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Israel, Government of
Passage of first stage of judicial overhaul points to continued
political and social tensions

On 24 July, Israel's (A1 stable) parliament passed a bill that will prevent the Supreme Court
from using the standard of “reasonableness” to strike down decisions by the government
and government ministers. The government believes the standard has allowed the Supreme
Court to use powers it was never formally granted, but opponents of the bill consider it a first
step towards a broad undermining of checks and balances, which are an integral part of a
robust democracy. There is a significant risk that political and social tensions over the issue
will continue, with negative consequences for Israel’s economy and security situation.

The government first presented its plans to overhaul the judiciary, including the measure
now voted through, in January, but halted its push following significant protests. Attempts
to reach a compromise with the opposition have failed, and the next piece of legislation will
reportedly focus on giving the government control over the judicial selection committee,
which decides on the appointment of judges.

We changed the outlook on Israel's A1 rating to stable from positive in April to reflect our
view that Israel's governance has deteriorated, as illustrated by the proposal to overhaul
the judiciary. More specifically, we believe the wide-ranging nature of the government's
proposals could materially weaken the judiciary's independence and disrupt effective checks
and balances between the various branches of government, which are important aspects of
strong institutions. Israel has no written constitution and its institutional set-up relies to an
important extent on judicial oversight and review. In addition, the executive and legislative
institutions have become less predictable and more willing to create significant risks to
economic and social stability.

The bill's approval comes amid widespread protests by civil society groups that have been
ongoing since January and which we expect will continue. Petitions against the bill have
been lodged with the Supreme Court, raising the risk of a constitutional crisis between
the executive and judiciary. A large number of military reservists, including elite pilots,
threatened to stop reporting for training if the bill was passed, a move army leaders fear
could put Israel’s security at risk at a time of renewed violence with the Palestinians.

Although domestic and geopolitical tensions have traditionally not had a major or lasting
impact on Israel's economy, a serious escalation of tensions with the Palestinians could
endanger improved relations with the signatories of the Abraham Accords, which normalised
relations between Israel, the United Arab Emirates (Aa2 stable), Bahrain (B2 stable), Morocco
(Ba1 stable) and South Sudan, and make improving relations with regional powers such as
Saudi Arabia (A1 positive) more difficult.

http://www.surveygizmo.com/s3/1133212/Rate-this-research?pubid=PBC_1376442
https://www.moodys.com/credit-ratings/Israel-Government-of-credit-rating-423305/summary
https://www.moodys.com/research/Moodys-changes-outlook-on-Israel-to-stable-from-positive-affirms-Rating-Action--PR_474604
https://www.moodys.com/credit-ratings/United-Arab-Emirates-Government-of-credit-rating-600018601/summary
https://www.moodys.com/credit-ratings/Bahrain-Government-of-credit-rating-600018600/summary
https://www.moodys.com/credit-ratings/Morocco-Government-of-credit-rating-600020405/summary
https://www.moodys.com/credit-ratings/Saudi-Arabia-Government-of-credit-rating-660260/summary
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Some of our earlier concerns regarding the proposed reforms' impact on Israel's economy are also starting to emerge. Venture capital
investments in Israeli high-tech firms have declined materially, with the sector raising $3.7 billion in the first six months of the year,
the lowest figure since 2019 (see Exhibit 1). While the slowdown reflects global trends in the sector triggered by tighter financing
conditions and a degree of normalisation after the pandemic, there are also signs that Israel is decoupling from global trends.

According to analysis by the Israel Innovation Authority, more than 80% of new Israeli start-ups have chosen to register overseas
rather than in Israel since the start of this year, compared with just 20% in 2022, a development that is likely to reflect the significant
uncertainty created by the judicial overhaul plan. The Israeli stock exchange and the NASDAQ have also diverged, suggesting that
country-specific considerations may be holding back Israeli tech stocks (see Exhibit 2).

Exhibit 1

Investments into Israeli high-tech sector are slowing...
Venture capital investment ($ billion)

Exhibit 2

… with the stock market also decoupling from global trends
Stock index (May-2022 = 100)

0

2

4

6

8

10

12

14

16

1H 2H 1H 2H 1H 2H 1H 2H 1H 2H 1H 2H 1H 2H 1H 2H 1H

2015 2016 2017 2018 2019 2020 2021 2022 2023

Sources: IVC-LeumiTech and Moody's Investors Service

80

85

90

95

100

105

110

115

120

Nasdaq Tel Aviv SE

Sources: NASDAQ, TASE and Moody's Investors Service

This is particularly concerning given that the country's high-tech sector has become the key engine of economic growth, accounting
for half of total exports and generating around 15% of GDP in 2022. According to the Bank of Israel, a protracted period of domestic
political uncertainty could reduce GDP by 0.8%-2.8% per year over a three-year period due to a higher risk premium and weaker
exports, investment and private consumption. We currently forecast real GDP growth of 3% both this year and next, but our projection
does not incorporate a negative effect from a prolonged period of social and political tensions.

This publication does not announce a credit rating action. For any credit ratings referenced in this publication, please see the issuer/deal page on https://ratings.moodys.com for the
most updated credit rating action information and rating history.
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