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Please Forward Td: 

SOME NEW YEAR ' S REFLECTIONS 
AND CONCERNS 

By: Elmer~- Winter, Chairman 

Dear Friend: 

It is 7:00 a.m. .Jariuary 1, 1~87. 

I am sitting in my den thinking about CEGI. My thoughts 
go back to the spring of 1976 when r was asked by Prime Minister 
Rabin to create and head-up a group which we call CEGI. I ask 
myself, · "Did we make a difference over these past ten years?' . 
Did we help Israel move in the direction where she could stand 
on her own two feet -- economically speaking?" 

I admit that I am too close to the picture to come up with an 
objective answer. We will have to let the 300 Israeli companies 
and the thousands of · u.s. companies that we have worked with 
grade us on our efforts to make meaningful business connections 
over these past ten years. 

What about the future? That's more important! Let me share 
with you some serious concerns that trouble me concerns 
that I · am sure, are on your mind as w~ll. Let me point out 
that these are my personal observations and may not represent 
the thinking of all of our Board members. 

At the outset, let us be sure ~ogive -the Israelis credit for 
<loin an outstandin 'ob in stabilizin their econom over 
these past two yea·rs. Bringing the in lat ion rate own rom 
20% a month to l½-2% a month was a tremendous accomplishment. 
Exports were up -- deficits were reduced -- prices and wages 
were stabilized, etc., etc. But there are problems ahead as 
Israel turns from economic Stabi1ity to growth. 

In some cases, we can play a helpful role in solving these 
problems -- recognizing that the Government •of Israel has to 
make the·· changes. We can only advise as to bow these changes 
will impact upon American support, investments, exports, etc. 

Committee for Economic Growth of Israel (CEGI) is a nonprofit organization dedicated to expanding business relationships 
between the United States and Israel. 
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What are my concerns? 

CONCERN #1: Israel needs to develop a long-range plan as to how she ~n 
become one of the three major high technology centers in the world. O'f_ 
necessity, Israel has had to think short-term to get out of her economic 
morass. Now Israel needs a blueprint as to how she will mobilize bet 
own resources and utilize the strengths of world Jewry to develop a high 
technology structure that will be competitive to the U.S . and Japan. 

Israel needs a plan for the development of a mini-Silicon Valley ex
tending from Karmiel, through Haifa to Tel Aviv, to Jerusalem. This 
plan would tie together the various industrial and high-tech parks in 
that area, as well as the universities. We are working on a ptan- in 
CEGI to suggest to the Government of Israel to accomplish this program. 

CONCERN #2: The Government of Israel needs to design and implement a 
com rehensive economic ro ram to decrease the extent of overnment 
involvement in the capital markets; hol in lation to a low level; 
stimulate private investment; increase !roductivity; and expand exports. 
Finance Minister Nissim has proposed a ar-reaching plan which he be
lieves will reach these goals. This economic package ... if agreed 
upon ... will cut government budgets, reform the tax system, and free 
up the capital markets. This should substantially increase the G. N.P. 
and reduce Israel's balance of payments deficits. 

Government-owned companies will be sold .. . interest rates lowered 
and subsidies eliminated. 

This is good news for potential foreign investors. The proposed plan 
follows the recommendations of the U.S.-Israel Joint Economic Develop
ment Group (JEDG) ... the inter-government board created to help 
Israel stabilize her economy and move on to growth. 

We, in CEGI, have gone on record with a number of Israeli government 
ministers urging support for . proposals that will substantially improve 
the "investment:-crimate- in I-srae r. -

CONCERN #3: We need to be concerned that Israel is overly dependent 
upon the U.S. for financial support. It can well be argued that Israel 
has a very high degree of support from President Reagan and our Congress 
at this particular point in time. However, Gramm-Rudman always lurks 
in the background. Congressmen will be comparing cuts in the U.S. social 
budget to foreign aid. 

We need to concern ourselves about the funds allocated by our Congress 
to Israel. Our "Milwaukee Journal" has editorialized: "It is a mis
take to devote $5.2 billion . .. about one-third of the total foreign 
aid budget ... to just two countries, Israel and Egypt. These are 
two U. S. allies but they need foreign help far less than do some nations 
that are desperately poor." 
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I am concerned that support can erode if Israel becomes a scapegoat in 
the Contra-Iran affair. 

Fortunately, President Reagan has just signed a bill cutting interest 
rates on $5 billion worth of Israel's debt to the point where Israel will 
benefit by some $200 million per annum. Keep in mind, however, that this 
adjustment of interest will become part of a balloon note which has to 
be paid by Israel in future years. 

Frankly, I won't be comfortable or feel that our job has been done until 
such time as Israel can say to the U.S., "Thank you very much for your 
past support. We have now built our economy to the point where we can go 
it on our own. Hallelujah!" 

CONCERN #4: Appropriate action must be taken to assist American high
tech com anies o eratin in Israel ... to be rofitable. A number of 
American companies have been aversely a ecte as a result of price 
freezes, while there has been a 20% increase in wages in 1986. They have 
been hurt by the lack of devaluation of the Shekel and a reduction in 
government contracts. These American companies need assistance to main
tain their operations on a profitable basis in Israel. They add sub
stantial strength to the Israeli economy. American subsidiaries in 
Israel hire many of Israel's top-quality engineers and scientists. 
Many would emigrate if these companies were to close down their opera
tions in Israel. 

CONCERN #5: Israel needs to eliminate unnecessar "red ta e" which 
ham ers new investments an a ects existin o erations o American 
companies. The Government o Israel must face up to the fact that there 
is a perception that the "red tape" in Israel adversely affects opera
tions by foreign companies. 

Ten years ago, we in CEGI, initiated an independent study to determine 
how the "red tape" in Israel could be eliminated and a one-stop service 
provided. An excellent report was issued but, unfortunately, a good 
part of the recommendations were not adopted. 

Max Fisher, Chairman of Operation Independence, has expressed the frus
tration of the Task Force over the lack of government action in clearing 
away the "red tape'' that hinders foreign investment. Operation Inde
pendence is working with the Government of Israel to eliminate unnecessary 
"red tape" and to provide for a one-stop service. 

We, in CEGI, are urging Israeli ministers to give the highest possible 
priority to taking all necessary steps to eliminate "red tape" and sub
stitute in its place "Red carpet treatment" for foreign investors. 

CONCERN 16: We need to be concerned that FTA has not caught hold to any 
ma·or de ree in brin in investments to Israel. The U.S. and Israel 
entered into a unique Free Trade Agreement FTA) which was intended to 
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promote ' U.S. manufacture of products in Israel for export to Europe, 
duty-free. As of this writing, there has not been any sizable rush by 
American companies to open factories in Israel for export purposes. 

..::: 

We need to step-up our activities to sell FTA to American companies seek
ing to mark~t their products in Europe , duty-free. Israel needs ·this 
added productive capa~ity . 

We also need to be aware of the fact that, under EEC, Israel must cut 
its import duties (effective January 1, 1987) on products brought in 
from ·EEC countries . This will put a strain on Israeli manufacturers 
who will have to compete against European mas~ producers. 

CONCERN 17: We need to help Israel shut-off her brain-drain through 
increased foreign investments. Israel cannot afford to ·lose her best 
and brightest engineers and scientists. The Absorption Ministry of 
Israel reported that 19% of Israelis in the 18-29 age ·group are likely 
to emigrate. 34% of those surveyed believe emigration is caused by 
employment opportunities abroad. 

With the reduction in the personal ' i ncome tax rates in the United States 
to 28%, it becomes increasingly more interesting for Israeli engineers 
and scientists to seek employment in the U.S . It was recently reported 
by Raphael Industries that over 70% of the 450 employees that they re
cently dismissed as the result of budget cut-backs have left the coun
try and are working for high-tech companies in California. 

This hemorrhaging of the "best and bri~htest" must be .stopped. We can 
help if we can attract ·1arge numbers o U.S. high-tech companies to open 
facilities •in Israel. • • 

CONCERN #8: We have not convinced man American Jews that the 
o be ond to UJA an Israel Bon sand start usiness 

in Israel. One o my major disappointments over the past ten years has 
been the oft-repeated response that I get from American Jewish business 
leaders when I ask them about doing business in Israel. Their answer 
is, "I give to UJA . I buy Israel Bonds -- don't bother me with doing 
business in Israel . " 

We have to change this mind-set. In my opinion, we are using only 10% 
of · the cap·aci ty that we have to help build the economy of Israel. We 
need a commitment from American Jews that they will "raise their corpo
rate flags in Israel". They should be able to get the same personal 
satisfaction ... as well as a fair profit-return ... in doing busi
ness · in Israel that they get ' from putting up a wing of a hospital or 
constructing a dormitory in their name in one of the universities in 
Israel. 

CONCERN 19: -We need to convinc_e visitors to Israel that they should 
combine business and pleasure and meet with Israeli business executives. 
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All too often, I meet my · American business friends in Israel. They are 
visiting the · country on a pleasure trip or as part of a mission. They 
have not included business contacts -- which I believe is a mistake. 

We need ·to develo·p a component on all missions to Israel so that Ameri
can business executives will have the opportunity to meet with Israeli 
business executives and start discussions leading to investments, joint 
ventur~~ ~ exports, etc. 

CONCERN #10: We have not given our Jewish Yuppies a vehicle to get a 
"piece of the action" in Israel. I am constantly called by successful 
American Jewish business executives and professionals who say to me, 
"We have been successful in our businesses. We want to go beyond work
ing for .UJA and selling Israel bonds . We want a permanent connection 
to Israel. How do we get a piece of the ac tiop in Israel?" 

We need to. develop a vehicle so these Yuppies can become a part of the 
Israeli investment scene and become permanently attached to a venture 
that will give them not only a source of pride and accomplishment, but 
profits as· well. 

CONCERN Ill: We need to convince our Federations that they should add 
another com onent to their a enda hel in to build the econom of 
Israel. r · have for a number o years, been urging Federations to con 
sider expanding their role by serving as a catalyst to help build the 
economy of Israel. I believe that Federation programs will be strength
ened if there is a strong and viable Israel that they helped to create. 

Up to this point, the response 'from Federations bas been minimal. How
ever, in the past year I can see a substantial improvement in a number 
of Federations who recognize that they can ~lay an important role in 
economic development of Israel. 

Pro'erit Renewal ro rams must encom ass an industrial com onent. Federa
tions nee to move eyon trying to reme y social pro lems in their 
Project Renewal area by helping to get their local companies to set up 
factories in their twin Israeli city. This will provide paychecks -
which are preferable to welfare checks . 

CONCERN 112: I am concerned about the cost of the Lavi. There has been 
considerable ·controversy over the production of the Lavi . While pro
ducing the Lavi, according to Prime Minister Shamir, is a "matter of 
life and death," there are some serious cost factors that must be con 
sider~d. $1.2 billion has been spent to develop the Lavi. Costs have 
risen. 

Hirsh Goodman of the "Jerusalem Post", indicates that the hourly pro
duction cost has risen from the original estimate of $24.00 per hour 
to $37.00 per hour, as a result of the creeping rise in the value of 
the Shekel against the dollar. Goodman points out that the overall 
unit cost of the Lavi will be $50 million -- the same price as the F.15 
and double the price of the F.16. 
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By buying planes from the U.S. instead of -producing the Lavi, Goodman 
estimates that Israel could free $550 million per year for the local 
defense budget. 

CONCERN #13: , We need to be concerned about the lack of ca ital in Israel 
to fund emerging companies. I have talke to many young engineers an 
scientists ·in Israel who are developing new high-tech products that re
quire capital. They cannot get the necessary financial support by way 
of seed money from the Government of Israel or from the Israeli banks. 

Some of these capital-hungry companies are run by budding engineers and 
scientists who could be the leading Israeli entrepreneurs of the future. 
Without financial assistance, many will leave the country. We need a 
vehicle such as an ,Entrepreneurial Center, to help finance these future 
business leaders. We are examining some ideas as to how to make funds 
available on a selective basis. 

CONCERN #14: There is not a strong preference at the consumer level to 
buy Israeli products in the U.S. We need to mobilize the purchasing 
power of American Jews to buy products in their stores that carry the 
label, "Made in Israel." There are many quality Israeli foods, wines, 
apparel, etc., that should be on every Jewish consumer's buying list. 

CEGI is now working on a 
zations that will tie-in 
communications programs. 
exports from Israel. 

national program with a number of Jewish organi
our Shopper's Guide to their ongoing membership 

This will add substantially to the much-needed 

CONCERN 1115: We need to be concerned about the "bank share arrangement." 
Pinhas Landau of the "Jerusalem Post", referred to the bank share arrange
ment as a "time bomb set to explode in two stages." 

The Government of Israel must redeem $1.5 billion of its obligations at 
the end of October 1987 and must redeem an additional $3.8 billion a 
year later. 

As of this date, no plan has been announced by the Government of Israel 
as to how these shares will be paid on the two due dates. This problem 
hangs over the head of the Government 

And so it goes ... problems seeking solutions · ... in some instances 
we can help ... and help we must~ 

On balance, it would seem that the Israeli Government is moving in the 
right direction. Changes will come about as there is a recognition by 
both Israeli major parties that economic growth must have a continuing 
high priority. 

ELW:bb 
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THE MESSAGE OF THIS REPORT 

Over the pa·st 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: 

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

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

• The transformation of seemingly useless land into a garden of 
bountiful food and a source of useful minerals; 

• 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; 

• The forging of an educational and research establishment 
unparalieleo 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 hospitable_ to the Jewish people. 

After thre·e decades of startling accomplishment1- Israel's economy 
stagnated in the late 1970s and 1980s. The leaders 01 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 prosperity tlirough increased high 
value exports is the quest addressed in this report. 

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

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

• The strategy and culture of most Israeli firms n~eds to change 
from import substituter, defense supplier or raw material 
developer to focussed builder of international competitive 
advantage; 
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• Israelis must learn to market their products better; 

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

This report is offered as a call to action. Its SQecific 
recommendations -are presented with our firm belief that they can be of 
help to Israel in its quest. However, more important than adoptin_g 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. 

2 



THE PROBLEM 

EXECUTIVE SUl\.fMAR Y 

EXPORT LED GROWTH: 
AN ISRAELI IMPERATIVE 

Israel's economy has lost its capacity to grow and to increase the 
Ii ving standards of 1 ts people. Between 1960 and 1973 the _gross 
domestic P.roduct per person in lsrael grew. by ov!!r 100%. B~tween 1973 
and 1986 1t grew by only 9%. Since 1980, 1t has increased by only 0.3% 
per year. 

In 1986 Israel's GDP per person was only 37% that of the United 
States down from 39% in 1970. Israel now lias a lower GDP per person 
than Ireland and Singapore and is one of the only 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 
exports go to pay the net debt servicing, up from 20% in 1979 (Exhibit 
3). 

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 
payments. Imports would increase, Israeli firms would divert product 
from 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 Mana_gement 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 rrom 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 achi<:ved, 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 
living standards and an end to international dependence will require 
significant export growth. 

Substantial productivit_y improvements will have to be made to 
achieve this goal. This wilr 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 b_y 9.6% per year from 1960 to 1970 and by 13.5% per year from 1970 
to 19f0. 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 
veg$!tables) and in minerals (mainly bromine, potash, phosphates and 
penclase). 

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 emigration 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 
comp_a~ies 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.~. dollar 
exchange rate with other currencies. No -matter which measure is 
used, tlie reality of export growth decline in the 1980s is clear. 
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During the l 970s 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 Israeli advantaie 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 

Israel'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 have drawn 
international admiration for their success in developing Israel's arid 
land. Nevertheless

1 
Israel's agricultural exports declined by 5.7% per 

year from 1980 to . 985. All of the ingenuity of Israel's farmers will 
be 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 inaustry. 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 bemg planned or built 
in Africa, the Far East1 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 Euro_pe 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 oromine exports overall 
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should continue to increase. Periclase, which has grown rapidly in the 
past five years, will face significant increased competition f rorn 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 collapsed in the early 1980s and total exports have 
still not recovered to 1980 levels. Over the last 40 years diamond 
trade in dollars has grown at a rate of 7% per year. Since the value 
added in Israel is on1y about 20% of total diamond exports, slight 
variations 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% growtli 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 
geopolitical factors and can often be volatile. Increasing the share of 
Israel'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, 
particu arly 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 
supply in 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, consioerably lower than our 
goals. If the goals are to be achieved, other exporters including the 
a_gricultural technology sector must grow at 12.2% to 13.8% per year 
(Exhibit 7). How to accomplish this goal is the major focus of our 
study. 
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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 
(a surplus mentality) or to make some money when good deals can be found 
(an opportunistic mentality). In aggregatelri these import substituters 
exported $1.1 billion in 1985, down from :i>l.9 billion in 1980. 

Most of these companies have always operated behind import barriers 
without having to worry about international competitiveness. Because 
they arc 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 company set up for export 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 successful 
exporters. 

Export Oriented Companies 

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



international markets. This _group accounted for only $20 million in 
exports in 1970 grew to $34Z million by 1980 and to $870 million by 
1985. Exhibit 8 lists some members of this group, a few of which arc 
Israeli business legends. 

Beginning in the mid-l 980s, several of the best known of these 
companies began to experience difficul!)' maintaining growth and 
profitability. The near bankruptcy of Elscint and two years of losses 
for Scitex, the bigg_est exporters of this group, have raised questions 
about the ability of young Israeli firms to reach significant size. 

Companies trying to grow to a large size from a small home base face 
a number of problems: 

• 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. 

• Markets for products now develop almost simultaneously around the 
world. A growth oriented compaI!_Y 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. 

• Product life cycles arc ·growing shorter while new product 
gener~tions are becoming increasingly expensive to develop. · Risks 
have increased greatly. 

• All companies make mistakes in growing businesses. Lar_ge 
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 liigher than $200 million each. Their 
typical pattern has been one of brilhant product development, good 
financial backing, rapid growth once a start-uQ phase has been passed, 
and then a flattening of growth due to some of the problems listed 
above. 

Israel's ex_port companies are aggressive and savvy. They must 
overcome the inherent problems of small home market base and small 
relative 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. 
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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 tlie Israeli company's ability to promote and 
support the product. 

Exhibit 9 lists q_uotes 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 nas 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 thjs inevitably te$fuc~s the iime and energx, available for 
attention to competitive issues 1n the company s product 
markets ... " 

Problems with foreign exchange controls came up frequently in this 
regard. 

Another issue of ten 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 long time to become significant 
exporters. Only nine companies formed since 1970 arc 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 
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growth in the next ten years, but they are crucial to Israel's long term 
economic development. 

Israel 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 profess10nal 
management. 

THE EXPORT TASK-SUMtvlARY 

Israel' must increase its exports of goods at 8.9% per year. 
Traditional sources of e:;itport growth in raw materials based industries, 
diamonds, 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 building of long-term 
international price or cost advantage. Israel's firms wilf need to 
direct their efforts to this goal and change their corporate 
organizations and cultures to accomplish 1t. 

RECO:tvnv1ENDA TIO NS TO ISRAELI CO"MP ANIES 

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 estabhshed. 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 imJ?rove their marketing. Some must seelc 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 

1. 

2. 

3. 

Israeli companies should build exports based on long-term 
competitive advantage, not surplus capacity. It is necessary to 
identi(y ~learly and pursue the basis for competitive advantage and 
adapt 1f 1t changes. 

Israeli companies should seek to increase value added per employee 
by developing competitive advantages based on factors other than low 
wage labor costs. 

Israeli companies should focus on specific market niches which are 
appropriate to their caP,abilities. These companies are small in 
world terms and even 1f they are technologically capable of entering 
large markets, they cannot survive there over the long-term. 

Marketing 

4. 

s. 

6. 

7. 

8. 

9. 

10. 

In businesses where marketing scale is important, Israeli companies 
should aim to build foreign marketing systems they can control. 
Joint marketing agreements or OEM supply can be interim steps to 
that goal but should not be end-points 1n 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 developing 
marketing skills in their people. In some companies this should be 
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 apphcations engineering 
rather than customizing each order. 

Israeli companies must recognize that product innovation, by itself, 
rarely secures competitive acivantage. 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 requiring large scale R&D and where Israel has some 
inherent world class capabilities, companies should actively 
cooperate in joint development. 

Manufacturing 

12. Israeli companies should place more emphasis ·on manufacturing basics 
like cost control\ quality control, machine maintenance, higher 
machine utilizat10n, efficient production scheduling and meeting 
delivery timetables, rather than focussing mainly on automation. 

Gaining a Price Premium 

13. Israe~i companies Il;l\!St seek out and invest in oppor.tuniti~s for . 
sustainable competitive advantages based on achieving price premrnms 
for superior quality products. • 

Management Capability 

14. Israeli firms mu.st accelerate their investments in managerial skill 
development. 

THE GOVERNMENT ROLE 

The Israeli government has always been deeply involved with the 
economic development of the country. The nature of that involvement has 
changed ~U:bstantially over the years, as new economic challenges or 
opportunities arose. 

For example, direct government investment to develop the mineral 
resources of the Negev and agriculture in the early years of the state 
was followed by a policy 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 l 960s. 

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 
government's role has included increased encouragement to 
business-related research and development and greater aid to exporters. 

The rattern of these diverse government activities adds up to an • 
industria 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. 

12 



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 currency devaluations have not kept pace with local inflation, 
which is higher than that in major competing countries. The regional 
development program provides capital grants to exporters who invest 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 important 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 go_vernment incentives to attract foreign investment 
to their countries. More recently Ireland and Singapore liave 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 export 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 stronger base of local companies 
and a stron_ger 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 
whicli are relevant to Israel include: 

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

• Prograips in Denmark and Germany to sponsor collaboration in 
mar1cet1ng 

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

• P.rograms in Germany, the U.S., and the U.K. to assist start-up 
firms 

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

We have chosen a 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: 

• Continuity of programs despite changes in political leadership 

• A pragmatic rather than ideological debate about policies 

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

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

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

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

• A structuring of incentives to focus on specific competitive 
• leverage points · 

. Israel's industrial policies with the exception of its R&D and BIRD 
(U.S. - Israel Bilateral Research and Development Foundation) programs, 
lack many of these characteristics. They change frequently, they tend 
toward subsidy rather than incentive, and they are not focussed on 
competitiveness. 

RECO:MMENDATIONS FOR GOVERNMENT,.__HISTADRUT, AND THE 
OPERATION INDEPENDENCE TASK FORC.t:. 

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 
( educa tep pc;ople. and a research base) and physical (transportation and 
commun1ca t1on) 1nf rastructures. 

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 po:Qulace's educational attainment and the worldwide standing of the 
scientific community -- see Exhibits 14 and 15) is balanced by 

14 



weaknesses in the physical infrastructure, most notably in the 
telecomm uni cations 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 national acceptance of the 
special importance of exports to the country. Nations with high living 
standards based on exports recognize exports as a national mission and 
subordinate other priorities to export success. This must happen in 
Israel. 

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 purely free market world or a purely socialist world, 
Israeli 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 cap_ital 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. 

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

3. 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 
mternational terms, to develop new Qroaucts and markets. To encourage 
these investments by spreading the nsks associated with them we 
recommend the f ollow1ng: 

4. 

5. 

6. 

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 nsky 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 
mdependent a_gency (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, increasing funding in relation to the expansion of the 
export economy. Tliese programs have played a positive role in 
Israel's export development to date. 

The government should license venture carital funds whose investors 
can receive tax incentives against persona 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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7. Many of Israel's larger companies are government owned. They should 
be free to and even encouraged to seelc export opportunities outside · 
of their base businesses. While diversification has sometimes not 
been a successful path for companies abroad, in Israel's case it is 
a necessity. Some large companies in military and chemical 
industries have limitea growth prospects and yet have the managerial 
capability and business base to enter new businesses and increase 
exports. 

8. 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 off er 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. 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, advertising, 
promotion market research, standards comrliance, and product 
tailoring for a particular market. Regiona 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. 

10. 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 
~ref errably in customer or distribution organizations. The 
Operation Independence Task Force should assist with placements and 
also with sponsoring activities for the "fellows" to increase their 
familiarity with the marketplace. 

11. The Operation Independence Task Force should help establish 
marketing companies in focussed areas like food, clothing, 
agricultural 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 goal 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 
guarantees, and the provision of attractive financing for prototype 
buyers 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 ggvernment had to be a very powerful guide for the nation in its 
infancy. 1he 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 comP.anies to make Israel self sufficient had to be led by 
government. Building a strong defense industry had to be led by 
government. Developing the country's educational and research resources 
liad 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 6ut the develQPment 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. 

14. 

15. 

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. . 

The government should loosen exchange controls for Israeli managers 
trave1ing 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 it easier to conduct export business 
and will foster the needed development of Israeli multinationals. 

The government should attempt to ensure greater predictability and 
continuity in industrial p·olicies. Businesses will postpone 
long-range and risky investments in an atmosphere where major policy 
changes occur frequently. 

In desi~ning these recommendations we have been mindful of the 
governments 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 poli~y expenditures should be to assist long-term export 
development. The overall pattern of business incentives needs to be 
adjusted accordingly. 

The Israeli government 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 _growth goals set in this report can 
be achieved. To do so, howeverbwill require a strong national will, a 
commitment to focus on the- pro lem, 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 h 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 

I ISRAEL 6,245 36 l 
KOREA 3,116 18 

SOURCE: IMF .-(1986 Yearbook, February 1987) 



EXHIBIT 2: 

U.S. 

JAPAN 

DENMARK 

SWEDEN 

GERMANY 

FRANCE 

BELGIUM 

SINGAPORE 

IRELAND 

I ISRAEL 

KOREA 

GDP PER CAPITA RELATIVE TO UNITED ST ATES, 

1960-1980 

1960 1970 1986 

100 100 100 

16 40 94 

46 65 92 

66 84 91 

46 62 85 

47 56 74 

43 54 66 

15 18 42 

22 27 37 

33 39 36 

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 

% 

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: 

LABOR 

PRODUCTIVITY 

GROWTH 

TOT AL FACTOR 

PRODUCTIVITY 

GROWTH 

THE SLOWDOWN IN ISRAEUS . PRODUCTIVITY GROWTH 

(% EER YEAR) 

1961-72 1975-81 1982-85 

5.4 • 1.6 0.9 

3.7 0.4 0.2 

SOURCE: Bank of Israel Annual Reports, Various Editions 



EXHIBIT 5: EXPORTS PER PERSON 

MERCHANDISE 
EXPORTS POPULATION 

(MILLION 1985 $) (MILLION) 

SINGAPORE $21,500 2.56 

SWITZERLAND 37,057 6.44 

BELGIUM 47,150 9.85 

HOLLAND 62,402 14.48 

SWEDEN 30,174 8.35 

DENMARK 17,116 5.11 

IRELAND 10,305 3.55 

AUSTRIA 16,955 7.56 

jrsRAEL 6,6011 4.24 

1 Includes exports to Judea, Samaria and Gaza. 

SOURCE: IMF (1986 Yearbook, ·February 1987) 

EXPORTS/PERSON 
($) 

$8,398 

5,754 

4,787 

4,310 

3,614 

3,350 

2,903 

2,243 

1,557 



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 

1985 
EXPORT 

1985 $MM 

771 

487 

1,263 

102 

1,160 

REAL 
GROWTH RATE 

1980-1985 
($) 

-5.7% 

+4.4% 

-7.2% 

+6.6% 

N.A. 

EXPORTS IF 
GROWTH 

CONTINUES AT 
HISTORICAL 

RATES 
1985 $MM 

429 

749 

598 

194 

N.A. 

EXPECTED 
GROWTH 
RATES 

1% 

+4 . 0% 

+7.0% 

+6.6% 

+3.7%-8 . 9% 

1995 
EXPORTS AT 

EXPECTED 
GROWTH 
RATES 

1985 $MM 

852 

721 

2,485 

194 

1,668-2,721 

3,783 N.A. N.A. +4.8%-6.5% 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: EXPORT-ORIENTED COMPANIES 

MM$ EXPORTS 
(1985 $) 

SCITEX 109 

ELSCINT 93 

LUZ 38 

NILIT 34 

DELTA 31 

ADIPAZ 27 

ORMAT 25 

LASER IND . 24 

OPTROTECH 20 

OTHERS 469 

TOTAL: 870 

SOURCE: Dun's Guide and company interviews 



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 COYiE 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 WAY7 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." 

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 FUTZING, 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 

SUBSIDIES ON DEVELOPMENT 
LOANS (BEING PHASED OUT) 

TAX CONCESSIONS 

TOTAL SU~SIDIES TO 
CAPITAL INVESTMENT 

55 11 

73 83 

$240 $243 

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

1 Applies only to manufacturing 
2Revised downward from original budget estimate of $152 Million 

3 (ESTIMATE 

73 (ESTIMAT~ 

$209 



EXHIBIT • 11: DIRECT ASSISTANCE TO EXPORTERS 

TOTAL ESTIMATED 
VALUE OF % OF INCENTIVE TO 

INCENTIVE MANUFACTURING 
($) 

MEASURES TO COMPENSATE FOR 
SELF-IMPOSED DISINCENTIVES 
TO EXPORT 

EXCHANGE RATE INSURANCE 359 80% 

PEACE IN GALILEE IMPORT TAX 
REBATE NIA NIA 

REBA TE OF IMPORTED SER VICE 
LEVY 40 80% 

REBATE OF CUSTOMS AND 
PURCHASE TAX NIA. NIA 

TOTAL: $399+ 

EXPORT INCENTIVES 

FOREIGN TRADE RISK INSURANCE 39 80% 

MARKETING ASSISTANCE GRANTS 5 80% 

TOTAL: $44 80% 

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 

EMPLOYER'S TAX EXEMPTION 1 

(COMPLETE EXEMPTION) 

LOWER CORPORA TE AND INCOME TAX RA TE2 

(45% AS OF JULY, 1986) 

IMP OR TED SERVICES LEVY EXEMPTION3 

PEACE IN GALILEE IMPORT TAX EXEMPTION 

REDUCED EMPLOYEE TAXES ON 2ND AND 4 

3RD SHIFTS 

SALES TAX EXEMPTION ON FACTORY SALES2 

TO EMPLOYEES 

WAGE SUBSIDIES FOR EX-SOLDIERS IN FIRST 
JOBS 

CUSTOMS AND PURCHASE TAX EXEMPTIONS5 

TOTAL TAX BENEFITS 

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

~Higher than original estimate . 

VALUE 

285 

• 37 

25 

23 

17 

11 

8 

7 

$413 

3
Applies to manufacturing and tourism. 
Figure includes only manufacturing. Exemption also applies to shipping, 

4airlines, etc. 

5
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: 

SMALL COUNTRIES 

SINGAPORE 

PUERTO RICO 

IRELAND 

BELGIUM 

SCOTLAND 

I ISRAEL 

ROLE OF FOREIGN-OWNED COMPANIES IN SELECTED 

COUNTRIES 

EMPLOYMENT IN FOREIGN- FOREIGN-OWNED 
OWNED COMPANIES COMPANIES 1 EXPORTS 

AS A % AS A % 
OF TOT AL EMPLOYMENT OF THEIR _PRODUCTION 

51 (1980) 90-95 

73 (1980) 90-95 

34 (1980) 90-95 

33 (1978) 68 

19 (1975) 80-851 

1 (1985) 50-60 

LARGE COUNTRIES 

GERMANY 15 (1974) 17 

UNITED ST A TES 3 (1977) 7 

1 Exports 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. 



EXHIBIT 14: 

20 

15 

10 

5 

USA 

ADVANCED DEGREES AWARDED, NATURAL SCIENCE AND ENGINEERING 

BACHELOR'S IN ISRAEL VS. OTHER COUNTRIES 

(DEGREES PER 10,000 PARTI9IPANTS IN L}\:BOR FORCE - 1982) 

16.9 

5 

5.5 

ISRAEl JAPAN U,K. 

12.1 

:-= .. • , .. . ,._ .. 
CANADA 

10.8 

l.J 

GERKANY 

D BACHElOR' $ DEGF.l:ES 

CZJ ADVANCED DEGREf:i 

5.5 

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 

RATIO OF l 
ISRAEL'S RANK 2 ISRAEL'S SHARE OF 

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 NIA 

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

2Citations 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 commission·ed and funded by the Manufacturers' 
Association of Israel, Hevrat Ovdim the Operation Independence Task 
Force, and the Jerusalem Institute of Mana~ement Board of Directors. It 
was also encouraged and supported by the Government of Israel. 

We interviewed over 150 managers, mainly in the i:nanufacturing 
sector, including most of the country's major exporters. The interviews 
focused on gainmg knowledge about such issues as: their main sources 
of competitive advantage, current and potential competitive positions, 
value added per employee, and em_ployment 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 in North America and Europe. 

Because we believe Israel must increase the number of its exporters, · 
we devoted special attention to the study of a large 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 perspective on exports, we spoke witli the university 
professors and officials res_ponsible 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 liave 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 government 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 responsibility 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 
m vestments that will give companies better chances of success. . 

It is our conclusion that exr.ort growth should be recognized as a 
major national priority in Israe , 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 Econo'!ly That ~ays Its Own Way? 

By Lawrence Meyer 

J ERUSALEM - With its military enemies and the 
plague of qu.idruple-di~it inflation at least tempo
rar!ly ~~ bay, the Israeli government is approaching 

. a dec1s1on of watershed dimensions that it has 
avoided for all the country 's 37 years: 

•. W!ll it continue to build the Jewis~ 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 ri:11' driving Jews from Israel by tolerating 
un~~•ployment m order to steer Israel toward economic 
efficiency: encouraging enterprises that are productive 
an~ ~llowmg those tliat are not to die? The goal would IJF 
bu1ldmg an economy that can support the Western life
style th_at Israel's citizens so clearly want. 

~he simple fact is that Israel's economy suffers from 
sen~us st~ctural problems. It has a low-wage, labor-in
tensive Th~d World_e~onomy. However, it has managed 
- by massave borrowmg - to satisfy First World tastes 
for such commodities as video cassette recorders luxu(J 
aatomobiles and vacations abroad. - -- ·- .... • ' . 

. Stopping inflation - the problem· that has pre-occu
pied both Israeli economists and the Reagan .administra
tion'_s policy~ers - will not change this fact. E11ea 
leavmg out military expenditures, Israel will remain in 
seriou.~ 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. _ . 

W hat life-support systems are to medkine, Amer
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 
~ork force employed in government, finance and service 
Jobs (ranking behind only the United States and Canad.a 
- countries far more developed than Israel) and has 29 
pe~cen_t of its civilian workforce on_ the government -
which 1s to say the public - payroll. 

~mpared with. seven J,eading industrial countries (the 
Ututed States,· ·Germany. Japan Canada the United 
Kingdom, Italy and Sweden) lsr~el has th~ 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. -· 

It found tliat in "recent years there lias 
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 

. money through taxes is limited . . . and 
since a diminished dependence on external 
sources of finance [foreign aidJ 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 
m 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. H anything, 
rather than reducing Israel's dependence on 
AmericaA 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. Cooswnption in that year in
creased. An analysis of the distribution of 
emploY!flent in the Israeli economy among 
the var10US sectors finds no significant differ
ence today from wfuit the Banlc of Israel de-
scnbed in 1978. • 

0 f course there are reasons for the fix 
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
~tate, days held th.at Jews should do the 
~~ amo~ other reasons in order to pro
vide JQbs for the Jews who were coming to 
Palestine in answer to Zionism's ca1L In the 
history of the United States, immigrants 
came h~ to fill jobs. In Israel's history, jobs 
were created b> hold immigrants. 

After the state was founded, full employ
ment became a governmental goal - not 
simply becaUBC it was better to have able
bodied persons working, and not simply be
cause the couutry 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} 1 percent has ~t,:en mentioned. 



Americans have grown accustomed to 
tmemployment 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, lsrael'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 suc
cess. An infrastructure, including roadt., 
bridges and a complex water-supply system, 
was built. But there is no way to measure 
how much more successful the Israeli econ
omy would have been if higher unemploy
ment rates - in the short term at leai:;t -
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. • 

N ot all the jobs in Israel were make
work to be sw:-e. 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 difficult 
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 succ~s
sion of lsraeli governments responded by 
continuing the official make-work policy, 
supplemented by a combination of subsidies 
and welfare programs. 

This policy would have beC'n expensive 
enough without the enormous defense costs 
that lsrad has had to beac, especially in . the 
last 18 years. 
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after yurs of growing, the Israeli economy 
has been contracting. 

----
lions. And, as a labor union, the Histadrut 
enforces the work rul~ and principles it bas 
negotiated with management to safeguard 
the union's idea of what is best for the wodt
ers. It will come as no surprise to anyooe 
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. 

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 lsraeli 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 But that, in stark terms, is what increas-
growth. • ing productivity is all about. What is needed 

The other classic '\V3Y of achieving eco- now in Israel is a sea change in public policy. 
nomic growth is by increasing productivity, If the Israeli economy is ever to be self-sus
and this gets to the core of the problem: In- taining, the Israeli government may have to 
creasing productivity in Israel would require tolerate a period of relatively high unem
substantial structural changes, changes that ployment - perhaps 10 percent or more -
run against the Israeli ideological and politi- and resist the temptation to create jobs to 
cal grain. put people back to work. The whole idea of 

Israel has never had a year in which its ex- this exercise would be to let ingenuity -
ports exceeded its imports. The reason for which Israelis have in abundance - guided 
achieving higher productivity would be to re- by market demand, determine where Israeli 
verse this situation, turning a deficit into .a workers earned their pay. 
surplus. If we think of productive labor as The joker in the deck is that no Israeli 
being that which brings capital into Israel - government - for practical as well as ideo-

. whether the job is in the industrial or service logical reasons - can tolerate substantial 
sector - then part of what Israel needs to emigration of Jews. Israel's most capable 
become self-sufficient is clear. Thousands of technicians, scientists and engineers are on a 
workers now on government payrolls, or par with quality professionals anywhere in 
working in factories producing items under the Western world. If they cannot ~rk 
Israeli government contract, or working as io Jsael, they can find it abroad. It G dif
social workers, are not doing productive ferent for less highly-trained workC who 
labor wider this definition. They are not also take the responsibility of pro~ for 
helping Israel to pay its bills abroad, a vital their families no less seriously. .,.. 
necessity for a country that must import vir- The other major restraint agai_nstbasic 
tually all of its raw materials. ·restructuring of Israel's economy is lmtical. 

I fit were within a government's power to • Israel is a democracy, albeit one at~pfesent 
wave a wand and move workers from with a government of national unity.; \f pder 
one sector of the economy to another the best of circumstances, it is ~ for 

painlessly - that is, without unemployment democracies to undertake programs 1nlt re
- the problem still would not be solved. Is- quire long-term sacrifice by the popuUtion. 
rael is one of the most heavily unionized Even if the government's policy is ~-con
countries in the world. More than 75 per- ceived, the temptation by the opposition 
cent of the Israeli workforce belongs to a party to engage in demagoguery may prove 
union. Even white-collar workers and profes- irresistible. 
sionals have their union. Given the pre-existing splits in Israeli soci-

But whatever the reasons for Israel's eco
nomic predicament, . the question now is 
whit happens next? If - and despite the op
timism of many Israelis on the subject, it's 
still a big if - if inflation is ~ally under con
trol now, where does the lsi:aeli economy go , 
from here? The central fact of the Israeli 

Virtually all the unions in Israel are com- ety - between the religiotm and noo-reli
ponents of the Histadrut, the unique labor gious, between European and OrientaJ Jews, 
union that is also a worker-owned industrial between those who would give up tni-,1\'est 
cong\omerate and the largest non-govern- Bank for peace and those who would not -
mental employet in' Israel. Because of its it is bard to imagine - not inconceivable, 

1 size and power, and because the Histadrut . but hard to imagine - that a government 
.. pre-dated the state, it has been character- ~ could sustain a long-term policy of austerity 

ized as a state within a state. in order to restructure the economy without 
As a labor· union, the Histadrut watches unrest creating pressure to change the. gov-

QUt for the interest of its members, who vote ernment. ' 
• economy is tha.yt is not growing. Indeed, for the leadership in periodic, partisan elec- These are the Hobson's choices f.a~ the 

Israeli government. It is understandabMt that 
Israelis, and those who wish them we-ll in the 
United States, may fasten on the a0'23-[ent 
success that Israel has enjoyed in ~g 
inflation. But that apparent success~ght 
not to obscure the deeper, more co,nplex 
and potentially far more momentous eco
nomic problem that Israel has yet td. con-
front. -
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IS ISRAEL GOOD FOR AMERICA? l ~ \, r c-.n.. 7 

SOME WEEKS AGO in these pages 
Joseph Sobran threw down the 
gauntlet: "I would like to hear 

arguments for the strategic advantages 
to the U.S. of close alliance with Is
rael from someone other than the par
tisans of Israel itself." I am, I confess, 
a_ partisan. But anyone convinced of 
the strategic benefits of closeness to 
Israel is bound to become a partisan 
of Israel's. Logically, however, the 
strength of the case is not dependent 
on the identity or predisposition of the 
advocate. 

Israel traditionally has been a liberal 
cause. American Jews, always the core 
though never the entirety of pro-Israel 
sentiment in this country, have long 
been aligned in their majority on the 
liberal side of the spectrum. Gentile 
enthusiasts for Israel have often been 
those attracted to its powerful labor 
movement and socialistic experiments. 

Yet President Reagan, the first Pres
ident to bear the clear imprimatur 
of the modern conservative movement, 
has proved, no doubt in part influenced 
by NATIONAL REVIEW'S own position on 
Israel over the years, to be the best 
friend Israel has ever had in the White 
House ·and has brought the United 
States and Israel closer than ever be- . 
fore. This closeness, ironically, is the 
fruit of an affinity between the world 
view of this conservative President and 
the perspective of the Jewish state 
founded by socialist visionaries. 

That affinity is rooted in the nature 
of the global conflict. It is a conflict 
not only between the world's two pre
eminent military powers-the United 
States and the Soviet Union-but also 
between two contradictory visions of 
man's future-the democratic and the 
Communist-of which they are the 
models. The geostrategic and the ideo
logical aspects of the conflict cannot 
be disentangled. Wherever Communism 
has triumphed it has done so by force 
of arms, but its victories of arms are 
almost always first prepared by ideo-

logical struggle-political and intellec
tual maneuvers designed to sap the 
unity and morale of its targets, or to 
cut them off from sources of support. 
Conversely, every military victory of 
Communism reinforces its mystique of 
inexorability, thereby strengthening its 
ideological arsenal even in a world 
that has grown skeptical of its promise 
of an earthly paradise. 

To hold our own in this contest the 
United States needs to be ~ble to fight 
in both realms. If we al)ow our mil
itary forces to atrophy, as we were 
prone to do during the 1970s, nothing 
else we do will rescue us. But we also 
need the ability to do battle in the 
political realm, to counter the Soviet 
claim to represent either a just or an 
inevitable future. 

In both the military and the politi
cal realm we need allies. Our alliances, 
however, will always be unequal. No 
country in the world can protect itself 
against the Soviet Union without our 
help, and, conversely, in an all-out 
war with the Soviet Union, no other 
country's forces could be of much help 
to us. This circumstance,· and the po
tency of our nuclear weapons, might 
argue for a policy of genuine isola
tionism. 

Their Season of Mischief 

B UT THE isolationist option comes 
up short on several counts, quite 
apart from any altruistic ones. 

The alternative to accepting the bur
den of helping others protect them
selves is, as the libertarian theorist 
Earl Ravena) once candidly acknowl
edged, "to let our adversaries have 
their season of mischief in the world." 
Unfortunately, that season would be 
unlikely to end until we were indeed 
isolated. The United States would be
come a tense, claustrophobic place in 
a world where our vision of man's 
future had been defeated and the Com
munist vision apparently vindicated. 
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Such a momentous challenge to the 
rightness of our way of life would 
weaken our social fabric and leave us 
open to subversion. True, we have our 
nuclear deterrent to defend us. But, 
were the Soviet Union able to bring 
to bear against us the preponderance 
of the world's human and material 
resources, it would surely find ways 
to circumvent, overwhelm, or render 
obsolete our defenses, however formid
able those seem today. 

No Better Defense 

T HERE IS, in short, no safer alter
native to basing our own defense 
on a policy of alliances. The im

portance of these alliances is less for 
the event of all-out war than to help 
us avert all-out war by deterring re
gional adventurism by the Soviets and 
maintaining a global balance of power. 

Of course, alliances entail costs. Not 
only do we ordinarily have to take on 
the lion's share of the burden of mu
tual defense, we also must 'bear some 
of the onus of our allies' quarrels. 
Israel is one ally that brings with it 
more than its share of enemies. Why 
make all those Arabs angry at us by 
allying ourselves with Israel? 

The answer is that it is far from 
clear that our relationship with Israel 
diminishes our influence in the Arai, · 
world. Part of that world would de
spise us anyway for being modern, 
democratic, capitalistic, and non-Mos
lem. Other parts of it have grown 
closer to us precisely because of the 
influence we have with Israel and be
cause Israel has demonstrated the ad
vantages of a Western orientation. The 
further answer is that, whatever its lia
bilities, Israel also brings with it more 
assets than most of our other allies. It 
is a boon to us in both the military 

Mr. Muravchik is a senior fellow in resi
dence al the Washington Institute for Near
East policy. 
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ISRAEL: JOINT ECONOMIC DEVELOPMENT GROUP 

Q: What is the purpose of the U.S - Isiaeli Joint Economic 
Development Group which was announced.during the visit of 
Israeli Prime Minister Peres? 

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

Development Group to strengthen our consulatations on 

Israel's economy and development efforts. The Group will 

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, 

0MB, 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, i~cluding ways the U.S. could help s upport Israel's 

economic recovery and development efforts. 

-- The meetings will be held periodically an d the site will 

alternate between Israel and the United St a t es. We expect 

the first meeting to take place in Washing t on at an early 

date. 

• 
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KEY ECONOMIC INDICATORS 
In million of U.S. dollars unless noted 

Domestic Economy 
Population Cm1111ons) 
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 
Lab.or Force Cl,OOOs> 

. Unemployment {%) 
Industrial production,% change, 

local currency 1983=100 
Govt. ·oper. deficit, as% GDP 
Industrial production index 

{1983 = 100) 
Productivity growth/worker% . , 

Bal anc.e . of Payments 
- Merchindise exports {F.O.B.> 

Merchandise imports (C.I.F.> 
Trade· ba 1 ance 
Curre~t account balance 

. . ~ Foreign .direct investment <new gross> 
·_ Foreign Debt {year end> 

• Pebt service paid (net> 
·Debt-service ratio as% 

.of merchandise exports 
Foreign •xchange reserves <year end> 
• Average exchange rate for year 

{NIS=U.S.$1.00> 

Foreign Investment 
• Total {cumulative> 

• u.s: {cumulative or%> 

u.S.-Israel Trade 
U.S. exports to Israel CC.I.F.> 
U.S. imports from Israel {F.O.B.> 
U.S. tract£ .balance with Israel 
U.S. share of Israeli exports 
U.S. share of Israeli imports 
U.S. Economic aid 
U.S. Military aid 

1984 1985 

4.16 4.24 
2.0 •. 1.8 

22.0 24. 1 
5,288 5,684 
20.9 22.8 

5,024 5,377 
116.0 120.0 

l. 7 2.8 
109.0 113.0 

0.3 3.6 
444.9 185.2 
19.0 5.8 

393.5 1,440.3 

1.44 1.47 
5.9 6.7 

4.9 2.7 
38.9 22.2 

104.9 107.7 
- 1.8 1.4 

5,807.3 6,256.4 
8,344.0 8,319.6 

-2,536.7 2,063.2 
-4,767 -3,972 

184 217 
2,367 2,385 
2,837 3,049 

49 49 
3,098.5 3,718.6 

0.2935 1.1813 

not available 

1;111.6 1,705.6 
1 • 644. 6 2 , l 34. l 

127.0 -428.5 
24.3 34.1 
21.2 20.5 

1,200 1,950 Cb> 
1,124 1,927 

1986 {est.> 

4.31 
l. 7 
n/a 
n/a 
n/a 
n/a 

122.0 
1.6 

115. 0 
1.6 

25.0 
4.5 Ca) 
n/a 

1.49 
7.4 

n/a 
n/a 

n/a 
1.6 

6,757.0 
8,910.3 
2,153.3 
3,500 

n/a 
n/a 
n/a 

n/a 
n/a 

1.485 Ca> 

n/a 
n/a 
n/a 

32.9 <a> 
22.0 <a> 

1,950.0 (b/c) 
l ,790.0 



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 
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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 limit); (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 living 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-Apri l 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 mi l lion for 
1985. 

In addition to the success of the program, the Israeli economy has benefited 
from several fortunate events : the decline in the va l ue of the doll ar 
against the European currencies; the decline in the pr i ce of oil; the 
decline in foreign interest rates and the granting of an add iti onal $1. 5 



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 1 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 1 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 9<><?ds 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 



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). 

All 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. In 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 1 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 l. 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 



negotiated. The United States and Israel, under FTA, have also agreed to 
establish a committee to meet for discussions on 11 trade in services 11 with 
the goal of removing existing trade barriers. They are negotiating 
agreements on various services, including thus far tourism, 
telecommunications, and insurance. 

Israel established the Red Sea port of Eilat as a Free Trade Area with 
significant benefits to local residents and entrepreneurs. The impact of 
this change has not yet been felt either in the region or on the economy. 

Inflation: In nominal terms, the Israeli shekel depreciated vis-a-vis the 
dollar in 1985 by 134.8 percent, which means in real terms (after 
adjustments for domestic inflation) it appreciated against the U.S. dollar 
by some 18 percent. By contrast, in 1984 and in 1983, the shekel was 
devalued by 493 and 220 percent respectively. Since July 1, 1985 (when the 
shekel was devalued by 18.8 percent), the exchange rate of the dollar 
remained stable at around NIS l .5 to one U.S. dollar. During the same 
period, the shekel was devalued by some 22 percent against European and 
Japanese currencies. 

Inflation decelerated in 1985 after three years of consecutive steep 
increases. Prices rose 185.2 percent in 1985 compared with a rise of 444.5 
percent in 1984 and of 190.7 percent in 1983. During the second half of 
1985, the CPI went up by 45.4 percent, i.e. by the lowest six month rate 
since 1981. During the first third of 1986, inflation totaled only 5.2 
percent, a rate prevailing in the early 70s. The relatively low inflation 
rate is expected to continue through 1986, reaching 18-25 percent for the 
year, assuming that the world oil prices stay at the current low level and 
that the economic plan's measures are fully implemented. 

Prices and Wages: To simplify monetary calculations, effective January 1, 
1986, all financial transactions were denominated in 11 new shekel 11 terms 
(NIS). One new shekel equals one thousand old shekels. Both currencies 
were intended to be in circulation during 1986, but beginning in September, 
1986 old shekels must be redeemed at a bank. The change has no economic 
significance but may have contributed to the public's feeling th~t prices 
are becoming more stable. 

Beginning August 1, 1986 the Government linked the shekel to a trade 
weighted basket of currencies of Israel's major trading partners. The unit 
composition of the basket is roughly: U.S. dollar 60 percent; the West 
German mark 20 percent; the pound sterling 10 percent; the French franc and 
the Japanese yen five percent each. The move is intended to reestablish 
some linkage with currencies other than the dollar and to minimize the 
degree of fluctuation against these currencies. The Government envisions 
that the rate of the basket would be 1.5 NIS to the basket. 

Wage control during most of 1985 resulted, as planned, in a decline in real 
wages of 9.1 percent by year end. As part of the agreed economic plan, the 
first months of 1986 show an increase in labor costs and real wages in the 



private sector which as of June l were about four percent below the average 
1984 level. For the public sector the decline remains somewhat larger. 

The two-year public and private sector blanket wage agreements with the 
Histadrut Labor Federation expired March 31, 1986. Negotiations, underway 
since April, appeared to be under little pressure to reach a conclusion 
until recently. The Histadrut is seeking a real wage increase, but the 
Government has stated frequently that it will devalue the shekel, if 
necessary, to offset any major gains. Already negotiated is a cost of 
living agreement (COLA> which stipulates a 70 percent adjustment whenever 
the CPI increase exceeds a seven percent cumulative increase within a given 
time period. This weakens the linkage between wages and inflation 
somewhat. In addition, the Histadrut unilaterally announced that it will 
increase the minimum wage for its employees to 450 NIS/month beginning 
August 1. This is approximately 40 percent of the average wage and affects 
20-25 percent of the work force. Many feel that wages remain too high, 
relative to productivity, to achieve greater employment without inflation or 
other disequilibria. Although workers now experience no significant wage 
erosion of their salaries during the month, and have benefitted from 
adjustments in the tax brackets to increase their take home pay, they still 
must bear the impact of increased expenses as subsidies and benefits are 
reduced. 

Price controls have maintained price stability, and, with contracting 
demand, have produced no major shortages or black market suppliers . By the 
beginning of June 1986, more than half of the i tems in the CPI were no 
longer controlled. The Government is continuing to decontrol items 
throughout the summer. Eventually only a quarter of the items in the CPI, 
i.e. those provided by monopolies and cartels , or certain health and 
education services, will be controlled. 

Employment and Productivity: The unemployment rate rose to 6.7 percent_ of 
the civilian labor force in 1985 from 5.9 percent in 1984 . The largest 
increase came in the third quarter of 1985 when the unemployment rate 
reached 7.8 percent. There was some fear that the implementation of the 
economic plan, combined with slackening demand, would raise joblessness over 
10 percent. The rate, however, declined to 7.1 percent in the last quarter, 
and has remained relatively stable at 7.2 percent during the first half of 
1986. Productivity per worker, low by European and U.S. standards, 
increased 1.6 percent. 

Monetary Policy: The Central Bank pursued a tight monetary policy which 
coincided with the objectives of the economic stabilization plan. Its aim 
was to prevent expansion of credit to the public at a time of price and wage 
control, and to attract more savings by keeping the real rate of interest 
high. This caused financial hardship to numerous enterprises during the 
slowdown of the second half of 1985. On the other hand, the policy 
contributed to the gradual transition from foreign-currency-linked liquid 
assets to longer-term, shekel denominated savings schemes. Towards the end 
of 1985, when inflation stabilized at a lower level, the central bank 



-9-

allowed interest rates to drop, albeit not as fast as inflation. The 
ordinary business borrowing rate declined from 19.0 percent per month in 
December 1984 to 5.8 percent per month in December 1985, and to 4.5 percent 
per month in March 1986. As of April 1986, commercial banks are making 
interest computations on a quarterly basis, in lieu of a monthly basis and 
credit card companies are billing monthly rather than biweekly. 

Public Finance: For the Israeli fiscal year ending March 31, 1986, the 
government budget deficit was NIS 4.8 billion <about $3.5 billion) on total 
outlays of NIS 20.2 billion (some $14.8 billion). The budget deficit is 
defined as the portion of budget revenues which the Central Bank lends to 
the government. Such direct borrowing ,from the Central Bank adds to the 
infl ationary pressures. By contrast, the budget deficit for the current 
fiscal year (1986/87) is forecast at NIS 1 .3 billion ($0.82 billion), out of 
total expenditures of NIS 30.2 -billion($ 19.1 billion). The new budget is 
said to represent a 5.3 percent real cut in expenditures .from that of the 
preceding fiscal · year. The proposed -budget, as of August l, still depends 
on Knesset approval, with the imposition of additional taxes and levies yet 
to be decided. 

In fiscal 1986/87, about 65 percent of the expenditures is devoted to 
defense and debt servicing; 16.5 percent for transfer payments; nine percent 
for civilian consumption; and 6.6 percent for investments. Of total 
anticipated revenues, 52 percent are expected from taxes and levies, 22.2 
percent from foreign grants and loans (20 percent from the U.S. Government), 
and 16.5 percent from domestic loans and emissions. 

During fiscal year 1984/85, the Government recycled 98 percent of its 
redeemed domestic loans and savings schemes. The government's capital 
raising reached $2.81 billion as against total budgetary redemptions of 
$2.93 billion. In October 1985 the Government was required to redeem $700 
million worth of bank shares held by pensioners which it had guaranteed when 
the value of those shares collapsed in 1983. 

I11plications for the United States 

Although the Israeli Government's austerity program has slowed market 
expansion and left a good number of Israeli companies, both large and small, 
in financial difficulties, several factors combine now to make Israel an 
especially attractive market for U.S. products. First, the FTA is reducing 
customs duties to zero for both countries; most items will reach that level 
by 1989, and the remainder by 1995. The immediate benefit of the FTA for 
the United States has been to place U.S. exporters on a par in most product 
areas with their European competitors who, through Israel's earlier 
Associate Agreement with the European Economic Community, have been enjoying 
a small but growing advantage in tariff rates. The FTA has.also reduced the 
number of U.S. products requiring import licenses, and prov1des a more 
systematic procedure for both sides to work out any disagreements that 
develop over trade barriers. Second, the more competitive dollar has 
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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. While the interest and 
curiosity 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 1 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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rate of about 80 percent. Currently the U.S. has about a 35 percent share 
of thi s market. Israel has a healthy, growing software industry of its own, 
produci ng about $150 million annually; it is made up of over 120 software 
houses. 

El ectronic components are another good prospect for U.S. exporters. Out of 
a $200 million import market, the United States has about 60 percent . The 
continued growth of the Israeli electronics industry and the vital role 
pl ayed by American electronics firms as investors, licensors and 
technological advisors in this market, assures a strong favorable interest 
by Israeli firms in U.S . components. 

The $100 million import market for telecommunications equipment is also 
dominated by the United States which holds a 50 percent sh~re. The import 
market is expected to expand by just under 10 percent a year. Upcoming 
projects include a proposed Israe l i sate lli te system, a second TV channel, 
and a possible cable TV network . Further, Bezek (the Israeli 
telecommunciations company) plans to upgrade its i nternational and domestic 
communication facilities, including the devel opment of a cellular telephone 
system. A Voice of America transmitter station i n Israe l is also being 
planned and will be an opportunity for U.S. exporters . 

Other areas of interest include avion ic equipment, whi ch i s dominated by 
U. S. companies, and medical equipment which. although a contracting market 
because of reductions in the government budget, still represents a si zeable 
amount of imports, $80 million. In th i s area, major pieces of equipment 
wou ld be difficult to place but dispos ibl e materi al s and money saving 
devices would have attractive prospects . 

Hith the more competitive -dollar, consumer items come to the fore. The two 
major department stores have held .or are planning pr0110tions for U. S. 
textil es . Lingerie, children's clothing and flatware seem the mos t 
attracti ve i n that area . Graphic arts materials, now in the hand s of 
European suppli ers , is another area that appears to be opening up to a more 
aggressive approach by U.S. exporters . 
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Summary 

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 industrfal and consumer items. should do well in the 
foreseeable future·. 
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ae 's 
economy 
First of two a • 

B
y !_2.84. when the 
present Nafional Unity 
Governmer,t was es
tablished with Shimon 
Peres as prime minis
ter, Israel was in a stra

tegic economic crisis. 
Inflati@ was 440 percent, the 

wage and price spiral was out of con
trol, and foreign reserves were at a 
critical low. Israel's $23 billion exter
nal debt, exceeding $7;-cJOO per cap
ita, was on_e.....of__!be highest in the 
world, and highly volatile commer
cial loans sto@d--a-t-$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 leade; snip of Mr. Peres 
turned the ride 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 calling 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 projectio~nly 16 
percent, with inflation running 1 to 
2 percent over the past few months. 
Wage and price _.i_greements had 
been in effe~ than a year 
by mid-1986t foreign reserves 
showed a $1.5 billion increase, and 
the budget deficit was cut by almost 
$1.6-lilllion. 

Israel's trade deficit was reduced 
in 1985~pproximately 25 
percent. Exports increased by 3 to 4 
percent, liEfi'Tlarily in textiles and 
chem1c<lW_. 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 
, ,1 ;1rev10us governments. 

l"hese impro\'emcnts could, how
v· , ~- erode as a result of the October 
: """ rotation in leadership or with 
1~1. ••• elections. Prime Minister Yitz-

1 l r Jo_vce Starr is director of the 
.\' ,·,;· F.ast Studies Program of the 
L ,·,:r, • _tcir Strate~ic und Intema
•;, 111u. :-ir11tl1ci. Tim arr1de i.s hasl'd 

·1, .. c licirrcr she prerared _for the 
J<11, - .\'t1tw11t1l Ve_tt:n sc L'111vers1ry 
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hak Shamir, in his prevlous 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 in
vestment in industry is almost mar
ginal (less than $:romillion in 1985; 
and indigenousi!_nniial investment in 
the cou11tcy_has remained at about 
$1 .5 billion for ilie last several years. 

A recent economic surve\· com
pared Israel's growth rate __:. 2 to 3 
percent in 7 986- - - with those of 
seven major western industrial na
t10ns . lsrael...p1a~ at the bottPm of 
the laiJ-t.leL "For the t1ml' hcmr.: :· 
complamet.1 thL' lsr,1d f/1 ~/1 Tcd1110/ 
ug_, • . \ '1•w~1t-11e r. "growth ,1ppe;11·,- tn 
hL more or a ·tiua wort.1· than pan 
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and parcel of a concerted national 
effort." 

Massachusetts Institute of Tech
nology Professor Stanley Fisher, 
Secretary of State George Shultz's 
representative to economic di scus
sions with Israel and one of the shap
ers of Israel's new economic pro
gram. warned the Israeli Knesset on 
June 15. 1986, that the program wns 
in "fragile shape." Ac£Q!_·ding to :\fr. 
Fisher, the governmenj_h'us yet to re
duce spendl.ng.,_'!0..lb_ the reduction m 
the budgetary....d.ef.icit-attributable to 
additiooa-1--ta~. not to cutbacks in 
expenditur/4:s I\4r Fisher also 
pointed to "wo~ome data" in the 
sphere of..w.a.ge pressur~s. with sal
aries Jµ,l-i-Gkly returning to pre

program dimt•nsions • 
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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 

7/9/86 

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 sustainable way or to undertake the structural reforms that 
/ 

would stimulate growth of productivity. 

Attention of policy makers focuses on the national wage negotiations 

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 conditions 

can be created that will prevent a rise of real wages or preferably bring about 
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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 government'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 
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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 oil 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 tax rate on corporations is very high, but when that 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 
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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 ar.e 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. 11 

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 is whether highly productive, mobile people will stay in a small 

country that: 

a) Has t~e 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, 

c) Confronts continuous military insecurity and terrorism, and 

d) Is 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 
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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 government. We gently raised 

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

What is to Be Done? 

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 
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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 interaction between the joint economic and military groups. One would 

hope that more cooperation between the defense and economic element in the 

Israeli government 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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Economy's impact 
on Israel's defenses 
Second of two articles. 

A
lthough 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 
beyond the red line of acceptable 
limits. As Ze'ev Schiff points out in 

r 

Israel's Eroding Edge in the Middle 
East Military Balance , the economic 

/ crisis and forced austerity measures 
have meant the closure of oper
ational units, including air force 

Dr. Joyce Starr is director of the 
Near East Studies Program of the 
Center for Strategic and Interna
tional Studies. This article is based 
on a chapter she prepared for the 
1987 National Defense University 
publication on interservice rivalry 
among Western Allies. 

combat squadrons, dwindling stocks (AIPAC), told a reporter on July 3, 
of ammunition and equipment, and "the future is not aid." !\Ir. Dine said 
a slowdown or elimination of pro- aid levels would not increase unless 
grams to develop weapons and ord- "there is a Syrian-Israeli war and 
nance systems. Israel was 'flattened' economically 

Speaking at a Tel Aviv Chamber of after many weeks of fighting." Short 
Commerce luncheon on June 16. De- of tha t scenario. he stressed, Israel's 
fen se Minister Rabin told his audi- futu re is in high-technology exports. 
ence, "I don 't think there were Testifying before a House of Re
forced retirements from the career prcst.>ntati\·es subcommittee in mid
army in the past like there are today. Augus1. Assistant Secretary of Stale 
We're speaking of thousands." Mr. Richard l\turphy matll' the ' hold" 
Rabin added that more di smi ssa ls politic;il statement thnt U.S. eco· 
and early retirements would be nom ic and defense aid to Israel 
forthcoming at such critical defense iHluld not grow in the next few years 
firms as RAFAEL (the Armament and might e1-cn be cut. 
Development Authority) and Israel His remark elicited no adn~rse re-
Aircra ft Indu stries. action from Israeli supporters on 

As of 1987, the United Sta tes will Capitol Hill !11 th e 1987 fiscal bud
have provided Israel with almost $20 get. l l_S, aid to Israe l remained fixed 
billion in military and economic as- at 53 hillion, a dt: facto decrease for 
sistance (in current prices), making the first time since 1973. Sl·nior Is
it the largest single U.S . foreign aid raeli officia ls estimate that this 
recipient. This pattern of assistance amount cou ld en•n shrink to $2 bi l
began in 1973, when President Rich- lion as a consequence of (3ramm
ard M. Nixon for the first time RuJm.in- Hollings restrictions. 
sought more than $2 billion in mili-• . Yet jn J48S .. J~;11111ual di:ht 
tary aid for one country, in this in- , ,r repm·mc~nLJO th e Ll11itcd Swtes 
stance to replace equipment lost in lpr i11ci.1;a1 pl~intPrQ~l..Ulmounted to 
the Yorn Kippur War. • $1 hillion. J\ congressiona l plan that 

But even Israel's most ardent sup- ye,ir to reduce interest obligations 
porters recognize that the days of on Isracl·s total $ 10 billion debt to th i.: 
wine and roses on Capitol Hill are United States \\·as qu ickly with-
coming to an end. Tom Dine, execu- drawn. although preliminary discus-
tive director of the American Israel sion:-- are 11 011 under way het\\'cCn 
Public Affairs Committee lobby the t\\'o go1·ernmc11t~. 

Debt sen ice as ,1 pet cen tage of 
tota·l exports was 25 percen t in 1984 
and courd climb l!I .W percent by 
1987 

The conntry presently exports 
more than $4.S bi!lio11 in industrial 
goods ann ually. of which close to $ I 
billion . or about 20 percent. are 
defense-related. accounting for 
60.000 jobs. or 011 e-filth of the total 
mJrk force. ErnnomiL·, political , and 
security problems. hmYe1·er. stand in 
the wa1 of future gnmth. Indeed. 
according to expert opinion, most of 
the cnuntn··s "show-case" de:fe11se 
firms 1,·ere· operating in the red a t 
the close of l'J8S and had demon
stnlted nn signs of improvement by 
the third quancr of I 986. 

A 198-l report issued by the Jaffee 
Center7'~ic S_tudies in Tel 
AYi\· sub'g\'s t..s..that detcnsc exports 
reachc.d. .. a..peak as early as I 981 . 

Regiunal fact ors_fI!@ted heavy 
constraint s: politica l and economic 
crises in South l\m~ reduced 
c1rms purc hases 6~ nat ions that 1\·ere 
predoust'y maJor customers; Isra
el's Im gc I, urnan market was I f01 -
mallyl shu t dmrn ll'it h the fall of the 
shah's 1T-gi111e in Jll :-9 : ;ind there has 
b t- L'll incn:asrnf:! comp..:t ition in the 
J·ar ~1 suppliers 
tlt:,t TTIIT!1d thc!..!:..__Dri11cipat l\11<ldle 
l·,:,,t 11i;,1kt;t~ l(l!Jl l ; H: IJtH ~ 

l11t 1,,, , ,1, d •·ll.11 ,111d ~-" y; 
l't' I, ul! 1r:ip· inc, 1.·,rsc, m l ui,;~ H6 
c.1!:-r1 thrc,lt cncd ddcnst l'X['llr1 com 
pctitin:ncss . l 'nti l Jll l:i.'i, Isn-iL·l's 
!\lirnstr) of lll'fen~t· )'rn l'idcd the 
eco1wmic net. or "cu~h ion." for the 
countn-·s dcfcn!"e firms hv hu\·ing 
large quantities of al Ill~ aml mili
tc11·y pn,Juct~. ;1 IC'1·d of support that 
is ,11)1 illu~ly nri longn knsihk. 



Israel's economic difficulties also 
bode ill for the allocation of resenrch 

, and development funds for new de
fense projects. Israel's defense bud
get presw.tly stands...at.$A billion. Of 
this a mo~ 1~~!..!_0 to 1S percent is spent 
on resea.t:Gh-and..de\'elopmcnt. Given 
austerity priorities, th is level is 
likely to remain constant or en.:n de
cline in the coming years. But an 
e\·en more imposing problem is the 
fact that the major portion of the 
annual R&D militnry budget was 
comm.il.tedl.o rtliei;)asr several years 
and is designated fo_r:._several years 
henee to j1,1st twg project&-;-.$220 mil
lion annually far the I avi fighter air
craft.-Uhc larges t oatU}nal project 
Israel has eYer undertaken), and $1 S 
million annua!Iy·7oY the l\terkava 
t!!nk. - -· --~ 

To complicate matters . the statue. 
of the Lavi project is surrounded hy 
controversy. By ihe beginning of Au
gust. it \ms clear to senior Israeli 
official~ tha~ tht Lavi will hm·e diffi 
culty surviving an intensive U.S. De
partment of Defense campaign 
against its further development and 
production -- despite the fact that 
$1 2 billion m R&D funds was al-

ready invested Wll of it deri\·in_g 
from U.S. military aid grant~l . A to
tal of $2.4 billion in R&D monies ,ril l 
he invested if the project mn,·(·s tv 
production; correspondini:;ly, as 
much as $1.2 billion in R& n I unds 
could be saved if the projl'ct i" ca1T 
cc led. 

Pentaf:!on experts han· rc;n: hcd 
the conclusion that the manu I ac-ture 
of the f,ayi will harm Israel"s SL'C\1· 
rity, draining dollars from the clc\"C·l
opment and purchase of nc.:11 11 t>:1r· 
ons systems for thr ground and n;n al 
forces. Senior offic'ers in the Isru1. F 
na1·y and army have openl: 
criticized the project. -- ]f till' J .a\·i 
flies. the ~1_:_:_ny \Dll l~•n tht' 
grol~Gen. /\mir J>rori, 
ground fwces commander. told re
porters . Moreover. e\·cn if an Amer
ican co-production partner could be 
found to defray the den~lc,pmcnt 
costs of the Lavi. it will necessitate 
reshaping an increasingly expen
si1·c aircraft for an export market 
that no one is certain exists. 

Innih·cmL'll l in :-;1)! ha~ alio 
opened the \\"(!\" 111 other newly 
e ·•J l\"in~ L1.S. hi•~h -1cchnnlogy re· 
search programs, such ns th1: Air 
Defense lnitiatin· anti the Convcn· 
tional Defense Initiati\·e. Furth<;r, 
onlv a few months after joining SDI. 
lsr;1cl was ilbo accnn.!cd :i role in 
E11reka, the Eurnpe:m tcclmnlogical 
initiatin• . 

,\ seric:- nf a1T1e11dments was 
pn,scd by Congn:~<; in late October . 
marking a breakthrqugh in prcfcP· • 
enti.-il treatment towa1·d Israel in de- • 
fense purcha:-ine. rese;in:h and de;- : 
\'el()J."llllCTit. and testing C()ntracts. • 
l 1mlcr tl1 c amendments, Isr:tel wm 
be all n\\"ed to compete for a block oJ 
9; 10 mill inn fund ~ f"ur nnn-N:\TO al
lies fr,r re search nnd t!L'\"eloprnent 0;1 
Jcfcns,. ·:lju\µ111•:nt :1!Hl a :tSll 11iilti<1l) 
fund fu, ,TB\l, • nti-Ta··t ical f:iallis~ • 
tic i\lissilt: • rcsl'arcn. a,; part nf the • 
SI>I program. ' • : ' 

Israel Aircraft Industries offi 
cials argue that cancellation of the . 
project will mean the loss of thou
sands of jobs and the possibk emi
gration of many of Israers best engi
neers . But whether or not the 
project goes forward , research and 
development on the l,;:i\·i is nearing 
a fina l phase that will free tor en
gineering talent in defense industrt· 
to put their skills to other chnllem!es. 
As of mid-1986. hmrCYer, fe,,· sucb 
possiriilities m,'.re yet on the dr,minl! 
board. principally due to a shortage 
of funds . 

\\'hile initial U.S. Department of 
Defense contracts for Israel's par- • 
ticipation in the U.S. Strategic De- • 
fense Ini tiati\·e program \viii not : 
sol\'e the financial dilemma, they do : 
alle,·iatc it. r-1ore signific.mt. l srae l"s 
Ministry of Defense is hnpinp that • 
the prospect of expanded irt- : 
vol\'cment in the Strategic Defense 
Initiati\'C will he viewed as nn impot 
tant intellectual stimulus and inccn
ti\·c during the upcoming period of 
transition on the La\· i - irrespectin.' 
of a decision to mO\·e into production 
or to cancel the project. In either 
case, the country·s R&D defcnsr 
community is expected to suffer dis
rupti\·e consequences. 

"There arc mam· wm·s in \l"hich 
\H' C!lfl{JCl"all' f11r inulu:11 Slrategfc ' 
hl'ndit."' i\lr. R.1hi11 dn:laret.! during , 
an .\~1gust visit to the United State$. • 
"There is a readiness in the cr.s. mili; : 
tarv to cooperate in 1vays that were • 
inconccirnl11e in the 11ast."' • '. 

A !so on the positi\'e side of the 
ledger, in 19:-9 Israel Sif:!TH.'d 
a memorandum of agree

ment wi th the United States en
abling Israeli companies to compete 
\rith l'.S. firms in selling defense· , 
equipment and t·ntcring into joint 
R&D project~ \\"ith the lkJ',irtmcnt 
of Defense and the l '.S armed ser
vices . The agreement wa., cxtciickd 
in }Q8-l . 

P:::inicipati1111 in thL· Strn1q~il' Ile · 
fcn~e JnithlliH' !rns pro\l'll a nwior 
~tep in impn,\·inf! l'-1ad·,- "':t11lli;1e • 
t,utll 11 itb thl' J)cpartniun ol I,~
~-l'll~l· anJ \\"ith l'.S . firm~ . (._°(lrnp,m· 
ie~ that long 11ere he~ita11t t<• han• 
\"isihll' or su\,~t,mtin l dca lim•s 1'. ith 
Isrnl'I hnrc already m:1tk L""lltact (Ir 
enterl'd into srtcific ai.:nT111c11t~ 1,11 

SDI te:iming 1-clntirin~hips . . n st .i 
tus Israel !onµ snuµht, bul h.inlli 
deemed pnssihle \\"ithi11 ~ucl1 u ~'1< 11:1 
timt· frarne. 




