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Who will pay for the Gaza war?
A three-way conflict between security,
social and fiscal considerations

THE 50-DAY Gaza War has ended. Inevi-
tably, another fierce, protracted conflict has
broken out — the political battle of the 2015
budget to determine who will pay for it.

This three-way conflict pits Finance Min-
ister Yair Lapid against Prime Minister
Benjamin Netanyahu, and Bank of Israel
Governor Karnit Flug disagreeing with both.
Without exaggerating, the outcome of this
battle will be as important for Israel's future
as was the outcome of Operation Protective
Edge.

Military strategists speak of “asymmet-
ric warfare,” which means that in the battle
against terror costly conventional weapons
(missiles, jet aircraft, tanks) are used against
inexpensive improvised weapons, including
homemade Kassam rockets. One of Hamas’s
most effective weapons was the 120 mm
mortar — a relatively cheap, primitive device
that took a heavy toll on life and property in
the areas bordering Gaza.

Defense Minister Moshe Ya’alon says the
Gaza military operation, which begun on
July 8, in Gaza cost more than NIS 9 billion
($2.5 billion) in added defense spending. The
overall direct cost is estimated at more than
NIS 15 b. ($4.3 billion), including compensa-
tion for civilian damages.

In his overview of the war’s price tag,
Ya’alon noted that the IDF attacked more than
6,000 targets, of which 5,000 were hit from
the air and the rest by land and sea. Hamas
and other terrorist groups fired some 4,500
rockets at [srael, while the IDF destroyed
around 2,000 rockets, leaving an estimated

2,000 more rockets in their arsenal.

The Iron Dome anti-missile system
brought down over 700 Gaza-launched rock-
ets during the war. Each Tamir interceptor
missile costs $100,000, Ya'alon noted, so the
interceptor missiles alone cost well over $70
million. Sometimes, two Tamir missiles were
launched to ensure the destruction of one
rocket, when it targeted a large urban area or
Ben-Gurion international airport.

The economy was slowing even before the
Gaza war, which caused a further slowdown
equal to 0.5 percent of the annual Gross Do-
mestic Product (GDP), or close to NIS 5 bil-
lion ($1.3 billion), according to Tax Authority
Director Moshe Asher. Tourism was hard-hit
and consumer spending slowed, too.

The first act of the government was to slash
spending for the 2014 budget by two percent
across the board, across all ministries, ex-
cluding defense. But the real cost will be felt
in Israelis’ pockets only in the 2015 budget.
The three warring sides — Lapid. Flug and
Netanyahu — have fired their opening salvos.

Flug advocates fiscal responsibility. She
insists there must be a tax increase to avoid
increasing the budget deficit and the burden
of public debt. And she, is partly right. We’ve
seen many countries c¢ollapse — Ireland, Por-
tugal, Spain, Greece — when runaway deficits
caused capital to flee. and governments’ bor-
rowing costs Soared as a result.

Lapid is bitterly opposed to tax hikes. He,
too, is partly right. In the past, Lapid’s aus-
terity budget hurt the middle-class constitu-
ents who voted for his party, Yesh Atid, and
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brought Lapid’s approval ratings to the lowest
of any cabinet minister. Lapid claims rightly
that his previous austerity budget left Israel
better able to boost government spending to-
day without causing big deficits.

LAPID DESPERATELY wants to keep his
“no new taxes” promise. I'm certain he re-
calls former US president George H. W.
Bush’s pledge, made at the 1988 Republican
National Convention, “‘Read my lips, no new
taxes,” a pledge he broke, which partly result-
ed in his lost reelection bid against Bill Clin-
ton in 1992.

Lapid, therefore, opposes large de-
fense-spending hikes. His Finance Ministry
has presented an initial budget proposal to
Netanyahu calling for a budget deficit equal
to 3.2 percent of GDP, no new taxes and pro-
viding only an additional NIS 2.5 billion to
the defense budget, far less than the Defense
Ministry’s demand for an additional NIS 9
billion.

Netanyahu supports Ya'alon's demand for
a major increase in the defense budget. Net-
anyahu, too, is partly right. For most Israelis,
security is foremost. But Lapid says this in-
crease is “‘excessive.”

The result is a three-way conflict between
opposing scenarios for distributing the cost of
the war — the Security budget (Netanyahu),
with huge defense spending paid for by major
cuts in social spending; the Financial budget
(Flug), where large spending hikes are paid
for by big tax increases; or the Social budget
(Lapid), where defense spending increases
are modest, taxes are kept steady and social
spending is more or less maintained.

The battle lines have been drawn. Lapid’s
close friend and ally Ofer Shelah has said that
Yesh Atid will initiate new elections if it los-
es the Battle of the Budget. Most observers
doubt this is credible given Yesh Atid’s abys-
mal ratings in the polls. But it is clear that the
stakes in the Battle of the Budget are high for
everyone, not just Yesh Atid.

The budget conflict is classic guns or but-
ter. And it is that old déja vu all over again
because similar battles were fought after the
Second Lebanon War in 2006, Operation
Cast Lead (2008-9), and Operation Pillar of
Defense (2012). In all three cases, the securi-
ty proponents won and defense spending rose
substantially. I expect they will win this time,
t00.

The background to the Battle of the Budget
is the slowing economy, with annualized sec-
ond-quarter GDP growth of just 1.7 percent.
The slowdown was driven by a sharp 18 per-

cent decline in exports and a 5 percent slump
in fixed capital formation. GDP for the third
quarter of 2014 may not grow at all.

Israel’s economy and its people are resil-
ient. They have been through war before and
they bounce back. The tourists will return
eventually and consumer spending will rise.

WITHOUT INTERNAL
COHESION, WITHOUT
MUTUAL SUPPORT,

IT WILL BE VERY
DIFFICULT TO MEET
EXTERNAL THREATS

Dr. Yaakov Sheinin, head of the consul-
tancy Economic Models, told the Hebrew
financial daily TheMarker that Israel’s
economy will rebound, as it has after other
conflicts; he believes the high-tech sector
will continue to attract foreign investors.
But high-tech companies themselves are far
more concerned with the stagnating glob-
al economy than the Gaza War, and some
multinationals with operations in Israel, like
giant Cisco, have announced sweeping lay-
offs as a result, including 300 Israelis.

In this space, I have been severely critical
of Finance Minister Lapid, who scorns econ-
omists, backs bad policies (the zero Value
Added Tax for apartment buyers), and lacks
even basic understanding of budget princi-
ples. But in the current Battle of the Budget, 1
support his position, for several reasons.

First, social cohesion. 1 agree with Avi
Tembkin, writing in the business daily Globes,
who argued, “We are becoming an economy
and a society in which there is a high-tech
and financial elite, with very large groups of
workers beneath it whose entire employment
horizon is rapidly shrinking. Job security for
these employees ceased to be a consideration
a long time ago, and many of them will be-
come workers for contractors in the near fu-
ture.”

Israel faces severe external threats. It will
deal with them. But Israel also faces a criti-
cal internal threat, as the cohesion of society
crumbles owing to the huge rich-poor gap.
Without internal cohesion, without mutual
support, it will be very difficult to meet exter-
nal threats no matter how much money Israel
spends on costly defense technology.

Second, evidence from recent and distant

history. The US and the EU dealt with stag-
nating economies in the wake of the 2008-
12 economic and financial crises, largely
through austerity — sharp spending cuts.
They slashed government spending, cut defi-
cits and curried favor with financial markets
in the hope of restoring economic growth

This has failed and was doomed from the
start. When businesses stop investing and
consumers cannot spend because they lack
jobs and their incomes are falling, and ex-
ports slump, only the government is left to
supply the demand needed for growth in jobs,
as J.M. Keynes explained 80 years ago.

Both the US and EU economies have failed
to return to robust growth, and austerity pol-
icies are largely to blame, even though the
central banks in both regions have flooded
their economies with massive amounts of
money and credit.

Money does no good if it does not circu-
late. And it will not circulate if everyone is
afraid to use it and banks are afraid to lend it.

Massive defense spending will in the long
run weaken Israel, not strengthen it. Let’s re-
call that US president Ronald Reagan, elected
in 1980, ran on a platform of matching Soviet
Union defense spending. The resulting arms
race bankrupted Russia, which could ill af-
ford it. Many believe the ultimate collapse of
the USSR, in December 1991, was caused by
a voracious defense budget.

ISRAEL MUST not follow suit. There is an
urgent need to revamp high tech; invest in
communications and transportation infra-
structure; revitalize higher education and
high schools; and rebalance the rich-poor
gap. None of this will happen if resources
are poured into defense.

Thanks in part to the wisdom and stature
of former Bank of Israel governor Stanley
Fisher, now deputy head of America’s Fed-
eral Reserve, Israel’s economy slid through
the 2008-9 global financial crisis almost un-
scathed, with GDP growth of nearly 6 per-
cent in 2010 and over 4 percent in 2011.

But with GDP growth plummeting this
year, the Bank of Israel has slashed inter-
est rates from three percent in 2011 down
to virtually zero in August 2014. It has not
helped much and, in fact, has exacerbated
the housing bubble. Israel should avoid aus-
terity, embodied in the Bank of Israel’s fi-
nancial scenario. The evidence from abroad
is compelling that financial austerity does
not work.

Third, happiness. Three eminent econo-
mists — Richard Layard, Jeffrey Sachs and
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peace. We now understand that this is utter-
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which pits Shia against Sunni, Sunni against
Sunni, and tribe against tribe.
Israel must take a long-run view in its
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budget debate. The question is, how must
Israel allocate its scarce resources to defend
itself, secure its borders, strengthen its econ-
omy and society, fairly share the defense
burden, and ensure a strong cohesive society
able to meet severe challenges that lie ahead,
ones that we can at present barely imagine?
The Gaza War has probably ended, even
though technically a temporary cease-fire
prevails. But the Budget War has just begun.
Its result will have a major impact on Israel’s
economy and society for years to come.
Postscript: As this issue goes to press, ac-
cording to the Jerusalem Post Prime Minis-
ter Netanyahu and Finance Minister Lapid
have hammered out a deal, just hours before
the New Year began. In the 2015 budget, de-
fense spending will rise by 6 billion shekels
(1.6 billion dollars) to a total of 57 billion
shekels (15.4 billion dollars). Tax rates will
remain steady. The deficit will rise from the
planned 2.5 percent to 3.4 percent of GDP.
A significant part of the defense budget will
be labelled “one-time,” meaning it will not
automatically remain in future budgets. Ev-
eryone is happy, with the possible exception
of Governor Karnit Flug. |

The writer is Senior Research Fellow at the
Samuel Neaman Institute, Technion
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