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Israel’s Economy: The Challenges Ahead

Israel’s survival as a free nation will ultimately depend as much on its economic 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 itsinception, 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 7960s, 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 steadify, 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
long fo infense 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 srael 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 ksrael. 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 vears. The first part of this Manhattan
Reportis based on that discussion. Despite Israel’s economic problems, there is a thriving, if not very well
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.”

—David Levhari

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, ltsrael 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 lsraeli economy
with deep knowledge and understanding.

Ourfirst 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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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 entrepreneursto
first submit their investment plans to a bureau-
cracy, the “Government Center of Investment.”
Approval meant access to all sorts of special tax
breaks, credit, and other benefits. But this systemn
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.

Craig ferry
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Public 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 ruled 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 econornies; 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 tock 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 commodities 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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