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ASSESSMENT AND RECOMMENDATIONS

Figure 16. The economic benefits of boosting average education are potentially large

A. Employment rate by community and B. Employment rate by level of education
years of schooling for males aged 35-54 25-64 year-olds, 2013
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1. Average of men’s and women’s earnings for 25-64 year-olds.
Source: E. Regev (2013), “Education and Employment in the Haredi Sector”, Policy Paper Series, No. 2013.06, Taub Center for Social Policy
Studies in Israel; OECD (2015), Education at a Glance 2015; Ministry of Education.

M = —= http://dx.doi.org/10.1787/888933317732

These budget increases should be backed up by structural adjustments to maximise
their returns. Comparisons of efficiency in the use of existing resources between secondary
schools across and within 30 countries suggest that there is much room for efficiency gains
in Israel (Agasisti and Zoido, 2015). Ongoing steps to increase schools’ autonomy are
welcome, as they should help them adapt to the specific needs of their pupils. But, above
all, the government must ensure that all students, including those in the Haredi
community, are provided with the basic skills needed to find a job.

To that end vocational education and training (VET) should also be expanded.
The 1990s immigration from the former Soviet Union provided a supply of workers well
trained in technical fields. But these immigrants are now reaching retirement age and
many sectors face an increasing shortage of such workers. There is less vocational
provision than in many other OECD countries, funding seems inadequate and declining,
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ASSESSMENT AND RECOMMENDATIONS

VET could be made more attractive if students’ possible fear of being side-lined were
reduced by developing more pathways between vocational and general education,
including access to universities, and credit recognition for graduates of practical
engineering programmes enhanced (Musset et al., 2014).

Well-designed reforms to promote social cohesion and share the fruits of
growth

Better integrating the disadvantaged groups into the labour market

The labour market has continued to perform well in recent years: unemployment is down,
including in structural terms (Elkayam and llek, 2013), and the employment rate has risen
significantly (Figure 18, Panels A and B), generating significant increases in household
incomes. Israel has a greater proportion (22%) of low-paid workers (those earning less than
two-thirds of median earnings) than the OECD average (16%) (Figure 12, Panel B); they tend to
be insufficiently skilled and take menial jobs in the sheltered sector. The supply of qualified
and well-paid jobs in the sheltered sector, even for well-trained people, is modest (Brand, 2015).
In addition, average real wages have advanced even more modestly than slow-growing
productivity since 2003 (Figure 18, Panels C and D), possibly partly because of the rapid
increases in labour supply; however, in after-tax terms gains have been larger.

The rising employment rate has not had much of an impact on poverty so far. This may
partly reflect the arrival on the market of increasing numbers of low-skilled workers from
various backgrounds, including Palestinians and foreign workers, with weak bargaining power
at a time when union membership has been in decline (Panel 18, Panel E) and deregulated
contractual jobs have expanded (Neuman, 2014). Since 2010 the authorities have increased the
number of labour inspectors, investigations and penalties to improve compliance with labour
law. The so-called “negative income tax” (or earned income tax credit, EITC), which adds an
average 16% to the annual wages of eligible workers — those in the first quintile of the pay
distribution — has demonstrated its effectiveness (Bol, 2015h), and the authorities should
consider expanding it further. Budgetary resources dedicated to it have risen to 0.1% of GDP
in 2015 but are still less than similar programmes in the United States and
the United Kingdom (where spending reaches 0.4-0.5% of GDP).

In early 2015, the government endorsed the social partners’ agreement of a 16%
increase in the minimum wage, spread over three years from April 2015 and, in
November 2015, it agreed to a further 6% hike in the minimum wage for December 2017.
This rise could sustain aggregate demand by bolstering the finances of the least paid
workers who have a high propensity to spend. It also plays a complementary role to the
EITC, which should not become a public subsidy for employers paying sub-standard wages
(Bol, 2015a). However, minimum wage increases are not as effective in reducing poverty as
the EITC. Such a large rise could reduce profitability and competitiveness, harming
business investment and net exports and therefore could threaten employment
opportunities for low-skilled workers and youths.

Active labour market policy merits greater public financial support (Figure 18, Panel F).
Because of a lack of resources, the public employment service has a very limited set of tools to
promote the reintegration of jobseekers on the labour market. Caseloads are very high, and
case workers can offer vocational training opportunities to only a small number of jobseekers
(OECD, 2013b). The authorities should step up their efforts following pilot projects, such as
Employment Circles, which have shown promising results.
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ASSESSMENT AND RECOMMENDATIONS

Figure 19. Supply conditions in the housing market have improved somewhat

A. House price to average wage ratio B. Rental price to average wage ratio
Per cent Change between 2008-14 Change between 2008-14
60
40
20

Per cent
60

40

20

0 I_._._-_-_-_-_____-_-_._._._Ij 0
-20 -20

-40 -40
GESROEFESE0LEETZIRE EXZRU0NF3E0KGRE32EG
L nh oz u.n.:xgm'-:ozoeio— moDmDZI—Lx"’%LU(DO <z o -

C. Growth of house and rental prices D. Housing starts
Y-0-y, % Thousand

25 55
= House price

20 = Rental price 50

15

45

10

40
AW A
35

0

5 W 30

A0 e e e e e e 25

2004 2006 2008 2010 2012 2014 2004 2006 2008 2010 2012 2014

Source: OECD, Economic Outlook Database; Central Bureau of Statistics, Construction Statistics.

—m = —= http://dx.doi.org/10.1787/888933317761

Comptroller, 2015). Although international comparisons should be treated with caution,
median house prices ranged between 3.5 and 8 times median household income in
the United States, Japan, the United Kingdom, Canada, Australia and New Zealand in mid-
2013 (Demographia, 2014). Israel has a fairly small stock of social housing, having sold off
substantial numbers of units starting in the mid-1980s (Bol, 2015a). Rather, it has chosen
what is perceived as a more cost-effective solution in the form of rent subsidies for those
on income support.

Surging prices in Israel have been caused by stagnant supply and growing demand
fuelled by the rising number of households and falling interest rates. As mentioned in
the 2011 Survey, there is a lack of land in central areas where demand is high,
underdeveloped infrastructure in peripheral areas and an urban planning system involving
a great many public entities with divergent interests (Hemmings, 2011). Fulfilling the
requirements for planning and building a home in Israel takes an average of 13 years
(Bol, 2015a), more than twice as long as in other OECD countries like Germany or Sweden
(World Bank, 2014; Evans and Hartwitch, 2005).

While the shortfall of the housing stock is difficult to quantify precisely, various
analysts put it at over 100 000 units, over two years’ worth of construction, because of the
paucity of dwellings built between 2002 and 2010. Since then, the number of new homes
constructed has been around 45 000 per year, similar to new household formation
(Figure 19, Panels C and D). A number of measures have recently been taken to raise
supply. In 2013, a specialised body, the ministerial “housing cabinet”, was created to
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Figure 20. The ageing process and public pension costs are quite moderate

A. Old-age dependency’ B. Public pension costs
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1. Elderly persons (65 and over) as a share of the working-age population (20-64).
2. Medium-term projections for Israel; simple average of member countries for the OECD aggregate.
3. Including tax deductions on contributions for the second-pillar pension funds.
Source: Central Bureau of Statistics (2012); United Nations (2015), World Population Prospects: The 2015 Revision; OECD, Social Expenditure
Database and OECD estimates based on data provided by the Ministry of Finance.
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contribution rate would also enhance equity between older and younger public employees.
Implementing the recommendations of a recent committee regarding military pensions
would also reduce spending.

The replacement rate of first-pillar old-age pensions — the main source of income for
around half the elderly who have mostly made only modest contributions to the second
pillar before it became mandatory in 2008 - is low (Table 3), even though old-age poverty is
more severe than in many other OECD countries (Figure 21, Panel A). Average first-pillar
pensions have fallen relative to GDP per capita since the early 2000s, partly as the result of
their indexation only to consumer prices since 2005. Catching up for this past erosion of
generosity by raising the average basic pension as a proportion of GDP per capita to

Table 3. Gross and net pension replacement rates!
Percentage of individual earnings estimated for 0.5, 1 and 1.5 times average wage, 2014

Gross mandatory
private

Total gross with

Gross public voluntary

Total gross mandatory Total net with voluntary

0.5 1 15 05 1 15 | 05 1 15 05 1 15 | 05 1 15

Israel 235 118 78 | 59.2 493 328 | 827 61.0 407 | 827 61.0 40.7 | 857 688 503
OECD country average with:
A public pension system only 639 59.1 56.7 639 591 567 | 639 591 56.7 | 76.2 724 706

A public and mandatory private pension  36.0 20.0 13.2 | 336 342 348 | 696 542 480 | 696 542 430 | 759 602 574
system

A public and voluntary private pension ~ 58.9 38.2 29.1 589 382 291 | 80.1 587 484 | 898 705 618
system

1. The gross (net) replacement rate is defined as the individual gross (net) pension entitlement divided by gross (net) pre-retirement
earnings. The net replacement rate takes account of personal income taxes and social security contributions paid by workers and
pensioners.

Source: OECD (2015), Pensions at a Glance 2015: OECD and G20 Indicators.
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Table 4. Total pension-related public spending

2014
NIS billion % of GDP
Total 77.0 71
First-pillar NII pensions, old-age and survivors' 27.0 2.5
Civil servants’ pension, old-age and survivors 25.2 2.3
Central government 22.8 241
Local government1 2.4 0.2
Second pillar 24.8 2.3
Assistance to old funded defined benefit funds 3.8 0.3
Designated debt subsidy to all pension funds 3.5 0.3
New defined contribution pension funds 17.5 1.7
of which:
Tax benefit at deposit 115 1.1
Capital income tax break 6.0 0.6

1. Desk’s estimate based on 2013 data.
Source: NI, data provided by the Ministry of Finance, OECD Social Expenditure Database and OECD estimates.

While welcome, such a move will not prevent the high mandatory contributions required
of all employees regardless of their income, family circumstances or tax position from
unbalancing low-income households’ revenue flows over their lifetime. There is thus a
case for offsetting more of the impact on net current income of relatively high mandatory
contributions to pension savings for low-income workers. The tax advantage on
mandatory contributions could be made refundable, although this would come at a fiscal
cost. Alternatively, it could be abolished for the mandatory contributions up to the average
wage and replaced by a lower contribution rate below this threshold. In any case, measures
aiming at addressing the regressive nature of the tax deductibility on contributions to the
second pillar will need to be considered in the light of its implications for the progressivity
of the tax-transfer system as a whole.

Employment rates of older people have been rising (Figure 21, Panel C), but some
features of the pension system still discourage work. The minimum pension eligibility age
for women-currently 62 — should be gradually aligned with the male minimum of 67
(Flug, 2014); this matter will be considered in the near future. Extending women’s working
lifetimes, and thus the amount of their second-pillar pensions, would reduce the risk of
poverty among older women, which is considerably higher than among men (Panel D). The
authorities should also index the retirement age to keep constant the share of adult
lifetimes expected to be spent in retirement (based on life expectancy at 65). Moreover, the
effective marginal tax rate for a pensioner choosing to work without postponing pension
receipt is excessively high: 74-97% (for a salary above half the average wage), due to the
reduction of the basic allowance, which is means tested for men below 70 and women
below 68, the loss of rights to the earned income tax credit and the impact of additional
income tax and social contributions paid (Brill, 2014). This substantial disincentive to work
should be sharply reduced or eliminated.

Israel’s pension fund management costs do not seem particularly high by
international standards, but reducing them by enough to generate an average rise of one
percentage point in the net annual return on pension savings schemes would increase
pensioners’ assets by 20% after 40 years of contributions (Whitehouse, 2001; Sharpe, 2013).
One promising route is the development of passive (indexed) pension funds, which
mechanically replicate the average market performance and reduce management fees by
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capita by 26% by 2030 compared to 2015 to 7.7 tonnes (CO2 equivalent), with an increase of
the share of electricity generation from renewable sources from 5% now to 17%. A
substantial expansion of solar electricity, which is almost the only source of renewable
energy in Israel, will be needed. The strategy will also include a national monitoring
system to follow up, record and report on its implementation.

As the previous Survey noted, Israel should more fully develop its economic
instruments for environmental policy to meet its emissions reduction objectives at
minimum cost. The authorities could use the existing levies on primary fuels as a basis for
establishing carbon pricing in the form of a carbon tax. Alternatively, if a permit trading
system is preferred, then this system should be designed with a view to raising revenues
and to making possible participation in international emissions permits trading
mechanisms. In the shorter term, greater use should be made of taxes based on kilometres
travelled with vehicles rather than ownership, and the tax advantages for business
vehicles should be reduced. Finally, faster development of urban public transport would
also be desirable, as mentioned above.
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ANNEX 1.

Progress in structural reform

This Annex reviews the measures taken in response to the recommendations from
previous Economic Surveys. The recommendations that are new to the present
Economic Survey are contained in the corresponding chapters.
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ASSESSMENT AND RECOMMENDATIONS

Recommendations in previous Surveys Action taken

5.1.2. Reform disability benefits to further promote work No action taken.
incentives. Consider shifting the approach for medical
assessment from general disability to capacity for work.
5.2. Childcare services
5.2.1. Support for childcare services for Arab-Israeli children  Procedures for building childcare centres were eased in 2014. 20% of the budget is spent on the Arab
warrant particular attention. community.
5.3. Labour regulation
5.3.1. Improve enforcement of labour regulation, in particular The number of labour inspectors, investigations and penalties increased in 2013-14. The number of
in sectors dominated by foreign workers. Limit rent-seeking in  foreign worker permits are set by bilateral agreements and moves inversely with the unemployment
the permit system for foreign workers. Lower the value of the rate. Their pension payments are kept by the government and delivered to them when they leave.
minimum wage relative to median earnings. Employers and unions have agreed with the government to raise the minimum wage by 16% over
3 years from April 2015.
5.4. Pensions
5.4.1. For first-pillar pensions, eligibility rules for the Income  No significant reform.
Supplement should be reviewed to widen its coverage.
5.4.2. Increase the age at which women become eligible for ~ No action taken.
state pensions to the same level as men (67 years).
5.4.3. Pursue plans to reform the tax treatment of pensions  The draft 2015-16 budget would cut the tax-free limit on employer contributions from 4 to 3 times the
and for life-cycle portfolios. average wage.
5.4.4. Phase out tax breaks on savings in the “advanced No change.
training funds”.

6. Policies affecting business (2011 Survey)

Competition policy
6.1. Reduce support for agriculture, and make it less distorting. In 2014 duty-free import quotas for dairy products and meat were increased.
6.2. As regards the Israel Antitrust Authority (IAA), consider IAA resources (both its budget and staff) have been raised significantly since 2011. A

authorising civil penalties, increasing the budget to deal with Competitiveness Department was established in 2012 to track trends in selected markets. The laws
staff-retention problems and making the IAA’s advocacy and ’promoting competitiveness’ (2013) and ”promoting competitiveness in the food sector’ (2014)
regulatory roles more explicit. provided it with extra-legal instruments.

6.3. Persevere with investigating and strengthening competition  Parallel imports have been allowed for non-sensitive foods (e.g. breakfast cereals) alongside lifting
in retail supply chains. other regulatory barriers. Also, barriers to cosmetic imports have been lifted.

6.4. In the Electricity sector introduce reforms based on a The new government has planned to discuss a new model to promote competition.

competitive model.

6.5. In telecommunications, follow through on plans to introduce  Unbundling of the local loop was decided at end-2014. but its implementation has been prevented
an independent regulator. Continue to push for market opening,  because of network owners’ resistance.

notably by local loop unbundling.

6.6. Privatise and introduce or strengthen competition for Privatisation of the existing ports and the construction of 2 new ports is proceeding. A postal reform,
services in post, sea ports and water. including partial privatisation, was adopted at end-2014, but its implementation has been delayed.
6.7. For gas, remain vigilant on competition and the risk that See Chapter 1, paragraphs 1.79-1.85.

policies end up providing implicit fuel subsidies.

7. Environmental and transport policies (2011 Survey)

7.1. Energy efficiency and the environment
7.1.1. Introduce GHG monitoring and a system of rolling Preparations are being made for 2030 GHG cuts to a business-as-usual baseline to be presented to
targets that looks beyond 2020. COP21.
7.1.2. Consider basing an economy-wide carbon tax on the No action taken.
existing excise tax on primary fuels, and aim for greater
participation in international emissions trading.
7.1.3. Improve energy efficiency in buildings. Introduce Spending on the energy efficiency programme has been halted.
energy-efficiency standards and certification.
7.2. Transport

7.2.1. Continue to invest in economically efficient public Construction of the light rail project in Tel Aviv is underway.

transport, with a focus on urban areas.

7.2.2. Raise taxes influencing vehicle use, rather than Effective tax on leasing companies has been raised by lowering the depreciation rate from 20% to
ownership, and prune tax breaks for company cars. 16% and cancelling the option to postpone capital gains tax.

8. Health care policy (2013 Survey)

Governance of the health insurance system
8.1. Ensure universal National Health Insurance services remain  NHI remains at the core of the system. In recent years funding has risen by an average annual rate of
at the core of the system. Provide adequate public funds forit. ~ 7.5%.

8.1.1. Widen the scope of reductions in co-payments to low  No action taken

income households.
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ASSESSMENT AND RECOMMENDATIONS

Recommendations in previous Surveys

Action taken

9.1.3. Keep the ‘green credits’ but shift from purchase tax on
vehicles to taxing their use, e.g. by fee-based reserved lane
systems and urban congestion charging.
9.1.4. Further develop environmental levies.

9.2. Household income tax and benefits
9.2.1. Avoid further increases in the tax wedge on low-wage
labour and hikes in personal tax rates.
9.2.2. Invest more in active social policies. Bring in new levels
of benefit for those with more than 2 children. Avoid further
increases in universal child allowances.
9.2.3. Further pare back universal support, and reduce tax
credits that benefit middle/upper income earners.
9.2.4. Consider increases in means-tested income support,
ensuring these do not create welfare traps.

9.3. Property taxation
9.3.1. Make capital assets deemed to be realised at death for
capital gains tax purposes.

9.4. Company taxes and transfers
9.4.1. Review the net subsidies granted to firms, taking all tax
breaks and support schemes into account. Consider paring
back targeted business support by the Law for the
Encouragement of Capital Investment in exchange for cuts in
the rate of corporate income tax.
9.4.2. Ensure taxation is adequate in immobile sectors (such
as resource extraction).

9.4.3. Pursue plans to reduce tax compliance costs for
business by simplifying the tax code so as to reduce the
number of payments required.

9.5. Evasion, avoidance and tax administration
9.5.1. Press on with campaigns combatting tax evasion and
aggressive avoidance. Gonsider moving the Israel Tax
Authority (ITA) outside the Ministry of Finance or
strengthening its independence. Consider unifying the
collection of tax and social security revenues, and adopting a
“functional” approach to tax administration, with, for instance,
a unit dealing with large taxpayers.
9.5.2. Press on with the further development of electronic
services in tax administration.

No action taken.

No action taken.

The pension contribution rate was raised from 15.0% to 17.5% in 2014.

The new government plans to increase child allowances, abolishing the cuts carried out by its
predecessor.

No action taken.

The government has various measures to support low-income workers e.g. the EITC, subsidised
childcare, etc.

No action taken.

Preferential corporate income tax rates available via the Law for the Encouragement of Capital
Investment (LECI) have been raised from 12% (2013) to 16% (2014) and in preferable areas (area A)
from 6% to 9%.

At end-2014 the government approved the Sheshinski 2 Committee’s recommendation to impose
surtax at rates of 25-42% on the profits in excess of a 14% return on natural resources extraction
(potash, phosphates and other minerals).

No action taken.

Some steps have been taken to deal with evasion and aggressive avoidance: henceforth, reports will
be submitted only via electronic means, and information from financial institutions is being shared
with the ITA.

A website was created for submitting reports for the EITC programme. Calculators, simulators and
online payment have been developed for several taxes.
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Chapter summaries

Chapter 1. Boosting competition on Israeli markets
Chapter 2. Improving the pension system and the welfare of retirees in Israel
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Chapter 1. Boosting competition on Israeli markets

Promoting competition to enhance productivity at the firm level and resulting income and
growth improvement and a lower cost of living is an important economic and social
challenge in Israel. Consistent evidence shows multiple deficiencies leading to a dual
functioning of the economy between exposed and sheltered sectors. Product markets are
hampered by regulations that are far from best practice. Because of its geographical and
geopolitical situation, Israel is less open to foreign trade than other small OECD countries.
Moreover, its product markets feature monopolies in many sectors. Addressing these issues
have been high on the policy agenda since the 2011 “tent protests”, and the authorities
have adopted or launched reforms in many domains since then. However, further increases
in foreign trade exposure by lowering non-tariff barriers, making regulation more
competition-friendly in network industries, especially electricity, and reducing the
oligopolistic structure of the food and banking sectors would still have considerable
economic payoffs.

Chapter 2. Improving the pension system and the welfare of retirees in Israel

Israel is a young country with still dynamic population growth, but it is already beginning
to face the consequences of population ageing. The pension system relies largely on
mandatory private retirement saving, which will moderate the long-term fiscal impact. Yet,
there are questions about the fairness of the pension system, given the regressive nature of
some of its tax provisions, its ability to effectively protect the most vulnerable elderly,
whose poverty rate is high, as is the case for the rest of the population, and its efficiency in
securing and valuing these retirement savings to guarantee pension adequacy. This review
examines ways forward for policy to address these issues by reinforcing the protective role
of basic pensions, by encouraging people to work longer and by improving the fairness and
effectiveness of the system’s second pillar.
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