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Israel’s Economy: The Challenges Ahead

Israel’s survival as a free nation will ultimately depend as much on its econamic viability as on its
military might. Yet, while most Americans recognize the continuing threat to our ally’s physical security,
many are not aware of its deep economic problems,

From its inception, Israel’s record as a developing nation was dazzling. Its real output grew at nearly 10
percent a year from 19500 1972, while its oulput per worker more than tripled. Inflation was higher than
elsewhere in the West, but, by the late 1960s, it was lower than in America. In the Jast decade, however,
productivity has not increased, and in some years it has decreased. Inflation has increased steadily, and is
now in the triple digit range, with no end in sight. Israel’s foreign debt continues to mount alarmingly,
while its capacity to service this debt through export earnings has not kept pace.

Increased defense costs, energy prices, and aworld recession are among the reasons typically given for
Israel’s poor economic performance. Nevertheless, a growing number of economists believe that
domestic policies and institutions are also crucial. Defense needs, energy prices, and the world economic
condition are typically functions of outside forces, while lifting government controls and regulations and
reclucing government spending are within Israel’s capacity to change. Yet, having been exposed for so
tong fo intense anti-capitalist attitudes, and having come from countries in Fastern Europe and the Arab
world where autocratic governments are the rule, many Israelis find it difficult to understand the impor-
fance of competitive institutions for resuming high growth, and the intimate connection between
economic and political freedom.

Avyear ago, agroup of Israeli academicians and other interested citizens organized the Israel Center for
Social and Economic Progress fo study market processes and their applicability to Israel’s economy. The
Center has faunched an extensive program of research, pubfications, and other educational activities
(such as conferences, seminars, and debates) in Israel, In America, prominent public figures and scholars
have established the Friends of the Center to assist the Israel Center’s work and fo educate Americans
about Israel’s economy.

At a recent luncheon jointly sponsored by the Manhattan Institute and the Israel Center, five lsraeli
economists assessed the challenges their country faces in the coming years. The first part of this Manhattan
Reportis based on that discussion. Despite Israel’s economic problems, there is a thriving, if not very welf
known trade between the two countries, particularly in the high technology sector. The Manhattan
Reportexplored the growth and conduct of this trade with a number of leading businessmen who operate
in Israel and America. The second part of this Report presents excerpts of these interviews.
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“It has becorne clearer and clearer that a large part of the
responsibility for Israel’s economic problems is due
to inflexible domestic institutions and policies.”

Herbert Stein—There are many reasons why we
should be interested in lsrael’s economic prob-
lems and prospects. Because she is America’s
friend and ally, we should be concerned for the
well-being of her people-and because of Israel’s
continuing military problems, the importance ofa
strong economy is obvious. For economists, Israel
presents an interesting example of a developing
country which has grown rapidly, vet faces serious
problems, And for businessmen, lsrael may pre-
sent possibilities for trade and investment that
have been relatively neglected. For these reasons,
we are very fortunate to have with us today five in-
dividuals who can discuss the Israeli economy
with deep knowledge and understanding.

Our first speaker is David Levhari, Professor of

Economics at Hebrew University, Professor
Levhari studied economics at the Massachusetts
Institute of Technology, His research interest has
been economic growth, and he has published
many articles in major academic journals in
America. He will give us an overview of lsraeli
economic policy.
David Levhari—The [sraeli economy grew ex-
tremely rapidly in the years after 1952, fed by a
farge population increase through immigration,
and by a large capital inflow from private invest-
ment, American economic and military aid, Ger-
man reparations payments, and the philanthropic
contributions of world Jewry. In fact, in the period
down to 1972, the Israeli economy grew at rates
which were the envy of the developing world. But
from the time of the Yom Kippur War (1973}, the
economy has slowed down considerably. There
has been hardly any growth at all for quite a few
years. inflation is now in the triple digit range, pro-
ductivity is stagnant, and there is a deep crisis in
the international trade sectors. The deficit in the
civilian balance of payments has grown from $500
to $750 million per quarter. This deficit is being
covered by foreign aid or loans, but the situation
cannot continue indefinitely; clearly, growth in ex-
ports is necessaty.

The temptation to blame economic deteriora-
tion upon the enormous military needs in the
aftermath of the Yom Kippur War; and upon the
explosion of energy prices that followed, should
be resisted. It has become clearer and clearer that
a large part of the responsibility for lsrael’s
economic problems is due to inflexible domestic
institutions and policies. Simply put, economic
decisionmaking is far too heavily politicized. The
government is omnipresent.

Israel’s economy, of course, is not centrally
planned in the sense of the communist countries.
And its society is free, pluralistic, and robustly,
even rambunctiously democratic. No one interest
group or party completely dominates all the
others, and thus political decisions about econo-
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—Davicl Levhari

David Levhari

mic affairs result from an equilibrium of interest
groups jockeying ceaselessly for position—for
favors, subsidies, concessions, etc. However, this
political equilibrium comes very much at the ex-
pense of economic rationality. Too many re-
sources are allocated for political and not for eco-
nomic reasons. The result is that Israel has not
developed as much as it could have.

Moreover, the whole system fosters a gener-
ally cynical and unhealthy social attitude toward
achievement, effort, and innovation. People or
enterprises do well economically by obtaining
special privileges and favors, and only secondarily
(if at all) by performing well for the benefit of con-
sumers, Inevitably, productive ability trades at a
discount, relative to “pull” and “connections.”
People come to regard wealth as something to be
extracted through politics, not created through
enterprising effort,

Israeli industry, for instance, developed under
what you in this country might call an “industrial
policy.” There was a “Law for the Encouragement
of Capital Investment,” requiring entrepreneurs to
first submit their investment plans to a bureau-
cracy, the “Covernment Center of Investment.”
Approval meant access to all sorts of special tax
breaks, credit, and other benefits. But this systern
facilitated uneconomic transactions. Decisions
were not always based on rigorous demonstration
of economic viability, and there was always the
temptation to submit inflated costs in order to get
subsidized loans. Firms and industries tended to
become dependent upon aid and lose the com-
petitive discipline necessary to keep costs down
and productivity up.

Qafg ferry
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Pubiic discussion about the proper economic
regime for Israel has always been intense. In the
early years, controversy raged between sup-
porters of David Ben-Gurion’s MAPA! party,
whose platform was “Socialism in Our Day,” and
the advocates of “Free Enterprise.” The dirigiste,
socialistically oriented parties were clearly ascend-
ant, however, and ruted the country right down to
1977. As a result, the public sector was quite large
in relation to the private sector, even taking into
consideration the big defense budget. Transfer
payments in the lsraeli government budget are
higher than in most western economies; a great
deal of credit is allocated through government
mechanisms; and some 93 percent of the land is
owned by the government.

During the years following the Yom Kippur
War, however, public dissatisfaction with the
country’s economic performance was among the
reasons that led to the victory of the Likud Party—
the first real change in government in twenty-nine
years. Most people, supporters and opponents
alike, expected there would be a greater reliance
on market forces, since this had always been part
of Likud’'s platform and appeal. Likud's plat-
form, for instance, described the Labor Pary’s
system as a “melange between capitalism, so-
cialism, and anarchy designed to perpetuate the
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ruling party” while it, on the other hand, promised
to “strive to establish a free economy based on
efficiency, initiative, and competition.”

Nevertheless, except for the liberalization of
the foreign exchange market in October 1977, the
structure of the economy hasn't changed in any
fundamental way. No substantial change of
policies toward reducing the size of the public sec-
tor has been made, When Likud took power, for
instance, about 28 percent of the labor force was
employed by government. Now it is about 30 per-
cent. Reduction of government subsidization of
the production and marketing of commaodities has
either not occurred or has not gone very far,
Transfer payments to households or nonprofit
institutions have risen from roughly 9 percentto 14
to 15 percent of GNP, There was a lot of talk about
selling government-run enterprises to the private
sector, but little action.

As | mentioned earlier, there is a deep crisis in
the international trade sector. | would say that
probably most of it is government-made. The
government decided that its inflation problem was
being imported via the depreciation of the lsraeli
currency. So the argument has been that the way
to reduce the inflation would be to slow devalua-
tion of the Israeli currency. Therefore, the Bank of
israet and the government have been trying to
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Haim Barkai, Steven Plaut, Menachem Brenner

manipulate the foreign exchange rate. What hap-
pened is that exports have fallen dramatically for
the first time in Israel’s history while imports have
grown dramatically. Hyperinflation has
continued.

1 have talked quite frequently with the gover-
nor of the Bank of Israel and tried to convince him
to carry on a more vigorous monetary policy of
controlling the money supply. After all, hyper-
inflation is at bottom simply the phenomenon of
too much paper money chasing after goods. There
is a great deal of resistance, however, to an active
monetary policy. In fact, unlike inthe U.S. or else-
where, monetary policy in lsrael hardly exists as an
independent part of economic policy. Besides
some direct determination of credit ceilings, the
Bank of Israel has no active policy, but merely acts
as a passive agent of the Treasury, issuing indexed
bonds to monetize the debt. The banks also sell
their own stocks, absorbing capital from the
private sector.

In fact, indexation is fairly pervasive in the
Israeli economy. Even so, hyperinflation has
resulted in the necessity for almost continuous
wage negotiations in the public sector. The ac-
companying turbulence in the labor market does
not help entrepreneurial planning.

While | have tried to give some picture of un-
pleasant realities, there is no inherent reason why
Isragl cannot once again grow rapidly. It has sur-
vived many grave threats in the past, and with a
highly educated, ambitious citizenry, it will no
doubt surmount its present problems. The lsraeli
public, in my opinion, is not very well-informed
about how free markets work. But it is well-
informed about how politically manipulated
markets don't work.

Herbert Stein—Menachem Brenner is currently a
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Craig Terry

visiting professor at the New York University
Graduate School of Business. His permanent post-
tion is Senior Lecturer on Finance at Hebrew Uni-
versity. He received his degree from Cornell
University and has served as a consultant to the
Comptroiler of Banks at the Bank of Israel. He will
talk about capital markets in lsrael.

Menachem Brenner—Imagine, for a moment, that
credit in the United States was allocated jointly by
the American government, the banks, and the
AFL-CIO. If you find that prospect preposterous,
or at least very unsettling, imagine as well that all
the banks in the United States were concentrated
into a cartel of three members. Generally, that has
been the situation in Israel. Most resources are
controlled directly or indirectly by the lsraeli
government, or its government-controlled com-
panies; the Histradrut, {srael’s labor federation
and the emplover of roughly one quarter of the
labor force; and the bank cartef [The Bank Leumi,
the Bank Hapoalim, and the Israel Discount
Bank].

This institutional arrangement grew out of
Israet’s history. When the state of Israel was
founded, it faced many problems: absorhing a
large immigration, settling the country, building a
defense force, developing an infrastructure, etc.
Al the time it seemed natural, even necessary, for
the government, with the help of the Jewish Agency
fthe social service agency of the World Zionist
Organization], to undertake the main effort in ad-
vancing the economy. And since so much of the
capital avaflable for investment came in from
abroad and was channeled through the govern-
ment and the Jewish Agency, the public sector was
predominant. Hence the allocation of most re-
sources was done by government, either through
direct investment (government-owned com-
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Herbert Stein, American Enterprise Institute

panies) or through various forms of subsidization,
At the same time the government borrowed from
the public at inflation-inked rates by issuing fully
indexed bonds.

The banking sector served as the intermediary
for these transactions, and hence took over the
functions of modern capital markets. Unfike this
country after 1933, there is in Israel no Glass-
Steagall Act to prohibit banks from investing in
non-bank enterprises, tsraeki banks are involved in
equity markets at all levels and on all fronts. The
government gives subsidies to industries through
outright grants or cheap loans. The lpans, of
course, are intermediated by the banks, who take
their cut. On the other hand, the government also
issues indexed bonds to the public to raise funds.
What develops, however, is that industries find it
profitable to invest in indexed bonds rather than in
productive assets. They also get unindexed loans
from the government at artificially low interest
rates.

As the economy has grown, the demand for
funds has increased, and the praportion of subsi-
dies has decreased. More companies have turned
to the stock market to raise money, but they have
had to compete with a dominant government-sub-
sicized banking sector, and with the government.

Israel has, therefore, a very centralized capital
market basically controlled by the government
and three banks. inefficient allocation of resources
resuits. Israel has a lot of examples of industries
that were promoted for noneconomic reasons. It
was not to our comparative advantage to have a
textile industry or build our own home appliances.
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Nevertheless, a lot of capital was squandered on
projects which the government decided, for one
reason or another, were important.

1 think that there should be a major reformy in
the structure of the capital markets, making them
much more competitive. If there are applications
for opening new banks, they should be approved.
Insurance companies, which in America are be-
coming a major force in financial services and
banking, are drastically restricted in Israel; they are
required to invest upwards of 90 percent of their
premiums in government bonds. They should be
permitted, along with other financial institutions,
to become more directly involved in banking-type
services. And government must in the future
abolish subsidies to inefficient industries, or keep
them to an absolute minimum,

I'd ike to close with an often-told story which
exermnplifies the kind of misallocation of capital you
get in a system where government instrumentali-
ties are involved in subsidies. It involves the late
Mr. Sapir, who was Finance Minister of Israel in the
1960s. One day an industrialist came to him and

Dan Galai

said, listen, | want to open a textile factory which
will employ “x’* number of people. | need a loan
of $1 million; in six months I'll pay it back, with
interest, So Sapir wrote out a little note and gave
him a $1 million loan. Six months later the in-
dustrialist ran into Sapir in the street and said, how
much do [ owe you? Sapir says, $1 million plus in-
terest. The industrialist says, well, make it $2
million, and I'll give it back to you in another six
months. Another six months pass, and again the
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“Israeli banks are involved in equity markets at all levels

and on all fronts.”"—Menachem Brenner

SOURCE: {srael Feonomic Quarterly, December 1982

Israel’s Economy: Selected Indicators

Public % of Labor Total

Inflation Rate of Change of Rate of Growth Consumption Force in Taxation

Rate Real Wages of GNP (% GNP) Public Sector (% GNP}
1970-73 15.4 31 9.4 07 243 35.7
1974-77 39.6 1.8 2.5 114 27.3 44.6
1978-81 95.8 4.3 3.7 127 29.6 45.0
1977 42.6 10.6 1.0 12.5 280 47.8
1978 48.1 1.5 4.4 124 29.2 44.7
1979 111.4 3.3 3.7 13.2 29.5 45.9
1980 1329 -3.2 .7 12.6 296 44.7
1981 101.4 9.8 4.2 12,5 30.0 44.4

industrialist meets Sapir and asks him, how much
do | owe you? $2 million? Well, let’s make it $4
miltion, and I'll pay it back in six months. And so
on. After about another year, the industrialist runs
into Sapir on the street, looks at him, and says, Oh,
Sapir, well,how much do | owe you? Sapir looked
hack at him and said—nathing, absolutely nothing!
Herbert Stein—i think we might all keep that story
in mind while we watch the negotiations about the
present LDC debt crisis.

Our third speaker is Dan Galai, who is now a
visiting professor at UCLA, and a Senior Lecturer
on Finance at the Hebrew University. Professor
Galai received his Ph.D. in Finance from the Uni-
versity of Chicago. His specialty is research and
development, and he will discuss high tech-
nology—whether tsrael can become the Switzer-
land of the Middle East,

Dan Galai—Switzerland is usually associated with
three images: beautiful snow-covered mountains,
banks, and watches. The first image, while attain-
able geographicaliy, is politically ruled out. The
Israeli banking industry was discussed by my
friend and colleague, Menachem Brenner. I'll con-
centrate on Israel’s potential to achieve industrial
prominence.

Both fsrael and Switzerland are small coun-
tries without natural resources, depending to a
large extent on foreign trade. Nevertheless,
Switzerland has established itself as a stable
economy with a great reputation for its industrial
praducts, Can Israel achieve the same? Two ques-
tions should be answered in this context: First, can
Israel produce “Swiss watches?” Second, should
Israe]l produce “Swiss watches?” There is another
issue, also. Switzertand is one of the great protec-
tionist countries in the Western world, even more
protectionist than Japan. Should l1srael follow the
same route?
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in orderto answer these guestions, we should
review some.of the issues. On the negative side,
one could list the small size of srael’'s economy—a
population of four million people and a limited in-
ternal market. The local market is too small to sup-
port all by itself the products of high technology
firms. This problem is even more serious since
most of the markets bordering Israel are closed.
Buteven ifthose markets will open— and we hope
they will—they are not target markets for high
technology products. For instance, Israel hasafor-
mal trade relationship with Egypt. But Egyptis nota
prime candidate to buy sophisticated medical in-
struments, an industry in which lsrael is in the
forefront. Egypt still needs hospitals and basic
medical service. Itis far away from the stage where
it can consume the sophisticated systems that
Israel produces.

Israeli firms are refatively small compared to
their world competitors. Also, the political insta-
bility of the Middle East means that lsraeli firms
operating in foreign markets have to guarantee
“second sourcing’” for their customers, which
adds to their cost of doing business. Second sourc-
ing means that Israeli firms have to secure alter-
native sources for their products, services, parts,
etc., in case of disruption to normal distribution
channels, to reduce the risk otherwise faced by
their customers, Therefore, competition on
foreign turf starts with a visible disadvantage to
Israel firms.

In its favor, Israel can count a sizeable pool of
scientists and engineers. The ratio of scientists and
engineers employed in R & D is 48 per 10,000 (20
years old and over) in Israel, compared to 40 per
10,000 in the U.S.A., and approximately 25 per
10,000 in Western European countries, The coun-
try also has outstanding institutions of higher learn-
ing and an impressive research infrastructure. In
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“I strongly suspect that the debt service problem will turn
out to be the major impetus for change in Israel’s

domestic economic policy.”—Steven Plaut

Israel Foreign Trade and External Government Debt
($ millions)

1977 1978 1979

*Total Fareign Liabilities of Israeli Government at end of year.
SOURCE: tsrael, Central Bureau of Statistics, Monthly Bulletin of Statistics, XXXIV, 4 {April 1983), pp. 28, 30.

1980 1982

fact, a strong higher education system preceded
the development of modern industry in lsrael.
That may also explain the relatively low propor-
tion of scientists that are currently employed inin-
dustry. In the United States, about 60 percent of
the scientists are employed in industry, while in
Israel the proportion is about 25 percent. Fromthe
industry point of view, the pool of potentially
employable talent is large.

The large pool of scientists and engineers liv-
ing in Israel can be augmented by Israeli scientists
and engineers currently residing in and workingin
the U.5.A. and in other European countries. This
group is a potential source for additional skifled
manpower that may be needed to sustain a high
rate of growth in high technology industries in
[srael, as well as a source of new productideas. To
all that, we can add the scientific Jewish commu-
nity around the world.There is the example of
Russtan scientists who have emigrated to Israel.
Suddenly finding themselves in a different culture
with greater commercial prospects for their ideas,
they have become very innovative,

Israel’s advantages—especially her skilled
manpower-coupled with her lack of industrial
raw materials, lead to the conclusion that she
should concentrate on high technology industries,
This conclusion is backed by a government com-
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mitment to encourage investment in industrial R &
D. Through a variety of programs, government
bodies support industrial R & D by direct financial
assistance as well as indirect contributions to the
research infrastructure, including major support
to defense R & D.

There is no doubt therefore, that Israel can
produce ““Swiss watches.” It currently produces
electronic systems, computers, instruments,
electro-optical devices, and many other sophisti-
cated products that compete successfully in the
world market. But should Israel concentrate in a
very few areas to achieve world dominance? !
don’t think so. Specialization can be dangerous in
a world of rapid scientific and technological
change, since whole industries can become obso-
lete. Take the Swiss watch. We used to get them for
Bar Mitzvahs. Today a Swiss watch would be anin-
sult—the Bar Mitzvah men want an Apple 1, or
something comparable. There are other reasons
why Israel should not put all its eggs in one basket,
includingthe political situation. And inany event, |
do not see where Israel can successfully compete
in labor-intensive, standardized, batch-produced
commodities. Israel has no advantage in produc-
ing televisions, radios, calculators, or semi-
conductors.

tsraeli companies should concentrate on de-
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Jeffrey Poelvoorde, Carleton College

veloping systems rather than components—the
diagnostic kits for medical uses, for instance, but
not necessarily the enzymes or other chemicals
that go in them. Secoand, emphasis should be put
on applications. A standard robot will become a
staple good, and Japanese companies are ex-
pected to dominate the world market. However,
applying the robots for specific uses, and selling a
dedicated system with the robot as a component,
is a promising approach. Third, due to the rela-
tively high budget devoted to defense R & [, more
attention and funds should be devoted to civilian
spin-off products. Experience shows that much
can be done inthis direction. Fourth, more univer-
sity R & D should be applied to industry. In the last
five years it has become more acceptabie for uni-
versity scientists to work with industry, perhaps in
collaborative ventures as are occurring in
America. Fifth, governmentshould cfeate the con-
ditions for risk taking and entrepreneurship.
Current tax rules in Israel discourage risk tak-
ing. Government involvement in the capital mar-
ket, which Menachem just discussed, leads to
diversion of funds away from industrial projects,
especially risky projects, to safer, government-
backed securities—namely, to the index-inked
securities, which guarantee about 3 to 5 percent
real annual interest rates, with no risk attached. It's
hard for R & Dto compete with that. Similarly, gov-
ernment involvermnent in the foreign currency
market may discourage joint ventures. Interfer-
ence with floating exchange rates, for instance, is
something American companies don't find very
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Daniel Doron, Director, Israel Center

encouraging when conducting business with
Israel. My belief is that joint ventures are one of the
preferred ways to encourage high technology in-
dustries in lstagl, linking them to foreign markets
via partnerships with foreign firms.

Herbert Stein—Steven Plaut is a Lecturer in Eco-
nomics at the School of Industrial Engineering and
Management at the Israel Institute of Technology,
in Haifa. Professor Plaut received his degree in
economics from Princeton and has taught at
Princeton and Oberlin, His major interest is inter-
national currency exchange and trade. He will
discuss israel’s foreign trade and foreign debt.

Steven Plaut—A few months ago President
Reagan raised the tariffs on Japanese motorcycles
by several hundred percent. The reaction among
people who favor free trade was outrage, and
President Reagan was very stridently criticized.
That same week the |sraeli government also raised
the tariff on Japanese motorcycles, except it didn’t
raise the tariff by a few hundred percent. It raised
the tariff by an infinite percent, simply by banning
all imports of Japanese motorcycles. The public
reaction in the two countries was very different.
Most Israelis probably didn’t even know about it. |
happened to stumble across a notice in the back
pages of the newspaper, I'm sure lsraelis who
heard about the angry reaction to President
Reagan’s act were confused.

Israelis, by the way, think that Americans are
very strange creatures. They can’t understand, for
example, why so many Americans would have
voted against Jimmy Carter for letting the Ameri-
can inflation rate go up to 13 percent a year. Fhir-
teen percent inflation! That's reason to get rid of a

(Continued on page 21)
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An Economy in Mind: israel as an Export Mecca

Despite serious inflationary problems and the Arab boycott threat, Israel, as a growing number of
American firms have learned, is an attractive place to do business. Well over 150 American companies
have a substantial investment there, and the list is growing. Alternatively, Israeli firms, which have always
been export-oriented, have come to expand here as well. For American firms, Israel’s highly skilled labor
force and its membership in the European Fconomic Community are big pluses. For Israeli firms, the enor-
mous size of the domestic American market is a glittering prize. The Israeli government, mindful of the
necessity to reduce its dependence on ULS. financial assistance and worried about its staggering debts, has
also accommaodated the needs of foreign investors,

In order to explore the little known subject of trade between America, Israel, and Europe, the Man-
hattan Report interviewed a number of leading American and Israeli businessmen. Elmer Winter, former
President and founder of Manpower, Inc., the world’s largest temporary help service, has served since
1976 as Chafrman of the Commitiee for Economic Growth of Israel, a binaticnal organization consisting of
over 110 business executives working to foster trade between the two countries, Dr. Felix Zandman, Presi-
dent of Vishay Intertechnology, and Dr. Leon Riebman, President of American Electronic Laboratories
{AEL), head outstanding medium-sized, high technology firms in America that have successfully invested
in Israel. fjoe Nakash is an Israeli who emigrated to America in the 1960s. He, along with his brothers,
founded Jordache, the popular fashion clothesmaker which sells in 35 countries, including Israel. Finally,
we present an interview with Dr. Ron Biran, Vice President and Chief Operating Officer in America of
Elscint, an Israeli-hased high technology firm well known for its CAT Scanners and for other computer-

based medical diagnostic imaging equipment.

Israel-American Trade: An Interview with Elmer Winter

Manhattan Report—What has your experience
been in stimulating American firms to invest in
israel?

Elmer Winter—It has been very difficult to find
new American companies willing to operate fac-
tories in Israel, particularly in the last several years.
The biggest reason is the recession. Many U.S.
companies are operating at only 60 to 65 percent
of capacity. They are not interested in going
ahroad. As our economy recovers, | think this will
change.

On the other hand, there are over 150 Ameri-
can companies that are doing substantial husiness
in Israel. Intel is heavily involved, as are GTE and
Motorola. There’s a lot of development by Ameri-
can companies that really isn't well known. |
would say that the success of American firms in
tsrael is one of this country’s best-kept secrets,

1don’t believe that there’s an American man-
ufacturing company doing business in srael that
would stay there unless they were making a high
return on their investment. Why would they stay?
They could go to treland, or Puerto Rico, or any
ane of the dozens of countries that are actively
bidding for foreign investment.

MR—Where are the American firms” markets?
Elmer Winter—Many of the American companies
that operate in Israel self either directly to the gov-
ernment of Israel, which is a big buyer, or use Israel
as an offshore export base, particularly to Europe.
Because Israel is a member of the EEC, American
firms can derive substantial advantages from oper-
ating in fsrael.
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Let me give you an example. Suppose an
American company is manufacturing electronic
parts int the U.S. that they want to sell to France or
Germany. The duty may exceed 10 percent, Ifthe
product is manufactured in lsrael, however, itcan
be shipped duty free te EEC countries. Moreover,
the distance is far shorter, so there may be substan-
tial savings in transportation. The labor costs may
well be lower than in America or in the European
country.

MR—Do American firms in lsrael have any persis-
tent complaints?

Elmer Winter —Sure, and some of them have
been magnified over the years with the retelling. In
any foreign operation, | can tell you from my own
experience, there are always problems of licenses
and permits. There are problems getting tele-
phones, getting fand, problems with labor, and
getting things constructed according to a time-
table. Qur Committee (CECI) has kept pushing the
government of Israel to implement “One Stop
Service.”” By and farge, they have done that. In
other words, an American company seeking to
open a factory will now, for the most part, if noten-
tirely, only have to deal with one government
agency, the Investment Authority, to get land,
water, and telephones, and the permits,

There is bureaucratic red tape in lsrael butitis
often worse elsewhere. | met Anwar Sadat when
he was in America for the Peace Signing Cere-
mony. He had heard of our work in Israel and
asked me to go to Egypt to study their investment
laws. | can tell you that Israel was far ahead of
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jaffa Oranges being loaded for export

Egypt in many respects. srael doesn't limit repatri-
ation of profits, as many countries do. An Ameri-
can firm can maintain complete ownership, which
is not the case in Mexico, or for that matter, in
Canada.

MR—What kinds of firms in Israel do well here?
Elmer Winter--The science-based, or high tech-
nology industries do very well. Elscint, for in-
stance, is on the cutting edge of nuclear medicine
and instrumentation. Scitex is another well known
firm, in the electronics field. 1t designs, develops,
and manufactures interactive computer graphics
systems. Its founder, Efi Arazi, headed the R&D
Department at hek, an American company, be-
fore he returned to Israel. There are a number of
software companies and fiberoptic companies
that are emerging at a rapid pace in lsrael.

There hasn’t been a great deal of growth in the
consumer products field in the past few years.
There are certain apparel lines that sell well; Got-
tex and a few other companies are well regarded,
But after you leave the first four or five top firms,
there aren’t too many exporters.

MR-—Do you feel this is a function of differential
fabor costs?

Elmer Winter— | think the greater problem is mar-
keting, a lack of style and design tuned to the
American market. All too often there’s an attemipt
to try to sell here what sellsin lsrael or in Germany.
Very often the American consumer won’t accept
that. The food field is somewhat limited. Certain
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food products are well accepted here, but | think
Israeli firms will have to break away from thinking
that their products should be sold in the kosher
sections of the store. They need to get into the
regular food departments. |

MR-—-We know that Israel’s educational system
trains scientists and engineers well, But how about
middle managers?

Elmer Winter—There are a number of well quali-
fied middfe managers in Israel, many of whom
have breen trained in the ULS, There are good man-
agement schools in Israel. The Recanati School of
Management is highly regarded. Harvard has a
program at the Jerusalem Instittte of Manage-
ment. But there is need for more management
schools in Israel.

MR-—The Israeli government is one of the most
socialistic in the West. Do private sector bust
nesses face competitive problems from govern-
ment-owned or -controfted industry?

Elmer Winter—The Israeli government either
owns or has a financial interest in about 181 com-
panies. When the Likud Party came to power it
tatked about privatization, but very few govern-
ment-owned companies have been sold to date.
By divesting themselves of some of these compa-
nies, Israel can eliminate the losses it incurs from
operating them. Yet | rarely encounter complaints
from American firms in Israel about unfair govern-
ment competition. Moreover, | hear few com-
plaints in America about Israeli firms here who are
unfairly subsidized by the Israeli government. O
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Worrying About Stress: An Interview at Vishay Intertechnology

Felix Zandman is a survivor of the Holocaust in Poland. He was educated in France after World War If
and holds a doctorate in physics from the Sorbonne. Developing a new, optical method of stress analysis
especially useful for aircraft, Dr. Zandman was brought over to America as a consultant to the major aero-
space companies, and then became Director of Research at the E.C. Budd Company in Philadelphia. In
1962, he struck out on his own, improving *’strain gages” and other stress analysis methods capable of
precisely measuring structural stress in aircraft, buildings, automobiles, bridges, light bulb filaments, and
even on the chewing surface of human teeth! The new company also developed precision resistors, insen-
sitive to extreme temperatures, that are highly useful in defense, aerospace, computer, and telecommunica-
tions markets. Vishay began with an investment of $4,000. Today it has sales in the $40 million range.

Manhattan Report—How did Vishay come to in-
vest in lsrael?

Felix Zandman—The company started to grow in
the late 1960s, | was concerned about competition
and wanted to secure a base of relatively inexpen-
sive but highly specialized labor. Taiwan, Hong
Kong, orthe Caribbean, while having inexpensive
labor, do not have the technical and managerial
personnel needed for our kind of products. Our
products are not mass produced, and our cus-
tomers demand flexibility and very fast response
time. We looked around and came to the conclu-
sion that Israel, for many reasons, was good for us.
Very cheap labor was not, per se, necessary. Intel-
ligent, highty skilled labor was, and is. For this,
tsrael was ideal. In addition to lower operating
costs, we could get organized easily because !
knew many people in Israel well; there was a trust
element involved. Although we now operate in
West Germany, the U K., France, Japan, and italy,
as well as in the U.S., a substantial portion of our
sales and earnings come from our plantin Holon,
Israel, which employs some 400 people.

MR—Is your major customer the government of
israel?

Felix Zandman—No, our products are manufac-
tured in Israel for sale in Europe and in America.
The Israeli government is also a customer, but we
certainly didn’t go to lsrael because the govem-
ment was going to buy from us. They buy some 10
percent of our output. The motivation for locating
in lsrael was to have an offshore base. It worked
out well. As a matter of fact, Vishay is very strong
because of our Israeli operation.

MR~ Did the Israeli government provide incen-
tives?

Felix Zandman—Sure. They gave us afl kinds of
help, but offshore you could find other places
where the labor was very cheap, or where the gov-
ernment held out advantages, which would be
equivalent. The main reason for choosing lsrael,
however, was the quality of the work force and the
trust element. | feel at home with the Israelis; not
so with the Chinese,

MR—Are the engineers and specialists that work
in Israel trained there?

Felix Zandman—Many are trained in our US.
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plant. We have a constant exchange of engineers
and managers between the U.S. and Israel.
MR—What outstanding differences are there be-
tween operating in Israel and America?

Felix Zandman—If the technical input and cost
were equivalent, it would be much more conve-
nient to operate in the United States, because
communications are cheaper and better. But the
facts of life are different. The cost of production,
engineering, etc., is much more expensive here.
So we have to operate there to improve our profit
margin on some of our most important products.
Because profits are greater this way, we can sell
our products in a much wider market and at a
lower price. We couldn’t do that otherwise.
MR—Is government regulation more of a negative
factor in Israel than in America?

Felix Zandman—VYes. It is a negative factor.
There's no question about it, Any regulation is a
pain in the neck. But, on the other hand, whatdo
you expect? if the government gives you subsidies,
it has the right to control you to some extent. It
doesn’t bother us. We've gotten used to dealing
with it.

Instability, however—changes in regulations
and laws—is upsetting. You function in a given
way and all of a sudden the government makes a
change to the right or left to correct economic
problems in the country. Almost every week, or
month, there is a new law or regulation. That's a
problem. So is the inflation, which affects labor
costs and export prices. Because of that, long term
planning is difficult. Early on, the tax policy was a
hig problem.

MR—Why was that?

Felix Zandman—~When inflation and devaluation
went into high gear, we, along with other foreign
investors, were hit hard. Suppose we have an in-
ventory of $1 million, which is worth, say, one mil-
Hon units in Israeli money. After devaluation, how-
ever, overnight it's worth two million units in
Israeli money. So it looks like we made a million
units profit in Israeli money. On that profit we had
to pay taxes. But why should businesses pay taxes
on these phantom profits? In fact, such taxes pro-
duce losses, when translated into U.S. dollars.
Equity would also be eroded through devaluation.
You can repatriate the profits, but, while these
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Vishay israel, Ltd,

“Israel is the only country in the world whose tax laws protect foreign investors
from losses by currency devaluation.”—Felix Zandman

would be constant in lsraeli money, their dolfar
value would be less and less. Since you can repa-
triate only retained earnings, the devaluation
would erode the dollar value of your equity. This
problem exists in any country which devalues its
currency.

Yet the government of lsrael responded to this
problem when we complained. The Finance Min-
ister called Dr. Riebman of AEL, myself, and some
other people to meet with a group of high govern-
ment officials. We sat down in a hotel room for 10
hours and hammered out a set of solutions, It took
the government one year to write the law, but now
there are two laws, the Equity Law and the Ronnell
Law, which protect foreign investors from ar infla-
tionary erosion of their investment and profit. in

other words, you can put a million dollars into an’

tsraeli business, change it into shekels, and in spite
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of continuing devaluation, the miltion dollars is
not affected. The investment is protected, pro-
vided the business is profitable. The maximumtax
is 30 percent for foreign investors. During the
devaluation period, whatever is eroded, the way
we discussed —through phamom profits and the
erosion of equity—the Equity Law compensates
the investor through reduction of the 30 percent
maximum tax.

Israel is the only country in the world whose
tax laws protect fareign investors from losses by
currency devaluation. Not so in other countries.
Take France, for example, where the franc shid
from 4.2 to 7.7 for the dollar. We lost money in
France because of this devaluation. France was in
fact partly confiscating foreign investments! The
only country which has corrected this devaluation
problem is [srael. 4
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Jamming, But No Jazz: American Electronic Laboratories

“The Styx missile,”’ Leon Riebman, President of AEL explains, “sank much of the Pakistani navy during
the Indo-PakistanWar.” Yet “in the Yorn Kippur War, over 50 of these missiles were fired at the lsraeli navy:
Not a ship was hit.”” The reason was electronic warfare devices which jam missile radar control, and even
disrupt the fuse which explodes the missile. AEL, 2 $100 million firm operating in America since 1950 and
in Israel since 1966, is one of the leading firms making these anti-weapon weapons.

Manhattan Report—How did AEL come to invest
in Israel?

1.eon Riebman-—|nthe late 1950s we were already
producing equipment here for the government of
Israel, licensed through the United States govern-
ment. In the early sixties Israel explained to us on
several occasions that they needed more of our
equipment than they had hard currency to buy.
But if we set up in Israel, they could afford more,
since they would pay in pounds,

After two years of discussions and looking into
where to locate, we set up Mr. Zalman Shelev,
who retired from the Signal Corps in {srael. We
started with two people in Tel Aviv, At the same
time we started interviewing israeli engineers in
the United States who were interested in going
backto Israel. We hired a total of twelve such engi-
neers and trained them in the different parts of the
company here sothat they’d be able to go backto
fsrael and use our techniques.

MR—A reverse brain drain?

Leon Riebman--Israel in the early sixties had a tre-
mendous outflow of engineers, because there
were no real high technology companies in Israel
other than a couple of government-owned com-
panies. We were able to attract top mento go back
to Israel and live where they wanted to live and do
the kind of work they wanted to do.

MR—Did they stay?

Leon Riebman--| think we've lost two of the
original twelve, to other companies. But none
have left Israel.

MR- Are there any profound differences in labor
relations between the two countries?

Leon Riebman—Qur plant in Israel is modern. It's
air conditioned, and we have employment prac-
tices there similar to what we have in the United
States, as far as making sure that the people are
well-treated and well-paid hy lsraeli standards, So
we've never had a strike in our company in Israel.

MR—Would American businesses contemplating
opening up in Israel be threatened from govern-
ment-owned companies?

Leon Riebman-Not in the electronics sector. The
latgest electronics company in [srael is Tadiran. Itis
50 percent owned by Koor and 50 percent owned
by CT & E, the United States company.

MR- Are your products in Israel sold only to the
government?

Leon Riebman-Between 30 and 40 percent of
our business is for export. We originally set up to
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produce military electronic equipment for the
Ministry of Defense. Around 1970 we got the
license from Siemens A.G. to produce their
telephone eguipment in Israel. To get that license
we brought in a partner from Switzerland, the
Migros Bank, which became a 50 percent owner
of our plant in Israel. They brought with them the
license for telephony, and we started manufactur-
ing telephone equipment in Israel. Now AEL Israel
is 26 percent owned by Tadiran, 37 percent by
Migros Bank, and 27 percent by AEL U S,
MR—What are the greatest positive and negative
factors facing a firm in this country that wants to
locate in Israel?

Leon Riebman--The first consideration of any
company that wants to go overseas is their return
on investment and their risk. Now just the fact that
they're going overseas means that the risk is a bit
higher than in this country —simply because it'sfar
away—along with the problems of customs, lan-
guage, and so forth. So unless a company can sat-
isfy itself that it will make a better return on invest-
ment overseas than it can make here, or unless
there are no further investments it can make here
that it can foresee, it shouldn’t go overseas.

These are the criteria that we used. Inthe early
sixties, our Board felt we should consider some-
thing overseas. ] visited Italy, England, and France
and examined the possibilities there. L visited Israel
also, and finally presented a report to the Board
recornmending Israel. They had a need for our
equipment and they were willingto guaranteeus a
certain amount of business every year for so many
years, to get started. The financial incentives and
inducements were attractive at that time. More-
over, in 1965-66, Israel was in a severe recession,
so we were able, for example, to buy buildings at
refatively reduced prices.

We were one of the first high technology firms
to go intothe country, soin that respect it was good
and bad. ftwas good because they wanted us. But
they weren’t prepared for us because the tax laws
at that time in lsrael were not set up for high
technology companies like ours. For example,
they gave loans based upon fixed assets. There are
few fixed assets in electronics, or inventory upon
which they could take a lien to provide us with
working capital. They would have totake a lienon
the research reports underway. That was some-
thing they didn’t understand. So it took a year or so
to get this clearly understood. Vishay came in
about the same time, and together we paved the
way for high technology in lsrael, especially after
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“...I've never had a government official go back on his
word in Israel.”—Leon Riebman

their tax laws adjusted for devaluation of the
currency.

MR—HHow about red tape?

Leon Riebman--! really can’t complain. When
you bring a problem to their attention, they listen,
and actquickly. Also, I've never had a government
official go back on his word in lsrael. Whenever
I've shaken hands on an agreement, it's been
implemented, and very closely.

MR—So0, you think that Israel is potentially an at-
tractive area for American investment?

Leon Riebman—QOur company in Israel today has
a $100 million backlog of orders, most of it for ex-
port. | think we are able to export equipment from
there far more easily than from the United States.
Getting licenses is easier, certainly,

MR —Would you say it's important to have Israelis
manage the business on a day-to-day basis?

Leon Riebman—twould say yes. In our business it
was an absolute must, because we deal with the
Ministry of Defense. I'm not cleared for Israeli
security, so our manager, who is, has to be Israeli.
But even if you were going to make consumer
products ta ship to Furope, it would still be highty
desirabie to have an Israeli, because he wili better
understand their thinking. For example, there’s a
much greater tendency to negotiate over every-
thing in Israel compared to here, where you like to
go in and buy something for a fixed price. We
dor’t like to spend as much time haggling. | think
it's important to have an Israeli manager to handle
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a lot of this sort of thing, because he's accustomed
to it. He doesn’t get angry and upset over the
endless bargaining.

MR—What problems do you think israeli firms
face expanding into the international market-
place?

Leon Riebman— [srael has a large number of very,
very smali companies, and | don't see how they
can ever export. You need large organizations to
compete in the international marketplace. But if
you want to make a merger in Israel, it's difficult.
MR —Because of antitrust policy?

Leon Riebman—It's not antitrust so rauch, but the
labor union—the Histadrut —can tie a company
up with the severance pay situation. If you let a
person go, for whatever the reason, in Israel, he
cancollect amonth for every year of service, if he's
a professional, or two weeks for every year of serv-
ice, if he's an hourly person. If you attempt to
make a merger, the Histadrut demands a share of
the future profit, So they demand, negotiate, and
get a multiple of severance pay. If you were to
close down the two companies and start a new
company, normally you'd have ta pay each group
their severance pay. Well, they say that's not
enough, because the severance pay expense was
afready put away in an insurance fund—so they
see it as already figured in the past. They want cne-
and-a-half, two, two-and-a-half, three times the
tegally guaranteed severance pay. They can ask for
any amount. This can get prohibitive. It is a prob-
lem israeli firms have to face. 2
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Success Runs in the Genes: An Interview at Jordache

Manhattan Report—Would you tell us how you
and your brothers Ralph and Avi came to this
country?

joe Nakash—When | came to the United States |
was around twenty years old. That was in 1962,
When | wasfifteen or sixteen, before goinginto the
Israeli Army, Fused to go to the movies where | saw
young people, particularly in the United States,
having a good time. [ wanted to have the same life
that they had. That became my dream as a teen-
ager, to go to the United States.

After my service in the Army, | came to the
United States. | had a one-way ticket and $25 in
my pocket,

MR—What did you do then?

foe Nakash—After a few days | had just about run
outof maney, butlfound ajob in aretail soft goods
store on the Lower East Side, That was enough to
start,

MR—So vou came over alone?

Joe Nakash—Yes. My two brothers arrived after |
was established, a little over four years later. By that
time | had learned a great deal about the clothing
business, and had become a store manager and a
buyer.

My brothers came over and, like myself,
worked for retail stores. In 1968, we opened our
own business, a retail blue jeans store.

We were retailers for about ten years, by
which time we had built up four or five stores. The
stores only sold jeans. We thought that we knew
the business much better than the giant, estab-
lished companies. At that time, the well-known
firms made only one kind of jeans—the sloppy,
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Ralph Nakash, Joe Nakash, and Avi Nakash, Jordache

fordache

heavy-weight, work-style jeans.

We thought that there was a real market for
more expensive, fashion jeans,

MR--Were there any other jeans-makers involved
inn fashion?

joe Nakash—There were a few, but they were
very, very small companies. So, in March of 1978
we established a new company called Jordache:
the name is an amalgam of joe, Ralph, and Avi
Nakash. We made tight, sexy looking jeans—the
Jordache Look. At that time we arranged to have
them manufactured in Hong Kong. They cost
about twice as much as the standard American
jeans,

Intially, we advertised regionally, in places
like the New York Times, and in magazines. The
dermand for our jeans was huge. We were growing
enormously, doubling and tripling our sales from
month to month. If we shipped $100 thousand
one month, we had orders for $300 thousand the
next month,

MR--] take it that competitors soon appeared on
the horizon?

Joe Nakash—Many. A new market was un-
covered, and there was such a shortage in the
early days. In 1978, we essentially began at zero.
Today, about five years later, our sales are about
$500 million. We manufacture about half, and we
license others to make the rest. We are in about
thirty-five countries, including Israel and some
Arab countries. But not in Europe, yet. The Euro-
pean market is too big and too rich to license, We
would eventually like to operate in Europe our-
selves, without agents and distributors.

MANHAT TAN REPORT



MR-—When did you get into lsrael?

Joe Nakash—We began with an agent about four
years ago, a year after our beginning in the United
States. The Israelis demanded Jordache, Thereisa
great deal of trade and communications between
the two countries, and successful products in the
U.S. are often immediately in big demandin Israel.
MR—As an Israeli and a businessman who
operates in the Israeli market, do you feel that
government policy has adversely affected the
economy’s performance?

joe Nakash—The most obvious problem is infla-
tion, of course. But indexing has insulated the

citizens from most of this pain. Israel’s economy
has had trouble, but after all the whole world has
been in trouble.

MR—Have you observed any Israeli companies
who have tried to operate in this country running
into problems?

joe Nakash-| can't say that | know a great deal
about this subject, but | know that some Israeli
firms are handicapped by their lack of size—or
perhaps by their lack of ambitiousness. It costs a
great deal even to start up in this country, An ex-
porter can have a hard time unless he is willing to
think big. 0

“Seeing Outside What's Inside, Without

Cutting’’: Elscint, Ltd.

The Elscint Company is a world-renowned, Israeli-based company which designs, manufactures,

sells, and services computerized diagnostic medical instruments. Best known for computerized tomo-
graphy—the CAT Scanner—Flscint is on the frontiers of all the medical imaging technologies, like ultra-
sound, nuclear medicine, integrated digital radiography, and nuclear magnetic resonance systems.

Elscint was founded by one of Israel’s “innovation millionaires,” Dr. Avraham Suhami, Like many
American entrepreneurs in science-based industries closely associated with major university centers in the
Boston-Cambridge and Silicon Valley areas, Dr. Suhami was a professor of science at the Israeli Institute of
Technology [I.1.T.] in Haifa who left teaching in 1969, He assembled a team of individuals with advanced
degrees and established a scientific instrumentation company which entered the rapidly expanding field
of nuclear medicine in the 1970s. Elscint now operates world-wide, with facilities in the U.5., Canada,
Furope, South Africa, Australia, Brazil, and Mexico.

The Manhattan Report interviewed Dr. Ron Biran, a holder of a doctorate in physics from the I.1.T,
who joined the company at its inception and is now the Chief Operating Officer of Elscint’s U.S. subsidiary.

Manhattan Report— How did Elscint get involved
with nuclear medicine?

Ron Biran— Dr. Suhami really started Elscint as a
scientific instrument company. Even though we
had a large percentage of the market in Israel, this
market was very small in volume. Moreover, the
total world market for our instruments was smatl,
something on the order of $10 million or $20
million a year. Dr. Suhami was essentially looking
for different avenues of growth, and the nuclear
medicine market at that time locked far more
promising. The world market was on the order of
$100 million a year. And, of course, there was no
question that in order to grow, we would have to
basically be an exporter. The domestic market ir;
Israel does not provide enough apportunity alone.
MR- Did you target any particular market, thatis,
did you decide that it should be America or
Europe?

Ron Biran—| don't think we necessarily decided
on the U.S. versus Europe, or vice versa. Obvi-
ously we needed large markets. We also realized
very early on that in order to be in touch with our
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markets, we would have to operate with our own
employees in wholly owned subsidiaries and not
through distributors or representatives. :

MR—Do you manufacture equipment in each
subsidiary?

Ron Biran—No. The subsidiaries were, and many
still are, primarily for sales and service. Today we
have four manufacturing facilities outside of israel:
the U.S. (where we produce ultrasound equip-
ment), France, England, and ltaly. More than 90
percent of our sales are made outside of Israel.
MR—Elscint is associated with CAT Scanners.How
did you get involved with them?

Ron Biran—CAT Scanners accounted for more
than 60 percent of the company’s sales revenues
last year. We were involved with other nuclear
medicine instrurnentation in the early 1970s when
the CAT Scanner appeared around 1975, It was
introduced by EMI of England. Helmsley received
half a Nobel Prize for it. Seeing alarge opportunity,
Elscint undertook a major research and develop-
ment project to develop our own Scanner. From
there, we have branched into other imaging
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products.

Imaging basically means, in layman’s terms,
seeing outside what's inside, without cutting into
the body. Conventional X-ray is one modality,
computerized tomography and ultrasound are
others. There are new technologies as well, like
nuctear magnetic resonance, digital fluorscopy,
and dlgltal radiography, that the company will
grow in. Digital radiography, for instance, is a
modality which uses less radiation than conven-
tional X-rays and eiam;nates the need for conven-
tional fifm.

MR —Is EMI your biggest competitor?

Ron Biran—EMI no longer manufactures CAT
Scanners. Our major competitors in imaging are

General Electric, Siemens A.G., Technicare (a sub-

sidiary of Johnson and Johnson), and some others,
like Toshiba Corporation and Picker.

MR—These are fairly substantial companies. Are
capital resources a problem for companies like
yours, or ather israeli firms who want to compete
in the world marketplace?

Ron Biran--1 don't think so. It's much easier to
raise money today than it was fifteen years ago for
high technology industries. There is a lot of ven-
ture capital out there. A crucial factor is brains.
MR—Where did you get the brains for the com-
pany?
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Ron Biran—-Our major pool of engineers and
scientists are Israelis, but we do have R&D groups
inthe U.S,, England, and France. Israelisthe major
R&D and manufacturing base for Flscint.

MR—Would you say that inflation is the greatest
economic problem Israeli policy makers have to
resoive?

Ron Biran— Yes, | think if they solve inflation, that
would lead to a solution to all of our problems, But
Twant to stress that inflation is not the only impor-
tant problem that an Israeli manufacturer has. In
my opinion a major problem is distance from the
market. As a result, the manufacturer will not keep
abreast of change unless he sends people out all
thetimeto be his “ears.”” Also, being far away fram
the market and from the source of supplies means
keeping higher inventories, Another problem is
that in the United States there are many small
satellite firms to support the larger companies. In
Israel a lot of the time you have to do it yourself,

MR--What about wartime interruptions?

Ron Biran—The company has minimized the ef-
fects of hostilities in the Middle East by having sec-
ond source manufacturing capabilities, and large
depots of spare parts around the world. During the
Lebanon War fast year, for instance, the company
stood by its commitments to customers.
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Israel’s Economy: The Challenges Ahead

{Continued from page 9

president? fust this past April, inflation in Israel ex-
ceeded 13 percent, in one month.

Something on the order of 50to 60 percent of
the Israeti GNP is traded abroad, a figure propor-
tionally four times that of the United States. In the
United States, Reagan’s change in tariff was an iso-
lated event; in Israel, it’s the general policy. Fm
really not exaggerating if | say that in lsrael there
are probably no two imports that are taxed the
sarne. There are probably no twe industries or sec-
tors that enjoy equal rates of effective protection.
This leads to all sorts of crazy resource misalloca-
tions. There are sectors getting resources that
probably shouldn’t get them. There are other sec-
tors that don’t, but which ought to. Thisis because
resources are not flowing to sectors where their
productivity is higher, but to sectors where the
government priority is higher,

My favorite example occurred in the 1960s.
There were some attempts to create a local auto-
mobile industry. This was very interesting because
metal is very expensive in lsrael, so the auto-
mobiles were manufactured primarily of fiber-
glass. The experience, needless to say, was unsuc-
cessful. Incidentally, when | related this to my
students, one of them jumped up and exclaimed
that | didn’t understand what the governiment
probably had in mind. These cars would bave had
a very important advantage: they couldn’t be
picked up on radar!

Basically, the policy of massive intervention in
foreign trade matters goes back to 1948. Little has
changed since 1977 in the way of liberalization,
and in some respects the situation has worsened,
Domestic industries in Israel which compete with
irports have traditionally enjoyed high protection
rates. Since 1977, this protection has actually
grown.

The major change has occurred primarily
over the last year and a half. The government has
been experimenting with a newly discovered way
of fighting inflation by suppressing the exchange
rate—that is, keeping the Israeli cusrency over-
valued. Basically it hasn’t worked. Inflation rages
untamed; all that has been accomplished is to
penalize Israeli exports, and cause a deterioration
in the balance of payments.

This deterioration in the balance of payments
comes on top of a fairly large debt problem. Israel
has always had a large foreign debt, which isn't
necessarily bad, if one is borrowing in order to fi-
nance growth (and the domestic social rate of
return is higher than the rate of interest one hasto
pay to one’s foreign creditors), Then it makes
sense to borrow; and at least until 1972, Israeli bor-
rowing probably made a great deal of sense. The
debt fooked large, but it was financing a very rapid
rate of growth. Since 1972, however, theeconomy
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has not been growing, vet the debt has continued
to mount.

1 strongly suspect that the debt service prob-
fem will turn out to be the major impetus for
change in Israel’s domestic economic policy. The
danger is not that Israel will default on its loans.
The problem is that the resources necessary to
service the debt will come at the expense of invest-
ment and consumption. The lsraeli taxpayer will
be bearing a higher and higher burden.

| think the solution to the debt problem, and

in generai to Israel’s economic problems, is a large
reduction in the extent to which government in-
tervenes in the economy-principally by a mas-
sive reduction in government spending. So far,
unfortunately, we haven’t seen signs of this hap-
pening, but | think sooner or later it will have to
happen. When it does, | befieve Israel will once
again enjoy the growth rates it did before 1972.
Herbert Stein—We will conclude with brief com-
ments by Haim Barkai, who is now a visiting pro-
fessor at Harvard. His permanent position is
Professor of Economics at Hebrew University. Pro-
fessor Barkai served for many years on the Ad-
visory Council and Committee of the Bank of Israel
and was Chairman of the lsrael Government's
Committee on Wages in the Public Sector. He has
also been associated with the Falk Institute, Israel’s
major economic think tank. Professor Barkai will
discuss the situation in the public sector.
Haim Barkai--In my view, one of the important
reasons for Israel’s economic success in the past is
the very high priority it has given to the develop-
ment of its manpower, particidarly through its
commitment to education. To this extent, there-
tore, that portion of the public sector devoted to
spending in education has proved to be a positive
investment.

Similarly, in looking at the public sector for
areas to cut, one cannaot ignore a basic constraint,
or determinant; namely, the size of the defense
budget. The government presence in the lsraeli
economy is to a large extent determined by the
size of the defense budget. Until the Six Day War
(1967), total government defense expenditure was
on the order of 10 percent of GNP. After the Six
Day War and before the Yom Kippur War, it in-
creased substantially, up to about 20 percent of
GNP, After 1973, it shot up again to about 30 per-
cent of GNP, Although it declined a bit after 1977,
we are once again hovering at about 30 percent.

To put these figures in a different light, we
might say that a fairly substantial proportion of
public sector spending in lsrael has always been
determined by Israel’s strategic adversaries! But
after 1973, the wealth of the Arab members of
OPEC caused a basic change. No longer were the
Arabs dependent on arms, or the money to buy
them, from the Soviet Union. They can, and do,
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“I think that most Israelis have not really been exposed

to free market thought.”—Steven Plaut

buy them any place in the world. The ha¥fbillion or
more in subsidies that the Syrians receive from
Saudi Arabia, for instance, almost certainly goes
directly to Russia for armaments purchases,

The foregoing remarks should not be taken to
imply that mistakes and poor planning elsewhere
in the public sector haven't occurred. Israel has
built up a number of industrial white elephants,
related to random, interest-group-dominated gov-
ernment policies. Moreover, the rampant inflation
the country has experienced since the middle
1970s, and the more recent hyperinflation, pre-
sents the country with some stark choicesthat can-
not be avoided indefinitely.

One can blame the government for not hav-
ing come to grips with this basic problem. But in
fact, behind this inflation issue is the even more
fundamental issue of the role of the Israeli govern-
ment in its economy. Quite apart from defense,
nondefense expenditure of the welfare state va-
riety has increased since 1977 from about 12 per-
cent to about 13 or 13.5 percent of the GNP, So in
fsrael, as in many other European countries,
England, and even America, the question is, what
are the limits of the welfare state? Israel may well
have reached the limit, perhaps even crossed it.
Yet this is not, to my mind, the general opinion of
the electorate. | think the general public would
support an even greater relative increase in wel-
fare state-type spending. Until such time as the
public comes to see greater virtue in spending re-
straints, the answer to problems such as inflation,
uncompetitive industries, a less than competitive
capital market, and the like will more likely be in
the direction of greater price and other controls,
not in government deregulation or disengagement,
Yoram Kafkafi, Carmel Wine Company—| would
like to ask the panel what they feel about govern-
ment intervention—actually, | would prefer to use
the word “support,” since | believe “interven-
tion" is a loaded word —in the export sector. We
all realize the importance of improving lsrael’s
trade balance. Yet Israeli exporters are facing gov-
ernment subsidized competitors from many other
countries in the world. Does the panel feel that
government support for export industries would
be beneficial? Would a hands-off policy be
dangerous to Israel’s balance of trade?

David Levhari—The government would not need
to be so directly involved with export industries if
its exchange rate policies did not cause so many
problemns. Moreover, its credit allocation policies
~which have been tilted toward import substitu-
tion industries—create other distortions as well,
The basic problem is not in export industries, but
in the competitive allocation of resources to all
industries. To this end, the basic aim should be to
transfer resources from the public sector to the
private sector. It seems to me that this will be better
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achieved by disengagement of the government as
compared with present policies, Any given set of
problems can always be ‘solved,”” at least in the
short run, by steps in the other direction. But that
only creates other problems. During a disengage-
ment process, there will be social difficulties, like
unemployment. Nevertheless, the non-uniform
support of expornt industries at present actually
favors capital-intensive, rather than labor-inten-
sive industries. _

Menachem Brenner--This argument about sub-
sidized industries abroad is common everywhere.
In the United States, the chief object of warry is
Japan. They support their export industries, so
people ask, why don’twe also? | would answer the
question the Jewish way: with another question.
What industries should we support and who
should decide which industries should be sup-
ported? That's the first thing. The second is, when
do we know that i is not government subsidies,
but actually just cheaper labor in Singapore or
Korea, thatis the problem? Third, don’t we already
subsidize our export industries? Where do you
stop? Beyond these questions | would follow
Milton Friedman—if some country wanis to tax its
consumers to subsidize ours, let them,

Paul Rubin, Baruch College—Milton Friedman
once asked a question in his Newsweek column
I"d like someone on the panel to take a shot at try-
ing to answer. For centuries, Jews have had to
make their living through free markets, particu-
larly by trading, since they were often shut out of
many industries by unfriendly governments, or
otherwise disadvantaged by government regula-
tions. Why is it that once they got a country of their
own, their government embarked on interven-
tionism and the suppressing of market forces?
Haim Barkai—First of all, one has to put things in
an historical context. When Israel got going in
1948, Palestine had been, for seven or eight years,
involved in armed conflict, Actually, the Israeli
government inherited a war economy. The coun-
try, upon independence, was immediately in-
volved in a war for survival. Fifty to 60 percent of its
real resourceswere directed toward the war effort.
Also, recall that, coming out of the depressed
1930s, the whole mood of the Western indus-
trialized world was interventionist. Immediately
after the War, the British rejected Winston Church-
ill, the war hero, by a sizeable margin, and elected
the Labor Party, which was committed to a welfare-
state, socialistic policy. Similarly, the Zionist move-
ment always had a tradition of socialist idealism,
Therefore, when the state emerged, big govern-
ment was an obvious choice, Finally, a massive im-
migration tripled the size of the population within
two or three years. The government hadto do alot
to get these people settled.

Tom Bethell, American Spectator—Can anyone
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on the panel discuss the tax situation in fsrael? I'm
particularly interested in the top marginal tax rates
onincome, and at what income level they take ef-

fect. Also, how are savings treated by the tax
system in lsrael?

Steven Plaut— There's a joke that asks, what is the
best way of making a small fortune in Israel? The
answer is, first you start with a large fortune. There
isa maximum 60 percent marginal tax on personal
income, | believe that you hit that maximum mar-
ginal tax atapproximately a gross salary of $1500 or
$1600 a month. The problem is that the law is writ-
tern in shekels and the exchange rate fluctuates, so
it’s hard to give an exact figure.

Traditionally, israeli taxation has been de-
signed, to some extent, in the direction of a con-
sumption tax. Many forms of savings were tax ex-
empt. In the last few months there’s been some
change in policy under Finance Minister Aridor.
There has been some increase in taxation on dif-
ferent forms of savings. | am personally critical of
this change. In fact, | believe, along with the
supply-siders, that one reason Israel did well for so
long was because of its policy of basically exempt-
ing large parts of savings from taxation. The result
has been avery high private savings rate, similarin
some ways to the savings rate in Japan. In both
countries the high savings rate helps explain the
economic success, But in recent years, the gov-
ernment’s “negative savings’ have been so large
that the country ends up with close to zero for net
new capital investment from total national savings.
Jefirey Poelvoorde, Carleton College —lsrael, like
the United States, has a special problem with dis-
advantaged minorities, in particular with the Sep-
hardic community {fews of North African ances-
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try} and in some respects with the Arab commu-
nity. Would movements in the direction of a free
market economy leave these groups out in the
cold?

David Levhari—t is my belief that, since the Six
Day War, income distribution has been drastically
changed in favor of the fower classes, particularly
in the Arab population. That is, if you compare
lawyers or medical doctors or other professionals
with simple menial workers or others, the lot ofthe
workers has been improved, compared with the
higher classes, in the Arab population. | don't see
where free trade and a more openly competitive
economy would make the income distribution in
the Arab population fess favorable. If anything, in-
equality may be reduced, since too much wealth
at present accrues to people with political access
rather than economic ability.

Menachem Brenner—1 am also convinced that
the opportunities for the poor are best in a free
market system. Tom Sowell’s book, Markets and
Minorities, presented very persuasive evidence for
this thesis.

Edward Minor, S.R. Robinson & Co. —| think you
gentlemen exemplify a growing understanding in
the upper reaches of the academic community in
Israel about the importance of markets. But does
this filter down through the educational system?
Are economic truths being taught in lsraeli
schools?

Steven Plaut—One of the differences between the
United States and other countries isthat here there
is a long rradlition of suspicion of government, par-
ticularly big government. Americans’ suspicion of
government is a priceless natural resource. Itis a
resource many countries do not have and a re-
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Challenges

source that in many ways is alien to Israeli tradi-
tion. | think that most Israelis have not really been
exposed to free market thought. Economics is a
difficult enough subject to discuss at the college
level, as at least my students can attest. It’s particu-
larly" difficult at the secondary school and high
school fevels. Up until now, what has been taught
has tended, predominantly, to be in the anti-free
rarket tradition. | hope that those of us who have
chosen to associate with organizations like the
Israel Center may help inform Israelis about alter-
natives,

Tom Bethell, American Spectator—Professors
Peter Bauer of the London School of Economics and
Melvyn Krauss of New York University have ar-
gued that foreign economic aid has often harmed
the economic development of developing coun-
tries. Does the panel have any reaction to that
thesis based on. Israel’s experience? Do lsraelis
warry about the growing dependence on foreign
aid to finance Her debt? -

Haim Barkai—In the early vears Israel received
significant foreign economic aid, much of it chan-

neled through the government, yet the economy
grew quite rapidly. So, to that extent, the experi-
ence in Israel does not seem to support Professor
Bauer’s thesis—although it may be because lsrael
didn't squander these vital resources, or unduly
tax its citizens, as has unfortunately occurred in
many LDC's, For that matter, by the middle to late
1960s, Israel largely graduated from the economic
aid experience,

Now, of course, Israel is receiving significantly
large amounts of foreign aid, particularly military
aid, which is needed to finance defense expendi-
tures. It is, in a sense, a kind of quid pro quo for
OPEC armament money,

StevenPlaut—-The generous aid Israel receives is
certainly vitally necessary, and welcome, over the
short term, given Israels military problems. The
aid covers onby a small part of this burden, most of
which is borne by the Israeli taxpayer. But a grow-
ing, independent Israeli economy should be the
real goal over the long run. Economic indepen-
dence for lsrael will require less government and
more freedom, O
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