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THE MESSAGE OF THIS REPORT

Over the past 40 years, the public leadership of Israel has led the
people of Israel on a series of successful quests which have required
vision, determination, energy and intelligence to accomplish:

e The establishment in a hostile environment of the State of Israel
from the ashes of the Holocaust;

e The creation of an impressive defense establishment to protect the
state;

e The transformation of secmin%ly useless land into a garden of
bountiful food and a source of useful minerals;

e The development of industry to bring self sufficiency in food,
clothing, and shelter and the conveniences of modern day life to
the people of Israel;

e The forging of an educational and research establishment
unparalieled for a small nation.

All of these missions were acomplished by people who felt that they
must be independent and self sufficient, for the non-Jewish world had
often not been hospltable‘ to the Jewish people.

After three decades of startling accomplishment, Israel’s economy
stagnated in the late 1970s and 1980s. The _leaders_of Israel had to
borrow from abroad increasingly to maintain the living standards of the
Israeli people, creating an uncomfortable dependence.

This report discusses a new quest which must be undertaken to assure
Israel’s economic prosperity. Israel has one of two choices for its
economic future: dependence on or interdependence with the rest of the
world. Israel is too small a country to be an independent economic
island and still be prosperous. The scale required to develop,
manufacture and market goods in today’s world is too large. Israel must
trade extensively and successfully.

Israel exports now, but unlike many small countries in Europe, its
exports are not large and do not command a high value in the
international economy. Achieving C{)r_ospcpty through increased high
value exports 1s the quest addressed in this report.

This report is long and technical but it really has only four simple
but powerful messages:

e The goal of increased exports must become a national priority;

e The strategy and culture of most Israeli firms needs to change
from import substituter, defense supplier or raw material
developer to focussed builder of international competitive
advantage;




e Israelis must learn to market their products better;

e The uneasy relationship which exists between the Israeli
govprnment and Israeli businesses must be modernized: the
usinesses must be allowed to function more independently.

This report is offered as a call to action. Its specific
recommendations -are presented with our firm belief that they can be of
help to Israel in its quest. However, more important than adopting any
one of the recommendations is the understanding by all concerned that
Israel’s future depends on achieving economic prosperity through
increased high value added exports.

Israel’s choice is between economic¢ dependence and stagnation or
economic interdependence and prosperity. The choice will be made soon.




EXECUTIVE SUMMARY

EXPORT LED GROWTH:
AN ISRAELI IMPERATIVE

THE PROBLEM

.. Israel’s economy has lost its capacity to grow and to increase the
living standards of 1its people. Between 1960 and 1973, the gross
domestic product gcr person in Israel grew by over 100%. etween 1973

and 1986 it grew by only 9%. Since 1580, it has increased by only 0.3%
per year. ‘

In 1986 Israel’s GDP per 8erson was only 37% that of the United
States, down from 39% in 1970. Israel now has a lower GDP per person
than Ireland and Singapore and is one of the onl_)' developed countries in
the world to decline relative to the U.S. since 1970 (Exhibits 1 and 2).

The increase in living standards experienced by Israelis during the
1980s has been made possible by a massive increase in foreign
borrowing. Foreign debt now is almost $20 billion and 32% of Israel’s
g:)tports g0 to pay the net debt servicing, up from 20% in 1979 (Exhibit

THE NEED FOR EXPORT LED GROWTH

To increase living standards and reduce its foreign dependence,
Israel must pursue export-led growth. Without exports the country cannot
import the raw materials and industrial components needed for
production. Moreover, Israel is too small to achieve efficient
production scale in a wide variety of industries by serving its home
market alone. Attempts to make these items for the local market alone
would inevitably be inefficient. Israelis would have to pay high

prices. The economy would be unproductive and would continue to
stagnate.

Attempts to bring about growth through stimulating demand would

result in greater inflation and a worse balance of international
ayments. Imports would increase, Israeli firms would divert product
rom export to the local market, and prices would rise in Israel.

The only solution to Israel’s stagnation is increased exports.

THE EXPORT GOAL

The Jerusalem Institute of Management, using the economic model of
the Israeli Finance Ministry, has projected the level of export growth
which would be required to achieve a balance in Israel’s external
accounts (assuming a continuation of U.S. military assistance and .
private transfers from abroad) by 1995. Based on certain assumptions
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about the growth of domestic consumption, the service sector, and
exports to territories, the model indicates that exports of goods must
increase at a rate of 8.9% per year in constant 1985 dollars. (This
excludes exports to the territories of Judea, Samaria and Gaza).

If this growth rate can be achieved, the model projects that GDP
will grow by an average of 5.0% per year and GDP per capita by an
average of 3.1% per year. Assumptions and model relationships can be
changed to produce many different results, but it is clear that improved
h_vm%standards and an end to international dependence will require
significant export growth.

.Substantial Froduptivjt improvements will have to be made to
achieve this goal. This will not be easy since Israel’s productivity
growth has stagnated during the 1980s (Exhibit 4).

While this goal may sound ambitious, it can be achieved if
appropriate actions are taken by business and government. Israel
currently exports a much lower amount per person than other small
countries (Exhibit 5). The growth we have set as a goal would take
Israel only to Ireland’s current level of exports per person, by 1995.

WHERE WILL THE GROWTH COME FROM

In real 1985 dollars (U.S. GNP deflated), Israel’s export of goods :
grew by 9.6% per year from 1960 to 1970 and by 13.5% per year from 1970
to l9§ . However, between 1980 and 1985, it declined by 2.5% per
year.

More than 20% of Israel’s exports are made up of products based on
natural endowments in agriculture (mainly citrus products, cotton and

vegetables) and in minerals (mainly bromine, potash, phosphates and
periclase).

Another 48% of its exports come in areas where Israel has some
special advantage: 19% in defense products where Israel’s government is
a relatively large and sophisticated purchaser; 21% in diamonds where
the cm1§ratxon of Jews active in the diamond industry from Belgium in
the 1940s transferred an established export industry to Israel; 2% in
products sold to Marks & Spencer where Zionist sympathy provided the
initial impetus; and 6% in products used in agriculture (for example for
arid conditions) where Israel again has sophisticated purchasers.

Only 32% of Israel’s exports originate in products where Israeli
companies entered world markets based on advantages not due to local
conditions.

1 There are a number of ways to measure real export growth; no one is

perfect. We have used dollars at average yearly exchange rates
inflated with a U.S. GNP deflator to 1985 dollars. This has the
advantage of making international comparisons possible, but the
disadvantage of being affected by differences in the U.S. dollar
exchange rate with other currencies. No-matter which measure is
used, the reality of export growth decline in the 1980s is clear.




During the 1970s all of these areas showed considerable export
growth. In the 1980s exports of agricultural products and diamonds and
most of the areas not based on a special Isracli advantage actually
declined in real dollars and the growth in other areas slowed
considerably.

The study team analyzed the future prospects of each of these export
groups in depth. This was possible because Israel’s exports are quite
centralized with over 75% of exports coming from only 55 companies. By
interviewing 150 companies in Israel and over 125 customers, partners,
and competitors in the U.S. and Europe, it was possible to develop a
view of growth prospects and impediments to growth.

The findings show that much of Israel’s exports have reached a
plateau. With the exception of agricultural technology markets, all
other areas where Israel has some obvious advantage are unlikely to grow
sufficiently to meet our growth targets.

Raw Materials Based Exports

Isracl’s agriculture is facing two-constraints: increased.
competition from Brazil in citrus concentrate and_from Spain, Portugal
and Greece in various products as they enter the EEC; and a water
constraint which limits the production potential of water intensive
crops. Israel’s farmers have been resourceful and hayve drawn .
international admiration for their success in devclong Israel’s arid
land. Nevertheless, Israel’s agricultural exports declined by 5.7% per
zear from 1980 to .1985. All of the ingenuity of Israel’s farmers will

e required to produce even a slight real growth during the next decade.

Israel has also shown great resourcefulness in developing its raw
material based chemical industry. Extraction techniques are first rate,
new technology has driven the development of downstream compounds to add
value to the minerals, and bold marketing steps have been taken to
secure distribution channels and customers in Europe and the U.S.

However, a changing competitive environment and evolving demand
patterns threaten future prospects for growth. In potash the .
supply-demand balance is expected to be unfavorable for producers_until
the mid-1990s. Potash demand will grow only 1.3% per year in the U.S.
and 1.0% in Europe. Meanwhile, new capacity is bcmg glanch or built
in Africa, the Far East, South and North America, and Saudi Arabia.

Growth of potassium nitrate, a major downstream product from potash, is
also expected to be slow.

In phosphates Israel has maintained market share in Europe only by
meeting prices which have declined by over 40% in the past five years.
Substantial new capacity additions in Jordan and Tunisia will hinder a
price recovery. Israel’s production costs are not fully competitive in
phosphates, and its deposits are of relatively low purity limiting
downstream product opportunities.

Israel’s bromine exports are also threatened by decreasing demand in
ethylene dibromide and other end uses, although bromine exports overall




should continue to increase. Periclase, which has grown rapidly in the
past five years, will face significant increased competition from Mexico
and Japan.

Israel’s raw materials based chemicals have grown at 4.4% during the
1980s. It will be difficult to maintain that growth rate in these
products over the next decade. ‘

Special Market Exports

Diamonds. experienced a price explosion in international markets in
the 1970s. Prices collagsed in the early 1980s and total exports have
still not recovered to 1980 levels. Over the last 40 years diamond
trade in dollars has §rown at a_rate of 7% g.er year. Since the value
added in Israel is only about 20% of total diamond exports, slight
vanatlotns from this rate will not affect Israel’s overall balance of
payments.

Israel’s exports to Marks & Spencer have grown by 6.6% during the
past five years. Marks & Spencer imports only about 10% of its =
requirements, preferring to maintain as many British made goods in its
stores as possible. Israeli goods now represent about 40% of its
imports. Growth is likely to continue but will be constrained by
overall store policies.

Israel’s defense sector has grown in real terms between 1980 and
1985. Since our ability to study this sector was limited for national
security reasons, it is hard for us to project potential future growth.
We have projected two scenarios, one assuming a 3.7% growth rate into
the future, and the other assuming an 8.9% growth (our target for all
exports) as an optimistic assumption. Defense exports are subject to

eopolitical factors and can often be volatile. Increasing the share of
srael’s total exports accounted for by defense might entail
considerable risk.

Of the special market based exports, only the agricultural
technology based sector has no natural or externally imposed
constraints. Nevertheless, exporters in this area face a number of
- challenges. Pesticides, which make up 33% of the sector’s total

exports, are facing severe price competition from Far East competitors,
partlg:uiarly Korea, Many of the other exports of this sector are
plastic products which have low barriers to entry. It is common for
purchasers of Israeli products from abroad to set up local sources of
sqggly 1n their own countries to replace Israeli exports. Finally,
kibbutzim are major exporters in this area, Ideological concerns about
hiring outside labor sometimes restrict their growth.

Exhibit 6 shows the growth which can come from these constrained and
special market export sectors (not including agricultural technology).
It ranges from 4.8% to 6.5% per year, considerably lower than our
goals. If the goals are to be achieved, other cxgortcrs including the
aﬁncpl_tural technology sector must grow at 12.2% to 13.8% per year
( xéubn 7). How to accomplish this goal is the major focus of our
study. .




THE CHALLENGE OF GROWTH FOR OTHER EXPORTERS

Exports not based on the Israeli advantages, described above,
accounted for about $1.9 billion in 1985. These exports originated in
two very different types of firms: those set up primarily as import
substituters to serve the Israeli market and those set up primarily for
export. Since it is in these businesses where Israel’s future growth
will be won or lost, the problems confronting these exporters deserve
careful attention.

Import Substituters

The vast majority of Israel’s exporters in this category exist to
serve the domestic market. They are provincial rather than
international in outlook. They export less than 30% of their .
production, regarding exports as a way either to sell surplus production
éa surplus mentality) or to make some money when good deals can be found
an opportunistic mentality). In aggregate, these import substituters
exported $1.1 billion in 1983, down from $1.9 billion in 1980.

. Most of these companies have always operated behind import barriers
without having to worry about international competitiveness. Because
they are import substituters, these firms often have very broad product
lines produced in small quantities. ‘

___The transition from import substituter to sustained exporter is a
" difficult one. Areas of specialization must be built, foreign

commercial relationships must be established, and significant
investments made in product development, production capacity, and
distribution.

A com(?any set up for cxfport lives or dies in its international
business. One that has a profitable home market may choose to export
(especially if there are general government subsidies to do so), but
will withdraw without too much hesitation if the markets become more
competitive.

This happened extensively in the 1980s as companies that had
developed export markets to sell surplus production in the 1970s,
withdrew in the face of increased international competition and more
attractive conditions at home. Israel has a large base of import
substitution companies. For Israel to achieve the necessary real growth

rates in exports, many of these will have to become more successiul
exporters.

Export Oriented Companies

Beginning in the late 1960s, a new breed of Israeli companies
formed, many with a technology base, to serve ]
internatjonal markets. Exports made up well over 70% of their
production from the beginning and their success totally depended on




international markets. This fropp.accounted for only $20 million in

exports in 1970, grew to $34Z million by 1980 and to $870 million by
1985. Exhibit § Tists some members of this group, a few of which are
Israeli business legends.

Beginning in the mid-1980s, several of the best known of these
companies began to experience dlfflCUlE’ maintaining growth and
rofitability. The near bankruptcy of Elscint and two years of losses
Por Scitex, the biggest exporters of this group, have raised questions
about the ability of young Israeli firms to reach significant size.

Companies tr{ing to grow to a large size from a small home base face
a number of problems:

e These companies usually focus on a particular market niche. If
the niche remains small, the company does too. If it grows large,
it attracts large competitors who can make life difficult for the
small competitors.

e Markets for products now develop almost simultaneously around the
world. A growth oriented c_omparg' must develop an international
network in the business rapidly. Being small and remote from
major markets makes it difficult to have the type of intensive
customer interaction necessary for good product development and
market adaptation.

e Product life cycles are -growing shorter while new product
gcncratlons arc becoming increasingly expensive to develop. Risks
ave increased greatly.

e All companies make mistakes in growing businesses. Large
companies take write-offs and keep going, small companies often
stall or go bankrupt.

) Almost all of Israel’s exporting companies are small in .
international terms, with sales no higher than $200 million each. Their

typical pattern has been one of brilliant product development, good
1nancial backing, rapid growth once a start-up phase has been passed,

agd then a flattening of growth due to some of the problems listed
above.

Israel’s export companies are aggressive and savvy. They must
overcome the inherent problems of small home market base and small
rclatn}rje size, however, 1f they are to experience significant export
growth.,

The Marketing Problem

There is another problem which seems to plague many Israeli
exporters, particularly the import substituters. It involves
insufficient attention to and ability in international marketing.




There are many examples of Israeli firms which develop a leading
product but lose its full commercial potential to competitors because
they do not have the marketing, sales, or service network to support it
adequately.

Our interviews often turned up extensive praise for Israeli products
- from fashion clothing to electronic instruments - but strong
disillusionment with the Israeli company’s ability to promote and
support the product.

Exhibit 9 lists quotes representative of many we heard from the
roughly 125 market interviews conducted by Telesis. They graphically
point to a _serious problem of many Israeli companies - lack of marketing
skill - which must be overcome if growth is to be achieved.

Other Constraints

Our interviews with Israeli companies and their customers also
turned up some other constraints hindering their ability to grow.

One problem was best expressed by the outside board director of one
of Israel’s major companies when he said:

"A major share of the time, energy, and attention of the chief
executive and other top managers ﬁas had to be devoted to
relationships with government ministries,

The Bank of Israel, and large commercial banks because of the
critical importance of government approvals (foreign currency,
-etc.) and government aid.. combined with these programs.

All this inevitably reduces the time and energy available for
atteﬁtmn to competitive issues in the company’s product
markets...

Pc{oblcms with foreign exchange controls came up frequently in this
regard.

Another issue often raised was the need to secure customers’ finance
for capital goods exports. Israel is sometimes not as generous as other
countries in its provision of guarantees and thus competitive financing
cannot be achieved.

New Firms

We have examined the role of new companies in Israel’s export
growth. Start-up companies take a loné time to become significant
exporters. Only nine companies formed since 1970 are in Israel’s top
fifty exporters making up about 9% of total industrial exports.

Start-up companies are unlikely to provide the major share of export




growth in the next ten years, but they are crucial to Israel’s long term
economic development.

Isracl has a healthy rate of start-ups. Moving from initial
start-up to full commercialization is sometimes a problem, however. In
a number of cases Israeli start-ups develop an innovation only to be
beaten by a_technological follower who is quicker to develop
manufacturing and marketing capabilities and more professional
management.

THE EXPORT TASK-SUMMARY

Israel must increase its exports of goods at 8.9% per year. )
Traditional sources of export growth in raw materials based industries,
ghamoclildg, defense, and Marks & Spencer will not provide the growth that
is needed.

Most Israeli companies were formed behind import barriers to produce
a small volume of a large number of goods to make Israel self
sufficient. Others were formed to serve Israel’s defense needs or to
exploit raw materials. Very few were formed with international markets
in mind and most of those which were are less than fifteen years old.

The transformation from import substituter, defense supplier and raw
material developer to international exporter is very complex and
difficult. The new breed of Israeli companies focussed on export also
face serious constraints to growth due to the firms’ small size, the
small size of their home market and their remoteness from major,
customers. Most Israeli companies of all types lack marketing skills
and must confront the difficulties of Israel as a business environment.

Building strong international companies that can export large
quantities of high value products successfully is difficult from a small
country base. It requires product focus and the bu1ldxp§ of long-term
international tprlce or cost advantage. Israel’s firms will need to
direct their efforts to this goal and change their corporate
organizations and cultures to accomplish 1it.

RECOMMENDATIONS TO ISRAELI COMPANIES

Companies create exports, not countries. If Israel is to achieve
the economic goals we have set, a large group of Israeli firms will have
to change the way they do business and new export oriented firms will
have to be established. Firms must think more strategically and define
their international opportunities precisely.

... Many will need to take risks far greater than they do now. Most
will need to improve their marketing. Some must seek out partners
abroad or look for ways to cooperate at home. All will need to know
what makes for competitive advantage in their businesses.

The following recommendations, based on perceptions of the strengths
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and weaknesses of Israel’s companies, provide directions for Israeli
firms to follow: :

Seeking Competitive Advantage

Israeli companies should build exports based on long-term
competitive advantage, not surplus capacity. It is necessary to
identify clearly and pursue the basis for competitive advantage and
adapt if 1t changes.

Israeli companies should seck to increase value added per employee

by developing competitive advantages based on factors other than low
wage labor costs.

Israeli companies should focus on sgccif ic market niches which are
appropriate to their capabilities. These companies are small in
world terms and even if they are technologically capable of entering
large markets, they cannot survive there over the long-term.

Marketing

4,

10.

In businesses where marketing scale is important, Israeli companies
should aim to build foreign marketing systems they can control.
Joint markctmg a%rccmcnts or OEM supply can be interim steps to
that goal but should not be end-points in themselves.

Israeli companies with brand opportunities should look for ways to
cooperate and secure scale to reduce the high costs of establishing
branded products.

Service investment is critical to sales success. The sale is the
start of a long-term relationship which the customer must find

satisfying. Entry to a new market must be accompanied by investment
in service capability.

Israeli companies should invest much more heavily in dcvelopingb
e

marketing skills in their people. In some companies this should
a crash program.

Product development should start with the market, not with the
product.

Israeli firms competing in applications engineering intensive
businesses must invest to standardize applications engineering
rather than customizing each order.

Isracli companies must recognize that product innovation, by itself,
rarely secures competitive advantage. Attention must also be paid
to investing in other sources of potential advantage in the early
stages of business development.
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11. In areas rcquirinP large scale R&D and where Israel has some
inherent world class capabilities, companies should actively
cooperate 1n joint development.

Manufacturing

12. Israeli companies should place more emphasis on manufacturing basics
like cost control, quality control, machine maintenance, higher
machine utilization, efficient production scheduling and meeting
delivery timetables, rather than focussing mainly on automation.

Gaining a Price Premium

13. Israeli companies must seek out and invest in ogpor_tunitig:s for
sustainable competitive advantages based on achieving price premiums
for superior quality products.

Management Capability

14. Israeli firms must accelerate their investments in managerial skill
development.

THE GOVERNMENT ROLE

The Isracli government has always been deeply involved with the
economic development of the country. The nature of that involvement has
changed substantially over the years, as new economic challenges or
opportunities arose.

For example, direct government investment to develop the mineral
resources of the Nege\{ and agriculture in the early years of the state
was followed by a YOIICY of industrialization through import
substitution in the late 1950s. This was followed by government efforts
to broaden and enhance Israel’s military industries in the 1960s.

.. Over the last three decades, the government_has played a major role

in directing the flow of funds in the economy. In recent years the

govprnmcnt’s role has included increased encouragement to
usiness-related research and development and greater aid to exporters.

. The Pattqrn of these diverse government activities adds up to an
industrial policy, but not a clearly defined one. Indeed, many of
Israel’s industrial policies have been developed with other priorities
in mind - two of the most significant being frontier settlement and
military self sufficiency.
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Exhibits 10, 11, and 12 summarize funds allocated in the current
budget to industry. Some of the allocations, such as the exchange rate
insurance, are designed to compensate Israel’s exporters for the fact
that currcncy} devaluations have not kept pace with local inflation,
which is higher than that in major competing countries. The regional
development progﬁ'am provides capital grants to exporters who 1nvest in
certain parts of the country. Other policies subsidize manufacturing,
agriculture, and tourism with income and employers tax exemptions.
Another set of programs provides funds for research and development.
Two important areas of government assistance, that provided to military
companies and to firms which are in difficulty, are not accurately
reflected in the chart since their amounts are not public information.

One of the most imfportant aspects of Israel’s industrial policy has
been the achievement of free trade treaties both with the EEC and the
United States. Israel’s industrial policies also include elaborate
exchange controls, capital controls and merger laws.

ISRAELI INDUSTRIAL POLICIES IN PERSPECTIVE

A number of small countries have tried to accelerate their economic
development since World War II with active government involvement.
Ireland, Portugal, Greece, Singapore and Taiwan have all followed the
path of aggressive i%vernmcnt incentives to attract foreign investment
to their countries. More recently Ireland and Singapore have also
established programs to encourage research and development, skills
development, new company start-ups, technology transfer, and the general
development of indigenous companies. Israel stands alone in _basing its
development on indigenously-owned industry. (Exhibit 13). Countries
which have based their e:aport growth on foreign firms have found it hard
to increase their value added beyond a certain point since higher value

activities like R&D, automated production, marketing and such are rarely
located locally.

. Israel has the problem of being a small country trying to )
industrialize but has developed a much stronﬁer base of local companies
and a stronger technical base than other small newly industrializing
countries. For this reason, problems like the ones Israeli firms are

facing have more often been addressed by developed countries. Programs
which are relevant to Israel include:

° Programs in Sweden, France, and Japan for risk sharing in new
products and markets

e Programs in Denmark and Germany to sponsor collaboration in
marketing

e Programs in Canada, France, and Japan to restructure import
substituters for export

° %{rograms in Germany, the U.S.,, and the U.K. to assist start-up
irms

e Programs in Japan, France, Germany, and Europe to encourage R&D
collaboration
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e Programs in Sweden and Japan to minimize the burcaucracy
associated with controls

We have chosen 2 number of successful examples from these programs
which we discuss in detail in the full report.

Most developed countries have a wide_variety of industrial incentive
programs. Some speak a rhetoric of opposition to government industrial
policies, but all use these policies extensively. On paper most
countries appear to address a similar list of competitive and structural
problems. In practice, many programs are wasteful or mere public
relations while others are successful. Most successful programs share
common ingredients including:

e Continuity of programs despite changes in political leadership
e A pragmatic rather than ideological debate about policies

e Incentives toward industries involved in foreign trade, rather
than sheltered ones

e Decentralized identification of market opportunities (companies
rather than bureaucracy) except where government is the key
purchaser

e A focus on international competitiveness as the driving discipline
for actions

e A focus on incentives to invest on a matching basis rather than a
pure subsidy to sales

e A structuring of incentives to focus on specific competitive
‘leverage points -

: Israel’s industrial policies, with the exception of its R&D and BIRD
gU.S. - Israel Bilateral escar_c'h.and Development Foundation) programs,
ack many of these characteristics, They change frequently, they tend

toward subsidy rather than incentive, and they are not focussed on
competitiveness.

RECOMMENDATIONS FOR GOVERNMENT, HISTADRUT, AND THE
OPERATION INDEPENDENCE TASK FORCE

Perhaps the two most important forms of support that any government
can provide for industry are to secure a stable macroeconomic
environment from which to operate and to provide good knowledge

(educated people and a research base) and physical (transportation and
communication) infrastructures.

Israel’s government has recently had a poor record on the
macroeconomic environment. Its record on infrastructure has been
mixed: strength in the State’s knowledge infrastructure (in terms of
the populace’s educational attainment and the worldwide standing of the
scientific community -~ see Exhibits 14 and 15) is balanced by
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weaknesses in the physical infrastructure, most notably in the
telecommunications system.

Many have studied the policies of Israel with regard to
macroeconomics and infrastructure. We do not have much to add on these
issues other than to indicate that a rekindling of the hyperinflation of
recent years or an inability to improve the communications
infrastructure will certainly jeopardize any growth program.

. While these government roles are paramount, the government also has
an important role to play in fostering industrial development in ways
which specifically address the impediments to growth mentioned above.
The Histadrut also has a crucial role to play in garnering public
support for the importance of the export program and in helping
implement it through its companies and its_role in negotiating pay .
raises. The Operation Independence Task Force can play a catalyzing
role as it is uniquely suited to mobilize commercial assistance for
Israeli companies in export markets.

. The roles of the government, the Histadrut, and the Task Force in
achieving the goals set forth in this report have four parts: to create
an export imperative in Israel; to assist in company restructuring by
helping spread the risk of necessary investments; to assist in the
effort to make Israel’'s firms better marketers; and to modernize the
government/business relationship in Israel.

Creating an Export Imperative

Israel’s economic prosperity depends upon dramatic growth in its
exports. The government must take a leadership role in creating an
export culture in Israel. Concretely, this means motivating companies
to export and enhancing their capabilities to do so.

The motivation must come in order to stimulate companies with |
comfortable positions in the home market or in defense or raw materials
businesses to turn to the difficult task of developing exports in
products where there is no obvious or special home advantage. The
motivation will also come from creating a nationa] acceptance of the
special importance of exports to the country. Nations with high livin
standards based on exports recognize exports as_a national mission an

iubmidinate other priorities to export success. This must happen in
srael.

. Enhancing capabilities means assisting Israeli firms to overcome
impediments to success which are rooted mainly in the small size of
their home market, their relative infancy as international businesses,

and the particular economic problems faced by Israel because of its
geopolitical position.

Neither Adam Smith nor Karl Marx have much to say about this
effort. Even in a erc? free market world or a purely socialist world,
Isracli firms would trade and would be at a competitive disadvantage
because of the small home market. In the real world, not only is this
true, but all nations try to assist their companies to enhance their
capabilities to compete successfully. Israel must do this also.
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To carry out these goals, we recommend that:

1.

The government should ensure that adequate funds are available for
export industry. Sufficient access to capital markets must be
allowed to finance the needed growth. Export companies should not
be penalized by having to pay higher rates for financing export
activities than their international competitors.

The government and the Histadrut should promote a program to tie
wage increases across the economy to productivity improvements in
the export sector.

In keeping with the higher risks and cost of exporting, investments
to create sustained competitive advantages in export-markets should
be assured a higher rate of profitability, if successful, than
activities serving the local market. As a possible example, export
firms could receive preferential depreciation schedules for capital
investments for export and a sliding scale of tax credits for R&D
and market related investments based on the proportion of sales they
have in exports and their overseas export growth. This would
penalize non-exporters and reward exporters, helping to motivate a
sustained building of export positions. Any such set of incentives
can be designed to be neutral in its revenue implications for the
government.

The Restructuring of Industry - Spreading the Risk

We have said that a major restructuring must take place in Israel’s

industry. We have indicated that one of the biggest impediments to this

process is the high risk for Israeli firms, which are small in

- international terms, to develop new products and markets. To encourage
these investments by spreading the risks associated with them we

recommend the following:

4.

The government should establish a conditionally reimbursable loan
fund which provides matching loans to companies for investment
(capital, engineering, and marketing) in projects which involve

entry into risky new products or markets for export. The loans the
project -- no payback if the project fails and an above market
payback if it succeeds, The fund should be administered by an
independent agency (like the BIRD Foundation) outside of the
government. Based on the experience of other countries, such a fund
could be self-sustaining after its initial capitalization.

The government should continue the Chief Scientist and BIRD
programs, 1ncrcasm§ funding in relation to the expansion of the
export economy. These programs have played a positive role in
Israel’s export development to date.

The government should license venture caFi_tal funds whose investors
can receive tax incentives against personal income tax. Each fund
would be required to invest at least 20% of its total capital as

seed capital and would have to provide management assistance to
companies it funds.
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Many of Israel’s larger companies are government owned. They should
be free to and even encouraged to seek export opportunities outside

of their base businesses. While diversification has sometimes not

been a successful path for companies abroad, in Israel’s case it 1s

a necessity. Some large companies in military and chemical ]
industries have limited growth prospects and yet have the managerial
capability and business base to enter new businesses and i1ncrease
exports.

The mergers law should be loosened to remove the tax penalty for
mergers of companies in unrelated fields which are primarily | |
exporters. Such combinations can often offer a stronger diversified
base from which to develop new export businesses.

Breaking the Marketing Roadblock

We have indicated that Israeli companies have had particular

problems with overseas marketing. Small funds exist today to assist
companies to explore new markets but these are insufficient and focus
mainly on trade shows and initial introductions rather than on building
successful marketing organizations. We recommend that:

9.

10.

11

The government should redirect industry supports now given for
capital investment in regions B and C to encourage marketing
investments abroad. On a matching basis this might include
assistance with investments in sales offices, qdvcrtlsmf,

promotion, market research, standards .com]phancc, and product
tailoring for a particular market. Regional development policies
work best when they are narrowly focussed. Israel’s regional
incentives cover too much of the country and_put too much focus on
capital investment. A single development region should be targeted
-- made up of region A and perhaps parts of region B. The funds
currently allocated to this new region will then be more successful
in encouraging development.

The government should establish the Prime Minister’s marketing .
fellowships to be awarded to a significant number of young Israeli
managers each year to spend a few years working for companies in
foreign countries. These companies can be related industries or
grcf errably in customer or distribution organizations. The

peration Independence Task Force should assist with placements and
also with sponsoring activities for the "fellows" to increase their
familiarity with the marketplace.

The Operation Independence Task Force should help establish
marketing companies in focussed areas like food, clothing,
a§r1cultqra1 technology, or personal care products to assist groups

of Israeli companies to build distribution and/or brand image in
selected markets. The companies should receive initial

encouragement from the Israeli government and Manufacturers’
Association, though the ﬁoa} should be a purely commercial
relationship. These marketing companies should help Israeli |
manufacturers choose products for export and develop the quality and

‘logistics structures necessary to serve the markets.
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12. The Israeli government should assist in the formation of two types
of customer financing mechanisms for capital goods exports: the
provision of an "Israel risk" insurance scheme including credit
Euarantees, and the provision of attractive { mancm% for prototype

uyers to purchase and participate in the final development stages
of prototype Israeli products.

Modernizing the Business Government Relationship

The uneasy relationship which exists between the Israeli government
and Israeli businesses must change. The businesses must be allowed to
function more independently.

. The government had to be a very powerful guide for the nation in its
infancy. The creation of national projects to build the Israeli
agriculture and chemical industries had to be led by government.
Imposing import barriers and fostering the development of import
substituting companies to make Israel self sufficient had to be led by
government. Building a strong defense industry had to be led by
Eovcrnment. Developing the country’s educational and research resources
ad to be led by government.

Now, however, the country is maturing. The government business
relationship must mature as well. The government must continue to
oversee Israel’s economic development but the development will be led by
hundreds of companies in thousands of businesses. The government role
will be one of setting the national goals and then motivating,
supporting, and creating incentives for the companies to succeed.

The new relationship must be one of partnership rather than one of
control combined with largesse. In this regard, we recommend that:

13. The government should undertake a review of its industry regulations
and taxing procedures with an eye toward making necessary approvals
processes more efficient. In principle, prior advisory rulings on
tax questions and time limits on approvals processes should be
instituted and an attempt should be made to simplify forms and
reduce paperwork.

14. The government should loosen exchange controls for Israeli managers
trave m% on business abroad and grant export companies automatic
approvals on applications for marketing and other strategic
investments if no action is taken within two weeks to stop the,
transactions. This would make 1t easier to conduct export business
and will foster the needed development of Israeli multinationals.

15. The government should attempt to ensure greater predictability and
continuity 1n industrial policies. Businesses will postpone | .
long-range and risky investments in an atmosphere where major policy
changes occur frequently.

In designing these recommendations we have been mindful of the
government’s current imperative to control its budget. Thus, we have
proposed no major new expenditures. In some cases the proposals are
revenue neutral and in others they can be financed by reducing funds
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spent on business activity elsewhere. The guiding principle of Israel’s
industrial policy expenditures should be to assist long-term export.
development. The overall pattern of business incentives needs to be
adjusted accordingly.

The Isracli govcrnmcht has always been successful in the past in

assuming the necessary role to address the needs of the country. We are
confident it can adjust again.

FULFILLMENT OF THE GOAL

. Resuming growth in Israel’s living standards will not be easy.
Major changes in the bahavior of Israel’s companies and its government
will be required.

We believe that the export led ﬁrowth_goals set in this report can
be achieved. To do so, however, will require a strong national will, a
commitment to focus on the problcm, and a willingness to direct
significant efforts towards its solution.

If Israel’s government and companies dedicate themselves to the goal
and work together toward its achievement, they can be successful.
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EXHIBIT 1.

GDP PER CAPITA, 1986

1986 U.S.$ % OF U.S.
u.s. $17,302 100
JAPAN 16,218 94
DENMARK 15,885 92
SWEDEN 15, 665 91
GERMANY 14,774 85
FRANCE 12,841 74
BELGIUM 11, 464 66
SINGAPORE 7,205 42
IRELAND 6,351 37
ISRAEL 6,245 36
KOREA 3,116 18

SOURCE: IMF. (1986 Yearbook, February 1987




EXHIBIT 2:

GDP PER CAPITA RELATIVE TO UNITED STATES,

1960-1980

1960 1970 1986
U.S. 100 100 100
JAPAN 16 40 94
DENMARK 46 65 92
SWEDEN 66 84 91
GERMANY 46 62 85
FRANCE 47 56 74
BELGIUM 43 54 66
SINGAPORE 15 18 42
IRELAND 22 27 37
ISRAEL 33 39 36
KOREA 6 6 18

SOURCE: IMF, OECD, World Bank, and U. S. Dept. of Commerce.




EXHIBIT 3: PROPORTION OF GOODS AND SERVICES EXPORTS

REQUIRED TO PAY THE INTEREST ON ISRAEL'S
FOREIGN DEBT

e

1979 20
1980 21
1981 23
1982 26
1983 26
1984 30
1985 32

SOURCE: Bank of Israel Annual Reports, 1982 and 1985




EXHIBIT 4: THE SLOWDOWN IN ISRAEL'S . PRODUCTIVITY GROWTH

($ PER YEAR)

1961-72 1975-81 1982-85
LABOR
PRODUCTIVITY
GROWTH 5.4 © 1.6 0.9
TOTAL FACTOR
PRODUCTIVITY

GROWTH 3.7 0.4 0.2

SOURCE: Bank of Israel Annual Reports, Various Editions




EXHIBIT 5;: EXPORTS PER PERSON

MERCHANDISE
EXPORTS POPULATION  EXPORTS/PERSON

(MILLION 1985 $)  (MILLION) ($)
SINGAPORE $21,500 2.56 $8,398
SWITZERLAND 37,057 6.44 5,754
BELGIUM 47,150 9.85 4,787
HOLLAND ' 62,402 14.48 4,310
SWEDEN 30,174 8.35 3,614
DENMARK 17,116 5.11 3,350
IRELAND 10,305 3.55 2,903
AUSTRIA | 16,955 7.56 2,243
ISRAEL 6,601% 4.24 1,557

]'Includes exports to Judea, Samaria and Gaza.

SOURCE: IMF (1986 Yearbook, February 1987)




EXHIBIT 6:

AGRICULTURE &
RAW MATERIALS
BASED FUND

RAW MATERIALS
BASED
CHEMICALS

DIAMONDS

MARKS & SPENSER

DEFENSE

TOTAL OF THESE
GROUPS

PROSPECTS FOR EXPORT SECTORS AT HISTORICAL

AND EXPECTED GROWTH RATES

1995
EXPORTS IF 1995
GROWTH EXPORTS AT
REAL CONTINUES AT EXPECTED EXPECTED
1985 GROWTH RATE HISTORICAL  GROWTH GROWTH
EXPORT 1980-1985 RATES RATES RATES
1985 SMM %) 1985 $MM 1985 $MM
771 -5.7% 429 17 852
487 +4 .47 749 +4.0% 721
1,263 -7.22 598 +7.0% 2,485
102 +6.6% 194 +6.6% 194
1,160 N.A. N.A. +3.72-8.97 1,668-2,721
3,783 N.A. N.A. +4.8%-6.57 5,920-6,971

SOURCE: Telesis




EXHIBIT 7:

AGRICULTURAL~-
BASED
TECHNOLOGY

IMPORT
SUBSTITUTERS

EXPORT-
ORIENTED

TOTAL OF THESE
GROUPS

- REQUIRED ANNUAL GROWTH RATE OF AGRICULTURAL

TECHNOLOGY, IMPORT SUBSTITUTER, AND EXPORT
COMPANIES TO ACHIEVE ASSUMED GROWTH-ORIENTED
TARGETS

1995
EXPORTS IF
GROWTH
REAL CONTINUES AT REQUIRED GROWTH
1985 GROWTH RATE - HISTORICAL IF OTHER SECTORS

EXPORT 1980-1985 RATES BEHAVE AS EXPECTED
1985 $MM (%) 1985 $MM GROWTH  EXPORTS
MM
376 12.4% 1,205
| 12.2% - 7,291 -
1,051 -11.6% 307 13.8% 8,344
870 20.5% 5,630
2,297 -1.6% 7,143

SOURCE: Telesis




EXHIBIT 8:

SCITEX
ELSCINT
LUZ

NILIT
DELTA
ADIPAZ
ORMAT
LASER IND.
OPTROTECH

OTHERS

TOTAL:

EXPORT-ORIENTED COMPANIES

SOURCE: Dun's Guide and company interviews

MM$ EXPORTS

(1985 $)

109
93
38
34
31
27
25
24
20

469

870




EXHIBIT 9: COMMENTS FROM EUROPEAN AND NORTH AMERICAN
CUSTOMERS OF ISRAELI COMPANIES

"I'VE HAD TWO PROBLEMS WITH (NAME WITHHELD) THE ISRAELI COMPANY I WORK
WITH: THEY DON'T UNDERSTAND HOW TO SERVICE A PRODUCT ONCE THEY SELL IT
AND YOU NEVER CAN TRUST A DEAL WITH THEM. THEY ALWAYS WANT TO COME BACK
AND REOPEN POINTS FOR NEGOTIATION."

MEDICAL ELECTRONICS CUSTOMER

"ISRAELI COMPANIES ALWAYS COMPLAIN ABOUT THEIR PROBLEMS AND EXPECT YOU TO
BEAR THE EFFECTS. THEY ARE NEVER AT FAULT AND THEY NEVER ADMIT THAT
THINGS CAN BE DONE BETTER THAN THEY DO THEM."

CLOTHING DISTRIBUTOR

"ISRAELIS ARE VERY NICE BUT IT IS DIFFICULT TO DO BUSINESS WITH THEM.
THEY ARE VERY STUBBORN AND HAVE TO DO THINGS THEIR OWN WAY, DESPITE
WHAT THE MARKET MAY WANT."

V.P. MARKETING, LARGE CONSUMER
ELECTRONICS CHAIN

"ISRAELIS DO NOT KNOW HOW TO ADVERTISE THEMSELVES WELL. THEY KNOW HOW TO
MAKE WAR BUT NOT HOW TO TELL PEOPLE WHAT ELSE THEY DO."

i FOOD BROKER

"ONE OF ISRAELS' PROBLEMS IN MARKETING IS THAT THEY CAN'T LET GO. AND
THEY CAN'T KNOW THE LOCAL MARKET BECAUSE THEY'RE NOT THERE.

FOOD COMPANY MARKETING MANAGER

"ISRAELIS CAN'T UNDERSTAND CREATIVITY IN ADVERTISING. THEY CAN'T DEAL
WITH ANYTHING INTANGIBLE AND IT'S IN THEIR CULTURE NOT TO ADVERTISE.

V.P. SALES, ELECTRONICS FIRM

"IF YOU'VE DEALT WITH ISRAELIS YOU KNOW THERE'S AN ARROGANCE OF VIEW -~
THEY NEVER GIVE AN INCH TO THEIR PARTNERS OR THEIR CUSTOMERS."

V.P. MANUFACTURING COMPANY

"IT IS HARD FOR AN ISRAELI MANAGER TO BE PLUGGED INTO THE (CLOTHING)
MARKET. BY THE TIME HE IS PRODUCING THE MARKET IS DIFFERENT."

PRESIDENT, CLOTHING MFG. CO. -

"I HAVE TRIED TO HELP ISRAEL BY DOING BUSINESS THERE. BUT THE QUALITY WAS
POOR AND SHIPMENTS WERE NOT UP TO PAR. I'LL SEND MONEY INSTEAD."

PRESIDENT, CLOTHING MFG. CO.




EXHIBIT 9 (CONTINUED):

"WHAT ISRAEL HAS THE CAPACITY TO DO IS BASIC RESEARCH, INEXPENSIVELY.
THEY ARE LESS SUCCESSFUL IN PRODUCING A FINAL PRODUCT IN A PROFESSIONAL
WAY WITH QUALITY CONTROL AND ALL THE TRIMMINGS. FRANKLY, OUR PROJECTS
WITH THEM HAVE FLOUNDERED. WE SHOULD HAVE PURCHASED THEIR TECHNOLOGY
AND DONE THE PRODUCTION HERE... THEIR TECHNOLOGY WAS EXCELLENT. THE
QUALITY CONTROL WAS TERRIBLE. SO BAD IT LED TO THE ABANDONMENT OF THE
PROJECT... AT THIS POINT ISRAEL HAS TWO PROBLEMS: ONE - THEY HAVE A
BAD IMAGE, TWO - THE IMAGE IS JUSTIFIED. MANAGEMENT DOESN'T HAVE THE
TYPE OF DISPOSITION THAT CAN INTERACT WITH CUSTOMERS SUCCESSFULLY. THEY
ARE NOT PROMPT AND NOT CONCERNED."

R&D MANAGER OF A CANADIAN COMPANY
WHICH HAD A MARKETING AGREEMENT
WITH AN ISRAELI FIRM

"I AM EXTREMELY DISAPPOINTED AT HOW (THE KNOW-HOW/MARKETING) AGREEMENT
TURNED OUT. IT HAS NOT HAD ANY REAL SUCCESS. THEIR (THE ISRAELI FIRMS)
PROCRASTINATION HAS BEEN VERY COSTLY TO THEM AND TO US. THEY ALWAYS HAD
EXCUSES BUT IT TOOK THEM TWO YEARS LONGER THAN IT SHOULD HAVE JUST TO
GET THE EQUIPMENT INSTALLED. SINCE THEN, THEIR PRODUCTION HAS NEVER
SHOWN ME ANYTHING GOOD ENOUGH TO SELL IN THIS MARKET. POOR QUALITY.
THEY DO NOT HAVE ENOUGH EXPERIENCE WITH MEETING CUSTOMERS' DEMANDS. WE
SOLD THEM A PATENT FOR (A CERTAIN PRODUCT) IN 1982. NOT ONE INCH HAS
BEEN PRODUCED YET. AND WE COULD SELL ALL THEY COULD MAKE. AND NOW THE
OPPORTUNITY IS SLIPPING AWAY. WHILE THEY'VE BEEN PUTZING, THE REST OF THE
WORLD HAS BEEN ADVANCING... THEY WOULD HAVE BEEN OUT OF BUSINESS BY
NOW IF THE (ISRAELI) GOVERNMENT HADN'T BEEN SUPPORTING THEM VIGOROUSLY.

TOP MANAGER OF AN AMERICAN COMPANY
WHICH HAD A KNOW-HOW/MARKETING
AGREEMENT WITH AN ISRAELI FIRM

""NO FOREIGN COMPANY HAS EVER SUCCEEDED IN A BUSINESS VENTURE OF THIS
SORT (BIOTECHNOLOGY/PHARMACEUTICALS) WITH AN ISRAELI COMPANY. ISREALIS
ARE STUBBORN, NARROW-~MINDED AND LESS SOPHISTICATED THAN THEY THINK THEY
ARE. IT JUST PLAIN TAKES TOO MUCH EFFORT TO DO BUSINESS WITH THEM. THE
REWARD IS NOT COMMENSURATE WITH THE DIFFICULTIES INVOLVED. BROAD-BASED
BUSINESS VENTURES WITH ISRAELIS ARE NOT LIKELY TO SUCCEED."

TOP MANAGER OF A EUROPEAN
CORPORATION WHICH HAS A JOINT
VENTURE WITH AN ISRAELI COMPANY




EXHIBIT 10: SUBSIDIES TO BUSINESS SECTOR UNDER LAW FOR
ENCOURAGEMENT OF INVESTMENT, 1984-1986
(MILLIONS $)

1984 1985 1986 REVISED
INVESTMENT GRANTS - 1121 1492 1331
SUBSIDIES ON DEVELOPMENT
LOANS (BEING PHASED OUT) 55 11 3 (ESTIMATE
TAX CONCESSIONS 73 83 73 (ESTIMATE‘
TOTAL SUBSIDIES TO
CAPITAL INVESTMENT $240 $243 $209

SOURCE: Budget Documents and Interviews with Ministry of Finance
and Ministry of Industry
1986 Exchange Rate 1.58 NIS = $1 U.S.

1Applies only to manufacturing

Revised downward from original budget estimate of $152 Million




EXHIBIT -11: DIRECT ASSISTANCE TO EXPORTERS

TOTAL
VALUE OF
INCENTIVE
(3)
MEASURES TO COMPENSATE FOR
SELF-IMPOSED DISINCENTIVES
TO EXPORT
EXCHANGE RATE INSURANCE _ 359
PEACE IN GALILEE IMPORT TAX
REBATE N/A
REBATE OF IMPORTED SERVICE
LEVY 40
REBATE OF CUSTOMS AND
PURCHASE TAX N/A
TOTAL: $399+
EXPORT INCENTIVES
FOREIGN TRADE RISK INSURANCE 39
MARKETING ASSISTANCE GRANTS 5
TOTAL: $44

ESTIMATED
$ OF INCENTIVE TO
MANUFACTURING

80%

N/A

80%

N/A

NOTES: All numbers are from 1986 Budget and apply only to exporters

in manufacturing, agriculture, and tourism.
Exchange Rate Used: 1.58 NIS = $1 U.S.

SOURCE: 1986 Budget, State Revenue Administration Report, Fogel
Commission Report, and interviews at Ministry of Finance.




EXHIBIT 12: GENERAL TAX BENEFITS GIVEN TO MANUFACTURING,
AGRICULTURE AND TOURISM, - 1986
(MILLION $)

TAX ADVANTAGE VALUE
EMPLOYER'S TAX EXEMPTIONl

(COMPLETE EXEMPTION) 285
LOWER CORPORATE AND INCOME TAX RATEZ

(45% AS OF JULY, 1986) 37
IMPORTED SERVICES LEVY EXEMPTION3 25
PEACE IN GALILEE IMPORT TAX EXEMPTION 23
REDUCED EMPLOYEE TAXES ON 2ND AND? 17
3RD SHIFTS

SALES TAX EXEMPTION ON FACTORY SALES2

TO EMPLOYEES 11
WAGE SUBSIDIES FOR EX-SOLDIERS IN FIRST

JOBS 8
CUSTOMS AND PURCHASE TAX EXEMPTION55 7
TOTAL TAX BENEFITS $413

NOTE: EXCHANGE RATE: 1.58 NIS = $1 U.S.

lHigher than original estimate .

Applies to manufacturing and tourism.

Figure includes only manufacturing. Exemption also applies to shipping,
airlines, etc.

Applies only to manufacturing and electricity branch.

Full exemption is $66 Million but goes mainly to government agencies.
Manufacturing received only $7 Million.

SOURCE: 1986 Budget, State Revenue Administration 'Report, and
Interviews at Ministry of Finance, Taxation Division




EXHIBIT 13: ROLE OF FOREIGN-OWNED COMPANIES IN SELECTED

COUNTRIES
EMPLOYMENT IN FOREIGN- FOREIGN-OWNED
OWNED COMPANIES COMPANIES' EXPORTS
AS A % AS A %

OF TOTAL EMPLOYMENT OF THEIR PRODUCTION

SMALL COUNTRIES

SINGAPORE 51 (1980) 90-95
PUERTO RICO 73 (1980) 90-95
IRELAND 34 (1980) 90-95
BELGIUM 33 (1978) 68
SCOTLAND 19 (1975) - 80-85"
ISRAEL 1 (1985) 50-60

LARGE COUNTRIES

GERMANY 15 (1974) 17

UNITED STATES 3 (1977) 7

1Exports include shipments to England.

SOURCE: Singapore Economic Development Board; Scottish Development
Agency; Fomento; ILO Reports on effects of multi-national
enterprises in U.K., Germany, Belgium; and Telesis Analysis.




ADVANCED DEGREES AWARDED, NATURAL SCIENCE AND ENGINEERING

EXHIBIT 14:
BACHELOR'S IN ISRAEL VS. OTHER COUNTRIES
(DEGREES PER 10,000 PARTICIPANTS IN LABOR FORCE - 1982)
D BACHELOR'S DEGREES
20 - m ADVANCED DEGREES
] [L: 16.9
5,0
15 + HT
]
FLJ 12.7
10,8
10 [ ]
505 5.5
h.6 7
51 % 3.5
% 1.7
% 1.3 0.8
] 7 ] ] Pz
USA ISRAEL JAPAN U.K. CANADA  GERMANY  SWEDEN

SOURCE: UNESCO and Israel National Council for Research and Development.




EXHIBIT 15: COMPARATIVE RANK OF ISRAELI SCIENTISTS IN
TERMS OF SCIENTIFIC PUBLICATIONS AND CITATIONS

1

RATIO OF ,
ISRAEL'S SHARE OF ISRAEL'S RANK

WORLD PUBLICATIONS AMONG 15
RELATIVE TO ISRAEL'S COUNTRIES IN
' SHARE OF DEVELOPED CITATIONS PER
_COUNTRY POPULATION ARTICLE

BIOMEDICAL

RESEARCH 3.1 3

PHYSICS 3.2 3

ENGINEERING &

TECHNOLOGY 2.5 3

CHEMISTRY 1.7 4

MATHEMATICS 4.4 4

BIOLOGY 3.2 5

CLINICAL

MEDICINE 3.2 6

EARTH & SPACE

SCIENCES 2.3 9

TOTAL ' 2.8 N/A

1Includes Israel, U.S., Canada, Western Europe, East Germany, U.S.S.R.,
Japan, Australia, and New Zealand.

2Cita’cions in the years 1973-1980 to papers published in the years 1973-1975.
The fifteen countries in comparison were Israel, United States, United
Kingdom, Federal Republic of Germany, France, U.S.S.R., Japan, German
Democratic Republic, Canada, India, New Zeland, Italy, Australia, Sweden,
and South Africa.

SOURCE: U.S. National Science Foundation, Computer Horizons Inc. and
Telesis Analysis.




A NOTE ABOUT HOW WE DID THE STUDY

This project was commissioned and funded by the Manufacturers’
Association of Israel, Hevrat Ovdim, the Operation_Independence Task
Force, and the Jerusalem Institute of Managément Board of Directors. It
was also encouraged and supported by the Government of Israel.

We interviewed over 150 managers, mainly in the manufacturing
sector, including most of the country’s major exporters. The interviews
focused on gaining knowledge about such issues as: their main sources
of competitive advantage, current and potential competitive positions,
value added per employee, and employment and output growth potential.
To understand the place of these firms in international markets, we also
interviewed over 125 customers, competitors or partners of Israeli
companies 1n North America and Europe.

Because we believe Israel must increase the number of its exporters,
we devoted sgccml attention to the study of a larFe number of start-up
firms, both through interviews and in a_statistical analysis of 900
firms that applied for grants from the Chief Scientist of the Ministry
of Industry and Trade in the period from 1968 to 1985.

. To achieve higher exports, Israeli firms must collaborate with
universities and research institutions as well as with governments. To
understand this Fe_rspecnve on exports, we spoke with the universit
professors and officials responsible for R&D, with heads of applied R&D
institutions and with top civil servants (about 80 individuals). We
also analyzed macro-economic data and rules and regulations pertaining
to the business climate in Israel.

We wanted to place our analysis of Israel in an international
context. We therefore analyzed relevant industrial policies abroad --
especially in Sweden, France, Germany, U.K., EEC, Canada, U.S,, Japan,
Singapore and elsewhere. Although no experience is directly
transferrable from one country to another, other countries have faced
problems similar to Israel’s, and lessons can be learned from them. In
this spirit, we reviewed government policies in Israel including various
types of assistance and compared them to those of other countries.

In analyzing these issues it has not been the intention to suggest
normative conclusions on relative expenditure devoted to exports versus
other vacrnmcnt purposes, or on methods of reducing all the constraints
identified. We also do not wish to suggest that the government can (or
should) choose winners, Exports are made by business firms, and they
hold the maJor.responmb;htg for the design and implementation of a
strategy to achieve sustainable competitive advantages. The role of the
government is to create a supportive climate for the right strategic
investments that will give companies better chances of success.

. It is our conclusion that export growth should be recognized as a
major national priority in Israel, and an effort should be made to move
more rapidly in the direction of national economic independence.
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Israel as Public-Works Project

Can It Afford an Economy That Pays Its Own Way?

By Lawrence Meyer ] '7"\

ERUSALEM — With its military enemies and the

plague of quadruple-digit inflation at least tempo-

rarily at bay, the Israeli government is approaching

a decision of watershed dimensions that it has
avoided for all the country's 37 years:

« Will it continue to build the Jewish State by using the
nation's economy as a kind of massive public-works proj-
ect — with all the featherbedding that the term implies?

@ Or will it risk driving Jews from Israel by tolerating
unemployment in order to steer Israel toward economic
efficiency, encouraging enterprises that are productive
and allowing those that are not to die? The goal would ke
building an economy that can support the Western life-
styie that Israel’s citizens so clearly want.

The simple fact is that Israel's economy suffers from
serious structural problems. It has a low-wage, labor-in-
tensive Third World economy. However, it has managed
— by massive borrowing — to satisfy First World tastes
for such commodities as video cassette recorders luxury
antomobiles and vacations abroad. - - .-

Stopping flation - the problem that has pre-occu-
pied bath Israeli economists and the Reagan administra-
tion's policy-makers — will not change this fact. Even
leaving out military expenditures, lsrael will remain in
serious economic trouble until it figures out how to climb
out of its current stagnation, create productive jobs, ex-

port more than it imports, and pay its bills without mas- -

sive handouts from abroad.

hat life-support systems are to medicine, Amer-
W ican foreign aid has become to Israeli life. With-

out the continuing flow of that aid — roughly
19 percent of the government’s budget in 1985 — Israel
would not be able to defend itself and to maintain a soci-
ety that boasts five universities, sees one-seventh of its
citizens travel abroad annually, has 50 percent of its
work force employed in government, finance and service
jobs (ranking behind only the United States and Canada
— countries far more developed than Israel) and has 29
percent of its civilian workforce on the government —
which is to say the public — payrell.

Compared with seven leading industrial countries (the
United States, -Germany, Japan, Canada, the United
Kingdom, Italy and Sweden) Israel has the lowest per-
centage of workers employed in industrial jobs except
Canada.

In its 1978 report, the Bank of Israel analyzed struc-
tural problems in the country’s economy.

.money through taxes is limited . .

It found that in “recent years there has
been a,marked structural change in employ-
ment, with the public-services sector absorb-
ing most of the additional manpower, Since
the government’s ability to siphon off more
. and
since a diminished dependence on external
sources of finance [foreign aid] has become a
prime national target, there is no escaping
the need to reduce the share of public serv-
ices in total resource use.

“In other words, the freezing, and perhaps
even absolute decrease, of public sector em-
ployment is necessary for relieving pressure
in the labor market and making more re-
sources available to the business sector.”

This warning was not heeded by the gov-
ernment of Menachem Begin. If anything,
rather than reducing Israel’s dependence on
Americar foreign aid, the Likud government
increased that dependence. Civilian con-
sumption was not brought under control,
even when the Israeli invasion of Lebanon in
1982 resulted in an absolute decline in pro-
ductivity. Consumption in that year in-
creased. An analysis of the distribution of
employment in the Israeli economy among
the various sectors finds no significant differ-
ence today from what the Bank of Israel de-
scribed in 1978.

f course there are reasons for the fix
O that Israel is in, reasons that make it

all the more difficult to solve the
problem.

One of the unique features of Israel as the
Jewish State has been the role of the econ-
omy — even before the state was created
— as an instrument of nation-building. In,
political Zionism — the ideology that saw
the creation of a Jewish State as the only
realistic solution to the “problem” of Euro-
pean Jewry — the state was the end-point.
A corollary of Zionist ideology in the pre-
state days held that Jews should do the
wark, among, other reasons in order to pro-
vide jobs for the Jews who were coming to
Palestine in answer to Zionism's call. In the
history of the United States, mumigrants
came here to fill jobs. In Israel’s history, jobs
were created to hold immigrants.

After the state was founded, full employ-
ment became a governmental goal — not
simply because it was better to have able-
bodied persons working, and not simply be-
cause the country was desperately in need of
development, but because Jews who did not
have jobs would leave Israel. In the last 10
years in Israel, unemployment has run from
a low of 2.9 percent in 1979 to the current
rate which is somewhere between 7 and 8
percent, although the possibility of a rate as
high as 11 percent has been mentioned.

- -



Americans have grown accustomed to
unemployment rates that Israelis find high
precisely because the United States govern-
ment has backed away from massive spend-
ing programs to stimulate employment. To a
large extent, then, Israel's economy from its
early days can be viewed as a kind of on-
going public-works project.

This strategy has had its benefits. In its
first 30 years, Israel increased its exports by
3,600 percent, to use only one index of stuc-
cess. An infrastructure, including roads,
bridges and a complex water-supply system,
was built. But there is no way to measure
how much more successtul the lsraeli econ-
omy would have been if higher unemploy-
ment rates — in the short term at least —
had been tolerable.

They were not. Where other nations
might use standards of efficiency to measure
the benefit of investments, Israel was willing
for years to subsidize businesses that other-
wise could not survive because they pro-
vided jobs. By the same token, government
payrolls were padded with unnecessary
workers doing non-essential jobs because
economic efficiency was not a primary con-
sideration,

ot all the jobs in Israel were make-
N work to be sure. Thousands of jobs

were created by privately-owned (and
some government-owned) companies where
economic efficiency was extremely impor-
tant. Israel’'s sophisticated high-tech indus-
tries have to compete in world markets
against other companies that receive no gov-
ernment subsidies or help. Some of these
workers, better educated and often of Euro-
pean descent, prospered in their private-en-
terprise jobs. A wealthy class developed
alongside the middle class and the poor.

This situation made it especially difficuit
for a popularly-elected government to
change policies and to begin using economic
efficiency as a standard for measuring policy.
As consumption among wealthier Israelis in-
creased, the poorer class of Israelis — often
“Oriental” or Sephardic Jews — began to
demand their own share of the pie. A succés-
sion of Israeh governments responded by
continuing the official make-work policy,
supplemented by a combination of subsidies
and welfare programs.

This policy would have been expensive
enough without the enormous defense costs
that Israel has had to beat, especially in the
last 18 years.

But whatever the reasons for Israel's eco-
pomjc predicament, the question now is
what happens next? If — and despite the op-
timism of many Israelis on the subject, it's
still a big if — if inflation is peally under con-
trol now, where does the Istaeli economy go
from here? The central fact of the Israeli

-economy is thaf it is not growing. Indeed,

.
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sfter years of growing, the Israeli economy
has been contracting.

According to figures released by the gov-
ernment’s finance ministry, Israel's national
income for 1985 will be about $400 million
less than it was in 1981, Israel has three
clear economic choices: continued contrac-
tion, stagnation or growth. The first two are
obviously undesirable, but how can growth
be resumed? Since the founding of the Jew-
ish State, a substantial amount of economic
growth has been achieved by borrowing —
from other countries, especially the United
States, from world Jewry and from banks. In
the current Israeli government budget, debt
service accounts for slightly more than half
of the total. As a result, in the near term at
least, Israel will probably have to forego
large-scale borrowing as a way to resume
growth.'

The other classic way of achieving eco-
nomic growth is by increasing productivity,
and this gets to the core of the problem: In-
creasing productivity in Israel would require
substantial structural changes, changes that
run against the Israeli ideological and politi-
cal grain.

Israel has never had a year in which its ex-
ports exceeded its imports. The reason for
achieving higher productivity would be to re-
verse this situation, turning a deficit into.a
surplus. If we think of productive labor as
being that which brings capital into Israel —

. whether the job is in the industrial or service

sector — then part of what Israel needs to
become self-sufficient is clear. Thousands of
workers now on government payroils, or
working in factories producing items under
Israeli government contract, or working as
social workers, are not doing productive
labor under this definition. They are not
helping Israel to pay its bills abroad, a vital
necessity for a country that must import vir-
tually all of its raw materials,
I wave a wand and move workers from
one sector of the economy to another
painlessly — that is, without unemployment
— the problem still would not be solved. Is-
rael is one of the most heavily unionized
couatries in the world. More than 75 per-
cent of the Israeli workforce belongs to a
union. Even white-collar workers and profes-
sionals have their union.

Virtually all the unions in Israel are com-
ponents of the Histadrut, the unique labor
union that is also a worker-owned industrial
conglomerate and the largest non-govern-
mental employer in “Israel. Because of its

. size and power, and because the Histadrut

.. pre-dated the state, it has been character-

ized as a state within a state.

As a labor- union, the Histadrut watches
out for the interest of its members, who vote
for the leadership in periodic, partisan elec-

f it were within a government’s power to

. but hard to imagine —
. could sustain a long-term policy of assterity

2.F2.
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tions. And, as a labor union, the Histadrut
enforces the work rules and principles it has
negotiated with management to safeguard
the union’s idea of what is best for the work-
ers. It will come as no surprise to anyone
familiar with labor unions to say that the idea
of a worker producing more without neces-
sarily being paid more, or producing more
without fully sharing in the benefit of his or
her increased production does not sit well
with unions.

Nor does the idea of laying people off on
the basis of merit rather than seniority sit
well with labor unions. Keeping a junior
worker, who happens to be more capable, on
the job while laying off a more senior worker
is anathema to the labor-union ethic.

But that, in stark terms, is what increas-
ing productivity is all about. What is needed
now in Israel is a sea change in public policy.
If the Israeli economy is ever to be self-sus-
taining, the [sraeli government may have to
tolerate a period of relatively high unem-
ployment — perhaps 10 percent or more —
and resist the temptation tb create jobs to
put people back to work. The whole idea of
this exercise would be to let ingenuity —
which Israelis have in abundance — guided
by market demand, determine where Israeli
workers earned their pay.

The joker in the deck is that no Israeli
government — for practical as well as ideo-
logical reasons — can tolerate substantial
emigration of Jews. Israel’s most capable
technicians, scientists and engineers are on a
par with quality professionals anywhere in
the Western world. If they cammot fiasdwork
m larael, they can find it abroad. It €% dif-
ferent for less highly-trained workéf¥ who
also take the responsibility of providigg for
their families no less seriously. -

The other major restraint agamst“'bamc
‘restructuring of Israel’s economy is {8tical.
Israel is a democracy, albeit one at"pfesent
with a government of national unity:{/nder
the best of circumstances, it is }ymj for
democracies to undertake programs that re-
quire long-term sacrifice by the populiition.
Even if the government’s policy is wefl-con-
ceived, the temptation by the opposition
party to engage in demagoguery may prove
irresistible.

Given the pre-existing splits in Israeli soci-
ety — between the religious and non-reli-
between European and Oriental

g:t‘eren those who would give up the-

Bank for peace and those who would not—-
it is hard to imagine — not inconcefvable,
that a government

in order to restructure the economy without
unrest creating pressure to change the > gov-
ernment,

These are the Hobson's choices facing the
Israeli government. It is understandable that
Israelis, and those who wish them well in the
United States, may fasten on the apparent
success that Israel has enjoyed in Qffrbing
inflation. But that apparent success_gught
not to obscure the deeper, more mmplex
and potentially far more momentous eco-
nomic problem that [srael has yet tﬁ con-
front.
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ISRAEL: JOINT ECONOMIC DEVELOPMENT GROUP

Q: What is the purposé of the U.S - Israeli Joint Economic

Development Group which was announced. during the visit of

Israeli Prime Minister Peres?

A ~-- We have established the U.S. = Israeli Joint Economic

\ 'Devélopment Group to strengthen our consulatations éﬁ
Israel's economy and development efforts., The Group wiil
be headed on the U.S. side by Allen Wallis, the Under
Sectretary for Economic. Affairs in the Department of
State. On the technical working level a number of U.S.
Agencies will participate, such as State, Treasury, AID,

OMB, CEA and the NSC. The Group will have the benefit of

advice from distinguished U.S. and Israeli economists,

-— The Group will discuss the full range of economic
issues, including ways the U.S. could help support Israel's

economic recovery and development efforts.

-~ The meetings will be held periodically and the site will
alternate between Israel and the United States. We expect
the first meeting to take place in Washington at an early

date.



International .
Marketing Information <
Series foe* -l

L& .
O

Foreign Economic Trends
and Their Implications
for the United States

SEPTEMBER 1986

ISRAEL

FET 86-73
Frequency: Annual
Supersedes: 85-63

PREPARED BY
AMERICAN EMBASSY TEL AVIV

@

U.S. DEPARTMENT OF COMMERCE
International Trade Administration
Washington, D.C. 20230

Available by subscription from the Superintendent of Documents, GPO, Washington, D.C. 20402. Annuai subscrip-
tion, $70 00. Foreign mailing $17.50 addiional. Single copies. $1.00, availabie from Publications Sales Branch.
Room 1617, U.S. Department of Commerce. Washington. D.C. 20230.




-2-

KEY ECONOMIC INDICATORS

In million of U.S. dollars unless noted

Domestic Economy
Population (millions)
Population growth (%)
GDP in current dollars (billion)
Per capita GDP, current dollars
GNP in current dollars (billion)
Per capita GNP, current dollars
GDP (millions NIS) (1980 prices)
GDP % change
GNP (millions NIS) (1980 prices)
GNP % change
Consumer Price Index % change
Interest rates (% monthly)
Wholesale price index (1977=100)

Production and Employment

Labor -Force (1,000s)

Unemployment (%)

Industrial production, % change,
local currency 1983=100

Govt. oper. deficit, as % GDP

Industrial production index
(1983 = 100)

Productivity growth/worker %

Balance. of Payments
Merchandise exports (F.0.B.)
Merchandise imports (C.I.F.)
Trade balance
Current account balance
Foreign direct investment (new gross)
Foreign Debt (year end)
-~ Debt service paid (net)
Debt-service ratio as %
.of merchandise exports
Foreign exchange reserves (year end)
Average exchange rate for year
(NIS=U.S.$1.00)

Foreign Investment
- Total (cumutative)
U.S. (cumuiative or %)

.~Israel Trade

exports to Israel (C.I.F.)
tmports from Israel (F.0.B.)
trade .balance with Israel
share of Israeli exports
share of Israeli imports
Economic aid

. Military aid

cocccccaccn
(Ve R e N N o N R N, ]

1984 1985 1986 (est.)
4.16 4.24 4,31
2.0 1.8 1.7
22.0 24.1 n/a
5,288 5,684 n/a
20.9 22.8 n/a
5,024 5,377 n/a
116.0 120.0 122.0
1.7 2.8 1.6
109.0 113.0 115.0
0.3 3.6 1.6
444 .9 185.2 25.0
19.0 5.8 4.5 (a)
393.5 1,440.3 n/a
1.44 1.47 1.49
5.9 6.7 7.4
4.9 2.7 nfa
38.9 22.2 n/a
104.9 107.7 n/a
-1.8 1.4 1.6
5,807.3 6,256.4 6,757.0
8,344.0 8,319.6 8,910.3
-2,536.7 2,063.2 2,153.3
-4,767 -3,972 3,500
184 217 n/a
2,367 2,385 n/a
2,837 3,049 n/a
49 49 n/a
3,098.5 3,718.6 nfa
0.2935 1.1813 1.485 (a)

not available

1,771.6  1,705.6 n/a
1,644.6 2,134.1 n/a
127.0 -428.5 n/a
24.3 34.1 32.9 (a)
21.2 20.5 22.0 (a)
1,200 1,950 (b) 1,950.0 (b/c)
1,124 1,927 1,790.0
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Principal U.S. exports (1985): machinery and mechanical equipment;

agricultural products; optical and measuring instruments; metal and metal
products.

Principal U.S. imports (1985): polished diamonds; mechanical instruments;
chemicals; optical and medical instruments.

Sources: Central Bureau of Statistics, Bank of Israel, and Finance Ministry

Note: Using an average annual rate of exchange may produce misleading
dollar accounting because the rate was changing so rapidly.

(a) Jan-June

(b) includes one-time grant of $750 million in Special Assistance

(c) does not include return of 4.3 % due to Gramm-Rudman-Hollings



CURRENT ECONOMIC SITUATION AND TRENDS

The New Economic Stabilization Program: Between November 1984 and June 1985
three package deals were concluded with the aim of reducing the rate of
hyperinflation. Partners to these deals were private employers, the
Histadrut Labor Federation, and the Government. They agreed to implement a
general price freeze with periodic adjustments according to increases in

input costs; salaried employees received only partial compensation for price
rises. ,

These agreements provided a cooling-off period but failed to establish
longer-term stability. In the second quarter of 1985, the rate of inflation
accelerated again and almost returned to the average monthly rate for 1984.
The improvement in the balance of payments in 1984 stopped in the first half
of 1985, causing foreign currency reserves to fall. The inability of the
package deals by themselves to reduce domestic demand, restore stability and
arrest inflation showed that administrative measures without coordination
with monetary and fiscal policy changes were inadequate. By mid-1985, the
Government felt that a coordinated policy push was imperative to prevent
economic collapse.

Effective July 1, 1985, the Government announced a comprehensive program for
economic stabilization. This program was designed to attack simultaneously
the two major problems afflicting the economy: balance of payments and
inflation. The basic facets of the program included: (1) reducing the
budget deficit (to the FY 84/85 budget 1imit); (2) cutting export and
consumer subsidies; (3) devaluing the currency by 18.8 percent; (4) imposing
price controls (initially for three months); (5) reducing civil service
employment by three percent; (6) freeing the capital market and reducing the
linkages which automatically pass through inflation; (7) imposing one-time
increases in taxes; and (8) sustaining a stable exchange rate against the
U.S. dollar. The government received additional authorizations to extend
the price controls until December, 1986, but as signs of stability have
become apparent, the price freeze is being gradually lifted. Wages were not
officially frozen, but there was a policy against pay increases. It was

also agreed that cost of 1iving adjustments would be less than the rate of
inflation.

Most observers regard the initial implementation of the program to have been
successful in achieving its goals. The measures jolted the July 1985 CPI by
27.5 percent, but contributed to the relative stability of the second half
of 1985. During the first ten months of the program (July 1985-April 1986)
the CPI index rose only 52.9 percent. The foreign payments position

improved so that Israel had a current account surplus of $1.098 million for
1985.

In addition to the success of the program, the Israeli economy has benefited
from several fortunate events: the decline in the value of the dollar
against the European currencies; the decline in the price of o0il; the
decline in foreign interest rates and the granting of an additional $1.5
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billion in U.S. assistance (half for 1985 and half for 1986). These,
however, are occurrences which will most likely not be available to sustain
the Israeli economy in the future.

Other developments during the first seven months of 1986 point, moreover, to
a potential erosion of the recovery process. They include: relief from
immediate economic pressures; some pay increases for last year's erosion
accorded both in the private and public sectors; Government failure to
reduce the public sector as much as projected; renewed demand for consumer
durables; non-implementation of new tax revenue measures and spending cuts;
growth of exports below, and of imports above, estimates; and growing
pressure on the Government to provide Government support to concerns,
particularly major construction, shipping and health concerns, facing
financial difficulties. These trends increase pressures for devaluations
and price hikes, as well as widening the trade gap. Various economic
commentators have warned that while the Government has reduced the budget
deficit, it has not set in progress a process of renewed economic growth or
structural change with which to sustain the progress already achieved.

In addition, October 1986 will bring the "rotation" in the leadership of the
National Unity Government from the Labor Party to the Likud Party. While
there is no change anticipated in the direction of or dedication to the
Economic Stabilization Program, longer term forecasting is difficult.

National Accounts: Israel's economy grew moderately in 1985 after a slow
growth in 1984. The Gross National Product (GNP) increased by 3.6 percent
to $22.8 billion versus 0.3 percent growth the year before. Real private
consumption remained stable at $14.3 billion, but per capita private
consumption declined two percent. This decline was influenced by a decrease
in foreign travel and in purchases of new automobiles. Total real public
consumption increased 3.8 percent in 1985 (following seven percent growth in
1984) mainly due to a 25 percent rise in direct defense imports. On the
other hand, domestic defense consumption decreased by seven percent in real
terms largely as a result of a curtailment in domestic military purchases
and the withdrawal from Lebanon. A drop of 14 percent in transfer payments,
and of 34 percent in subsidies, contributed to the continued stability in
civilian public consumption. Gross domestic investment (construction,
machinery, equipment and transport) fell in real terms for the second
consecutive year, i.e. by 10 percent. In residential construction alone,
investment shrank by 14 percent.

The Government, however, anticipates renewed economic activity in the last
half of 1986, so that growth overall for 1986 could be 2-3 percent.

Balance of Payments: The deficit in the balance of payments on goods and
services declined to $3.972 billion in 1985, i.e. a drop of $795 million, or
17 percent less than in 1984. Exports of goods and services grew two
percent to $10.688 billion, while imports declined four percent to $14.688
billion. Commodity exports increased 7.7 percent in dollar value (by over
$500 million) to $6.256 billion, while non-military imports remained stable




-6

at about $8.32 billion. The deficit in the services account also narrowed
by some $600 million due to a 12.6 percent drop in services (foreign travel,
interest payments and transport services). Unilateral transfers, which
amounted to $5.07 billion, more than covered the entire goods and services
deficit in the current account. In 1985 the bulk of these transfers came
from the U.S. Government; the balance constituted remittances from
institutions (i.e., the United Jewish Appeal), personal restitutions from
Germany, and transfers by individuals. The sizable surplus of unilateral
transfers in the current account enabled the Israeli Government to keep its
debt balance stable, to repay obligations, and to increase its foreign
currency reserves by $620 million. Total external debt at the end of 1985
stood at $23.7 billion, of which 70 percent was long-term, 15 percent
medium-term, and 15 percent short-term. Israel's foreign exchange reserves
totalled $3.72 billion at year end (IMF definition).

A1l of the regular U.S. assistance in U.S..FY 85, $2.6 billion, was interest
free for the first time. For FY 86 total regular assistance amounted to
$2.871 billion. 1In addition the U.S. provided special assistance of $750
million each for FY 85 and FY 86, a one-time provision to assist Israel in
implementing its economic program.

The official outlook for 1986 is for a continued improvement in the balance
of payments. The government is forecasting a decline of $500 million in the
current account, a rise of seven percent in exports, and an increase of
seven percent in imports. The predicted improvement in the balance of
payments is based on a strict adherence to the economic plan's guidelines,
continued low petroleum prices, and further recovery in the economies of the
United States and other western developed countries. To finance the 1986
shortfall, which will be about $3.5 billion, Israel will still have to rely
on U.S. assistance, lending from the Bank of Israel, private and
institutional remittances, and on commercial borrowing.

Trade: The United States remains Israel's largest single trading partner,
although trade with the European Community is larger overall. Non-military
Israeli imports from the United States decreased slightly from $1.77 billion
in 1984 to $1.71 billion in 1985, or to 20.5 percent of Israel's merchandise
imports. Israel's sales to the United States increased by nearly 30 percent
to $2.13 billion and constituted 34 percent of total exports. For the first
time, Israel had a surplus in its civilian trade with the United States in
1985 of $448 million.

Three trading arrangements help Israel: (1) the European Economic Community
(EEC) agreement systematically lowers the duties between the EEC and Israel
for non-agricultural products; (2) the U.S. Generalized Schedule of
Preferences (GSP) allows 2,700 manufactures to enter the United States
without duties; (3) the Free Trade Agreement (FTA) with the United States,
which came into effect September 1, 1985, is similar to the EEC pact, and
should increase trade between the two countries. The Agreement calls for
mutual immediate duty free status for many products, progressive reductions
on others, with further reductions on a third category still to be
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sparked a growing interest in a broad range of U.S. products. U.S.
high-tech equipment, which has been the backbone of U.S. exports to Israel,
has become even more attractive while, at the same time, new markets are
opening up for all kinds of U.S. industrial and consumer goods and

services. Israeli businessmen are making inquiries at the Embassy's
commercial section regarding U.S. representations and sources. Renewed
interest has been seen in such diverse items as in pumps, graphic arts
materials and accessories and clothing and cookware. HWhile the interest and
curifosity are there, however, in many areas U.S. exporters will have to be
aggressive if they are to dislodge existing commercial ties with European
and Japanese competitors. A third factor, Israel's generally favorable
orientation toward United States, complements the other factors and should
support the penetration of U.S. goods into the market. Israelis generally
appreciate U.S. culture, speak English and enjoy traveling to the United
States. Given the other factors, this general interest in the United States
facilitates market penetration, assuming there is a reciprocal commercial
interest by the U.S. exporter.

Finally, the Israeli austerity program, for all its problems, provides the
U.S. exporter a sounder, more confident market place than has been the case
in recent years. Although it is too early to lose caution, the Government
has been able to subdue inflation, decrease subsidies, improve foreign
reserves and keep wages and prices in check.

Although, as mentioned above, the interest in U.S. products is broadening to
the less sophisticated industrial as well as the consumer areas, the best
prospects in the market continue to be in the high tech areas.

The demand for high performance metal working machinery and equipment (N/C,
robotic, cutting and finishing machines) is based on a continuing demand
from Israel's electronic, aircraft and defense industries. Total demand is
around $200 million a year of which 75-80 percent is provided by imports.
The demand is growing at above 15 percent a year. The U.S. share, about 20
percent, has been hurt in the past by the over-valued dollar and strong
Japanese competition. U.S. exporters must seize the opportunity of the more
reasonable dollar to win back some of the lost ground. The U.S. Pavilion in
Technology 87, to be held in Tel Aviv in May 1987, provides an excellent
vehicle to do this.

U.S. computers and their peripheral equipment also have a good market in
Israel. In an import market of about $350 million, the United States holds
54 percent. Growth in the next three years is estimated at just under 20
percent. The Israeli defense establishment generates about 60-70 percent of
the demand. The mini-computer market should expand significantly,
especially in the services sector, in order to save on labor costs. An
excellent opportunity to explore the Israeli market is the Computer Trade
Mission being organized by the U.S. Department of Commerce for December
1986. The mission will also visit Greece and Turkey.

Software, which will also be featured in the December Trade Mission, has a
$50 million import market in Israel and it is expected to grow at an annual
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Summar

The Government of Israel instituted on July 1, 1985 an economic stabilization
program, designed to tackle the two major problems facing the economy: a
balance of payments (BOP) deficit and hyperinflation. ' To date they have

been relatively successful in improving the BOP situation and very

successful in containing inflation, in part due to the program and in part
due to felicitious international circumstances. The current account of the
balance of payments shows a surplus of $1.098 billion; the level of

inflation is only one to two percent a month and foreign exchange reserves
have increased while foreign debt has decreased.

Maintaining the progress achieved and making further progress are now the
goals, and the Government recognizes that it faces several difficulties:
restraining of excessive increases during the nationwide wage negotiations;
controlling public and private pressure for assistance, particularly for
businesses in distress; limiting rising consumer demand; directing a growth
scenario for the economy and opening the capital market. In addition, the
position of Prime Minister shifts from the Labor Party to the Likud Party in
October.

Although the economic program has slowed market expansion, several factors
combine to make Israel an attractive market for U.S. products: the Free
Trade Agreement is reducing customs duties to zero for both countries; it is
also reducing the number of items requiring import licences; the more
competitive dollar has ignited interest in a broader range of U.S. products;
Israelis have a favorable orientation towards the U.S. and U.S. products;
and, most importantly, the economic program provides the U.S. exporter a
sounder, more confident marketplace than has been the situation in recent
years. In this environment both the standard high-tech exports, as well as
the less sophisticated industrial and consumer items, should do well in the
foreseeable future.
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economy

First of two

y 1984, when the
present National Unity
Government was es-
tablished with Shimon
Peres as prime minis-
ter, Israel was in a stra-

tegic economic crisis.

Inflation _was 440 percent, the
wage and price spiral was out of con-
trol, and foreign reserves were at a
critical tow. Israel’s $23 billion exter-
nal debt, exceeding $7,000 per cap-
ita,”was one of the highest in the
world,-and highly volatile commer-
cial loans stood-at-$7 billion.

For the first time in its history,
Israel’s credit standing on the world
market was in jeopardy. A major
confrontation with the Arab states in
1984-85 could well have eroded Isra-
el’s financial situation to the
breaking point.

The National Unity Government
under the leadership of Mr. Peres
turned the tide by assuming respon-
sibility for crucial but exceedingly
unpopular economic reforms. Here-
tofore, Israeli leaders across the po-
litical spectrum had inevitably con-
ceded to internal demands for
expanding defense and social pro-
grams. Amnon Neubach, economic
adviser to Prime Minister Peres,
pointed out that “in the 1960s and
1970s, the lobbies for bigger defense
budgets, subsidies, and social bene-
fits were virtually shouting at the
government, but hardly a voice
could be heard cailing for im-
provements in the economic infra-
structure of the country”

However, as a result of the new
economic program and the austerity
measures launched in July 1985, the
inflation rate in the last quarter of
1985 dropped to 12 percent. The an-
nual projection for 1986 is only 16
percentwith inflation running 1 to
2 percent oxver the past few months.
Wage and_price agreements had
been in effect for more than a year
by mid-1986, foreign reserves
showed a $1.5 billion increase, and

the budget deficit was cut by almost
$1.6billion.

Israel's trade deficit was reduced
in 1985 oximately 25
percent. Exporis increased by 3to 4
percent, (pritharily in textiles and
chemicalsj, in spite of shrinking
trade opportunities.

For the first time in long years,
the finance ministry did not resort
to printing money, the favorite salvo
©l previous governments.

These improvements could, how-
v« erode as a result of the October
iv~n rotation in leadership ar with
i elections. Prime Minister Yitz-

v Jovee Starr is director of the
Nuovr Eust Studies Program of the
{ento» for Strategic and Interna-
et Studies. This article is bused

1w chuprer she prepared for the
148" Nutional Defense Untversity
publicatton on piterservice nvalry
apone Western Athes

hak Shamir, in his previous tenure as
prime minister, was much less in-
volved in economic matters (al-
though his supporters claim he is
knowledgeable on the subject), and
unlike Mr. Peres, is not expected to
use the office of the prime minister
to introduce wide economic reform.
Yet, Israel still faces the overrid-
ing need to reshape the structure of
its economy, particularly its tax base
and its capital market. Foreign -
vestment in industry is almost mar-
ginal 7Tess tharr $90 million in 1985;
and indigenous ann@al investment in
the country_has remained at about
$1.5billion for the last several years.
A recent economic survey com-
pared Isracl’s growth rate — 2 t0 3
percent in 1986 — with those of
seven major western industrial na-
tions. Lsraclplaced at the bottom of
the ladder. “For the nme bumng”
complnned the Isracl High Technol
eey Neuwsfeder, “growth appears o
e more of a buzzword” than part

and parcel of a concerted national
effort.”

Massachusetts Institute of Tech-
nology Professor Stanley Fisher,
Secretary of State George Shultz's
representative to economic discus-
sions with [srael and one of the shap-
ers of Israel’s new economic pro-
gram, warned the Israeli Knesseton
June 15. 1986, that the program was
in "fragile shape™ According to Mr
Fisher, the government has yet to re-
duce spending, with the reduction in
the budgetary deficit attributable to
additienattaxes, not to cuthacks in
expenditures—Mur_ Fisher also
pointed-te—~worrisome data” in the
sphere of wage pressures, with sal-
aries guwekly returning to pre-
program dimensions  *

Atthe besinnme of Auoust, Prime
Minisier Peres received o Usecret”
letter from George Shulty congrat-

ulating him on the cconomag
successes of the past veuar but
stressing the urgent need lor retorm
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TO: Secretary George P. Shultz

FROM: Herbert Stein
Stanley Fischer

SUBJECT: Meetings with Israeli officials and economists,

Jerusalem, June 15 - 18. 1986

The economic situation in Israel seems calm for the short run but
worrisome for the longer run. That is, inflation will probably not accelerate
and there will be no balance of payments crisis during 1986. But there is
little sign of preparation either to adapt the claims upon the economy to its
resources in a sustainab%e way or to undertake the structural reforms that
would stimulate growth éf productivity.

Attention of policy makers focuses on the national wage negotiationé
now under way and likely to continue for some months. Real wages have regained
the levels of a year ago, before the stabilization program and their next move
is important and uncertain. The government regards the national negotiation as
critical, Both Mr. Peres and Mr, Shamir promised to "stand firm." The U.S.
delegation strongly supported this position. We emphasized, what they surely
already knew, that if wages rose too much they would suffer either devaluation
with a revival of inflation and inflation fears or unemployment.

We all may have made too much of the national negotiation. A bad
agreement would be very troublesome, but even a "good" agreement would leave
many problems. A good agreement might provide no wage increase beyond partial
and delayed indexing. That is what the government wants. Actual wages,
however, are determined not by the national agreement alone but by that plus
industry and company negotiations. The outcome seems to be significantly
influenced by market conditions. So the question is whether market conditiomns

can be created that will prevent a rise of real wages or preferably bring about



a reduction because, as the IMF report said, real wages are "too high to
achieve full employment with internal and external equilibrium."

This is a question about monetary-fiscal policy, unemployment and
politics. Can the political process tolerate a degree of monetary-fiscal
restraint that will reduce real wages even if the cost is a further increase in
unemployment, presumably temporary? Unemployment rose after the stabilization
program was introduced to 7.9 percent in July and August 1985 compared to
numbers mainly in the 5 to 6 percent range before that. Although the rate has
since declined, it still remains around 7 percent. Despite that, opinion polls
show much satisfaction with the govermment's handling of the economic
situation.

However, we see little willingness to face another round of
disinflation. A common view is that the Bank of Israel overdid tightness right
after the program began and that interest rates are still too high, causing
difficulty for various businesses. (As in the United States people believe
that the benefits of a lower inflation rate could have been achieved without
the pain if only the monetary authority had behaved a little differently.)
Great satisfaction is being expressed at the appointment of Michael Bruno as
Governor of the Bank of Israel. Mr. Peres describes him as a "tough nut". The
U.S. delegation also expressed its pleasure at the appointment of Mr. Bruno.
But whether he will escape the usual syndrome of Central Bankers--which is to
concentrate on incomes policy and the budget to the exclusion of monetary
policy--is uncertain.

Whether budget policy will share the burden of restraint, somewhat
tempering the necessary level of interest rates, is also unclear. Mr. Peres

assured us of his intention to find offsets for the increase in expenditures




already allowed beyond the budget--about $215 million. But the fiscal year is
one-quarter over and the offsets are not in sight.

The Ministry of Finance gave us two alternative estimates of Israel's
resources and their uses in 1986 "updated" from the estimates underlying the
budget. They both show much bigger increases in consumption than was forecast
in the budget, decreases in investment instead of an increase, smaller growth
of exports and bigger growth of imports. These are all moves in the wrong
direction. They also show bigger increases in total output than had previously
been estimated, but this apparently results from more demand and has
inflationary implications. These revisions are all in the wrong direction.
They become consistent with some improvement in the balance of payment mainly
because of the decline of o0il prices.

Discussions of economic growth in the JEDG dealt with two subjects~—~
taxation and capital markets. The tax system of another country, when first
described, always seems confusing and illogical. In the case of Israel one
finds that this is not just a first impression; it is the fundamental truth.
Israel has in extreme form a combination of taxes and transfers that is
inefficient in income distribution but quite effective in distorting the
economy. The nominal éax rate on corporations is very high, but when thét is
combined with various incentives and grants the tax on the investment that
actually occurs is probably negative. On paper lots of room exists for tax
reform that would broaden and equalize the tax base and reduce rates. But no
one seems to regard this as a realistic possibility in the visible future.

Some steps have been taken to liberate the capital markets, but they
are marginal. Reduction of the government deficit increases the share of the

national saving that is available for private use. But the government does not



make that freely available for private use., It directs the private use by a
system of permits and subsidies. That is not only because the government .
thinks it knows which private uses are best. The government also wants the
system of credit rationing as a way to hold down the interest on the government
debt--i.e. to tax savers. And no one seems to foresee any basic change in this
either.

From time to time reference is made to the "47 point growth program"
that Emanuel Sharon is supposed to be helping to develop. But Sharon never
tells us any of the 47 points and one feels that he knows we would not take any
of them seriously.

There is no economic growth policy in Israel. "Economic planning"
cannot be a growth policy for Israel; that is how they got to "no growth."
Israel's growth policy has to be to liberate the forces of the market. But
except for economists almost no one is Israel appreciates that. The free
market is not part of this tradition or culture and there seems to be hardly
any political force behind it.

The revival of economic growth is much more critical for Israel than
it is, for example, for the United States. One of Israel's fundamental
questions 1s whether ﬂighly produétive, mobile people will stay in a small
country that:

a) Has the highest defense burden in the world, especially when the
cost of conscription is included,

b) Has one of the highest social welfare burdens in the world,

¢) Confronts continuous military insecurity and terrorism, and

d) 1Is torn by internal dissensions.

No economic policy will create in Israel the living conditions of
Palo Alto anytime in the foreseeable future. Moreover, that is not necessary.

Israelis have an attachment to their country which makes them willing to pay

—lym



some cost, in sacrificed income, to remain Israelis. But the cost must not be
too great. And there should be some promise that the cost will decline.
Growth could give that promise by raising per capita incomes towards the
American-European level, even though very gradually, and also reducing the
relative burden of defense.

The viability of the Israeli society could also be strengthened if
the burden of defense and social welfare programs on the most productive
elements of the population could be reduced by other means in addition to the
revival of growth, Since the social welfare programs are commonly regarded as
untouchable this consideration focuses attention on the defense burden. The
idea of "doing something"” about defense seemed more active on this trip than in
earlier visits. This idea has three forms:

a) That Israel's defense forces are unnecessarily large for the
threat they face,

b) That better decisions would permit Israel to obtain its necessary
defense more cheaply. The Lavi is an important element in this argument, but
not the only one,

c¢) That the U.S. should and will pay a larger share of the cost of
defending Israel. |

These ideas are in the air, but outside govermment. We gently raised

the defense budget issue with Mr. Peres, but received no productive response.

What is to Be Domne?

The U.S. representatives should present it own positive ideas about
the requirements for growth and survivablity more explicitly than it has done
so far. We did put together a U.S. program for stabilization. We have not

done that for growth. We have listened to briefings by medium-level officials



about taxes, capital markets, etc. and have raised some questions. But we have

~

not put forward any proposals.

This is, of course, a much more delicate subject than economic
stabilization. The stabilization ideas were fairly "scientific" and "neutral."
Proposals for growth and survivability will raise fundamental issues of
philosophy and priorities. But if the U.S. does not raise these issues there
doesn't seem to be any way of getting them to the attention of decision-makers
or the public. Our effort should not be to spell out the details of a program
but to stimulate active thinking along the lines of liberalization and
strengthening of incentives.

We should try to give the U.,S. Jewish community our view of the
Israeli economic problem and requirements in the hope that they can influence
the Israeli government.

In view of the close connection of defense and economics in Israel
there should be more interaction between DoD and State on this connection and
some jinteraction between the joint economic and military groups. One would
hope that more cooperation between the defense and economic element in the
Israeli govermment would emerge.

The meetings-of the JEDG have become less useful than they were at
first. As long as we discuss stabilization we have nothing to say that we have
not said many times and that they don't know perfectly well. Our edging into
other subjects has not been at a sufficiently basic level and perhaps not with

the right cast of characters. We should now try to elevate the discussion.
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JOYCE STARR

Economy’s impact
on Israel’s defenses

Second of two articles.

Ithough Israel’s economic

problems are felt

throughout the country,

they have had an espe-
cially dramatic and deleterious ef-
fect on the defense community.

Israel’s defense budget climbed
from 7 percent of its gross national
product in the mid-1950s to 36
percent in 1979, averaging approx-
imately 20 to 25 percent through
1985. But in 1985-86, the defense
ministry absorbed the largest ero-
sion in its budget compared to other
arms of the Israeli government —
relinquishing close to $600 million in
anticipated increases.

As a result, training hours for pi-
lots, tank crews, and crucial defense
personnel, for example, have been
significantly reduced, some argue
b_eypnd the red line of acceptable
limits. As Ze'ev Schiff points out in
Israel’s Eroding Edge in the Middle
Ea_st Military Balance, the economic
crisisand forced austerity measures
have meant the closure of oper-
ational units, including air force
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Near East Studies Program of the
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on a chapter she prepared for the
1987_ National Defense University
publication on interservice rivalry
among Western Allies.

combat squadrons, dwindling stocks
of ammunition and equipment, and
a slowdown or elimination of pro-
grams to develop weapons and ord-
nance systems.

Speaking at a Tel Aviv Chamber of
Commerce luncheon on June 16, De-
fense Minister Rabin told his audi-
ence, “I don’t think there were
forced retirements from the career
army in the past like there are today.
We're speaking of thousands” Mr
Rabin added that more dismissals
and early retirements would be
forthcoming at such critical defense
firms as RAFAEL (the Armament
Development Authority} and Israel
Aircraft Industries.

As of 1987, the United States will
have provided Israel with almnst $20
billion in military and economic as-
sistance (in current prices), making
it the largest single U.S. foreign aid
recipient. This pattern of assistance
began in 1973, when President Rich-
ard M. Nixon for the first time
sought more than $2 billion in mili-r
tary aid for one country, in this in-,

stance to replace equipment lost in |

the Yom Kippur War. s
But even Israel's most ardent sup-
porters recognize that the days of
wine and roses on Capitol Hill are
coming to an end. Tom Dine, execu-
tive director of the American Israel
Public Affairs Committee lobby

(AIPAC), told a reporter on July 3,
“the future is not aid” Mr. Dine said
aid levels would not increase unless
“there is a Svrian-Isracli war and
Israel was ‘flattened’ economically
after many weeks of fighting.” Short
of that sccnario, he stressed, Israel’s
future isin high-technology exports.

Testifying before a House of Re-
presentatives subcommittec in mid-
August, Assistant Secretary of State
Richard Murphy made the *hold”
political statement that WS, eco-
nomic and defense aid to Isracl
would not grow in the next few years
and might even be cut.

Hisremark elicited no adverse re-
action from Israeli supporters on
Capitol Hill In the 1987 fiscal bud-
get, US, aid to Israel remained fixed
at $3 billion, a de facto decrease for
the first time since 1973. Senior Is-
raeli officials estimate that this
amount could even shrink to $2 bil-
lion as a consequence of Gramm-
Rudman-Hollings restrictions.

Yel in JU83, Tsracks annual debt
repayment_lo_the United States
(principal plug interestiamounted to
$1 billion. A congressivnal plan that
vear to reduce inteyest obligations
onIsrael'stotal $10 hillion debt to the
United States was quickly with-
drawn, although preliminary discus-
siuns are now under way between
the two governments.

Debt service as a pricentage of
total exports was 28 percent in 1984
and could climb to 39 percent by
1987

The country presently exports
more than $4.5 billion in industrial
gouds annually. of which close to &1
billion. or abnut 20 percent, are
defense-related, accounting for
60.000 jobs, or one-fifth of the total
work ferce. Economic, political, and
sceurity problems, however. stand in
the way of future growth. Indeed.
according to expert opinion, most of
the countrys “show-case” defense
firms were operating in the red at
the close of 1985 and had demon-
strated no signs of improvement by
the third guarter of 1986.

A 1984 report issued by the Jaftee
Cente1@c Studies in Tel
Aviv suggosis that defense exports
reached_a peak as carly as 1981,

Regivnal factors created heavy
constraints: political and economniic
crises in South Amecrica reduced
arms purchases by nations that were
previgiey e customers: 1sra:
el s Tarpe—traman_market was (for
mally) shut down with the fall of the
shah's vogine in 1979; and there has
been increasing competition in the
Far B i Western suppliers
thin Tnd _their_principal Middle
Fasl o bete contraching

Fhe tregon Jelinn and 25 45
percent wage inetesses ju 1985 86
alsn threatened defense export com-
petitiveness. Until 1985, Isracl's
Minstry of Defense provided the
econoimic net, or ' cushion.” for the
country’s defense firms by buving
large quantities of arms and mili-
tary products. a level of support that
is obviously nn longey feasible.



Israel's economic difficulties alsn
boudeill for the allocation of resecarch
. and development funds for new de-
fense projects. Israel’s defense bud-
get presently stands at 84 billion. Of
thisamount, 10 to 1S percent is spent
" on researchand development, Given
austerity priorities, this level is
likely to remain constant or even de-
cline in the coming vears. But an
even more imposing problem is the
fact that the major porution of the
annual R&D military budget was
committed for the past several years
and is designated for several years
henee-tejusttwo projects+$220 mil-
lion annually for the Lavi fighter air-
craft(the largest natisnal project
Israel has ever undertaken), and $15
miltion ammually Tor the Merkava
tank. T
Th complicate matters, the status
of tiie Lavi project is surrounded by
controversy. By the beginning of Au-
gust. it was clear to senior Israeli
officials that the Lavi will have diffi-
culty surviving an intensive U.S. De-
partment of Defense campaign
against its further development and
produclion —- despite the fact that
$1 2 billion in R&D funds was al-

ready invested t(all of it deriving
from U.S. military aid grants). A to-
tal of $2.4 billion in R&D monics will
be invested if the project moves ty
production; correspondingly, as
much as $1.2 billion in R&D funds
could be saved if the project i« carl
celed.

Pentagon experts have reached
the conclusion that the manufacture
of the Lavi will harm Israels sceu-
rity, draining dollars from the devel-
opment and purchase of new weup-
ons systems for the ground and nin at
forces. Scnior officers in the Isracle
navy and army have openl
criticized the project. "I the Lt
flies, the army wi 1 on the
ground.” Maj. Gen. Amir Drori,
ground forces commander, 10ld re-
porters. Moreover. even if an Amer-
ican co-production partner ¢ould be
found to defray the development
costs of the Lavi, it will necessitate
reshaping an increasingly expen-
sive aircrafr for an export markel
that no onc is certain exists.

Israel Aircraft Industries offi.

cials argue that cancellation of the.

project will mean the loss of thou-
sands of jobs and the possible emi-
gration of many of Israel’s hest engi-
neers. But whether ar not the
project goes forward, research and
development on the Lavi is nearing
a final phase that will free top en-
gineering talent in defcnsce industry
to put their skills to other challenges.
As of mid-1986, however, fow such
possibilities were vet on the drawing
board, principally due to a shortage
of funds.

While initial US. Department of

Defense contracts for Israels par- -
ticipation in the U.S. Strategic De- -

fense Initiative program will not
solve the financial dilemma, they de
alleviate it. More significant, Israels

Ministry of Defense is hoping that
the prospect of expaunded in- |

volvement in the Strategic Defense

Initiative will be viewed as animpor-

tant intellectual stimulus and incea-

rive during the upcoming peviod af -

transition on the Lavi — irrespective .
of a decision to move into production .

or to cancel the project. In either :
case, the country's R&D defense

community is expected to suffer dis-

ruptive consequernces.
A ledger, in 1979 Israel signed
a memorandum of agree-
ment with the United States en-
abling Israeli companies to compeie

Iso on the positive side of the

with US. firms in selling defense’

equipment and entering into joint
R&D projects with the Departiment
af Defense and the US armied sey-
vices. The agreement was extended
in 1984,

Participation in the Strategic De-

fense Initiative has proven a major

step in mproving lsvacls canding,
buth with the Department of g
tense and with US firmes, Compan-
ies that long were hesitant to have
visible or substantial deadines with
Israc] have already made contact or
entered into specific aprevments on
SDI teaming relationships -2 a sta
s Israe! long seupht, but hardh
deemed possible within such a shart
time frame.

tnvolvement in ShI has also
opened the wavy (o other newly
evolving U8, hich techuology re-
search programws, such as the Alr
pefense Initiative and the Conven-
tional Defense Initiative. Further,
onlv a few months after Jnining SDL
Israel was also accarded a role
Frreka, the Burnpean technological
initiative. ‘

A series of amendments was
passed by Congress in late ()ctnljer .
marking a breakthrough in prefer-
ential tecatment toward Isract in de- -
fense purchasing, research and de- |
velnpmoent, and testing cr)ntract_s‘ :
Under the amendments, Iseiel will
be allowed to compete for ablock of
€10 mittion funds for non-NATO at-
Ties for research and development on
Jefense cguipmeent and £330 1tithon
fund fo, TBM: "t Tatical Bablis-
tic Missilet rescarcn, as part of the -
SDI program. L

wl'here are many ways in which
we conperate {ov mutual strategie
benefit!” Mr. Rabin declared during
an August visit o the United States.
“There is a readiness in the US. mili-
tary to conperate in ways that were :
inconeeivable in the past.” i






