to focus just on disposable incomes — as is common
in poverty studies — then it might be possible to surmise that reductions in
welfare assistance are the primary cause of the sharp increase in national
disposable income poverty rates in Figure 5B. Alternatively, the fact that
the dependent population (including large numbers of Haredim and Arab
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Israelis) has grown at a faster rate than the general population could have
possibly resulted in a shifting of welfare benefits away from non-Haredi
Jews. However, the fact that an identical gap also exists in market
poverty rates between the two samples suggests that the poverty issue
among Haredim and Arab Israelis is deeper than can be explained just by
cuts or shifts in welfare spending. It also extends to the relatively
deficient underlying education, skills, and conditions that these two
groups have at their disposal to contend with Israel’s increasingly
competitive and open economy.

Poverty Among the Elderly and Children

Utilization of the poverty measure based on individuals also facilitates an
examination of poverty among individuals of retirement age and children.
These two groups are generally considered either above or below
working age — although clearly some of both groups may be employed.
Figure 6 focuses on the elderly. Rates of poverty based on market
incomes for the entire country and for the subsample excluding Haredim
and Arab Israelis are nearly identical.® These rates are very high, though
falling over time. Even with the decline in market income poverty rates,
over half of Israel’s elderly (51.2 percent) would have lived below the
poverty line had the welfare and tax systems not intervened.

® Since the share of Arab Israelis and Haredim among the elderly is smaller
than their share in the general population, it is not particularly surprising that
there are smaller differences between the subsample and the entire population.
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Figure 6

Percent of retirement age individuals under the poverty line*
1992-2011

Market incomes — elderly excl Haredim** and Arab Israelis
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57%
Market incomes — all elderly

52%

47%

42%

37%

32%

27% _

22% —
Disposable incomes — all elderly

17%
° 1992 1995 1997 1999 2001 2003 2005 2007 2009 2011

* Age 60 and over for women; 65 and over for men. Poverty line
recalculated after each exclusion. Data for 1992-1996 and 2000-2001 do
not include East Jerusalem. No data available for 1994.

** Haredim are ultra-Orthodox Jews

Source: Dan Ben-David and Haim Bleikh, Taub Center
Data: Central Bureau of Statistics

Poverty rates according to disposable incomes in the entire elderly
population rose from 17.4 percent to 18.4 percent between 1992 and
2011, while falling from 25.2 percent to 21.9 percent in the subsample
excluding elderly Haredim and Arab Israelis. The fact that disposable
income poverty rates are higher when Haredim and Arab Israelis are
excluded (they are also higher — and similar to one another — when each
group is excluded separately) could be due to higher income disparity
among the non-Haredi elderly, resulting in a higher poverty line that
leaves more elderly below it.
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Rates of poverty among children are high, and they are rising rapidly
(Figure 7). In the overall population, market income poverty rose by
about one-third, from 31.2 percent in 1992 to 41.9 percent in 2011.
While welfare and taxes reduced poverty in disposable incomes, their
effectiveness fell over the two decades. Disposable income poverty
among children increased from 20.7 percent to 35.6 percent, an increase
of almost three-quarters.

Figure 7
Percent of children under the poverty line*

g Excluding Haredi** and
il Arab Israeli children

39.6%

27.0%

21.3%

1992 | 2011 1992 | 2011

1992 | 2011 1992 | 2011

Market Disposable Market Disposable
incomes incomes incomes incomes

* Poverty line recalculated after each exclusion. Excluding East
Jerusalem.

** Haredi are ultra-Orthodox Jews

Source: Dan Ben-David and Haim Bleikh, Taub Center
Data: Central Bureau of Statistics
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The incidence of market income poverty among children was
considerably lower when Haredim and Arab Israelis were excluded from
the sample — not surprising in light of the combination of high poverty
rates within these groups and the large number of children in Haredi and
Arab Israeli families compared to the rest of the Israeli families. Roughly
one-quarter of the non-Haredi and non-Arab Israeli children were below
the market income poverty line. The poverty rates in disposable incomes
were considerably lower, 16.1 percent in 1992 and 21.3 percent in 2001,
albeit a sizable increase of about one-third.

The issue of poverty among the elderly and among the children will be
revisited later in this chapter — from a comparative perspective of Israel in
relation to other developed countries.

Income Disparity Within Israel

As shown in Figure 1, market income gaps in Israel rose steadily from
1979 through 2002 and have been declining since then. A comparison of
2011 to 1992 (Figure 8) indicates that the Gini coefficient on market
income was slightly lower in 2011 than in 1992. Exclusion of Haredim
and Arab Israelis from the sample does not have much of an effect on the
degree of income inequality in Israel, although the decline in income gaps
was a bit stronger in this case — about 7 percent.

While market income gaps in 2011 were lower than in 1992, the
situation in disposable income gaps is the opposite, with small increases
over the two decades for the entire population (Figure 8). Exclusion of
Haredim and Arab Israelis has very little effect on the inequality and was
at roughly the same levels in 2011 that were exhibited in 1992 — albeit, a
little less.

The question is, how similar — or different — are rates of poverty and
inequality in Israel to those in other developed countries? Section 2
focuses on these comparisons.
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Figure 8

Income inequality
Gini coefficient*

Excluding Haredim** and

Al Arab Israelis

0.482

0.336 0.332

1992|2011 1992 (2011 199212011

Market Disposable Market Disposable
incomes incomes incomes incomes

* Based on individual weights. Excluding East Jerusalem.
** Haredim are ultra-Orthodox Jews

Source: Dan Ben-David and Haim Bleikh, Taub Center
Data: Central Bureau of Statistics

2. Income Inequality: International Comparisons

The following analysis is based on data from the Luxembourg Income
Study Institute (LIS). The LIS database is harmonized to enable data
calculations according to uniform rules and methodologies for each
country. It is important to note that there are differences in rates of
poverty and inequality based on LIS and OECD databases.’

" As explained by Wang and Caminada (2011), “LIS micro data are predicated
on different surveys across countries ... From those surveys, LIS staff refined
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Consequently, the LIS provides a more consistent and comparable
database for cross-country analyses. The countries chosen here are 22
developed countries with at least two observation years in the sample.
Further clarifications regarding differences in methodology and
measurement may be found in the Appendix.

Long-Run Trends in Inequality

A comparison of long-run trends in market income inequality appears in
Figure 9 (in this section’s cross-country comparisons, the calculations for
Israel do not include East Jerusalem).®  As is clear, nearly all developed
countries have experienced increases in their market income inequality
over several decades (for some countries, the data extends all the way
back to the 1970s).

Market income inequality in Israel places the country near the top of
the developed world’s income inequality ladder (Figure 9). In recent
years, with the onset of the major recession, market income inequality has
exhibited sharp increases in the few countries for which data exist in the
LIS statistics while it has continued to decline in Israel (as also shown in
Appendix Figure 1).

and formalized rules used to classify variables, offering comparable micro
dataset. Computations in OECD dataset are based on the OECD income
distribution questionnaires. Therefore, the sample of surveys is not the same,
leading to the different values of income inequality and the redistributive
effect of taxes and transfers.”

One drawback to the LIS data is that it is not annual, and the length of the
different time series varies from country to country. Israel’s NII’s weighting
formula was used for all countries in this figure to ensure comparability.
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Figure 9

Market income inequality
Gini coefficient*, 23 OECD countries, 1973-2010
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When the focus shifts to disposable income inequality (Figure 10),
Israel is second only to the US and has been steadily near the top relative
to other developed countries as inequality has risen across the 22 OECD
countries. The gaps between countries in the rate of income inequality
are much greater in disposable incomes than they are in market incomes.
This is due to the considerable variance in the social safety nets offered
by the countries’ different welfare and tax systems.
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Income Inequality in the Past Decade

To facilitate a clearer comparison between Israel and the developed
world, the following analysis will use computations from around the
middle of the past decade (specific years depend on data availability),
which includes the greatest number of countries in the LIS dataset. As
before, the Israeli weighting method and definitions were used for each of
the other 21 developed countries in the comparisons below to make the
international comparisons comparable to lIsrael.
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Figure 11 compares all of the 22 OECD countries in the analysis. Israel —
which includes East Jerusalem here and in subsequent international
comparisons — is tied with the United States for the highest disposable
income inequality, coming in fifth place with regard to market income
inequality.

Figure 11

Income inequality
Gini coefficient*, 22 OECD countries, mid-2000s
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The impact of the welfare and tax systems in reducing income
inequality in Israel (Figure 12) is the second smallest among all of the
countries — second only to the United States. While the median drop in
inequality among the other countries (from market incomes to disposable
incomes) exceeds 40 percent, the Israeli decline in inequality reaches just
25 percent.

Figure 12

Percent reduction in income inequality™
from market income Gini to disposable income Gini, mid-2000s
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* Ginis calculated according to National Insurance Institute method.
Israel includes East Jerusalem.

Source: Dan Ben-David and Haim Bleikh, Taub Center
Data: Luxembourg Income Study



Poverty and Inequality Over Time: In Israel and the OECD 41

Income Share of the Wealthy

Much of the public debate on income distribution in Israel focuses on the
country’s most wealthy and the high concentration of wealth at the very
top of the income ladder. This issue is the subject of public debate in
other countries as well. Alvaredo, Atkinson, Piketty, and Saez (2013)
find that while many high income countries have experienced an increase
in the top 1 percent income share, recent increases in English-speaking
countries have been particularly sharp, with the income share accruing to
the top 1 percent in the United States more than doubling over the past
three decades.

How does Israel compare with the developed world in this regard?
Figure 13 compares the relative share of total income of the top income
decile in all 22 countries.® The countries are ranked according to the
share of total disposable income going to the top income decile. The
lowest disposable income share going to the wealthy is in Denmark, with
the individuals in the top income decile receiving 19.6 percent of the
total. The highest share is in the United Kingdom, with 27.5 percent of
the country’s disposable income going to the top income decile. The
United Kingdom is followed by the United States, with a 26.8 percent
share of income received by the top decile. Israel is situated in sixth
place out of the 22 countries, with nearly a quarter (24.9 percent) of its
total disposable income going to the top income decile.

In market incomes, before income taxes and welfare, the share going
to each country’s wealthiest is even greater — as would stand to reason.
Hungary and Estonia top this list, with the top decile in each country
receiving 33.9 percent and 33.1 percent, respectively, of total market
income. These two countries are followed by the United Kingdom (32.6
percent) and the United States (31.9 percent). lIsrael is ranked in the tenth
place overall — close to the middle position — among the 22 countries,

° The income deciles are determined according to disposable income per
standardized person. By definition, each decile accounts for 10 percent of all
individuals.
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with 30.3 percent of total income going to the top decile. Austria’s
wealthiest receive the lowest share of total market income, 24.4 percent,
roughly what Israel manages to accomplish after taxes and welfare
payments partially redistribute its disposable income.

Figure 13

Top income decile as a fraction of total income*
22 OECD countries, mid-2000s
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Data: Luxembourg Income Study
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A look at the concentration of wealth among the top 1 percentile in
each country reveals even less of a concentration of wealth at the very top
in Israel (Figure 14). Here, the range is from 8.8 percent (Norway) to 3.4
percent (Luxembourg) in terms of disposable income, with Israel ranked
eighth from the top, with the wealthiest 1 percent of the Israelis receiving
5.3 percent of its total disposable income. Norway also tops the list with
the share of total market incomes received by the top 1 percentile,
reaching 9.8 percent. This is over a half more than fifteenth ranked
Israel’s 6.3 percent. Norway is followed by Italy (9.2 percent) and the
United States (8.4 percent). Spain closes out the list, with its wealthiest

receiving 4.3 percent of total income.

Figure 14

Top 1 percentile as a fraction of total income*
22 OECD countries, mid-2000s
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Income Gaps Without the Extremes

Removing the top and bottom income deciles eliminates the extremes
from the inequality discussion and can sharpen the focus. Specifically,
the ratio of disposable income per standardized person between the 90th
percentile individual and the 50th percentile (i.e., median) individual
gives a glimpse at the top income gap — between the top end of society
(minus the very wealthiest) and its mid-point (Figure 15). The ratio of
2.32 places this gap within Israel above all of the remaining countries,
including the United States (2.18) and the United Kingdom (2.16). The
smallest gap between the 90th disposable income percentile and the 50"
is in Denmark (1.60), with Norway (1.63) and Sweden (1.65) above it.

Figure 15

Ratios of disposable income percentiles, 90/50 and 50/10*
22 OECD countries, mid-2000s
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The income ratio between the 50th percentile individual and the 10th
percentile provides an indication of the gap at the bottom rungs of
disposable incomes — between the middle part of the income ladder and
the bottom part of it (excluding the smallest incomes in the lowest
income decile. Here too, Israel leads the list. Median Israeli incomes are
2.75 times the disposable income of the individual at the 10th percentile —
a much larger gap than exists between the top and middle Israeli incomes.
It is not a given that the bottom income gap is larger than the top income
gap in all countries. In one-third of the cases (8 of the 22 countries), the
top income gap is actually the larger gap.

In Israel’s case, this is not just an issue between rich and poor. Even
the gap between what could ostensibly be considered upper middle class
and lower middle class is higher in Israel than in any of the other
countries (Figure 16). The incomes of individuals at the 75th income
percentile are 2.81 times the incomes of individuals at the 25th income
percentile. This income gap is 12 percent greater than the number two
country, the United States (with a 2.50 ratio), an almost a quarter more
than Australia, the country with the third highest middle class income gap
(2.28).

While Israel’s income inequality problems appear to be endemic and
cut across all sections of the income spectrum, they are less severe —
relatively speaking — when it comes to income concentration at the very
top (i.e., the top percentile, and even the top decile). The smaller income
gap between the 90th percentile and the median, as opposed to the larger
income gap between the median and the 10th percentile, suggest that the
focus should move to a key component of Israel’s income inequality —
poverty at the bottom of the income ladder.
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Ratios of disposable income percentiles, 75/25*
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3. Powverty: International Comparisons

For comparison purposes, the poverty lines in each of the other 21
countries were calculated here in the same way that Israel calculates its
poverty line — at 50 percent of each country’s median disposable income
per standardized person. In terms of disposable income, 24 percent of all
Israelis live beneath the country’s poverty line (Figure 17). That is nearly
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one-third more than the number two country, the United States — and

almost two and a half times the poverty rate in the middle countries
of this sample, Luxembourg (9.8 percent) and Estonia (9.7 percent).

Figure 17

Percent of individuals under the poverty line*
22 OECD countries, mid-2000s
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A full one-third of Israelis would have lived under the poverty line
had a social safety net not existed. While this rate of poverty in market
incomes is high, it is even higher in 5 of the 21 remaining countries
(Poland, Hungary, Italy, France, and Spain). This raises a question
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regarding the effectiveness of Israel’s combined welfare and income tax
programs in reducing market income poverty compared to the other
countries.

For comparison purposes, Appendix Figure 2 provides a comparison
of poverty rates on the basis of households, as opposed to the Figure 17
comparison on the basis of individuals. Basing the calculations on
households, shows that poverty rates in terms of market income are lower
than individual poverty rates in all countries except in Israel. The
difference between households and individuals is negligible: 33.1 percent
versus 33.5 percent. In terms of disposable income poverty, the picture is
reversed. For all of the countries with higher rates of disposable income
poverty, poverty rates according to households are a bit lower than
according to individuals, although in Israel’s case, the drop is sharper —
from 20.4 percent to 24.1 percent — which is still the highest among all of
the countries. The reason for this difference is that there are many small,
poor, elderly households in the other developed countries while in Israel
there are many large, poor households with many children. As a result,
Israel’s market income poverty rate among households drops it in
twentieth place among the 22 countries, compared to the sixth highest
market income poverty rates when the basis is individuals.

The reduction in Israeli poverty rates from market income to
disposable income poverty (Figure 18) is in fact the slightest of the
countries, with disposable income poverty rates only 28 percent below
the market income poverty rates. The American combined tax and
welfare programs — ranked second least effective here in reducing
poverty rates — eliminate just over one-third of the market poverty rate in
the United States. Canada’s disposable income poverty rate is just over
half the country’s market income poverty rate, placing it in third place.
The tax and welfare programs in nearly all of the remaining countries are
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able to reduce market income poverty rates by two-thirds and up —
reaching more than 80 percent reductions in Sweden, Denmark and
Hungary (84 percent each). Finland’s disposable income poverty rate of
4 percent is a full 86 percent below its market income rate of 30 percent.

Figure 18

Percent reduction in poverty rates*
from market income poverty to disposable income poverty, mid-2000s
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International Poverty Comparisons Among the Elderly

Not just in Israel are elderly and children two of the primary groups
where poverty is concentrated. As noted previously, this is not surprising
since these are groups that are generally either above or below the
working age. The case of poverty among the elderly — those aged 65 and
over, who are at or above what is generally still considered retirement age
in most countries — provides what is perhaps the most striking illustration
of the ineffectiveness of Israeli tax and welfare programs in reducing
poverty. In a sense, the problem of poverty among the elderly is
considerably greater in the rest of the developed world than it is in Israel.
After the social safety net is spread, though, that is, after the steps that are
put in place to improve the situation of the elderly are taken, the situation
simply reverses and disposable income poverty among the elderly in
Israel jJumps to the top of the list among Western countries.

The share of elderly people living in poverty according to their market
incomes is lower in Israel than it is in 20 of the 21 other countries. In fact,
while 50.2 percent of Israel’s elderly would have lived under the poverty
line had they been dependent only on market income (Figure 19), over
three-quarters of the elderly would have lived under the poverty line in 15
of the other 21 countries. In other words, a smaller share of Israel’s
population is elderly, and a smaller share — considerably smaller
compared to some countries — of Israel’s elderly would have lived under
the poverty line if left to their own devices.
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Figure 19

Percent of elderly under the poverty line*
22 OECD countries, mid-2000s
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The paradox of social assistance to the elderly in Israel is even more
striking since to begin with, the share of those aged 65 and over in the
Israeli population is relatively low, only 9.9 percent (Figure 20). In each
of the other 21 countries, this share ranged from 11.5 percent in Ireland to
20.6 percent in Germany, averaging 16.1 percent in all 21 countries. So
if all else were held constant — i.e., if market income poverty rates were
identical in each of the countries and all 22 countries desired to reduce
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poverty by the same degree in disposable incomes — then it would cost
less in Israel to achieve this goal because there are fewer individuals at
that age (relative to the entire population) in need of assistance.

Figure 20
Percent of 65+ year-olds in the population, 2010

Israel 9.9%
Ireland 11.5%
United States 13.1%

Poland 13.4%

Australia 13.5%

Luxembourg 13.9%
Canada 14.1%
Norway 15.0%
Czech Republic 15.4%
Netherlands 15.4%
United Kingdom 16.0%

Denmark 16.6%

Hungary 16.7%
France 16.8%

Spain 17.0%

Estonia 17.0%
Finland 17.3%
Austria 17.6%
Sweden 18.3%
Greece 19.1%

Italy 20.3%
Germany 20.6%

Source: Dan Ben-David, Taub Center for Social Policy Studies in Israel
Data: OECD

Despite the relatively large elderly populations in the other countries,
the assistance provided to the elderly is substantially more effective in
reducing poverty elsewhere than it is in Israel (Figure 21). The
differences between Israel and the other countries regarding poverty
reduction among the elderly are huge. Welfare and tax policies nearly
eliminate poverty among the elderly in 12 of the 22 countries, with 95
percent and greater reductions in the rate of poverty from market incomes
to disposable incomes.
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Figure 21

Percent reduction in elderly poverty rates*
from market income poverty to disposable income poverty, mid-2000s

-98.9%)
-98.3%
-98.1%)
-98.1%)
-97.9%
-97.1%)
-96.9%
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-95.9%

-95.4%
-95.2%)
-93.0%)
-91.9%
-91.5%)
-89.6%
-89.0%
-84.4%
-79.7%|
-79.5%

Czech Rep 2004
Norway 2004
Hungary 2005
Netherlands 2004
Denmark 2004
Finland 2004
Sweden 2005
Poland 2004
Estonia 2004
Luxembourg 2004
Austria 2004
Canada 2004
Germany 2004
Ireland 2004
France 2005
Italy 2004

Australia 2003
UK 2004
Greece 2004
Spain 2004
-68.2% US 2004

-58.7% Israel 2005

* Calculations on the basis of individuals according to National Insurance
Institute method. Israel includes East Jerusalem.

Source: Dan Ben-David and Haim Bleikh, Taub Center
Data: Luxembourg Income Study

All but two of the 22 countries — the United States and Israel — are
able to reduce poverty rates among the elderly by at least 80 percent. By
comparison, the United States reduced poverty among the elderly by 68
percent. Israel — with the smallest elderly poverty issue in terms of the
extent of market income poverty rates and the relatively small size of the
country’s elderly population — only reduced its elderly poverty rates by
59 percent. Consequently, the share of elderly Israelis remaining under

the poverty line after taxes and welfare is 21 percent, the highest in all of
the countries.
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There are a number of reasons for the large discrepancies between
Israel’s relative levels of market income poverty versus disposable
income poverty among the elderly. As Bowers (2013) points out, Israel
has traditionally had one of the highest rates of private pensions among
OECD countries — about 50 percent of Israel’s elderly had a private
pension in the mid-2000s — which has contributed to the relatively low
rates of market income poverty among them. Israel’s average
“replacement rates” (combining both private and public pensions) are
slightly above the OECD average, meaning that the mean wage will yield
a retired Israeli 78 percent of the pre-retirement wage, compared to an
average of 69 percent in the OECD.

On the other hand, public pensions provide 20 percent of an average
worker’s earnings in Israel, compared to an average of 42 percent in the
OECD. As Bowers notes, public transfers in the OECD contribute 61
percent of an elderly person’s income — even more in Western Europe —
and less than 50 percent in Israel.

Domestic politics play a double role in yielding these outcomes. First,
the share of elderly in the entire poor population is substantially higher in
the other developed countries than it is in Israel. So when the other
countries implement welfare programs designed at reducing national
poverty rates in disposable incomes, it is not surprising that they tend to
focus more on reducing poverty among the elderly because that is where
they see a more effective outcome for their investment.

A second aspect of the political dimension is that the demographics of
the elderly are simply working against them in Israel. The large elderly
populations abroad wield a sizeable share of the voting population, so it is
probably no coincidence that they are able to channel this political power
towards benefits that almost eliminate poverty among the elderly in some
countries. Israel’s elderly had a brief and very limited period of greater
political influence between the rise and fall of a “pensioner’s party.”



Poverty and Inequality Over Time: In Israel and the OECD 55

International Poverty Comparisons Among Children

While the average OECD family has 1.8 children — well below the 2.1
needed to maintain the same population over time — Israeli families have
3.0 children per family. In the 21 OECD countries other than Israel
surveyed here, the share of 0-19-year-olds out of the population ranges
from 18.6 percent in Germany to 27.5 percent in Ireland (with an average
of 22.6 percent). In Israel, the share of 0-19-year-olds is 35.8 percent of
the population — far greater than in any of the other countries.

Gornick and Jantti (2011) note that many studies on childhood poverty
focus on the relationship between household composition and children’s
likelihood of being poor, with single motherhood receiving the most
sustained attention. Household composition is a major factor in Israel,
too, with disposable income poverty rates in single mother families
reaching 35 percent in 2004-2005 (Stier, 2011b), below the 45 percent in
Canada and 42 percent in the United States — and above the 31 percent in
the United Kingdom, 25 percent in Italy, and 10 percent in Sweden. That
said, the share of single parent mothers out of all mothers was 8.9 percent
in Israel, compared to 23.6 percent in England, 20.6 percent in Sweden,
18.9 percent in the United States, and similarly higher shares in most
developed countries (though not all, with 8.6 percent in Switzerland, 7.1
percent in Italy and 6.0 percent in Spain).

The primary issue regarding poverty among children in Israel is a bit
different that in most of the developed world. The country’s birthrates
are the highest in the developed world and many of these children are
born to large, poor families. Consequently, 40 percent of Israel’s
children would have lived under the market income poverty line (Figure
22). Only Poland, with 43 percent market income poverty among
children, had a more severe problem of market income poverty among
children.
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Figure 22

Percent of children under the poverty line*
22 OECD countries, mid-2000s
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* Calculations on the basis of individuals according to National Insurance
Institute method. Israel includes East Jerusalem.

Source: Dan Ben-David and Haim Bleikh, Taub Center
Data: Luxembourg Income Study

After the effects of welfare and taxes are considered, poverty rates
among children according to disposable incomes are by far the highest in
Israel compared with the 21 remaining countries. Over a third of the
country’s children (34 percent) live below the poverty line, even after
welfare assistance. The country with the second highest rates of child
poverty is the United States — far below Israel — with a quarter of its
children under the poverty line according to disposable income. The
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median rate of disposable income poverty among the 22 countries was 15
percent (in France and Estonia) — less than half of the Israeli share.

As was the case among the elderly, the reduction in Israel’s poverty
rates from market incomes to disposable incomes was the smallest of all
the countries, 15.6 percent (Figure 23). By comparison, the two countries
in the middle, Australia and Poland, reduced their poverty rates by 44.1
percent and 47.4 percent, respectively. Three countries managed to
reduce poverty among children by over 70 percent: Sweden (70.2
percent), Hungary (70.9 percent), and Finland (73.8 percent).

Figure 23

Percent reduction in child poverty line*
from market income poverty to disposable income poverty, mid-2000s

-73.8% Finland 2004
-70.9% Hungary 2005
-70.2% Sweden 2005
-69.5% Denmark 2004
-66.6% Norway 2004
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-20.8%) Netherlands 2004
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* Calculations on the basis of individuals according to National Insurance
Institute method. Israel includes East Jerusalem.

Source: Dan Ben-David and Haim Bleikh, Taub Center
Data: Luxembourg Income Study
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4. A Plan for Dealing with the Core Problems
Underlying Israel’s Poverty and Income
Inequality

Welfare and taxes provide a means for reducing poverty and income
inequality at the symptomatic level, by dealing ex post with symptoms
that already exist. While this social safety net is certainly a vital resource
of last resort, the fundamental challenge is to reduce poverty and
inequality at their source — that is, ex ante, in market incomes — by giving
individuals the human capital and physical capital infrastructures that will
enable them to find work and thrive in a modern economy.

The Israeli failure with regard to market income inequality is on two
fronts. Domestic gaps in educational achievement in core subjects on
international exams are consistently greater in Israel than they are in all
of the world’s developed countries (Ben-David, 2010c and 2011a)."
Economists often refer to the skill-biased technical change underlying
the growth process as a primary factor driving up the demand for skilled
and educated workers — and similarly, driving down the demand (in
relative terms) for the relatively unskilled and uneducated. The resultant
impact in Israel on employment and wages is clearly show by Ben-David
(2011b), Kimhi (2011, 2012), and others.

Herein lies the connection of the growth process to changes in income
inequality — and the role for public policy in limiting increases in the
gaps, and possibly even reducing them. As Goldin and Katz (2008) point
out, the multi-decade accumulation of human capital in the United States,
which manifested itself in an increased supply of skilled and educated
workers, managed to initially meet much of the increase in demand and to
offset much of the increase in income inequality that would have
otherwise occurred. But they also add that decay in America’s

% Haredi boys, who do not study these core subjects, are generally excluded
from participating in the international exams. Had they been included, the
educational gaps in Israel would be shown to be even wider than is evidenced
by the international exams.
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educational institutions has been an important contributor to the more
recent rise in inequality. This could equally be said of Israel, if not more
S0.

Alongside Israel’s problematic human capital infrastructure is its long-
neglected physical infrastructure. It has two and a half times the road
congestion of other Western countries — although the number of vehicles
per capita in Israel is only about half the OECD average. One of the
smallest countries in the developed world has managed to create what
have come to be referred to as “peripheries” at distances that would be
considered “suburbs” in other countries. These fundamental problems —
and others — are manifested in Israel’s high market income inequality.
The country also provides a social safety net that is the second least
effective — after the United States — in reducing the core inequality
reflected in market incomes to a substantially smaller disposable income
inequality. Stier (2011a) provides evidence of a substantial increase in
the number of “working poor” households in Israel since the mid-1990s.

Low wage jobs due to low and poor levels of education — and an
accompanying decline in opportunities for low-skilled workers (Ben-
David 2011b) — are a key underlying source of Israel’s high rates of
poverty and income inequality. Kimhi (2011) shows how differences in
education have led to much larger wage gaps than are caused by
differences in gender or in job experience/seniority — and these are
growing more rapidly as well.

Also instrumental in heightening Israel’s income inequality are
inadequate surrounding conditions such as affordable childcare as well as
a lack of a quick, efficient, inexpensive and reliable transportation
infrastructure that would increase access to jobs. The prevalence of large
families with a relatively low percentage of two earners also contributes
to a considerable extent to the high incidence of poverty and income
inequality. Barriers to employment, particularly among Arab Israelis, are
not always due to low levels of education and poor access.
Discrimination, although hard to quantify, certainly plays a role as well.
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Goldin and Katz (2008) write that the decay in America’s educational
system underlies much of the increases in the country’s income
inequality. They point out that this is a straightforward policy issue that
can be addressed — and, if implemented well, could contribute to a
substantial change in the magnitude of inequality in the United States.
Acemoglu and Autor (2012) conjecture that a major barrier to “reversing
America’s educational slide” that does not receive sufficient attention is
politics. They write: “As it was politics that largely underpinned
American schooling exceptionalism [in past decades], fundamental
reforms and significantly expanded investments in the U.S. education
system would only be possible if the political will is found to support
them.” It is hard to overemphasize the importance of this conclusion with
regard to Israel.

Israel is in urgent need of a fundamental shift in its national priorities,
focusing on three primary policy spheres that are briefly summarized here
in outline form. The likelihood of such a shift actually occurring is
primarily a question of political wherewithal.

First Policy Sphere: Creating Incentives and Providing Tools

Increasing incentives to work and to employ

¢ Replacing non-work incentives with incentives to work

The share of employed prime working age Israeli men is low
compared to other developed countries. Many families with prime
working age parents receive sufficient support to facilitate the choice
of non-work as a lifestyle. One example of a work incentive is a
negative income tax, which has begun to be enacted in lIsrael, but
needs to be made more substantive and barriers to its receipt need to
be brought to a minimum.

e Substantially reducing the number of foreign workers
On one side of the dichotomy are individuals able to choose non-work
lifestyles. On the other side are the many employers who are allowed
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to avoid having to deal with the Israeli workforce by receiving permits
to import large numbers of unskilled and uneducated workers,
although these exist in abundance in Israel. The possibility to import
foreign workers needs to be reduced considerably.

¢ Providing tools and conditions - a comprehensive

employment package

A better employment incentive structure can only be successful in
increasing employment if it is merged with a modular program that
will improve the level of education and the skill set of the Israeli
worker so that employment rates, productivity, and incomes will
increase.  This might include a ‘“second chance” program for
completion of high school and college, vocational training coordinated
with the needs of the private sector, and job placements with
incentives based on the workers’ success

Second Policy Sphere: Creating a Supportive Environment
Elements that help create a supportive environment

¢ Extended school days and subsidized afternoon youth
enrichment programs

For those at the bottom end of the skill and wage ladder, the provision
of incentives and skills will be only partially effective, if there is little
or no arrangement for their children. Longer school days — post-
reform, to ensure quality improvements rather than babysitting — with
enrichment programs in the afternoon will not only release parents to
work, but will serve to better prepare these children for their futures.

¢ Substantial upgrade of the transportation infrastructure

Provision of fast, cheap and readily available transportation
throughout the country is necessary for increasing access from the
periphery to jobs in the cities. Some progress has been made in this
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regard in recent years, but it has proven to be much too little and much
too slowly given the huge gap in infrastructure between the developed
world and Israel that was allowed to dramatically increase since the
1970s.

The combination of longer school days and better schools in the
periphery with a transportation infrastructure that will bring nearly all of
Israel’s population to within 30 minutes of one of its major cities will not
only reduce the current housing crisis for young families by making
larger apartments available for lower prices in areas that they would not
consider living in today. It would also provide better schooling for those
children already living in the periphery — with the potential of a better
future for them — while providing their parents with greater access to
jobs. This will not only reduce poverty and income inequality in market
incomes today, it will also put the country on a path to their future
reduction.

Third Policy Sphere: A Multi-Year Strategic Plan

While rear-guard actions of the type outlined thus far are essential, it is
no less important to realign Israel’s national priorities to favor the good
of the general public over the long run rather than current prioritization of
sectoral interests and short-run gains. The government budget needs to
be redone from top to bottom, in accordance with budgetary requirements
derived from a new national agenda that should include:

¢ Significant increase in budgetary transparency
It is not possible today to know what Israel’s national priorities
actually are, how much money is being allocated to whom, and on the
basis of what criteria. This is a process that the Ministry of Finance
can implement within months — if it so desires.
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e Comprehensive and system-wide education reform
Such a reform should concentrate on determining a much more
focused and uniform core curriculum for all of the nation’s children.
It should substantially improve the way teachers are trained and
compensated. Such a reform needs to greatly improve the efficiency
of the cumbersome and byzantine bureaucracy of the Ministry of
Education.

¢ Heightened law enforcement by upgrading and increasing

efficiency of the police and court systems

Roughly one half of Israeli’s eligible for the minimum wage do not
receive what they are entitled to by law. In addition, Israel’s shadow
economy is one of the largest in the developed world, accounting for
about one-quarter of its GDP — over 200 billion shekels each year. A
large number of transactions go unreported, court trials can last many
years, and the resultant situation favors the unruly at the expense of
those who abide by the laws — at a tremendous national cost.

¢ Health system ensuring quality medical care for all

While coverage is universal and life expectancy among the highest in
the world, the conditions for patients in Israel’s hospitals are poor,
with the lowest number of hospital beds per capita in the developed
world.  Physicians who are among the best in the world are
compensated far below what they could earn abroad, or in other
professions requiring similar skill sets in the private sector. While the
stock of physicians per capita is still relatively high — due to the
massive immigration from the former Soviet Union in the 1990s — the
annual flow of both new physicians and new nurses is quite low,
indicating potential supply problems in the future.

e Welfare policy ensuring a quality social safety net that will
enable adequate living standards for those who truly need it
Among its current inequities, the same social welfare safety net that
leaves a greater share of Israelis above retirement age in poverty
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(according to disposable incomes) also provides sufficient benefits for
working age individuals to choose non-work lifestyles at rates
unparalleled in the developed world.

These policy spheres comprise the three primary components of a
systemic plan to deal with the fundamental causes of poverty and income
inequality — as well as spurring productivity and economic growth —
together with the symptoms after these problems have already manifested
themselves. The primary idea is that policy makers need to see the big
picture, understand the underlying problems and concentrate on reducing
them over the long run, while utilizing the opportunities provided by
short-term crises to deal with the deeper longer term problems. A
specific example can highlight how this might work.

In the months following Israel’s national elections in 2013, it became
apparent that the new government faced a huge budget deficit reaching
roughly NIS 40 billion. The common Israeli solution to such problems is
to increase taxes while implementing across the board cuts in the budgets
of the various ministries — with very little reprioritization. It is possible,
however, to do things differently.

A case in point involves universal child benefits given to every family,
regardless of the parents’ income or work status. These benefits have a
dual objective — to encourage childbirth and to reduce poverty in
disposable incomes. Studies by Cohen, Dehejia, and Romanov (2007)
and Toledano, Frish, Zussman, and Gottlieb (2009) show that the impact
of the child benefits on fertility has not been evident anywhere except —
in varying degrees — among Haredim and Bedouin Arab lIsraelis, two of
the habitually poorest segments of Israeli society. In addition, there is a
guestion regarding their effectiveness as a tool for reducing poverty — not
to mention questions regarding their long-term impact.

Child benefits equal NIS 175 or NIS 263 per child each month (the
size of the benefit depends on the total number of children in the
household) and is provided universally to all families. While this
translates into about NIS 6 or NIS 9 (roughly $1.60 and $2.40) per day
per child, the entire program costs the country NIS 7 billion each year. In
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light of the NIS 40 billion deficit that needs to be dealt with, this could be
a prime time to rethink the entire child benefit issue.

As suggested in Ben-David (2013), the government could take NIS 2
billion from the NIS 7 billion to help reduce its deficit while redirecting
the remaining NIS 5 billion exclusively toward the poorer Israeli
neighborhoods and towns in the form of hot lunches in schools whose
school days will be lengthened and lunchrooms built. This will mean
considerably more money directed toward each child in these areas than
would otherwise have reached that child, but it will be in the form of
ensuring at least one nutritious meal a day. One additional vital
requirement should be made: the schools must be a part of the systemic
nationwide education reform outlined in the third policy sphere, and they
must provide their pupils with a comprehensive core curriculum in the
basic subjects. In this way, Israel will also begin to deal with the long-
run issue of inequality in opportunities and incomes. Parents will no
longer be able to choose to deprive their children of a basic education —
as is currently the case in most Haredi schools — while receiving child
benefits from the government that contribute to their ability to choose not
to participate in the labor force.

5. Conclusions

Israel has some of the highest rates of market income inequality and
poverty in the developed world. While the very wealthiest — the top
percentile — in Israel receive a very high share of the country’s total
income, that share is not particularly large when compared to other
developed countries. That said, the ratio of standardized per person
incomes between the 90th income percentile and the median income (the
50th percentile) is the highest of all 22 developed countries examined
here. The income gap between the median income and the 10th income
percentile is even larger — and here too, it is the highest of the 22
countries.
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The primary problems are manifested in low market incomes that are
due to an underlying lack of necessary skills, education and surrounding
conditions of a very large portion of Israeli society. These problems are
particularly prevalent in the country’s large and growing Haredi and Arab
Israeli population groups — but they are by no means confined to these
groups.

Israel’s redistributive social safety net of welfare and taxes is not
nearly as effective as the social safety nets in other developed countries in
reducing poverty and inequality in disposable incomes. This is a major
problem in general, and its severity is particularly striking in the case of
the elderly. Israel’s market income poverty rate among the 65 and over
population is actually one of the lowest in the developed world and
declining (although still very high compared to the general population).
However, the disposable income poverty rate for this age group is by far
the highest among developed countries. Most of these individuals are
beyond the age where working is an option, so they are totally dependent
on the system to keep them above the poverty line — and in Israel, this
system has failed them more than in any other country.*

Poverty among children has risen in Israel, both in market incomes
and in disposable incomes. The severity of the problem and the
magnitude of the increase have been much stronger for the entire child
population than for the sub-population that excludes Haredim and Arab
Israelis. In light of the low levels of human capital and physical capital
currently being provided for these two groups, it is hard to see how the
policies being enacted today will reduce this problem in the future when
these children grow up and their share of the adult population will reflect
existing proportions of the young population.

While the poverty and inequality problems are most severe with the
inclusion of Haredim and Arab Israelis, it would be far too simplistic —
and erroneous — to conclude that their existence in the rest of the

1 Recent attempts at implementing a mandatory pension system are intended to
allay this problem in the future, but are not relevant for those who have
already reached retirement age.
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population is minimal. It is not. Even without Haredim and Arab Israelis
in the sample, Israel’s rates of poverty and inequality in disposable
incomes are very high in comparison with the developed world. So high,
in fact, that a systemic reordering of Israel’s national priorities needs to
be considered and implemented. The key problems underlying Israel’s
severe poverty and inequality rates are the same human capital and
physical capital problems underlying the country’s very low levels of
productivity, despite its international recognition as a “Start-Up Nation” —
levels that have been rising more slowly than in the leading G7 countries
since the 1970s.

Such a comprehensive set of policy priorities is suggested here. The
primary theme underlying the proposed program is the tight relationship
between its various aspects. Incentives to work are insufficient if the
tools and conditions are missing. A good education in the periphery
without a good transportation infrastructure will lead to a brain drain
from these areas instead of a brain gain. Longer school days in a system
that provides one of the worst educations in the developed world will be
no more than an expensive babysitting service unless it is reformed to
become an opportunity to provide children the skills to overcome what
they may not be getting from home.

Israel is situated on socioeconomic trajectories that are not sustainable
in the long run. Given the kind of neighborhood that Israel is located in,
this predicament has major national security ramifications in the future.
As the country’s population grows and its internal distribution becomes
increasingly weighted towards those who are not receiving the skills and
conditions to work in a modern economy, the ability to democratically
implement a program of the type outlined here will decline precipitously,
with all that this implies for the future of Israel, unless comprehensive
reforms are implemented while the window of opportunity is still open.
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Appendix

Comparison of Israeli and LIS Definitions and Weighting
Methods

LIS determines market incomes a bit differently than the Social Security
Institute computations for Israel. Specifically, market incomes in the LIS
calculations include private transfers while Israel does not include these.
Also, the standardization method for determining family size (also
referred to as equivalence scales) differs between Israel’s SSI and LIS.
The Israeli method uses a sliding scale of declining weights per additional
person while LIS uses the square root of the number of persons. LIS
calculates the median standardized income on the basis of the distribution
of individual weights rather than on the distribution of the household
weights. The subsequent differences in weighting schemes can be seen in
Appendix Figure 1. The more individuals there are in a family, the larger
the number of standardized individuals according to the Israeli method
than the LIS method.

In addition, the increase in family size is less and less in the LIS
method than in the Israeli method. Consequently, incomes per individual
are lower when calculated using the Israeli method than when LIS
weights are used. As a result, the magnitude of the welfare benefits that
would be needed to raise a family above the poverty line is greater in the
Israeli method than using the LIS method and rises faster with family
size. Or put differently, the same benefit package would have a greater
likelihood of raising a family out of poverty according the LIS method
than it would for an identical family using the Israeli method. The bottom
line is that poverty among larger households is more common in the
Israeli method while poverty among smaller households is more common
according to the LIS method.
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Appendix Figure 1
Weights used for standardizing the number of individuals
in households
LIS* weights versus National Insurance Institute weights

Standardized
number of
individuals
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Actual number of individuals

* Luxembourg Income Study.

Source: Dan Ben-David, Taub Center for Social Policy Studies in Israel
Data: LIS, National Insurance Institute

Appendix Figure 2

Percent of households under the poverty line*
22 OECD countries, mid-2000s
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Abstract

This chapter surveys macroeconomic developments in Israel during the
course of 2012, and discusses developments in the government budget
over time and in comparison with the United States.

Data for 2012 and early 2013 point to a reasonable level of growth in
GDPY, a stable unemployment rate, and a continued increase in
investment; all the while inflation remains low. Israeli macroeconomic
activity continued to be in the shadow of the global slowdown. The
government deficit grew, in particular due to a decline in tax revenues.

An analysis of fiscal policy over time indicates that while Israel is not,
at present, deviating from its behavior of the past 20 years, it could
potentially find itself treading a dangerous fiscal path. At the same time,
it is difficult to see how the Israeli government will attain the one-
percent-of-GDP deficit target that has long been on the agenda of policy
makers. This chapter calls attention to several problematic aspects of the
government budget management and presents ideas for reform.
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I srael ended 2012 with reasonable macroeconomic performance. Real
economic activity was steady, and there was a decline in inflation. The
worsening fiscal deficit cast a menacing shadow at year’s end, as did
uncertainty regarding future policy scenarios, particularly in light of the
elections that took place on January 22, 2013.

Section 1 deals with economic developments in 2012, Section 2
discusses fiscal developments, and seeks to assess the government budget
from an inter-temporal perspective and in comparison with the U.S.
economy.

1. Current Developments in Israel’s Economy

It should be remembered that the Israeli economy is highly open to
international trade, both in terms of goods and services and in terms of
financial capital. The on-going recession in many countries has,
accordingly, had an impact on Israel’s economy.

Real Economic Activity

Figures 1 and 2 indicate that in 2012 Israel’s aggregate gross domestic
product (GDP) and business sector (non-government) GDP grew by 3.1
percent, while per capita GDP rose by 1.2 percent (not shown). This
constituted a decline compared with 2010 and 2011 growth rates. The
decline was expected, and was largely caused by the global slowdown.
During the final quarter of 2012, GDP growth slowed further to an annual
rate of 2.4 percent due, among other things, to Operation Pillar of
Defense.
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Figure 1

Annual growth in GDP
percent change in real gross domestic product, 1965-2012
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Figure 2

Annual growth in business sector output
percent change in real business sector output, 1965-2012
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Source for both: Eran Yashiv and Daniel Premisler, Taub Center
Data for both: Central Bureau of Statistics, Bank of Israel calculations
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Gross domestic investment, reflecting capital purchases (equipment,
machinery, buildings, etc.) and investment in construction, is shown in
Figure 3A. Investment has declined over the years, from 28 percent of
GDP in the early 1970s to less than 20 percent in the early 2000s;
however, data for the past year indicate a rise to 19 percent of GDP,
continuing the rise observed in 2010 and 2011. Investment in market
branches was stable in 2012 at a level of 13 percent of GDP, similar to
the aggregate level of the past three decades. It is worth noting that this
level is relatively low, particularly in light of the economy’s
infrastructure needs. Figure 3B shows Israel’s relatively low standing
within the OECD countries in terms of gross domestic investment.

Figure 3A
Gross domestic investment
as percent of GDP, 1965-2012
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Figure 3B

Gross domestic investment in the OECD countries
as percent of GDP, 2011
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In the labor market, unemployment and labor market participation
rates remain stable, as shown in Figure 4A. Israel’s unemployment rate
remains relatively low compared with the rates of other countries, as
shown in Figure 4B. Many European countries, as well as the United
States, still have unemployment rates in the 8-9 percent range and even
beyond, in the wake of the global crisis. In 2012, a rise in the average
real wage in Israel — 1.2 percent — was also noted.
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Figure 4
A. Rates of unemployment and labor force participation
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Unemployment Participation
rate rate
14% 65%
13% \ /\ 64%
12% 63%

1% 1 Unemployment rate 62%

10% \‘ QN‘ /\ 61%
9% AN 60%

Participation rate

8% - 59%
7% 1 o >~ 58%
0, . . . . . . . . . . . . . . . 0,
6% 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 57%
B. Unemployment rates
OECD countries, 2012
25%
20%
15%
10%
5%
0% 2 % Lo Mo s 05 O S, &S, Ua Sy 2 Sy, %, o3
0, 8/7/@% 8,7/}7@{9 ’/7/ an %@ &Y, 0,% o/ s, e/ 2/ @/e O,

S, A, Yo Vo, 3, <,

O,.Lp/(/,os /Oes/lq,/), ()
& 7 S 7 Sty 7 Vo Sy
S /Of/// Sy P 9y, s V07 S
ONORN /a,, o 00y 8,y 1 7 "5 4’704’9@0/7

NSO %y, 4/)7 R

e %, %, e,
4 %,
//C

Source for both: Eran Yashiv and Daniel Premisler, Taub Center
Data for both: Central Bureau of Statistics, Bank of Israel calculations, OECD



Israel’s Economy: The Macro Perspective 79

Foreign Trade

The current account represents the total value of exports minus the total
value of imports, plus foreign transfers to Israel (e.g., U.S. foreign aid).
Thus it represents the extent of Israel’s foreign trade. Deficits and
surpluses in the account generate the changes in Israel’s total debts and
assets vis-a-vis foreign economies. As shown in Figure 5, an
improvement over recent years in the current account, as reflected in
particularly large surpluses in 2009 and 2010, was followed in 2012 by a
lower current account surplus of 0.8 billion dollars. This decline in the
current account was due largely to a slowdown in exports, in the context
of the continuing global crisis and the appreciation of the shekel, which
made Israeli products sold abroad more expensive.

Figure 5

Current account in balance of payments
as percent of GDP, 1980-2012
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Source: Eran Yashiv and Daniel Premisler, Taub Center
Data: Central Bureau of Statistics, Bank of Israel calculations
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Figure 6, which presents the shekel-dollar exchange rate, shows the
year split into two halves: the shekel depreciated until summer 2012, at
which point the trend reversed itself and the shekel appreciated from
NIS 4 to NIS 3.75 to the dollar. These developments were driven by
fears of a crisis in the Euro bloc, and concerns in the Israeli geopolitical
sphere. During the first half of the year these concerns led shekels to be
sold and dollars to be bought, while during the latter part of the year, as
the fears subsided, the transactions reversed direction. In 2012 Israel’s
default risk premium as reflected in the credit default swaps (CDS)
market declined, as average risk levels around the world dropped.

Figure 6
Shekel-dollar exchange rate, 2012
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Source: Eran Yashiv and Daniel Premisler, Taub Center
Data: Bank of Israel
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Inflation, Interest Rates, and Financial Markets

Israel’s inflation rate (Figure 7) was relatively low in 2012. Throughout
the year it remained at the lower end of the inflation target range (1 to 3
percent per year), for an annual rate of 1.7 percent. Expected inflation,
derived from capital market data, ranged from 2 to 3 percent, and
remained within this range in early 2013.

Figure 7
Inflation, 2012
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Data: Central Bureau of Statistics, Bank of Israel calculations
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The year 2012 witnessed three interest rate reductions by the Bank of
Israel’s new Monetary Policy Committee, from 2.75 percent at the end of
2011 to 2 percent. During the first half of 2013, the interest rate was
lowered three times, to 1.25 percent. This policy was consistent with the
decline in inflation. Major interest rates, the debitory rate and the 5-year
SHAHAR (shekel government bond) yield, moved down with the Bank
of Israel’s interest rate policy.

The decline in inflation, interest rates, and risk levels around the world
and in the Israeli economy, as well as the upturn in foreign stock markets,
were complemented by increases on the Tel Aviv Stock Exchange. The
TA-25 Index rose by 9 percent while the TA-100 Index rose by 7 percent
during the course of 2012, as shown in Figure 8.

Figure 8
Tel Aviv stock exchange indices
September 2008 — June 2013
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Source: Eran Yashiv and Daniel Premisler, Taub Center
Data: Tel Aviv Stock Exchange
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The Government Deficit

Figure 9 shows the development of the government deficit. In 2012, total
tax revenues were NIS 2.4 billion lower than forecasted at the beginning
of the year and NIS 14 billion lower than the original forecast at the time
the budget was approved in late 2010. The outcome was a 2012 deficit
that exceeded the deficit target and forecast. Section 2 addresses this
issue in depth.

Figure 9
Combined government deficit*

as percent of GDP, 1992-2012
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* Combined government deficit includes central government, social
security, national institutions, local governments, and public non-
profit organization.

** Using the European Union’s Maastricht criteria from 1991, the debt
is not to exceed 3 percent of GDP. This agreement became accepted
worldwide as a reasonable debt ceiling.

Source: Eran Yashiv and Daniel Premisler, Taub Center
Data: Central Bureau of Statistics, Bank of Israel calculations
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To complete the current macroeconomic picture, on the positive side,
GDP growth was reasonable, as were labor market and investment
indicators. Inflation was particularly low, despite the depreciation of the
shekel during the first part of the year. On the negative side, one can
point to a slowdown in economic activity toward the year’s end, the
emergence of a current account deficit, and a budget deficit increase due
to a drop in tax revenues in the wake of the slowdown.

2. Fiscal Policy

The government budget deficit rose to the top of the public agenda at the
end of 2012, in the context of the call for early elections. The “fiscal
hole” received widespread attention, from Bank of Israel reports to the
election campaigns of the various political parties. This topic needs to be
addressed with additional perspective and insight.

The first section addresses the deficit from an inter-temporal
perspective and discusses the implications of recent developments. The
second section compares Israel’s fiscal situation with that of the United
States, where the budget deficit has also risen to the top of the economic
agenda. The final section several proposals are made for fiscal policy
reform, in light of the discussions in the two previous sections.
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Spotlight: Israel’s Reduction of Deficit Law®

The Reduction of Deficit Law (1992), and its subsequent versions,
determines the target size of the budget deficit. The target deficit, along
with predicted revenues from taxes and other sources (royalties, Bank of
Israel, and National Insurance Institute profits), determine the scope of
permitted expenditure in the following year’s budget. The 1992 Law
specified the size of the government domestic deficit, excluding credit
granted (the domestic deficit), as a percentage of GDP for each year. In
1996 the Law was changed to specify that, starting in 1997, the target
would apply to the entire government budget deficit (excluding credit
granted).

Public debt is composed of government budget deficits along with the
deficits of local authorities, national institutions, or other public entities.
Although the desire for public debt reduction was one of the main
motivating factors behind the enactment of the Reduction of Deficit Law,
The Law applies only to government budget and not to the public sector
budget as a whole.

Figure 10 presents the deficit targets and actual deficits of the last 20
years. The figure shows the variation in the deficit target over time, and
the gaps between target and actual performance, as discussed in the text.

(continued on next page)

* For more on this subject see Dar (2000) on which this section is based.
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(continued from previous page)

Figure 10
Government deficits compared to official deficit targets
as percent of GDP, 1992-2012
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* According to the Reduction of Deficit and Limitation on Public Spending
Law (1992) and various amendments

Source: Eran Yashiv and Daniel Premisler, Taub Center
Data: State Comptroller’s Reports, Ministry of Finance

Israel’s Fiscal Deficit Over Time

Figure 9 above shows the development of the total government deficit
over the past 20 years. For five of those years the deficit was lower than
the well-known Maastricht criterion of 3 percent of GDP. For all of the
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remaining years the deficit ranged from 3.12 to 5.83 percent, with an
average of 3.7 percent over the cited 1992-2012 period. The 2012 deficit
was 4.2 percent of GDP, putting it near the average.

Over the course of these years, the fiscal rules guiding the Ministry of
Finance changed several times. The deficit target changed, as did the
spending rules. In particular, the deficit target — presented in Figure 10 —
changed 13 times during the period in question.? For example, in 2009
the deficit target was on a declining trajectory, with the aim of reaching
1 percent of GDP in 2014; in 2012, a more moderate decline was
established, with the target of 1 percent of GDP deferred until 2019.

In this context, two guestions can and should be asked:

1. What happened to the government deficit before 1992, and why
should fiscal developments be examined from that year on?

2. How did the government debt to GDP ratio behave in the years in
guestion?

In answer to the first question, it should be recalled that the early
1990s witnessed the end of a period of significant declines in spending
and taxes as a percentage of GDP, in the wake of the 1985 Israel
Economic Stabilization Plan and the policies associated with it. It is
worth noting that, prior to the Economic Stabilization Plan, government
spending amounted to around 70 percent of GDP.

Regarding the debt-to-GDP ratio, it declined subsequent to the 1985
policy change, from 200 percent of GDP to half of that figure in the early
1990s. Since that time, debt has continued to decline more moderately,
reaching 75 percent of GDP in recent years.

These developments indicate that Israel generally conforms to the
Maastricht deficit criterion. Although it frequently deviates from the
criterion, these deviations are generally not large. However, lIsrael is
having trouble reaching the Ministry of Finance’s deficit target of
1 percent of GDP. Counter-cyclical policy is also in evidence: during the

2 For details, see Brender (2008)
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crisis years of 2001-2003, and again in 2008-2010, the deficit grew; while
during the rapid-growth years of 2005-2007, it was relatively low. Most
of these counter-cyclical changes can be attributed to tax revenue changes
resulting from slowdowns and expansions of economic activity, rather
than to deliberate policy.

In a February 2013 publication®, the Bank of Israel set forth a deficit
forecast for the coming years. The Bank emphasized that tax receipts had
fallen below original projections, and that commitments to future
expenditures were relatively high. The Bank predicted an increase in the
share of government expenditures in GDP — from slightly more than
43 percent of GDP to nearly 47 percent of GDP by the end of the decade
(2020). Based on plans adopted by the government and on the tax rates
stipulated by existing legislation, the deficit is thus expected to rise from
around 4 percent of GDP to 7 percent of GDP by the end of the decade.
It should be noted that Israel reached similar deficit levels in 2002-2003.

® Bank of Israel, 2013
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Spotlight: The Impact of Demography

Beyond the spending commitments that the government has already
undertaken and a decline in tax revenues due to the economic slowdown
— factors that have produced a problematic deficit scenario — attention
should be paid to more fundamental developments. The Central Bureau
of Statistics’ demographic forecasts indicate a decline in the population
growth rate of the labor market’s most productive age group — 25 to 64.
This group’s growth rate is expected to decline from 2.5 percent per year
at the start of the 21st century to less than 1.5 percent per year by mid-
century. Accordingly, the proportion of the elderly — ages 65 and over —
within the general population will rise: from 10 percent at the start of the
century to over 16 percent by mid-century.*

At the same time, a decline is anticipated in the non-Haredi (ultra-
Orthodox) Jewish sector’s share of the population — the sector that is
currently most productive.  This sector will decline from nearly
70 percent to 50 percent of the population over the first half of the 21st
century, and is expected to reach even lower levels.

These demographic changes will lead to a growing burden on the
budget if they are not accompanied by altered employment patterns
among the elderly and/or within the Haredi and Arab Israeli sectors.
Current employment patterns are expected to cause lower tax revenues
and higher healthcare expenditures (for the elderly) and transfer payments
(including welfare payments) to the country’s poorer groups.

* Ben Moshe (2011)
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At this point in time, Israel does not appear to be deviating from its
behavior of the past 20 years, but it could potentially find itself in a
dangerous fiscal scenario. At the same time, it is difficult to see how the
Israeli government might attain the deficit target of 1 percent of GDP that
has for so long been on the policymakers agenda.

The key question is how Israel’s fiscal policy might be managed so as
to avoid the slippery slope. A comparison with fiscal developments in
the United States will be of use in answering this question.

Lessons from the Fiscal Situation in the United States

An intense fiscal policy debate is currently taking place in the United
States. On one side of the debate are the President and the Senate
Democratic majority, and on the other, the Republican Congressional
majority. The former are seeking to raise taxes, particularly for the
wealthy, and to limit spending reforms, particularly in the area of long-
term welfare and health spending. The latter want to cut spending,
especially welfare spending, and reduce taxes, especially for the wealthy.
This debate has led to a number of bitter clashes, particularly with regard
to raising the public debt ceiling, approving the budget, and allowing
(previously enacted) tax cuts and other "fiscal deadlines" to expire.

Several developments that have emerged in recent years are worthy of
note:

o The budget deficit, having exceeded 10 percent of GDP in 2009, will
be slightly over 5 percent of GDP in 2013, and is expected to range
between 3 and 4 percent of GDP per year over the coming decade.

e The two sides have managed to agree on some issues and have had to
contend with the results of disagreement on other issues -
sequestration and the October 2013 government shutdowns being the
most prominent.
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e Throughout the fiscal crisis, and particularly since the credit rating
agency Standard & Poor’s downgraded the U.S. federal government
credit rating in August 2011, U.S. Treasury bond yields have been at a
historic low. For example, 10-year bond rates have been trading for a
considerable period at levels of 2 percent per year (1.62 percent in the
second quarter of 2012), while 30-year bonds have stood at 3 percent
(2.7 percent in the second quarter of 2012).

The United States fiscal debate and the aforementioned developments
should be seen against the background of the economic crisis that erupted
in full force in September 2008 and brought "The Great Recession™ in its
wake; they should also be viewed in the context of forecasts for a
continued rise in healthcare expenditures as a percentage of GDP. These
developments drove policy in different directions: the Great Recession
and the financial crisis led to a rise in government expenditures via the
implementation of a major fiscal stimulus program in early 2009. The
recession led to a decline in tax revenues and to an additional increase in
the deficit and the government debt. As a result, concerns regarding
excessively large deficit and debt increases and the forecasted rise in
health spending have been driving fiscal restraint policies.

What useful lessons can be learned from this experience for Israeli
policy? One conclusion that can be drawn is that Israel, like the U.S., is
characterized by a notable lack of consensus in the fiscal sphere.
Disagreement prevails, among other things, on such issues as the extent
of expenditure, the tax mix and the desired deficit size. The United States
also faces long-term dilemmas, in addition to current issues and the
impact of the great economic crisis on fiscal policy formulation.

Another conclusion is that a fiscal dispute of this nature can have
negative effects on the economy, as in the S&P credit rating downgrade.
Nevertheless, the S&P downgrade did not stop the fall in yields on U.S.
government debt.

Yet another important lesson to be learned relates to the practice of
fiscal discussion. The impassioned fiscal dispute in the United States
took place from the perspective of a decade in advance and a major
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deficit reduction was achieved, albeit circuitously. In the U.S., both the
political parties and the fiscal planning bodies discuss budget policy by
taking long-term problems into account.

Proposals for Improving Israeli Fiscal Policy

This discussion highlights several problematic aspects of Israeli budget
management. Here are some ideas for change in this area.

A multi-year core budget, with a single-year “envelope”

The Israeli budget process is conspicuously lacking in planning and fails
to set long-term goals. This makes it difficult for the Israeli government
to meet its own set deficit targets, which are then repeatedly modified.
Nor is there a planning entity, either within the Ministry of Finance or
outside it, that is capable of providing reliable forecasts — for example,
with regard to tax revenue scenarios — or of formulating long-term policy.
By contrast, the United States has created such planning bodies (the
Congressional Budget Office and the Office of Management and Budget)
that create plans for decade-long periods.

It would be desirable for intelligent budget planning spanning 10-year
periods to be practiced in Israel as well. One example of such planning —
though its execution is incomplete — is the Brodet Committee defense
budget path. In 2007, the Brodet Committee formulated a 10-year budget
path for the Ministry of Defense. Fiscal planning approaches similar to
the Brodet framework could be introduced in the areas of education,
health, welfare, infrastructure and more.

In order to retain active policy management capabilities, especially the
ability to formulate counter-cyclical policy, these long-term planning
frameworks could be defined as “core budgets,” while the overall
“envelope” or encasing structure would be annual and flexible. The total
budget would consist of the core budget and the envelope, with the latter
enabling the budget to be adjusted in accordance with current
developments.
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Planning and forecasting bodies

Two notable features of the Israeli budget-formulation process could be
improved through the creation of appropriate entities within the Ministry
of Finance. One is the repeated failure to predict tax revenues; the other
is the lack of planning on a longer basis than one to two years. Western
countries have agencies whose role is to analyze the composition of the
budget, propose alternatives to the expenditure and tax mix, conduct cost-
benefit analyses of different alternatives, implement a “tax revenue
model,” produce projections of spending and tax scenarios, and make it
possible to engage in long-term budget planning. Bodies of this kind can
be found within the U.S. Congress and the White House; in the U.K. they
exist within the Ministry of Finance and in research institutes. Israel has
no significant agencies either within or outside the Ministry of Finance
that are capable of providing data, estimates, or forecasts of this nature or
of the required scope. A first step in this direction could be the
establishment of such an entity in the Ministry of Finance.

Creating a fiscal council

The aforementioned proposals relate to budget management and aim to
foster intelligent long-term planning. The question is how to give actual
substance to the planning possibilities. In recent years, and especially
since the 2011 social protests, there has been fierce debate in Israel over
budget priorities.

A fiscal council would make it easier to set fiscal policy priorities.
Such entities exist in several Western countries and are composed of
experts — from academia and elsewhere — with experience in fiscal policy
(e.g., past and present Ministry of Finance and National Economic
Council staff). A professional body of this kind could present the
Minister of Finance and the Israeli government with budget policy
options. The advantage of a fiscal council would be its professionalism
and its ability to draw on the expertise of the aforementioned planning
bodies when formulating budget strategies
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Labor Productivity in Israel

Dan Ben-David”

Abstract

Israel’s economic growth over the past several decades reflects a unique -
and unsustainable - blend of factors. The country is one of the developed
world’s leaders in innovation, a central component in the productivity
growth that drives economic growth. However, its productivity is among
the lowest in the developed world, and has been falling further and further
behind other leading countries since the 1970s. This chapter focuses on
some of common factors underlying Israel’s low productivity and
provides a sector by sector comparison of productivity, capital formation,
and wages across countries.

Economic growth is driven by productivity growth, and productivity
growth is dependent on innovation. As a country that is home to
some of the world’s top academic institutions (Kirsh, 2010), with more
patents relative to country size — as measured by GDP — than the G7*
country average (Ben-David, 2012) and one of the leading medical, bio-
tech and high tech sectors internationally, Isracl has been labeled “the
Start-Up Nation” (Senor and Singer, 2011). The country has been the

*

Prof. Dan Ben-David, Executive Director, Taub Center; Department of Public
Policy, Tel Aviv University; Research Fellow, CEPR, London.
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! The G7 countries are the United States, Canada, the United Kingdom, France,
Germany, ltaly, and Japan.
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recipient of venture capital at a level higher than that of any other OECD
country relative to GDP, together with large increases in foreign direct
investments between 1990 and the onset of the recent world-wide
recession (Ben-David, 2012).

1. Productivity, Employment, and Living
Standards: An International Comparison

While innovation is a necessary condition for productivity growth, it is
not a sufficient condition. The importance of labor productivity, as
measured by GDP per hour worked, can be seen in Figure 1, which
compares 2012 living standards in all of the OECD countries with some
of the primary determinants of these living standards. In all of these
comparisons, Israel is the base country in the graph (i.e., Israel = 100).
The horizontal axis depicts GDP per capita — reflecting national living
standards — in each of the countries relative to Israel. As can be seen in
the figure, the majority of OECD countries have higher levels of income
than Israel. The vertical axis measures three different GDP determinants.

Rates of employment among prime working age adults aged 35-54 are
higher in nearly all of the countries than in Israel. On the other hand, the
number of hours worked per employed person in the large majority of
these countries is lower than in Israel. Neither one of these measures
appears to be directly related to the level of GDP per capita. The
relationship between the third determinant, labor productivity, and GDP
per capita is readily visible in the figure. The higher the labor
productivity, the higher GDP per person tends to be. In a sense, the
evidence in Figure 1 suggests that when a greater share of the population
is employed and when labor productivity is higher, then each employed
person can work fewer hours while average living standards in the
country will nonetheless be higher.
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Figure 1

Living standards and the labor force, 2012
32 OECD countries relative to Israel
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Little has changed with regard to Israel’s relative position in terms of
employment, hours, and productivity since 1997, as can be seen in a
similar graph in earlier work by Ben-David (2003b). In the area of
productivity, Israel has been — and continues to be — facing a major
problem.
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2. Employment and Productivity: The Long-Run
Comparative Picture

Though Israel has been emerging from a severe recession that began at
the beginning of the last decade — with rising rates of employment among
its prime working age men as a result of this emergence — the overall,
multi-decade, negative trend in Israeli male employment has been steeper
than in the G7 countries (Figure 2).

Figure 2

Male employment rates, 1970-2012
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Consequently, even though the G7 countries have not yet emerged
from their deepest recession since the 1930s, the employment gap
between the G7 and Israel has grown to 3.5 percentage points.? This

Z Israel’s Central Bureau of Statistics (CBS) substantially improved its labor
force surveys in 2012, picking up a large number of labor force participants
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contrasts with the nearly identical employment rates in the G7 and in
Israel in the 1970s, nearly four decades ago.

A look at hours worked in Israel and in the G7 (Figure 3) provides
further insight into changes in relative work habits since 1970. The
number of annual hours worked per person in Israel and the G7 fell until
the mid-1970s. Since then, the number of hours worked has continued to
fall in the G7, while rising sharply in Israel during the 1990s and then
declining. Following the fluctuations of the past several decades, the
number of annual hours worked in 2012 roughly equaled the number of
hours worked over three decades earlier, in 1980.

Figure 3
Average annual hours actually worked per person
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that had been unaccounted for in the past (Cohen, Burck, and Makovky,
2013).  Until the CBS publishes comparative data between the old
methodology and the new one, it is not possible to know how much of the
2012 increase in employment is due to actual changes in employment and not
simply reflecting improvements in survey methodologies.
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In addition to the rising — over the long run — gaps in male
employment and hours worked between Israel and the G7, and despite
Israel’s proven innovative abilities, the country’s labor productivity is
among the lowest in the OECD, as is evident in Figure 1. Here too, a gap
has been developing over the past several decades. Israel’s labor
productivity has been rising at a slower pace than the increase in average
labor productivity in the G7 countries for close to four decades (Figure 4)
— with all of the attendant economic growth implications of falling further
and further behind in relative terms.®

Figure 4

Labor productivity, 1970-2012
GDP per work-hour in 2005 PPP-adjusted dollars
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® The fall in 2012 productivity is probably not reflective of an actual sharp
decline in productivity but is more likely due to the higher employment
numbers that year resulting from more accurate labor force survey methods
implemented in 2012.
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3. Some Common Factors Underlying Israel’s Low
Productivity

The productivity problem is widespread in Israel, as will be shown below,
and while there are undoubtedly factors that are idiosyncratic to different
business sectors that influence this outcome, there are also a number of
economy-wide issues that are related.* The problematic level of the
country’s human and physical capital infrastructures has been
documented in Ben-David (e.g., 2003 and 2012). For example, the
achievements of Israeli children in core curriculum subjects (such as
mathematics, science, and reading) on international exams have been
consistently below each of 25 relevant OECD countries since the late
1990s (and it is possible that this has been the case for quite a bit before
then as well, though no representative national samples exist prior to
1999). This is compounded by the fact that even these exams do not
include ultra-Orthodox boys, and many of the ultra-Orthodox girls, who
do not study core educational material at all and today comprise 20
percent of Israel’s primary school pupils.” The education provided to

* The fact that the share of Isracl’s shadow economy is one of the highest in the

developed world (see Ben-David, 2011) means that there is a considerable
amount of unreported economic activity in the country. However, this would
presumably be reflected not only in a numerator (GDP) that should be larger,
but also in a denominator (hours worked) that would likely be larger as well —
so it is not obvious what kind of an effect this would have on productivity. In
any event, unless the shadow economy share is changing over time, then this
should be reflected primarily as a level effect and should not have much of an
impact on the slope of the productivity path over time.

> The recent TIMSS examination in 2011 indicates an 11.4 percent
improvement in mathematics achievement since the previous exam was
administered in 2007. A total of 4,699 eighth graders participated in the 2011
TIMSS exam. Also in 2011, an annual nationwide mathematics exam called
MEITZAV was administered to 44,002 pupils — nearly all of the country’s
eighth graders. This exam was not given in 2007, so there is no way to
compare overall improvement over this period. However, the exam was given
in 2008 and there was a 4.4 percent improvement between 2008 and 2011.
The MEITZAYV exam was given again in 2012 — and the eighth graders’ math
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Arab lIsraeli children yields achievements not only below all of the
developed countries, but also below many third world countries.

Ultra-Orthodox Jews and Arab Israelis comprise almost half of the
country’s primary school pupils, and these are not the only children in
Israel receiving one of the worst basic educations in the Western world.
During the decade between 2000 and 2010, there were enroliment
increases of 37 percent in Arab Israeli schools and 57 percent in ultra-
Orthodox schools that far exceeded the enroliment growth in the state-
religious schools (11 percent) and in the state secular schools
(0.3 percent). The current distribution of enrollment levels combined
with the changes in enrollment that occurred over the past decade place
Israel’s overall human capital infrastructure at an increasingly lower
relative level than that in other developed countries. Even if a share of
the more gifted children continue on to university, the foundation of high-
quality human capital that will subsequently be available in the labor
market will be far less than the potential.

An influx of large numbers of relatively uneducated and unskilled
foreign workers — at one point reaching a high of one out of every eight
workers in Israel’s business sector — only exacerbates the issue of low
human capital in the labor market (Ben-David, 2010). Unlike many
Western countries that need a young workforce to supplement their aging
societies, Israel has an unusually young population compared to most
developed countries. The relatively low skill level of a large portion of
this local population eliminates the need for inundating the economy with
additional workers from abroad who are similarly poorly educated.
Nevertheless, large numbers of foreign workers continue to receive work
permits in the country.

In addition, the country’s transportation infrastructure has been
neglected for decades. As shown in Ben-David (2012), the congestion on
Israel’s roads as measured by the number of vehicles per kilometer road

achievements returned to their 2008 levels, leaving a big question mark as to
the meaning of the improvement that lasted only until 2011, the year of the
TIMSS exam.
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is 2.6 times the OECD average. At the same time, the number of vehicles
per person is only half the OECD average, giving an indication of how
out of balance the transportation infrastructure is with the country’s
needs. The more congestion on the roads, the more resources — drivers,
trucks, etc. — are needed to transport the same products. The use of rail in
Israel is even more limited in comparison with developed countries.
Insufficient capital investment in roads and rail is a major inhibitor of
productivity growth.

The positive relationship between capital formation, in general, and
labor productivity is reflected in Figure 5. Israel’s capital formation is on
the low end of the OECD. So it should come as no surprise that a country
with relatively low national levels of physical and human capital is
exhibiting problematic productivity growth at the national level. Add to
this a very cumbersome governmental bureaucracy and the implication is
that even more resources need to be diverted away from actual production
of goods and services.
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Figure 5

Capital intensity and labor productivity in the OECD
in 30 OECD countries, current PPP-adjusted dollars, 2011
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Figure 6 shows that the number of days needed to start a business in
Israel (34 days) is the second highest in the OECD, and two and a half
times the OECD average of 13 days. The country’s small domestic
market is concentrated in the hands of too few individuals,® with too

® One of the main recommendations by a recent governmental commission for
increasing the economy’s competitiveness (2012), led by former Finance
Ministry Director-General Haim Shani, was a separation between control of
firms focusing on the real side of the economy and firms focusing on its
financial side.
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much regulation,” and insufficient competition — a crucial factor in
spurring physical and human capital investments necessary for
productivity growth. All of these factors combine to yield higher
domestic prices that reduce the economic viability and attractiveness of
Israel’s economic environment even more.

Figure 6

Number of days needed to start a business in 2010
in all 34 OECD countries
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Following the summer protests in 2011, the government’s Commission for
Economic and Social Change, headed by Prof. Manuel Trajtenberg,
recommended a number of changes in government policies regarding
regulation and enforcement aimed at increasing the level of competitiveness
in the economy and lowering prices.
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4. A Sector by Sector Productivity Comparison
Across Countries

A sector by sector comparison with the OECD countries that have
comparable data on labor productivity reveals a similar — and problematic
— picture.® In 1995, labor productivity in agriculture (Figure 7, panel A),
one of the historical jewels in Israel’s crown, was roughly in the middle
of the OECD countries. Since then, labor productivity in agriculture has
risen, though Israel remained in the middle range of the OECD countries
in 2008.

In manufacturing (panel B), which includes high tech as well as more
traditional industries, labor productivity was below the OECD countries
for nearly all of the years since 1995. By 2008, Israel had exceeded only
Italy and remained below the other countries. Labor productivity in
financial intermediation, real estate, renting, and other business activities
(panel C) went from second to last place in 1995 to being tied for last
place in 2008. In the areas of wholesale and retail trade, repairs,
transport, hotels and restaurants, Israel’s labor productivity was below all
of the OECD countries in panel D in 1995, and even further below all of
these countries in 2008. In construction, a sector with very large numbers
of unskilled foreign workers, labor productivity has been much lower,
and remained much lower, than in the OECD countries appearing in
panel E since 1995.

8 The within-sector comparison across countries is done here for all countries
including Israel for which the OECD provides sectoral data and it uses
national purchasing power parities. It would have been preferable, and more
accurate, to conduct these comparisons using purchasing power parities by
business sectors — but these are not available.
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Figure 7

Labor productivity in Israel and OECD, 1995-2008
GDP per work-hour in constant 2005 dollars*
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Figure 7 (continued)
Labor productivity in Israel and OECD, 1995-2008
GDP per work-hour in constant 2005 dollars*
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Figure 7 (continued)

Labor productivity in Israel and OECD, 1995-2008
GDP per work-hour in constant 2005 dollars*
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Figure 8 summarizes the comparative picture at the sector level. Of
all of the sectors, labor productivity is highest in financial services, real
estate, renting, and other business activities, both in the OECD and in
Israel. The average for the OECD countries is 16 percent greater than
Israel’s labor productivity in that sector. Labor productivity in
manufacturing is the second highest among business sectors in the OECD
and in Israel, with productivity in the OECD 30 percent higher than in
Israel. In wholesale and retail trade, as well as in construction, labor
productivity is progressively lower than in the other business sectors
mentioned above, with gaps between the OECD and Israel rising to
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roughly 60 percent. In agriculture, where Israel is the most similar to the
OECD, labor productivity is the lowest of all the branches.

Figure 8

Labor productivity in Israel and OECD*, 2008
GDP per work-hour in constant 2005 dollars**
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5. Capital Formation, Productivity, and Wages at
the Sectoral Level

The relationship between gross capital formation per hour worked and
labor productivity across sectors within Israel (Figure 9) is similar to the
positive relationship depicted between the two variables across countries
in Figure 5. The more capital, the greater the labor productivity is in a
given sector.

Figure 9
Capital intensity and labor productivity in Israel, 2008
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The subsequent positive relationship across business sectors between
labor productivity and wages can be seen in Figure 10, and it is no
coincidence. The more that is produced per hour by a worker, the more
that worker can be compensated. Consequently, the higher level of
capital formation in the sector that includes financial intermediation, real
estate, renting, and other business activities is related to higher labor
productivity, which in turn is related to higher wages. At the other end of
the spectrum, agriculture and construction have very little capital, hence
very low labor productivity — and subsequently, they pay lower wages.

Figure 10
Labor productivity and wages in Israel, 2008
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6. Conclusions

As one might surmise, the more educated the individual, the greater the
opportunities abroad, the higher the rate of potential emigration — and that
is certainly the case among Israelis (Gould and Moav, 2007). Among the
most mobile group, university professors, Israel’s brain drain is
unparalleled among developed countries (Ben-David, 2008). To be able
to pay competitive salaries to individuals vital to its future — engineers,
physicians, academic researchers, that is, those who can easily relocate
from one country to another — the country must be able to generate
productivity at levels that are equal to or above those in other developed
countries. In light of the exceptional caliber of talent currently available
at the pinnacle of Israel’s human capital pyramid, this is not an
insurmountable obstacle.

But having the best and brightest at the top is not sufficient. The
human capital pyramid’s foundations need to be broadened and
strengthened considerably. That can be done if the country overhauls its
education system, upgrading its core curriculum and ensuring that it is
provided at a high level in all of the country’s schools to all of its varied
populations. Such an overhaul also needs to include a major change in
the way that the country selects, trains, and compensates its teachers, and
in the way that the extremely cumbersome and inefficient Ministry of
Education is run and managed.

In addition to boosting its human capital infrastructure, Israel needs to
substantially improve its transportation infrastructure. The current state
of its roads and rails provides a sad commentary on the country’s national
priorities. It is unconscionable neglect that has led a nation with only half
the vehicles per capita to more than two and a half times the congestion
of the OECD average. The increase in transportation infrastructure
investment during the past decade has been to a level similar to the
OECD average (Ben-David, 2012), so that the gap is not expected to
continue to rise — but current investment levels are also insufficient for
closing the gap.
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continue to rise — but current investment levels are also insufficient for
closing the gap.

Increasing competition is crucial for creating the pressure to invest
and innovate, to create better products and services at lower cost. Current
barriers to competition include high bureaucratic entry and exit costs for
firms wishing to do business in Israel. Although protective regulation has
been reduced, it continues to exist and to take a toll.

The provision of high-quality social services is an important goal and
a hallmark of modernity. The ability to provide such services at the
highest levels is very dependent on the relative wealth of a country.
There is a tradeoff between wanting to provide as good and as plentiful a
service to the public as possible, and not raising taxes to a point that
makes the country less competitive, inhibiting its productivity growth
and, ultimately, its rate of economic growth — which in turn will reduce
the nation’s ability to provide such services.

A country wishing to improve its quality of life must focus on the
basics. It is no coincidence that the primary contributors to productivity
growth are also the major elements underlying core treatment of poverty
and income inequality. An improved educational system and physical
infrastructure are vital for providing individuals currently in Israel’s
social periphery with the tools and conditions to lift themselves and their
children out of the poverty cycle. As these individuals gain the necessary
skills, they contribute directly to the country’s overall capacity to
assimilate and implement new ideas — the key to innovation, and the heart
of productivity improvements.

Israel currently has all of the knowledge, know-how and resources
needed to move to new socioeconomic trajectories that will bring it closer
to the leading developed countries. But it needs to find the leadership
and political wherewithal to initiate the policy changes that will in turn
yield the structural, long-run, socioeconomic changes that Israel needs to
excel, to flourish, to retain its best and brightest, and to attract its young
professionals to return.
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Education and Employment in
the Haredi Sector

Eitan Regev”

Abstract

This chapter sheds new light on several central issues concerning the
integration of Haredim in the labor market, and in particular the
relationship between education and employment and wages in the Haredi
sector. A new and more precise method of identifying the Haredi
population was developed, enabling a deeper analysis as well as a more
comprehensive picture of employment and education patterns. The
findings point to a significant positive effect of formal education on the
employment rates and wage levels of Haredi men and women.
Paradoxically, however, in recent decades there has been a gradual decline
in formal education rates in this sector. An in-depth examination of the
Haredi labor market reveals several irreqularities concerning the supply
and demand for manpower. Among Haredi men and women, there is
both a considerable over-supply of manpower in the field of education and
a lack of the tools and training that are necessary for integration in other
fields. These trends coincided with a sharp rise in the rate of Haredi men
studying in yeshivas, and in their average length of study. All of this
indicates a gradual transition from the labor market to the world of Torah
study. Entrenchment of these patterns makes the return to the labor
market a significant challenge.

Eitan Regev, researcher, Taub Center; Ph.D student, Department of
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I n 2011, an expanded panel of Supreme Court judges deliberated over a
petition submitted by Prof. Amnon Rubinstein, Prof. Uriel Reichman
and Lt. Colonel (Res.) Elazar Stern, requesting that the law granting
small yeshivas' an exemption from teaching the core curriculum that is
mandatory for all Israeli pupils be found unconstitutional. The panel’s
judges rejected the petition, citing the difficulty of invalidating the law on
constitutional grounds. Judge Elyakim Rubinstein explained the reason
for the ruling as follows: “The assumption is that many of us would be
glad to see the Haredi (ultra-Orthodox Jews) world embrace core studies,
but the question is whether we have reached a point where we have to
exercise our authority?? The petitioners argued, on the other hand, that
there should be a minimum level of basic education provided to every
child in the Israeli educational system, because without it, it would be
extremely difficult to manage in the modern world and this constitutes a
violation of the right to education. The petition was rejected because the
petitioners were unable to prove that failing to study the core curriculum
actually harms Haredi youth’s chances of integration in the labor market.
On the face of it, the petitioner’s argument seemed logical, but in reality
it was difficult to offer evidence of the claim.

In the non-Haredi sector, there are those who think that this lifestyle is
only a social phenomenon — a conscious choice, due to ideological
considerations and social norms by the Haredi public, at the expense of
integration in the labor market. This argument is insufficient, though,
since it fails to explain why in the past the employment rates of Haredi
men were much higher and very close to those of the general public. The
State of the Nation Report 2011-2012 shows an almost complete overlap
between the trend of decline in the employment rates of Haredi men and

Small yeshivas are Haredi educational institutions that teach boys from the
eighth grade on. In this study, the term “great yeshiva” refers to both great
yeshivas and kollels.

Aviad Glickman, “High Court says law encourages Haredim not to learn core
studies,” Ynet, October 4, 2011, viewed: August 20, 2013,
ynetnews.com/articles/0,7340,L.-4131128,00.html
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the parallel decline among non-Haredi men with only 0-4 years of
education (Figure 1; Ben-David, 2012). This correlation provides an
indication of the relationship between the type of education Haredi men
receive and their integration opportunities in the modern labor market: it
appears that without the core curriculum and academic studies, they find
it difficult to enter the workforce.

Figure 1
Male employment rates, 1979-2011
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Data: Central Bureau of Statistics



122 State of the Nation Report 2013

On the other hand, in the Haredi sector there are those who contend
that the difficulty of integrating in the labor market stems from
employers’ discrimination against Haredim rather than insufficient
education. This argument, too, fails to explain the decline in the
employment rates of Haredi men over the years. In order to resolve this
issue, a closer examination of the relationship between Torah studies,
formal education, and employment in the Haredi sector has been
conducted here.

This chapter presents estimates of the effect academic education has
on employment rates and wage levels of Haredi men and women, with
reference to the dominant trends in formal education and Torah studies in
this sector. Towards that end, several databases were used, and a new
and more precise method of identifying the Haredi population was
developed. This method was successfully applied to the database of the
2008 population census, and the large number of observations allowed a
deeper analysis. For the first time, it was possible to identify reliably a
large number of Haredim with academic degrees (about 800 men and
1,200 women) and compare them to Haredim without academic degrees.

The new identification method, its advantages, and the reasons for its
use are detailed in the appendices to this chapter. Most of the figures
appearing in this chapter are based on the data of the 2008 population
census and on the new identification method.?

® In figures requiring a multi-year comparison, data from the Central Bureau of

Statistics Labor Force Survey 1979-2011 was used along with the Taub
Center’s previous identification method (with the exception of Figure 6,
which is based on data from the Central Bureau of Statistics Social Survey
where Haredim are self-identified).
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1. The Importance of Formal Education® in the
Labor Market

Employment, Wages and Household Income

Employment. Among Haredi men aged 25-64, the employment rate of
those with an academic degree stands at 71 percent, as opposed to only
34 percent among those without an academic degree (Figure 2). There is
a similar gap in each of the cities that have Haredi communities of
significant size (Appendix Figure 1A). Among Haredi women, the gap is
smaller but still very significant — 76 percent of degree holders are
employed, as opposed to only 50 percent of those without a degree. In
this respect, too, the gap between Haredi women with an academic
education and those without remains fairly consistent across the various
cities (Appendix Figure 1B). As can be seen, among Haredim with
higher education the gap between the respective employment rates of
men and women is relatively small (5 percentage points) while among
those who do not have a degree the gap between the respective
employment rates of men and women is much larger (16 percentage
points). This stems from, among other things, the fact that most Haredi
girls receive secondary education, whereas most Haredi boys begin
studying in small yeshivas after concluding their primary education. It
follows that the formal education level of Haredi women who do not hold
academic degrees is generally higher than that of Haredi men without
academic degrees, and this has an effect on their integration in the labor
market.

* Formal education — official studies that are not Torah study, i.e., primary
school, secondary school and college degree. An “academic degree” refers to
a college or university degree.
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Figure 2

Haredi* employment rates by education level, 2008
ages 25-64

71%

* Haredi are ultra-Orthodox Jews

Source: Eitan Regev, Taub Center for Social Policy Studies in Israel
Data: Central Bureau of Statistics, Population Census Data

It is important to note that in Haredi society, the role of primary wage
earner generally falls to the woman, and, therefore, the employment rates
of Haredi women are higher than those of Haredi men. As such, one can
conclude that an academic education makes a significant contribution to
employment opportunities for Haredi women, who — with or without this
degree — seek employment to fill the role of primary wage earner.
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Wages. In the Haredi sector, there are also large gaps in wage levels
between those with an academic degree and those without (Figure 3).
Among Haredi men aged 25-64 who are employed full-time, the average
monthly pay of degree holders is about 80 percent higher than the pay of
those without a degree.

Figure 3

Gross monthly wage by education level, 2008
Haredim* in full-time employment, ages 25-64, in shekels

13,565

* Haredi are ultra-Orthodox Jews

Source: Eitan Regev, Taub Center for Social Policy Studies in Israel
Data: Central Bureau of Statistics, Population Census Data

In the Haredi neighborhoods in each of the relevant cities, there is a
significant gap in wages between Haredi degree holders and non-degree
holders, with the largest gaps recorded in Bnei Brak and Beit Shemesh —
105 and 100 percent, respectively (Appendix Figure 2A). Among Haredi
women aged 25-64 who are employed full-time, the average annual wage
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of degree holders is 71 percent higher than the pay of those without a
degree. As among the men, there was a significant gap in wages in each
of the relevant cities, with the largest recorded in Bnei Brak and Beit
Shemesh — 102 and 81 percent, respectively (Appendix Figure 2B).
These gaps in wage levels may stem from differences between the jobs
held by Haredim with and without academic degrees. As will be shown,
Haredi degree holders benefit from better integration in those
employment branches that are characterized by high pay.

Household income. An academic education significantly increases the
income of households in the Haredi sector. Figure 4 presents the average
gross monthly income (including National Insurance Institute allowances)
of Haredi households. As can be seen, when only the husband has an
academic degree, the household income is about 88 percent higher than
the income of a household in which neither spouse has an academic
degree. When only the wife has an academic degree, the household
income is about 62 percent higher than a household in which neither
spouse has an academic degree. When both spouses have an academic
degree, the household income is about 157 percent higher than that of a
household with no academic degree holders. In all of the relevant cities
(with the exception of Modi’in Illit), when only the husband has an
academic degree, the household income is higher than when only the wife
has a degree (see Appendix Figure 3).
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Figure 4

Monthly household income by couple’s education level*, 2008
married Haredim**, ages 25-64, in shekels
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In contrast to popular opinion, the wife’s income does not necessarily
constitute the largest share of a Haredi household income. The reason for
this is simple: even though the employment rates of Haredi women are
significantly higher than those of Haredi men (Figure 2), the pay of those
men who are employed is (on average) much higher than that of women
(Figure 3). Weighing these factors leads to the result shown in Figure 4:



128 State of the Nation Report 2013

in Haredi households where neither partner has an academic degree, the
husband and wife’s average wage levels are similar. Nonetheless, these
averages are misleading, since in most of these households the husband
does not work at all, while in others the husband works and earns more
than his wife does.

In households where only one of the partners has an academic degree,
that partner is generally also the primary wage earner. In households
where both partners hold academic degrees, the husband’s income is the
main source, since as noted, Haredi men’s average wage is higher.

It is important to note that these figures also include child allowances
and other transfers provided to households by the National Insurance
Institute. This means that even after government allowances and benefits
are accounted for, household incomes of Haredim with an academic
education are much higher than those of Haredim without an academic
education. In other words, an academic degree has a significant influence
on a Haredi family’s chances of escaping poverty.

Formal Studies and Torah Studies

Academic degree holders. Figure 5 shows that the percentage of
academic degree holders among both Haredi men and women is much
lower than the percentage among non-Haredi Jews. As was shown in
Figure 2, this situation significantly reduces the chances of Haredi
integration in the labor market. In contrast to the trend among all other
sectors, the share of academic degree holders among younger Haredim
(ages 25-44) is significantly lower than the share among older Haredim
(ages 45-64). These findings may indicate a decline in the rate of degree
holders in the Haredi sector in recent decades, and additional indicators
of this trend will be presented later. It is nonetheless possible that some
Haredim acquire an academic education at a later stage in their lives; but
even if this were the case, it means that the tools required for integration
in the modern labor market are acquired at a very late stage (if at all).
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Figure 5

Share of academic degree holders, 2008
by gender, religion, and age group
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Formal studies. A worrying trend that is evident in the Haredi sector in
recent decades is a decline in the length of formal studies. Figure 6
shows that during the years 2002-2010, the share of individuals with a
primary school education and below among Haredi men of the primary
working ages (35-54) rose from 31 to 47 percent. In parallel, the share of
those completing secondary education among the same group dropped
from 26 to 12 percent — i.e., there has been a consistent and significant
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decline in the extent of secondary studies and in the average total length
of formal studies. This phenomenon, documented here for the first time,
is unique to the Haredi sector and completely contrary to the trend of
rising education levels among the rest of the population in Israel and
other developed countries. As will be shown, the main reason for this
phenomenon is the gradual transition from secondary school studies to
Torah studies. More and more Haredi youth have begun to study at small
yeshivas upon concluding their primary education, at the expense of
secondary school studies.

Figure 6

Highest formal certificate earned, 2002-2010
Haredi* men aged 35-54
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Further proof of this phenomenon can be seen upon examination
across various age groups (Figure 7). The formal education of 68 percent
of Haredi men aged 20-24 consists of primary school level or lower, as
opposed to only 38 percent among those aged 45-54. Only 5 percent of
those aged 20-24 have a matriculation certificate® or higher, as opposed to
39 percent among those aged 45-54.

Figure 7

Highest formal certificate earned by Haredi* men
as percent of all Haredi* men in each age group, 2008

* Haredi are ultra-Orthodox Jews

Source: Eitan Regev, Taub Center for Social Policy Studies in Israel
Data: Central Bureau of Statistics, Population Census Data

> Matriculation examinations and certificate or bagrut assess knowledge on

subjects studied in high school. It is often compared to the New York State
Regentsd Exams and ETS Advanced Placement (AP) tests. Bagrut scores
represent an average of the test score and the grade received on that subject in
school. Subjects are tests at study unit levels ranging from 1 to 5 units,
calculated by the number of class hours devoted to the subject.



