Macroeconomic Trends:
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The “Year of Corona” — 2020 — was a challenging year in Israel and around
the world. The preventative actions taken by governments to try to get the
unfamiliar and frightening pandemic under control were extreme, and
included internal closures, lengthy restrictions on gatherings, and the closing
of borders. All these had a grave effect on the scope of economic activity.
However, in order to overcome the restrictions on movement, mechanisms to
mitigate the damage soon developed, most notably the transition to remote
working. This solution was used in sectors in which it was feasible, but in many
other sectors there was no way to bypass the restrictions and serious damage
was caused — particularly in the tourism, leisure, and recreation sectors. The
extent of damage sustained in different countries to a large extent reflects
the size of sectors in which it was possible to adopt remote working, at least
partially, relative to that of the more vulnerable sectors. In this respect, the
Israeli economy enjoyed an advantage: the share of the high tech sector, which
was able to continue to function despite the restrictions, is significantly greater
in Israel than in other developed countries, while tourism, which was severely
damaged, has a relatively smaller share.

Governments around the world did their best to soften the severity of the
shock. Economic policy steps included extensive direct support for workers
who had to leave their jobs and businesses hit by the crisis. In addition, the
central banks adopted expansive monetary policy intended to stabilize the
financial markets. This included lowering interest rates, the massive acquisition
of public debt in the secondary market, the purchasing of financial assets of
the private sector, and the removal of restrictions on activities of private banks
in order to increase private credit.
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The recovery of the Israeli economy, which began during 2020 and picked
up in 2021, was more rapid than anticipated both by the Bank of Israel and by
international bodies such as the OECD and IMF. The hope is that this recovery,
together with amenable conditions in the global capital markets, will yield a
sufficient fiscal margin to allow the government to make massive investments
to improve infrastructures and create a foundation for continued growth.

GDP growth and its components

Figure 1 presents a comparison between growth rates (in real terms) in the
components of GDP in 2020 and 2019. This comparison enables a more
reliable estimate of the damage caused by the Covid-19 crisis. For example, in
2019, GDP rose by 3.8%, while in 2020 it fell by 2.2%. Thus the Israeli economy
lost about 6% of GDP due to the Covid-19 crisis relative to what it would have
been had growth in 2020 been similar to that in the preceding year. Private
consumption, which largely reflects the standard of living of citizens, showed
a dramatic decline of 13.1% compared to the level of consumption that would
have been recorded without the Covid-19 crisis.! The only item in which 2020
was similar to 2019 was growth in public consumption. This growth, together
with the sharp fall in imports, ultimately moderated the rate of the fall in GDP.

Figure 1. GDP growth and its components, 2019 and 2020
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Source: Benjamin Bental and Labib Shami, Taub Center | Data: CBS

1 Since the rate of population growth in both years was very similar, these figures also
closely approximate the fall in per capita consumption compared to the level that was
expected had 2020 been similar to 2019.
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The four parts of Figure 2 highlight the differences between the response
of GDP components in Israel and that of these components in other OECD
countries.? The vertical axis in these charts represents the change (in percent)
in private consumption, public consumption, investments, and the trade
balance (the difference between exports and imports) for each country. The
horizontal axis shows the damage (in percent) of GDP in these countries. For
each variable, the rate of change relates to the data in 2020 relative to its value

in 2019.

Figure 2. Change in GDP components versus change in GDP,

2020 relative to 2019
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2 The figure shows countries for which data on GDP components are available for 2020,
with the exception of Ireland, which uses a unique national accounting method that
results in very significant fluctuations.
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Figure 2 (continued). Change in GDP components versus change in GDP,
2020 relative to 2019

b. Public consumption
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Figure 2 (continued). Change in GDP components versus change in GDP,
2020 relative to 2019

d. Trade balance
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Source: Benjamin Bental and Labib Shami, Taub Center | Data: OECD

For each of the GDP components, the straight line in Figure 2 reflects the
average relationship between the rate of fall in GDP and the rate of change in
the given component.? As can be seen, there is a strong correlation between
the rate of fall in GDP and the rate of fall in private consumption. However,
consumption fell almost twice as much in Israel as it did in other countries in
which the GDP loss was similar. The correlation between the reaction of public
consumption and GDP loss is weak, and, in Israel, the rate of change for this
variable is very similar to the average rate for the countries reviewed here.
Like consumption, the reaction of investment to the crisis in the countries
reviewed was strong, and again, in Israel, the rate of decline was twice that of
countries where the overall damage to GDP was similar. Lastly, and regardless
of the level of damage to GDP, no significant change was seen in the balance

3 There are minor differences between the OECD data and the CBS data reflected in
Figure 1. These are due to the updating of the data in Israel.
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of trade in most of the countries reviewed. Israel is quite exceptional in this
regard from an international perspective. As noted, this occurred because
of a sharp fall in imports. Since the share of imports in consumption, and
particularly in investment, is very large, there is a close connection between
these trends.

The exceptional fall in private consumption in Israel may be related to the
stringency of the preventive measures taken by the government. Figure 3
describes the Stringency Index for six countries in which the degree of damage
to GDP was similar to that in Israel: Denmark, Estonia, Finland, Poland, Sweden,
and Switzerland. The index, which yields values between 0 (no stringency) and
100 (total stringency), was constructed by experts from Oxford University
and weighs nine stringency mechanisms applied by governments (such as
restriction on movement, work place closures, and school closings; see Hale et
al., 2021). As can be seen, throughout 2020, Israel tended to adopt a stricter
approach than the other six countries, in some cases by a substantial margin.
Over the year, the Stringency Index for Israel averaged 61, while the other
countries’ averages were 48, 38, 41, 50, 52, and 45, respectively.

Further evidence of the impact of the preventive steps taken by the
government on private consumption is seen in the change in gross disposable
private income. In 2020, this income rose by 3.9%, so that together with the
fall in private consumption, gross private savings recorded a rise of 8.6% of
national income.* It is reasonable to assume that this rise is due mainly to
forced savings due to imposed restrictions on the consumption of services in
“proximity sectors” (sectors with a high potential for infection due to physical
proximity of those engaged in the activity). However, it is possible that the
rise in savings resulted from other rational considerations. According to the
Ricardian equivalence proposition, individuals increase their savings when
they anticipate future tax increases. Given the high deficit in the government
budget (see below), such an expectation seems very rational. Moreover,
uncertainty also grew, as reflected, for example, in the consumer confidence
indicator, which averaged -21% in 2020, compared to -6.3% in 2019.° One
of the chief components of this index is the intention to undertake large
purchases over the coming year compared to the previous one. Therefore,

4  See the Bank of Israel Report for 2020, Chapter 2 — Aggregate Activity: Product and
Employment.

5 See CBS, Consumer Confidence Indicator and Constituent Balances, March 2011
through December 2020 (Hebrew).


https://www.boi.org.il/he/NewsAndPublications/RegularPublications/Pages/DochBankIsrael2020.aspx
https://www.boi.org.il/he/NewsAndPublications/RegularPublications/Pages/DochBankIsrael2020.aspx
https://www.cbs.gov.il/he/mediarelease/doclib/2021/012/31_21_012t2.pdf
https://www.cbs.gov.il/he/mediarelease/doclib/2021/012/31_21_012t2.pdf
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a sharp fall in the consumer confidence indicator may also partially explain
the rise in private savings due to so-called precautionary savings, as a form of
self-insurance occurring in response to uncertainty concerning future income.

Figure 3. Stringency Index in selected countries
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Source: Benjamin Bental and Labib Shami, Taub Center | Data: Our World in Data

Figure 4 presents an additional indicator of the impact of restrictions
on movement — the Google Mobility Index for the category “retail and
recreation.”® The index compares (in percentiles) the physical presence of
consumers at sites defined as retail and recreation sites by comparison to
base data collected between January 3—6, 2020. The impact of the crisis and
the shutdowns in Israel was more serious than in other countries with similar
GDP loss. In Israel, presence at retail and recreation sites fell by an average of
34% over 2020, while the figures for the other countries — Denmark, Estonia,

6  This index is based on cell phone and GPS data. See, for example, Muoio, 2020.
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Finland, Poland, Sweden, and Switzerland — showed a fall of 5%, 10%, 16%,
18%, 10%, and 26%, respectively.’

ISRAEL Denmark Estonia Finland

Switzerland

Poland Sweden

100 oo oo
o o o o o o o o o o o
o~ o~ N o~ N N o~ N o o~ o~
o o o o o o o o o o o
o o o o o o o o o o o
S~ =~ S~ ey ey ~ S~ S~ o~ S~ =~
o o < wn O ~ o] (o2} o - o~
o (=) (=) o (=) o o o - - =
=~ ~ ~ =~ ey ey =~ ~ =~ = =
] 0 0 0 00 00 00 0 0 0 0
— i — — — al - — — — Ll

Source: Benjamin Bental and Labib Shami, Taub Center | Data: Our World in Data

Lastly, regarding the economic growth data, an international comparison is
best based on per capita growth data. In particular, it is important to take into
account the exceptional annual population growth rate in Israel (1.9%) relative
to the average for the OECD countries (0.8%). This gap in itself increases the
GDP growth rate in Israel relative to other developed countries. Figure 5
compares the damage to per capita GDP growth less the growth rate in 2019,
in other words — the difference (in percentage points) between the per capita
GDP that would have been reached had the growth rate in 2020 been identical
to that in 2019 and the growth rate actually seen.

7 The Kendall-Tau correlation between the Stringency Index and the Mobility Index
is -0.65 for Israel, -0.31 for Denmark, -0.56 for Estonia, -0.64 for Finland, -0.50 for
Poland, -0.10 for Sweden, and -0.65 for Switzerland. The particularly low correlation
for Sweden, and to a lesser extent Denmark, is probably due to the reliance of these
countries on “soft” guidelines rather than formal restrictions.
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Figure 5. Loss of per capita GDP in the OECD countries
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As Figure 5 shows, the loss of per capita GDP in Israel (5.7%) was very close to
the weighted average for the OECD countries (6.2%). Countries with particularly
high damage to per capita GDP include those where tourism is an important
and prominent source of income, such as Spain, Portugal, and Greece. The UK
is also among the worst-affected economies. Countries that were relatively
mildly affected include New Zealand, South Korea, Australia, and Japan, which
implemented particularly successful strategies for preventing morbidity.
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Growth forecasts

Figure 6 presents actual growth and four sets of growth forecasts for GDP in
Israel published towards the end of 2021: two Israeli agencies (the Ministry of
Finance (MOF) and the Bank of Israel (BOI)) and two international ones (the
IMF and the OECD).

Figure 6. GDP growth forecasts for Israel
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Source: Benjamin Bental and Labib Shami, Taub Center | Data: Ministry of Finance; Bank of Israel; IMF;
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The actual real GDP in the first three quarters of 2021 was 6.4% higher than
the same period in 2020, which saw the most serious damage to GDP due to
the pandemic. Bank of Israel growth forecasts until the end of year are even


https://www.gov.il/BlobFolder/generalpage/development-and-income-forecast-corona-images/he/development-and-income-forecast-corona_images_development-and-income-forecast-corona-img4.png
https://www.boi.org.il/he/NewsAndPublications/PressReleases/Pages/05-7-21.aspx
https://www.imf.org/en/Countries/ISR
https://stats.oecd.org/index.aspx?DataSetCode=EO
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higher. Figure 6 indicates a gap between actual growth and the expectations
of forecasters. Even these forecasts, however, are not identical. In particular,
the Bank of Israel’s optimism is notable when compared with the Ministry
of Finance’s forecast. The models used to prepare the forecasts are not
transparent to the public, though, so we were unable to identify the sources
of these differences.

In the past few months, growth forecasts have changed dramatically. In May
2021, the OECD published an estimate of the time (in years) from January
2020 that will be required to bring per capita GDP back to its level as of the
fourth quarter of 2019. Figure 7 presents the OECD’s estimates.

Figure 7. Time required (in years) to restore per capita GDP to its level as
of the fourth quarter of 2019
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According to the previous OECD estimate, Israel was only expected to return
to the per capita GDP level of the fourth quarter of 2019 by the first quarter
of 2022. In reality, the recovery in Israel was much more rapid, and per capita
GDP reached this level in the second quarter of 2021, i.e., within eighteen
months.® Nevertheless, the finding reflects a shortfall of around 2% in per
capita GDP in mid-2021 relative to the level that would have been reached
were it not for the Covid-19 crisis. If the growth rate in 2022 is indeed around
5%, as expected, per capita GDP will return to the level it would have reached
were it not for the crisis by the beginning of 2023.

Figure 8 shows the difference between government revenue, expenditure, and
budgetary surplus for each month in 2020 and 2021 relative to the analogous
data for 2019. The comparison highlights the gravity of the crisis in the first
half of 2020, when government expenditure rose sharply while revenue
dropped. The result was a dramatic increase in the deficit relative to 2019.
Thanks to the rapid recovery in the economy, the trend in government revenue
changed significantly in the last quarter of 2020, and revenue in the first half
of 2021 even tended to be higher than the figures for 2019. At the same time,
as the vaccination campaign progresses and morbidity falls, a downward
trend in expenditure by government ministries is emerging alongside a rise
in revenues. Due to this, there is a narrowing of the difference between the
monthly deficits for 2021 and those for 2019. At the end of the third quarter
of 2021, the cumulative deficit rate relative to GDP was only 4.6%, relative to
2.9% in the first three quarters of 2019.

8  Per capita GDP in the fourth quarter of 2019 was NIS 38,171.2 at 2015 prices. This
figure had already risen to NIS 38,455.9 by the second quarter of 2021.
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Figure 8. Government expenditure, revenue, and budget surplus
relative to 2019
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Source: Benjamin Bental and Labib Shami, Taub Center | Data: Ministry of Finance, Accountant General
Department

These trends are still apparent even if the expenditure of civilian ministries is
separated from that of the Ministry of Defense, and the former expenditure
is then compared to the same data for 2019. Figure 9 reflects the lack of any
particular trend in expenditure on defense (except for in November 2021, when
there was a substantial increase in defense expenditures). In contrast, civilian
ministry expenditures showed an upward trend until the end of 2020, after
which this trend was reversed. Nonetheless, all in all, ministry expenditures
for the first three quarters of 2021 are still higher by about NIS 52 billion than
those of the same period in 2019.
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Figure 9. Change in expenditure of the civilian ministries and the
Ministry of Defense, relative to 2019
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Source: Benjamin Bental and Labib Shami, Taub Center | Data: Ministry of Finance, Accountant General
Department

Distinct expenditures for the Covid-19 crisis

The economic impact of the Covid-19 crisis forced the Israeli government
to take various steps, including an economic aid program at a cost of almost
NIS 188 billion (as of the end of September 2021) that included direct
assistance and the provision of credit for businesses that were harmed. The
total expenditure earmarked for aid in 2021 and subsequent years, as of
September 2021, is about NIS 82.5 billion. Throughout 2020, implementation
of the plan totaled over NIS 105 billion (about 7.5% of GDP in 2020).°

As Figure 10 shows, as of the end of September 2021, implementation of
the economic aid program, including agreements and undertakings, amounted
to 88% of the allocated budget. A look at implementation in the four portions
of the program vyields a mixed picture. Implementation for the “social
security” item was 96%,; for “health and civil response” 83%; for “business
continuity” 85%; and for “market stimulus and development” just 61%.

9 The Proposed Budget for 2021/22 stated that “Amendment No. 18 of the Frameworks
Law restricts government expenditure for financing expenses for the Covid-19 crisis
in 2021 to 12.69% of total government expenditure in the 2020 budget year” (Prime
Minister’s Office, 2021).
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Particularly low implementation levels were found for the sub-categories
“extending suppliers’ credit insurance” and “postponement/reduction on
business license fees” (0% implementation); “reimbursement of prepayments
to the Tax Authority (2%); “accelerated depreciation benefit” (35%);
“encouraging institutional investments in high tech” (44%); “digitization,
including remote learning” (42%); and “vocational training programs” (41%).

Under-implementation of the latter categories, which constitute the items
intended to ensure business continuity and economic development, is liable to
impair the economy’s efforts to recover and return to a track of growth. Some
possible reasons for the under-implementation can be found in the category
“vocational training programs.” In April 2020, as part of the economic plan
for dealing with the Covid-19 crisis, the government allocated approximately
NIS 700 million for vocational training. In practice, however, due to arguments
about the division of responsibility between the government ministries, the
vocational training budget was only released in December 2020, thereby
leading to limited implementation of the budget in 2020. Moreover, of the
NIS 277 millionimplementedin cash during 2020 in this category, approximately
NIS 250 million was allocated to the Council for Higher Education to support
scholarships and specialized training for students — this despite the fact that
the majority of people who lost their jobs in 2020 due to the Covid-19 crisis
did not have a post-secondary diploma. In conclusion, out of approximately
NIS 1.5 billion allocated for vocational training in 2020 and 2021, only 19% was
implemented in 2020.

10 See: Ministry of Finance, Chief Economist Division, Impact of the Coronavirus Crisis on
the Job Market as of August 2020 (Hebrew).


https://www.gov.il/BlobFolder/dynamiccollectorresultitem/periodic-review-04102020/he/weekly_economic_review_periodic-review-04102020.pdf
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Figure 10. Aid plan, as of November 2021
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Source: Benjamin Bental and Labib Shami, Taub Center | Data: Ministry of Finance, Comptroller General’s
Division

Deficit and debt

Israel entered the Covid-19 crisis with a fiscal deficit (government expenditure,
including interest payments, less tax revenues) of 3.7% of GDP in 2019. This
deficit was 1.2 percentage points above the target set in accordance with
expenditure rules. In 2020, the deficit increased rapidly to 11.4% of GDP, due
mainly to the government’s investment in a Covid-19 plan on a scale of 7.5% of
GDP. As Figure 11 shows, even if the deficit prior to the crisis had been lower,
the deficit for 2020 would still have been one of the highest among the OECD
countries, despite the relatively limited damage to the Israeli GDP.
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Figure 11. Fiscal deficit in Israel and other OECD countries as a percent of
GDP in 2020
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Figure 12 shows the deficit relative to GDP, including actual figures through the
third quarter of 2021 and forecasts based on several estimates.

Figure 12. Actual deficit and expected deficit as a percent of GDP for the

coming years
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The proposed budget for 2021/2022 is based on a fiscal deficit of 6.8% of
GDP in 2021 and 3.9% in 2022. The Chief Economist Division in the Ministry
of Finance has prepared two scenarios for the development of debt. The first


https://www.gov.il/he/departments/news/press_02082021
https://www.gov.il/BlobFolder/news/press_25072021_c/he/PressReleases_files_press_25072021_c_file.pdf

ratio in 2020 in Israel and the other OECD countries.
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is based on aggressive steps to cut expenditure and increase revenue, while
the second assumes that no such steps will be taken. The discrepancies in the
estimated deficit according to these two scenarios are extremely large, and
these also influence the estimate of the size of the national debt relative to
GDP. Figure 13 shows the debt-to-GDP ratio in 2019 and the growth of this

Figure 13. Debt-to-GDP ratio in 2019 and 2020 in the OECD countries
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As Figure 13 shows, countries with a high debt-to-GDP ratio in 2019 tended
to increase their debt in 2020 more sharply than countries with a lower debt-
to-GDP ratio.'! Israel seems to be close to the center of the distribution in this
respect, both with regard to debt-to-GDP ratio for 2019 and with regard to the
growth of this debt.

As expected, the forecasts for the debt development are consistent with
the projected deficit over the coming years. As Figure 14 shows, the forecasts
of the Chief Economist Division in the Ministry of Finance suggest that if more
aggressive adjustment steps are taken, the debt-to-GDP ratio will eventually
return toward the benchmark of 60%. The IMF does not forecast such
movement, and estimates that debt-to-GDP will remain at around 73%.

Figure 14. Expected debt-to-GDP ratio over the coming years

2026 IMF 72%
IMF 73%

2025 MOF w/o intervention | 72%
MOF with intevention 69%

IMF 73%

2024 MOF w/o intervention 74%
MOF with intevention 71%

IMF 73%

2023 MOF w/o intervention | 75%

MOF with intevention 72%

IMF 73%
BOI

2022
MOF w/o intervention 74%

MOF with intevention 73%

IMF 73%
BOI

2021
MOF w/o intervention 74%

MOF with intevention 74%

Actual 2020 72%
Actual 2019 60%

Source: Benjamin Bental and Labib Shami, Taub Center | Data: Ministry of Finance; IMF

11 The correlation between the size of debt in 2019 and incremental debt in percentiles
is 0.72.
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The appendix to this chapter describes the relationship between the primary
debt (government expenditures after deducting debt service, less revenue),
the economic growth rate, and nominal interest rates. As long as the growth
rate is greater than the interest rate, the debt-to-GDP ratio will converge to a
finite size. However, in order not to burden the economy with high interest
rates and in order to avoid high risk levels, the usual approach is to set a
desired target for national debt relative to GDP. In Israel, this target was 60%;
this was achieved prior to the Covid-19 crisis, but it was breached as a result
of the pandemic. As Figure 15 shows, nominal interest on the Israeli debt for
repayment in 10 years averaged just under 1%. By way of comparison, the
average annual nominal growth rate during the five years preceding the crisis
was about 4.9%. Based on these figures, Israel can afford a primary deficit of
2.2% of GDP while maintaining a long-term debt-to-GDP ratio of 60%, which
would bring the fiscal deficit to 2.8%. Accordingly, it would seem that the Israeli
economy can withstand a temporary increase in the deficit and in the debt-
to-GDP ratio, particularly if the resources raised in this manner are directed
towards growth-enhancing investments.

Figure 15. Interests over the past year on debt for repayment in 10 years

Source: Benjamin Bental and Labib Shami, Taub Center | Data: Trading Economics

Turning to risk, the global markets do not seem to be concerned with the
possibility of an economic collapse in Israel. The premium on credit default


https://tradingeconomics.com/israel/government-bond-yield
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swap (CDS) deals, which allow the holders of State of Israel five-year bonds
to sell their risk and thereby effectively insure themselves against debtor
bankruptcy, has fallen consistently since its temporary peak in April 2020 and
recently reached a historic low of about 40 base points (see Figure 16).1? This
price suggests that the global market estimates the risk of bankruptcy of the
State of Israel at about 1% per annum (based on the conventional assumption
that the insurer undertakes to pay the insured 60% of the value of the debt in
the event of bankruptcy).

Figure 16. CDS premium for five-year State of Israel debt

Note: World Government Bonds data were used to calibrate the scale.
Source: Benjamin Bental and Labib Shami, Taub Center | Data: World Government Bonds; Cbonds

The chapter by Debowy et al. (2021) in this book discusses the labor market
in detail. We will confine ourselves here to noting the main development in
employment since the beginning of 2020.

Figure 17 divides the population that is unemployed but in the workforce
into two groups: “standard” unemployed — workers who are not employed
but who are actively looking for work — and workers who according to the CBS
were “temporarily absent from work throughout the week for Covid-related

12 This figure is lower than that for Italy (73.6), similar to that for Canada (38.5), and
higher than the CDS for the US (13.0) and Germany (9.0).


http://www.worldgovernmentbonds.com/cds-historical-data/israel/5-years/
https://cbonds.com/indexes/13881/
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reasons.” The figure also shows the number of those laid off from work in 2020
who are not participating in the labor force as a percentage of the population
aged 15 and above.

Figure 17. Unemployment, absence, and non-participation in the labor force

Unemployed
B Temporarily absent from work throughout the week for Covid-related reasons
Not participating in the labor force, laid-off from March 2020
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Source: Benjamin Bental and Labib Shami, Taub Center | Data: CBS

The shutdowns imposed on the populationin Israel are seen in the figure by the
increase in the rate of those temporarily absent from work for Covid-related
reasons in April and October 2020 and in January 2021. However, it is notable
that with each consecutive shutdown these rates fell significantly, both due
to the fall in compliance and enforcement and due to the adjustment of the
economy to remote work (see Madhala et al., forthcoming). The vaccination
campaign (prior to the fourth wave) and the end of the unpaid leave program
in June 2021 reduced the share of those temporarily absent to less than 1%.
By contrast, a consistent upward trend can be seen in the rate of standard
unemployment, by about 2 percentage points for the entire Covid period thus
far. Another phenomenon worth noting is the rising rate of those who have
left the labor market, which had reached 2% of the working-age population.
Here, too, some improvement can be seen: in recent months some 54,000
workers have returned to the labor market (about 0.8% of the working-age
population).

Figure 18 highlights the close correlation between developmentsin the labor
market and growth. The figure shows the change (in percentage points) in the
quarterly average for the broad unemployment rate compared to the preceding
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quarter and the change in the GDP growth rate for the same quarters.’® The
second quarter of 2020 saw particularly high broad unemployment relative
to the previous quarter, and accordingly the fall in GDP was very sharp. In the
third quarter of 2020, after the end of the first closure, a substantial correction
was seen in economic performance, both regarding unemployment and GDP
growth. Another exceptional period was the second quarter of 2021, which
reflects the impact of vaccinations on the recovery of the labor market and on
growth. Nevertheless, it is important to note that some 65,000 workers have
still not returned to the labor market. Moreover, relative to the corresponding
figures for the period before the crisis, an additional 100,000 workers remain
in the labor force but remain unemployed. It can be assumed that most of the
workers in this group were employed prior to the crisis in sectors that were
particularly badly affected, such as entertainment, tourism, and recreation.
Figure 18. Quarterly changes in broad unemployment and GDP

Quarterly growth
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Source: Benjamin Bental and Labib Shami, Taub Center | Data: CBS

13 This correlation is known in the literature as Okun’s Law. For annual data, the usual
assumption is that a change of 1% in the unemployment rate is associated with a
change of 2% in the opposite direction in growth. The curve in Figure 18 shows that
a change of 1% in the quarterly unemployment rate was associated with a change of
0.8% in quarterly growth (about 3.2% in annual terms).
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As shown in Figure 6, the OECD economists were rather pessimistic regarding
the recovery rate of the Israeli economy. Figure 19 reflects their estimate from
the summer of 2021 that the Israeli labor market will only return to the level
of activity recorded in 2019 in the first quarter of 2025.

Figure 19. Expected time (in years) for the labor market to return to its
level of activity in 2019

Iceland 5.25
Czechia 5.00

Chile 4.75

Ireland | 4.50

us 4.00

UK 4.00
OECD

Switzerland 3.25

Canada 3.25
Italy 2.75
France 2.75

Euro area 2.75
Sweden 2.50
Denmark | 2.50
Austria 2.50
South Korea 1.75
Greece 1.75
Germany 1.75
Poland 1.50

New Zealand 1.50
Japan 1.50

Australia 1.50

Source: Benjamin Bental and Labib Shami, Taub Center | Data: OECD
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Based on personal correspondence between the authors and the OECD
economists, their pessimistic forecast was based on the data for the first
quarter of 2021, which showed that the employment rate was 3 percentage
points lower than that before the Covid-19 crisis, that is, before the trend
toward improvement emerged. The figures for the second and third quarters
indeed show an improvement, as is also apparent in Figure 17, and accordingly
it can be anticipated that the labor market will return to its previous state more
rapidly. It should be recalled, however, that, prior to the crisis, unemployment
was at a historic low. Thus, it is possible that difficulties in the adjustment of
the labor force to the structural changes in the economy may make it more
difficult for the economy to return to the level of activity prior to the crisis.'

14 See also the Report on Monetary Policy for the First Half of 2021 on the Bank of Israel
website.
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SPOTLIGHT

The Coronavirus Crisis and Insolvency

The Israeli economy faced serious challenges in 2020. Many
citizens and businesses suddenly found themselves facing
financial difficulties, and some were forced to begin insolvency
and bankruptcy proceedings. The Administrator General, and the
Official Receiver in the Ministry of Justice is the unit responsible
for insolvency and economic recovery proceedings, including
insolvency proceedings for individuals and corporations;
bankruptcy of individuals; liquidation of companies; recovery
plans for companies; and creditor arrangements. The division’s
final report for 2020 shows a slight fall of 0.7% in the number
of active cases following the granting of a receivership order
or the initiation of bankruptcy and insolvency proceedings for
individuals, relative to 2019 (Figure 20). Moreover, although the
number of applications for receivership orders or for the initiation
of individual proceedings rose by 36% in 2020 relative to 2019,
the number of receivership and instigation of proceedings orders
actually granted fell by 13% during this period — a significant
decrease by any standard (Ministry of Justice, 2021).

The increase in the number of applications for receivership
orders and orders for the initiation of proceedings for individuals
in 2020 may reflect the enactment in September 2019 of
the Law for Insolvency and Economic Recovery, 5778-2018.%

15 See Insolvency and Economic Recovery (Bankruptcy) on the Kol Zchut
website.



n State of the Nation Report: Society, Economy and Policy 2021

This law replaced the Bankruptcy Ordinance, aiming to shorten
the proceedings and make them more efficient, to limit their
duration, and to balance the interests of the debtor and the
creditor. According to the law, the insolvency proceeding begins
with the granting of an order to initiate proceedings, followed by
an inspection period intended to create a factual infrastructure
regarding the debtor’s financial condition and the conduct that
led to insolvency. The second stage includes the granting of a
financial recovery order whose provisions guide the realization
or management of the individual’s assets in order to repay the
debts to the creditors. The debtor is also required to make
periodic payments from current income in order to pay off the
debts. The impact of the new law can be gauged from the fact
that while 4,401 applications for bankruptcy were submitted
in the last quarter of 2019, this figure rose to 6,286 in the first
quarter of 2020 — an increase of 42% even before the beginning
of the Covid crisis.

Figure 20. Active cases, applications, and orders granted for
receivership and the initiation of proceedings for individuals

M Active files Requests to start proceedings M Approved requests to begin proceedings

2016 2017 2018 2019 2020

Source: Benjamin Bental and Labib Shami, Taub Center | Data: Ministry of Justice, The
Administrator General and the Official Receiver
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In 2020, moreover, 154,066 debt claims were submitted totaling
NIS 33.33 billion, including 32,885 claims for the liquidation of
companies and 121,181 bankruptcy proceedings. These figures
reflect a fall in the number of debt claims in 2020 relative to
2019 (159,187 claims) and 2018 (183,285 claims). The number
of exemption orders (orders freeing bankrupt individuals from
their debts) also fell from 7,633 in 2019 and 7,325 in 2018 to
7,056 in 2020.

In 2020, 1,200 applications for the liquidation of corporations
were opened (compared to 1,179 applications in 2019 — a rise
of about 2%); of these, 880 liquidation orders were actually
granted, compared to 872, 739, and 778 in 2019, 2018, and
2017, respectively. This figure reflects a rise of just 0.9% in 2020
relative to 2019.

In conclusion, 2020 did not see a sharp increase in insolvency
and bankruptcy, despite the Covid crisis and the enactment
of the new insolvency and economic recovery law. While the
number of applications for individual insolvency rose by 36%,
the increase among companies was just 2%. Moreover, a fall
was seen in 2020 in the number of active cases, orders actually
granted, and debt claims.

One possible explanation for the low number of applications
for insolvency is that business owners preferred to keep their
businesses operational in order to receive the grants and benefits
offered by the State throughout the year, thereby mitigating
losses unrelated to the Covid crisis (Minnes, 2021). If this
explanation is correct, we can expect an increase in insolvency
in companies over the coming years, unless these businesses
manage to recover.
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Conclusion

In Israel, as in most countries, 2020 was full of challenges due to the global
Covid-19 pandemic. GDP in Israel shrank by 2.2% in 2020 compared to 2019,
while private consumption fell by 9.2%. Meanwhile, broad unemployment
(including workers placed on unpaid leave) rose to unprecedented levels
during the first shutdown and remained high for most of the year. The recovery,
however, was much more rapid than anticipated. Figure 21 compares GDP and
its components in the first three quarters of 2021 relative to the same time
period in 2019, in real terms. The figure indicates an impressive economic
recovery: in the first half of 2021, GDP was 3.5% higher than two years earlier,
and, accordingly, per capita GDP effectively returned to its pre-pandemic level.
This recovery was possible thanks to the rapid fall in the unemployment rate.
With this, there was a notable slight decline in private consumption, which
resulted in a fall of 4.1% in per capita private consumption. As noted above,
this behavior increased household savings and allowed a diversion of resources
towards investment despite the increase in exports.

Figure 21. Rate of change in GDP and GDP components in the first three
quarters of 2021 relative to the same period in 2019

GDP Imports Exports Investment Public Private
consumption consumption

Source: Benjamin Bental and Labib Shami, Taub Center | Data: CBS
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The rapid exit from the Covid crisis and the global environment that the
economy faces create a real opportunity. The flourishing of the high tech sector
and the low interest rates available to the state and to citizens for borrowing
permit a significant expansion of private investments, as well as of public
investments, specifically in transportation and communication infrastructures,
without fear of creating pressures on the balance of payments. Even a slightly
elevated fiscal deficit does not pose a strategic threat, provided the resources
are directed to channels that enhance growth. The expected return from these
investments should be much greater than the debt burden, and within a few
years it should even permit a lowering of the debt-to-GDP ratio to the levels
that prevailed prior to the pandemic.
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For the sake of simplicity, let us assume an economy in which the nominal
interest rate (r) is fixed, and in which the annual nominal growth rate in GDP
(g) is also fixed. Given these assumptions, national debt develops according to
the following formula:

By =Bi_1+1Bi_1 + P

In this formula, Bt is the debt in year t, while P; is the primary debt in the same
year (the difference between government expenditures after deducting debt
service, and its income) — both expressed in nominal values. This formula
implicitly assumes that the government recycles all the debt each year, so
that only the interest payments on the existing balance of indebtedness are
added. In addition, the government raises new debt to finance the surfeit of
expenditure over income.

In order to avoid calculations for the debt level in monetary terms, the
customary approach is to examine the development of the debt-to-GDP ratio.
Accordingly, if nominal GDP is labeled by Y, the following formula for the debt-
to-GDP ratio is obtained:

1+r

be = 1+g

b1+ e

In this formula, the lower case letters represent the quotient obtained from
the division of the periodic nominal value labeled by the equivalent capital
letter by the value of nominal GDP for that year (for example: b, = ). The
quotient 1*T is obtained by dividing the entire equation by Yr as well
as by dividing“qthe first expression on the rise side by v_; and multiplying it
by this factor. We will label the expression g=1*" . The development of the
debt-to-GDP ratio from an initial time point (defin%d by “0”) for a given year t
is obtained through a recursive substitution:

t
=Bty + ) B
k=1

where bo represents the debt-to-GDP ratio during the initial period. The
formula shows that if the primary deficit is positive at a constant rate p relative
to GDP, and if the nominal interest rate is higher than the nominal GDP growth
rate (i.e., > 1), then the debt-to-GDP ratio rises without limit. Such a path is,
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of course, unsustainable, and accordingly the primary debt must decline and
even become negative (i.e., a primary surplus must be created) in order to
stabilize the debt-to-GDP ratio.

Conversely, as long as the nominal interest rate (r) is below the nominal GDP
growth rate (g), the debt-to-GDP ratio converges to a finite size. If the deficit
remains fixed relative to GDP, this relationship converges to ip Based on
reasonable assumptions regarding the parameter values, the degbt to-GDP ratio
may reach values greater than 1, resulting in an unreasonably high burden of
interest payments. In order to prevent this burden, it is conventionally assumed
that the debt-to-GDP ratio must remain significantly below 1. For example, the
decisions of the Maastricht Treaty imposed a limit of 0.6 on this ratio. However,
if the interest rate is lower than the rate of economic growth, the primary
deficit may be increased and debt may be allowed to rise temporarily, up to
a reasonable limit for the debt-to-GDP ratio (e.g. 0.85). Only when the ratio
reaches this limit will it be necessary to act to reduce the ratio by cutting the
primary deficit (through tax increases and/or cuts in government expenditure).
Such a policy is viable if the resources recruited raised by increasing debt are
allocated to investments in infrastructure aimed at increasing growth.



