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CHAPTER 1

The Evolution of Israel's Economy

Prelude

From a holistic point of view, modern economics, like a

peacock's plumage, is colorful, varied, and fanned out in

several directions. In this holistic sense, economics

embraces many heterodox viewpoints. To mention a few, it

accommodates the writings of institutionalists (old and new),

socialists, Marxists, radicals, Austrians, Post-Ricardians,

and Post-Keynesians. '- However, there have always been

economists who have maintained an interest in the interface

between "politics" and the motives of self-interested

economic actors.	 At the macro level, good economic

performance is the basis for successful political

performance, and when political success is crucial to a

state's very existence, the economy would take the major

concern of politicians.

The state of Israel, being a newly established one in a

hostile environment in which the level of industrialization

is relatively low, worked to keep a superior industrialized

1. Robert Ekulund and Robert Hebert. A History of Economic
Theory and Method. New York: McGraw-Hill, 1990, p. 3.

2. ibid., p. 630.
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level in the region, due to its vulnerable position. In this

process the support extended by the Great Powers represents a

fundamentally crucial factor to Israel's superiority and is

reflected in three different aspects.

The first, is the economic assistance, which is the

corner stone of the current relatively advanced Israeli

economic status, The second, is the intervention of Great

Powers to prevent any regional state from achieving a

relatively advanced degree of industrialization (Iraq being

the recent example) The third aspect is marked by huge

military assistance to Israel.

However, as the last two elements had their positive

impact during the five decades of the .Jewish state's

existence, it is the first factor which is more essential

for longer future survival. Because, if economic assistance

is used efficiently to achieve a strong economy based on

productivity, the interference of Great Powers, through the

latter two items, would then be of secondary effect.

Considering economic performance as the crucial element

of Israel's existence in the long run, the evolution of its

economy is the basis to understand its current status. From

the early days of the state's establishment, the economy

evolved through continual crisis, and that not withstanding,

it has reached the relatively developed level noted above.

After surveying the existing literature on the subject

at the libraries of Notre Dame University, the American
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University of Beirut, the Cultural Center of Ras Beirut, and

the Palestinian Studies Center, it was found that there is no

coherent work linking the performance of Israel's economy

during its different phases to its current status, This

project, therefore, is proposed to fill out the gap by

presenting the turnin g points of Israel's economy, along with

the current status of its major sectors through a historic,

comparative approach.

Objective

The object of this thesis is threefold: First, to study

the evolution of the Israeli economy which may be divided

into three different periods, each having its own

characteristics; second, to highlight the importance of

foreign aid, which is an indispensable common feature to

Israel's economy throughout its different periods; and third,

to evaluate Israel's major economic sectors in recent years

and present their strengths and weaknesses.

Theoretical Framework

Simonde de Sismondi, a nineteenth century historian-

economist, argued that the study of economics

is not founded on dry calculations, nor on a
mathematical chain of theorems, deduced from some
obscure axioms, given as incontestable truth. .
Political economy is founded on the study of man
and men; • . one must consult the historian, and
the traveller; one must look into one's self; not
only study the laws, but also know how they are
executed; not only examine the tables of
exportation and importation, but also know the
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aspect of the country. . . verify great principles
by observation of details, and compare ceaselessly
science with daily practical life."

In other words, Sismondi clearly perceived the

complexity of the industrial era, and he felt that the few

abstract theories of the classical economists were inadequate

for the new modern age. He criticized the abstract,

deductive method of the Ricardian school, preferring instead

the comparative historical method. 	 Through the reasoning

of Sisrnondi, Israel's economy would be analyzed in this study

by comparing the different Israeli economic periods, on the

one hand, and Israel's different economic sectors, on the

other, within a historical context,

Although Israel's economy has reached a relatively

developed industrialized level in recent years, the trend of

this achievement was marked by three different periods, each

having its own characteristics and results, along with only

one indispensable common feature represented by foreign aid.

The next chapter, Chapter Two, covers the first twenty-

five years of Israel's economic performance. It focuses on

the problems faced by the Israeli economy in its early years

and the key economic indicators such as growth, employment,

3, ibid., p. 240

4. ibid.
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standard of living, and balance of trade, among others. The

importance of foreign aid during this period is also

highlighted, along with government's control of the economy

through public and semi-public sectors, Finally, the effects

of the retraction from the general economic growth in the

mid-1960's are studied, leading to the economic results of

the 1967 War.

Chapter Three covers the period between 1973 and 1985,

which witnessed an economic crisis marked by triple-digit

inflation, rising unemployment, a $5 billion balance-of-

payment deficit, heavy debt servicing, and no economic

growth. Moreover, the effects of the 1973 War and the oil

price rise on the economy are fully discussed. Further, a

comparison with the previous period is presented along with

the impressive rise in U.S. foreign aid (1973-84), which,

despite its large amounts, the Israeli government failed to

make any positive change in the economy until July 1985.

Chapter Four covers the period from July 1985 till early

1994. In July 1985 an emergency program succeeded in halting

hyperinflation that was closely linked to the elimination of

budget deficit, resulting in rapid economic growth and

prosperity in many sectors of the economy. This, it will be

argued, could not be achieved without U.S. assistance and

advice.
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Chapter Five describes the major sectors of Israel's

economy in recent years (1987-1993), mainly industry,

agriculture, and services, including tourism and banking.

The importance and contribution of each sector is

highlighted, along with the revenues and exports (industrial

and agricultural) of major items within each sector.

The thesis concludes with a general reevaluation of

Israel's economy.
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CHAPTER 2

THE FIRST ECONOMIC PERIOD, 1948-73

Economic Status during the Earl y Years

The problems facing Israel in the period immediately

after 1948 were daunting. The new state had few readily

exploitable resources, little infrastructure, and few or no

public services. The system of civil administration built up

by the British had largely collapsed with their withdrawal

and the pressure of the huge population movements that

accompanied and followed the war. Large parts of the former

Palestinian population had fled, leaving some areas of the

country partially deserted, while the main Jewish population

centers along the coastal plain and in Jerusalem were being

swamped with refugees pouring in from Europe, and later from

the Arab countries as well. These people lacked the most

basic requirements of shelter, employment and, of course,

services such as health and education. 5 All of these issues

required the urgent attention of the government. The extent

of the government's success in tackling these problems can be

ascertained in crude outline from Table 1, which shows the

differing rates of economic development in the main sub-

periods between 1950 and 1972.

5.	 Reform or Relapse." Economist IULn	 Special
report Ho. 1078, P. London 1987, p.15.
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Table 1.

Key Economic Indicators, 1950-1972
+-----------------------------------------------------------+

(Annual average % increase)
GNP Per Capital	 Consumption

Year	 Population	 GNP	 capita	 stock	 per capita I
+ -----------------------------------------------------------+

	

I	 I

	

I	 I

	:1950-51	 '0 0	 239  7	 10.0

	

I	 I

	

I	 I

	11952-64	 4.0	 91	 4.9	 12.3	 5,1

	

I	 I

	

I	 I

	11962-72	 3.0	 8,9	 5.5	 8.4	 3.6

	

I	 I

	

I	 -	 I

+-----------------------------------------------------------+

Sources: - Statistical Abstract of Israel Central Bureau of
Statistics, Jerusalem, (Various years up to 1972)

- Annual Report, Bank of Israel. Jerusalem, (Various
years up to 1972) .

The tremendous boom of 1950-51 reflected the recovery

from the dislocation of the war. Inevitably, however, the

boom ran into bottlenecks and resulted in rising inflation

and a balance of payment crisis. This caused a recession in

1952-53, after which growth took off again at a very rapid

rate and continued for two decades marred only by the

deliberately engineered slowdown of 1965-1947.

This boom represented a classic case of successful

industrialisation based on import substitution and hi gh trade

barriers at first, which were gradually eased to facilitate a

move to a more open economy. The overall policy strategy was

to concentrate on building up basic industries and services

and providing the infrastructure that they required.7

6. ibid.

7. ibid.
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Forei gn Aid

The government provided social welfare services,

allocated resources, became a major partner in

industrialization, and stimulated economic growth through an

unrestrictive easy credit monetary policy,` It went about

resolving the dearth of financial resources by seeking aid

from overseas. This came mainly from four sources, whose

relative importance varied over time, as shown in Table 2.

Personal restitutions from West Germany began in the 1950s,

in the wake of the Reparations Treaty signed in 1953,

"Other private remittances" include individual investments,

transfers from immigrants, temporary residents and

corporations, less transfers abroad by individuals and

corporations. Institutional remittances represent those

funds collected by the Jewish Fund and other organizations in

the Diaspora, including those on behalf of academic and other

non-profit institutions. Government remittances stem from

aid from West Germany in particular, notably during the 1950s

and 1960s. The rise in personal restitution payments was due

to the number of claims lodged and the amounts paid by the

West German government.

8. Clyde, Mark, "Israeli Economy", Qgj9stQfl . 1 a#rcfl
Serviq	 Issue Brief No. 84138, 1985, p. 17.

9. "Reform or Relapse". Economist
Special Report No, 1078, P London 1987, p. 17.
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The figure of "other private remittances" is affected by

numerous factors, such as the rate of immigration, foreign

exchange controls in force at various times, and the

availability of attractive investments, especially in

securities.

Table 2,

Transfer Pa yments to Israel, 1952-1970
+ -----------------------------------------------------------+

($ million)
Personal	 other
restitutions private	 Instit,	 Government

Year	 from W G	 remittances remittances remittances TL
+ -----------------------------------------------------------+

	

11952-55	 27	 76	 336	 395	 8'34

	

11956-40	 310	 180	 390	 435	 1,315

	

11941-65	 430	 396	 425	 227	 1,678

	

11946-70	 718	 643	 1,050	 (59)	 2,352
+ -----------------------------------------------------------+
Sources: - Statistical bst - rag I t of Israel,, Central Bureau of

Statistics, Jerusalem, (Various years up to 1970).

 Annual R Port,-

	

	 Bank of Israel, Jerusalem, (various
years up to 1970)

Institutional remittances, on the other hand, show a

clear pattern, After relative stability until 1967, there

followed a very sharp rise in the wake of the massive fund

raising that accompanied and followed the June 1947 War.

In this period the aid level became much higher than before

the war, although not as high as in 1947 itself. It is

important to realize that sums received in the 1950s had a

much greater value than the bare numbers would suggest. This

is not merely due to inflation, which alone requires

_1 ')_



multiplying them fourfold or fivefold. The impact, For

example, of a $2 million investment in the caoital-starved

and underdeveloped economy of Israel in its first two decades

was Far greater than the mar ginal effect of $10 million

today, because it could buy far more labor and other inputs,

especially when the much lar ger multiplier effect that

existed then is taken into account.

Government's Control of the Economy

The government has channelled resources to its desired

targets through a control system involved in rationing

everything and licensing every activity, since almost every

item was in short supply and had to be allocated according to

a firm set of priorities. Only gradually, and starting in

the late 1950s, was rationing phased out for most goods,

although licensing remained commonplace. Capital, too, was

allocated by government fiat, with all financial flows

passing through the Treasury and the rates of interest for

different activities fixed either directly or in line with

the amount of funds available. The government itself owned

many major companies and was involved in construction and

manufacturing on a large scale, a feature of the economy that

has grown over time, rather than lessened.'°

The Israeli economy may be divided into three sectors as

re g ards ownership: the private, the public, and the Histadrut

(the federation of trade unions)." The latter includes

10. ibid.
11. ibid.
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corporations owned by the Histadrut or its subsidiaries,

especially the Hevart Haovdim holding company, and the

numerous Kibbutzim with their agricultural and industrial

enterprises. For most purposes, Histadrut-owned enterprises

behave like privately owned ones, although the collective

approach often allows a unit in temporary difficulties to be

carried by other, more profitable ones until it recovers,

while a similar private firm might have failed for lack of

resources. The public sector includes enterprises owned by

local authorities and quasi-governmental bodies, such as the

.Jewish agency.

As in other countries, criteria quite different from

those pertaining to the private sector dominate the outlook

of many public sector companies, and their boards and

management positions are frequently used by the politicians

responsible for them as means of patronage for party

activists. The growing presence of the government, and also

of the Histadrut, in industry may be ascertained from Table

3, which gives the "market share" of each of the three

sectors at three different points between 1945 and 1981.

While the number of plants, counted on a unit basis, remains

overwhelmingly skewed in favor of the private sector, with

the Histadrut' s share growing from 2 to 3 percent and the

public sector's halving from 0.4 to 0.3 percent, the share of

industrial production and employment tell a very different

tale. The private sector's share of total production
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declined in this period from almost three quarters to Just

over one-half, while that of the public sector doubled from

one eighth to one-quarter. The Histadrut's, although

increasing by 40 per cent, fell below that of the public

sector. In terms of total numbers of employees the shift has

been less dramatic but-still pronounced. The private sector

has fallen from over three-quarters to less than two-thirds,

the public sector has risen from one-tenth to one-sixth, and

the Histadrut sector has also grown appreciably.

TABLE 3.

Sectoral Distribution of Industry, 1965-1981

(7.)	 1965-67	 1971-72	 1980-81

OUTPUT

Private Sector
	

72
	

66
	

54
Histadrut Sector
	 16
	

19
Public Sector
	 12
	

15
	

24
Total
	

100
	

100
	

100

Employment

Private Sector
	 76
	

73
	

66
Histadrut Sector
	 14
	

15
	

18
Public Sector
	 10
	

12
	

16
Total
	

100
	

100
	

100

of Plants Owned

Private Sector	 97,2	 97.5	 96.4
Histadrut Sector 	 2.2	 2.3	 3.3
Public Sector	 0.6	 0.2	 0.3
Total	 100.0	 100.0	 10010

Sources: -

	

	 Bank of Israel, Jerusalem, (various
years up to 1981)
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One of the main reasons for this pattern is almost certainly

to be found in the late development of the defense

industry, compared with the rest of Israeli industries.

Whereas civilian industries were allowed to develop behind

protective tariff barriers until they were believed ready to

face foreign competition, defense imports were left free of

ta>es and duties since there were no home manufacturers to

protect. After the 1967 war and the French arms embargo that

followed it, however, the government decided to increase

Israeli self-sufficiency by building as many weapons systems

as it could. Most of these new industries were state owned,

and they have grown to be among the largest in the country,

such as Israel Aircraft Industries and Israel Military

Industries. :1.2

The Divergence from the General Growth and the Effect of the

June 1967 War

The single divergence from the general growth strategy

came in the mid-1960s, when the planners deliberately tried

to cool off what they felt to be an overheated economy,

primarily by cutting back on public, and publicly-financed

building, projects, since construction was then the leading

economic sector. The plan misfired in that the slowdown soon

snowballed into a serious recession which continued until the

June war of 1967, with unemployment rising to over 10 per

12. ibid.
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cent	 and sparking a wave of immigration. Although GDP

growth remained positive, reaching a low point of 2,1 per

cent in 1966, 14 the social and economic impact of this

experiment remained seared in the country's memory, and the

aversion of politicians to economic recessions became almost

total in Israel. Moreover, the June 1967 War blasted the

economy out of its downward spiral and set it back on the

path of high growth, as capital flowed in from abroad and the

economy plugged into a new source of plentiful cheap labor

from the occupied territories in the West Bank and Gaza

Strip. Immigration, too, recovered and Western immigrants in

particular channelled both human and financial capital and

expertise into the economy.	 This boom peaked in 1972-73,

with the emergence of specific supply-side bottlenecks, along

with rising inflation, which made the pace of growth

unsustainable.

13. Anns	 port, Bank of Israel, Jerusalem. 1971, p. 68.

14. ibid.

15. "Reform or Relapse". Economist Intelli ence Unit,
Special Report No. 1078, P London 1987, p. 20.
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CHAPTER

THE PERIOD BETWEEN 1973-1985

Economic Status during that Period

The specific supply side bottlenecks, which made the

pace of growth unsustainable, stemmed from the fact that the

nature of the economy had changed, and that it was now fully

utilizing its available capacity of human physical capital.

In essence, it had completed the import substitution phase

and was ready to move on to a more advanced phase of

development.' ,'- The labor force was no longer cheap, on a

comparative basis, and the wave of social welfare legislation

during the 1970s made it increasingly less so.

Technologically, the manufacturing sector had come of

age and was able to produce at the level needed by the local

market, but neither the labour force nor the capital base

was sufficiently large enough to enable a move to export led

mass production. 1	Nevertheless, some basic change of

direction was needed to create a different economic structure

suited to the country's comparative advantage in the

international economy.

16. Hussein Abu El-Namel, The Structural Mutations
Israjjpgj. Leipzig: Karl Marx University,
1982, p,41.

17. "Reform or Relapse". Economist InteUj9ence.. Unit,
Special Report No. 1078, P London 1987, p. 20.
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However, since 1973, a year of escalating energy prices

and mounting war costs, the Israeli economy has experienced

slow economic growth, low productivity, a deepening trade

deficit, and an accelerating rate of inflation (Table 4,

chart 1) . These developments are a result of two main

factors:

-

	

	 unique institutional structure that moderates the

effect of external and internal shocks on individuals by

spreading their effects over a long period;

- Policy preferences which do not necessarily reflect

purely economic considerations.31'

The inflationary process over the 1973-84 period has

been a puzzle to economists. The increase in the

government's budget deficit, traditionally considered to be

the main cause of inflation, may explain part of the rise in

inflation in 1974, but does not seem to explain its sharp

acceleration in the period between 1980-84. 	 In those

years, the rate of inflation accelerated to 200 percent per

year, then 400 percent, and then to 800 percent. The yearly

inflation rate was close to 1000 percent in 1984, one of the

world's highest.

18, Meri

	

	 "Israel", University of Pennsylvania:
Middle East Research Institute, 1985, p. 71.

19. Yoram Ben-Porath, ed. The Israeli Economj E-ternal
Shocks Domestic Response, by Micheal Bruno.
Harvard University Press, 1986, p. 320,

20. Meri arj "Israel", University of Pennsylvania:
Middle East Research Institute, 1985, p. 71.
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Table 4

Israel: Selected Economic Indicators

1978	 1979	 1980	 1981

GNP Real Growth
Rate	 per Year	 5.2	 4.9	 2.3	 4.6

Balance of Payments
Deficit, Billion $	 -3,349	 -3.883	 -3.927	 -4,430

Foreign Exchange
Reserve, Billion $	 2.678	 3.120	 3,394	 3.542

Industrial Prod.
Z Increase/Decrease 	 5,7	 4,9	 -3,9	 6.3

Worker Productivity
X Increase/Decrease	 110	 0.8	 1,3	 2.5

Unemployment Rate	 3,6	 2.9	 4.8	 5,1

Labor Force
Million Workers	 1.252	 1.286	 1.340	 1.367

Average Wage Index
Z per year increase 	 N.A	 N,A	 126.6	 137.1

Consumer Price Index
% increase	 51	 78	 133	 102

Wholesale Price Index
X /year increase	 53.2	 79,0	 135.1	 122.8

Money Supply
Billion Shkls,	 2.7	 3.5	 7.0	 12.5

Exchange Rate, Shkls
/dollar, end of year	 1.90	 3,54	 7,55	 15.6

(Continued)
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Table 4 (Continued)

Israel: Selected Economic Indicators

Estimate Estimate
1982	 1983	 1984	 1985

GNP Real Growth
Rate % per Year

Balance of Payments
Deficit, Billion $

Foreign Exchange
Reserve, Billion $

Industrial Prod,
X Increase/Decrease

0	 0.9	 0	 0

	

-4.747	 -5.110	 -5.175	 -5,290

	

3,836
	

3,694	 2.401	 2.184

0.3
	

2.7	 3.0

Worker Productivity
X Increase/Decrease	 -1.6	 -2.3	 -0.6

Unemployment Rate X	 5.0	 4,5	 5,9	 7,4

Labor Force
Million Workers	 1.379	 1,420	 1.437

Average Wage Index
X per year increase	 116.6	 142.7	 ?

Consumer Price Index
X increase	 132	 191	 445

Wholesale Price Index
% /year increase	 125.7	 144.4	 ?

Money Supply
Billion Shkls.	 26,4	 57.6	 ?

Exchange Rate, Shkls
/dollar, end of year	 33.65	 107.70	 627.84	 788.46

Source: Clyde, Mark, "The Israeli Economy,"
lB 84138, 1985, p. 18.
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Despite this fact, inflation in Israel was not the dominant

issue, nor was it regarded as a particularly dangerous

phenomenon. The institutional structure enabled consumers,

by indexation of wages, long-term savings, and pensions, to

keep up with inflation. Because of possible social

repercussions, Israeli policy-makers refused to take measures

which could halt inflation. The balance of payments, rather

than inflation, had been Israeli policy makers' major

concern. The balance of trade deficit has been growing since

the state was established. This deficit had been partly

covered by foreign loans, leading to an accumulation of heavy

foreign debts. The government had repeatedly undertaken

restrictive policies to reduce the trade deficit through

either of the following:

- Restrictive fiscal and monetary policies, aimed at

curbing the growth in imports by reducing domestic

absorption while maintaining interest rates at a level

high enough to discourage capital flight;

- direct (deliberately induced) or effective devaluation

of the domestic currency (Shekel) , intended to increase

the price of imports in domestic currency terms (making

import substitutes more competitive) , and to reduce the

price of Israeli exports in foreign currency terms in

overseas markets .

21.	 ibid.
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These policies had vastly different side-effects on the

domestic economy. The first, restrictive (or deflationary)

fiscal and monetary policy, hindered economic growth,

contributed to unemployment, and raised real interest rates.

The second, devaluation of the Shekel, was easier to enforce.

Since the Shekel was permitted to float freely by the Likud

government, market forces reflected Israel's deteriorating

trade deficit through an erosion in the purchasing power of

the Shekel. This exacerbated inflationary pressures,

especially in an open economy.

The Event which Struck the Economy

The two major shocks which struck the economy at the

beginning of this period, namely the 1973 War and the oil

price rise that followed it, had their impacts on Israel for

a decade.	 In addition to the direct cost of the war itself

in material, and the extended mobilization of a large part of

the work force, was the indirect cost of having to cope with

an international environment in which the oil weapon, as a

covert or overt method of pressuring Israel, was far more

powerful than hitherto, the direct result of the oil price

rise was, of course, the jump in import costs for fuel, since

most of Israel's energy was imported. The Sinai oil fields,

then under Israeli control, produced only a small p ortion of

22,	 Reform or Relapse". Economist Intelligence Unit,
Special Report No, 1078, P London 1987,	 . 21.
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the country's requirements, although a later find increased

this proportion. The indirect outcome was the spur in

general inflation, in particular of raw materials. In a

nutshell, the terms of trade worsened suddenly and

dramatically.

The war also led to a decision to significantly increase

the size of the army, and to speed up the programs to build

major weapons systems at home. In the years immediately

after the war, defense expenditures reached their highest

levels in terms of GNP, of almost one-third.	 The big

increase in defense spending had come after the 1967 War, but

had been largely covered up by the tremendous growth in total

Now, however, in a stagnant economy, this increase

could only come at the expense of something else or somebody

else. In addition, the government continued after the 1973

War with its increased spending on social services, a trend

that had begun in 1970-71, when rioting by the "Black

Panthers" and other groups of disaffected Sephardi youths had

forced the country and government to recognize the extent of

the social gap between the "haves" and "have-nots" of Israeli

society. For a country that had prided itself on its

egalitarianism, this revelation had come as a shock, and the

government's reaction was to channel large additional

resources to social services spending.

23. ibid.
24. Bank of Israel: 	 Report, .Jerusalem, 1975 p. 45.
25. "Reform or Relapse". Economist LtLL9.ac	 .aLt

Special Report No. 1078, P London 1987, p. 22.
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This situation corresponded with its response to the

emerging problems of Israeli industry, which were met by the

injection of public money, in the form of subsidies, tax

benefits, grants and cheap loans, into the floundering

development zones. 16 In both cases, the cost in the course

of the decade was very high, in both absolute and relative

terms, while the returns were disappointing at best.

Changes in the Economy During the 1973-1983 Period:

The change in the economy during the 1973-1983 period

can be illustrated by analyzing the division of the new

resources generated among competing uses in the period of

1962-72 when growth was generally very hi gh, and that of

1973-83 when it was very low (Table 5)

26,	 ibid.
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Table 5

Increase in Economic Resources and their Uses, 1962-83

(constant 1983 prices; GNP increase = 1007.

1962-72
Resources:	 Uses:
($ billion)	 (7.)

GNP	 99	 Private Consumption	 50.5

Deficit	 2.4

Total	 12,3

1973-83
Resources:
($ bn)

GNP	 6.3

Deficit	 2.1

Total	 8.4

Civilian public Expend.

Defense Expenditures

Investments

Total

Uses:
(7.)

Defense Expenditure

Investments

Total

1011

29.3

34.3

124.2

-3.2

133,3

20.6

Private Consumption	 103.2

Civilian public Expend.	 12.7

Source:	 "Israel to 1991," Economist Intelli gence Unit,
Special Report No. 1078, P London 1987, p. 22.

In the 1962-72 period, total resources grew by $12.3 billion,

or 124 percent of GNP growth in that time. Only half of the

growth in GNP was taken up by private consumption, leaving

ample room for government spending on both civilian and

military programs, as well as maintaining a strong rate of

investment, Accommodating all these competing uses required

a larger deficit than had formerly been the case, but this
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was not a major burden, especially in light of the very rapid

real growth taking place. In the second eleven-year period,

a very different picture emerges. GNP grew much more slowly,

so that, even with a larger deficit, the total increase in

resources fell by 35 percent in real terms. More than 100

percent of the increase in GNP went to private consumption,

as government subsidies and transfer payments rose steeply,

thus any increase in other uses had to be financed by

borrowing. Although the proportion of defense spending fell

after 1975, both it and the growing non-military public

spending were paid for by loans at home and abroad mainly

from the United States government (Table 6), while there was

no scope left for improving investment.

Table 6

U.S. Government Aid and Defense Imports, 1972-84

($ million)	 Total Aid
Loans Repaid -----------Direct

	

Loans	 ------------Gross	 Net	 Defense

	

Grants Received Princ, mt.	 (1+2)	 (5-3-4) Imports
(1)	 (2)	 (3)	 (4)	 (5)	 (6)	 (7)

1972	 71	 330	 125	 32	 401	 244	 490

1973	 820	 369	 118	 52	 1,189	 1,019	 1,253

1974	 672	 301	 155	 74	 973	 744	 1,225

1975	 642	 1,361	 148	 86	 2,003	 1,769	 1,846

1976 1,176	 879	 215	 99	 2,055	 1,741	 1,555

1977	 977	 656	 253	 155	 1,633	 1,225	 1,084

1978 1,181	 1,004	 226	 200	 2,185	 1,759	 1,612

1979 1,214	 1,004	 228	 268	 2,218	 1,722	 1,225

1980 1,454	 1,382	 222	 363	 2,836	 2,251	 1,713

1981 1,424	 1,111	 206	 477	 2,535	 1,849	 2,165

1982 1,258	 1,083	 177	 592	 2,341	 1,572	 1,476

1983 1,619	 1,092	 156	 775	 2,711	 1,781	 1,025

1984 2,123	 898	 124	 914	 3,021	 1,983	 1,464

Source: Bans of Israel, Annual Report, Jerusalem, 1980 p. 212
21 LrL Annual Report, Jerusalem, 1984 p. 180
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However, this period was not one of uniform decline. Within

the 1973-83 period there were distinct sub-periods. In the

first, from late 1974 to early 1977, the labor government

endeavored to tackle the economic crisis that had developed

since October 1973 and which expressed itself in high and

rising inflation, balance of payments deficits, and

government budget deficits. This was largely successful, but

at the price of slow growth of around 3 percent a year in

1975-77, and an increase in unemployment. 07 The new Likud

government entrusted economic policy to its liberal wing when

it took power in May 1977, Despite the widespread hope and

expectation of major policy changes that accompanied this

governmental change, the economic upheaval of October 1977

which followed the political one of May of that year was a

very partial affair. Exchange controls were abolished, the

Israeli shekel was set floating, and export subsidies and

some import taxes were eliminated. The rest of the economy,

in particular the capital markets, remained firmly under

government control.

The failure to make any fundamental changes in the

economy left it vulnerable to further external shocks.

The Iranian revolution and the second oil price jump in

1979-80 provided exactly these shocks. Iran under the Shah

27. Bans of Annual Report, Jerusalem, 1978 p. 24.

28. Econom ist I ntel	 t!jJJ.	 "Reform or Relapse".
Special Report No. 1078, P London 1987, p. 22.

-28-



had had close ties with Israel, selling it large parts of its

oil needs and buying growing quantities of military

equipment.

The second round of shocks thus further aggravated the

trade deficit, sending it from $1.5 billion in 1978 to $2.5

billion in 1979 and to $2 billion in 1980, I: Devaluation,

and hence inflation, moved to triple digit levels as a

consequence. Moreover, the year 1981 was the last year of

significant growth in this period (1973-1924), at 4.6 percent

whereas in 1982, 83, and 84 the real percentage increase in

GNP was respectively 0.2 percent, 0.9 percent, and 0,8

percent.	 These trends were reversed in 1985-1986 following

the introduction of the Economic Stabilization Plan in July

1985,

29. Hussein Abu El-Namel, LIa .	gj Mu t at ions in
Israe li Economy. Leipzig: Karl Marx University,
1982, p.	 124,

30. Bank of	 Annual Report, Jerusalem, 1980 p. 87.

31, Economist Intelli gence UnL	 Israel: Country Profile,
London, 1986-87, p. 10.
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CHAPTER FOUR

THE PERIOD FROM JULY 1985 TILL THE PRESENT

The Economic Stabilization Plan

On July 1, 1985 the Israeli cabinet announced a one year

Economic Stabilization Plan, the first three months of which

was an emergency period. For the emergency period, during

which the cabinet hoped to reduce the inflation rate, the

cabinet proposed:

-	 To cut the budget by $750 million or $562.5 million

(because one-quarter of the year was already behind)

-	 To devalue the shekel by 18,8% (the new exchan ge rate

was 1,500 shekels to the dollar);

-	 To levy a one-time 8.3% tax on corporations and self-

employed persons;

-	 To levy a tax on luxury apartments;

-	 To pay compensation to low wage earners to reduce

adverse effects on real wages;

-	 To fire 3% (10,000) of government workers;

-	 To freeze wages and prices for three months (through

September) following a subsidy cut and price increase

effective July 2.

The subsidy cut increased food prices between 45% and 75%,

and the across-the-board price increase on non-subsidized

32. Clyde, Mark, "Israeli Economy," Cqessionai Research
S J j .L Issue Brief No. 84138, 1985, p. 12.
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goods averaged 17 percent. The total price increase for both

subsidized and non-subsidized goods and services averaged

24 percent.

The United States Assistance

The above mentioned reforms were achieved after some

advice from the United States administration. Israeli Prime

Minister Shimon Peres, alternate Deputy Prime Minister

Yitzhak Shamir, and other Israeli officials, met with

President Reagan, Secretary of State George Shultz, Defense

Secretary Casper Weinberger and other U.S officials in

Washington between October 7-14, 1984, to discuss U.S aid to

Israel and Israeli economic reforms. Both sides agreed that

the United States could not "save s' Israel by increasing aid,

that Israel would have to save itself through economic

reforms and that U.S aid mi ght help in implementing those

reforms, An Israeli-U.S economic advisory commission

convened between early November 1984 and June 15, 1985, to

discuss aid and economic reforms,

However, the Israeli assistance request from the United

States, presented in December 1984, had four significant

aspects. First, Israel asked for an additional $800 million

economic grant for the current year, U.S. Fiscal Year 85 (FY

85), to raise economic aid to $2 billion and total aid for FY

85 to $3.4 billion.

33.	 ibid., p. 13.
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The $800 million supplemental aid appeared to be the "bailout

fund" sought by Israel as reported in the press since August

1984. But, press reports from Israel in March 1985 suggested

that the "bailout fund" request had been raised from $800

million up to $1.5 billion. Second, Israel asked for

significant increases in both military and economic

assistance for FY 86, $1.85 billion in economic assistance

(FY 85 was $1.2 billion) and $2.2 billion in military

assistance (FY 85 was $1.4 billion), for a total for FY 86 of

$4.05 billion (FY 85 was $2.6 billion) . Third, Israel asked

that the FY 85 supplemental aid and the FY 86 aid be all

grants, that the FY 86 aid be made available to Israel in the

first quarter of FY 86 (October-December 1985) , and that $250

million of the military aid be made available in Israel for

development of the Lavi aircraft. Finally, Israel "appeared"

to request a three year commitment on aid levels for FY 86 -

FY 88. U,5. press sources reported that Israel requested $4

billion for each of the three fiscal years, but Israeli

officials in Washington said the request covered only the F"?

85 supplemental and FY

The confusion may have arisen from the so-called White

Paper (Table 7) that Israel represented to the United States

in December 1984, and in which it asked the U.S. for aid to

cover a "financing gap."	 The White Paper presented the

34,	 ibid., p. 14.
35.	 ibid.
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"financing gap" for FY 86 and forecasts of future "financing

gaps," which Israeli officials pointed out are sub j ect to

change and were not intended to be aid requests. 	 It might

be argued that the White Paper did not state clearly that the

request was only for FY 86, or that Journalists may have

mistaken the future projections for aid requests. But, an

Israeli newspaper reported that Israel and the United States

signed an agreement that guarantees Israel $1.8 billion in

military grants for each of the three fiscal years (F'? 86, F'?

87, F'? 88) , with a clause that allows Israel to request

higher amounts if necessary.

Table L
The White Paper

U.S Fiscal Years
(Billions of Dollars)

1986	 1987	 1988

"Non-Military Fin. Gap"
	

1,850	 1,335	 1.140

"Military Fin. Requirements"
	

2.233	 2,312
	

2 . 362

Total
	

4.083	 3.647
	

3.502

Source: Clyde, Mark, "Israeli Economy," Cressional
Research Service, Issue Brief No. 84138, 1985, p. 14.

36. ibid.

37. Clyde, Mark, "Israel and the United States Signed the
Agreement." Haaretz, Trans. Israeli Economy, CRS,
Issue Brief No. 84138, 1985, p. 15.
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However, this Israeli request was approved by the U.S

administration, and in 1985 the United States granted Israel

an extra $1.5 billion in economic aid. Moreover, Israel has

received from the United States' government approximately

$3 billion per year since 1985. ' (See also Table 8)

Table 8

U.S Government hid, 1985-1991

($ million)

	

	 Total Aid
Loans

Grants	 Loans	 Repaid	 Gross	 Net
1985	 3,885	 0	 1,055	 3,885	 2,830
1986	 3,817	 405	 1,081	 4,222	 3,141
1987	 2,981	 270	 1,129	 3,251	 2,122
1988	 2,907	 156	 1,239	 3,063	 1,824
1989	 2,769	 0	 1,376	 2,769	 1,393
1990	 3,253	 0	 573	 3,253	 2,680
1991	 3,471	 0	 541	 3,471	 2,930
1992	 4,989	 0	 243	 4,989	 4,746

Source:-lank 21 Israel, Annual Report, Jerusalem 1988, p.206.
-Bank of Israel i  Annual Report, Jerusalem 1991, p,180.
-The 	 Jersey: Richard U. Eiger

1994, p. 840.

In addition, Israel is likely to press for alternative

forms of financial assistance, directed more towards the

private sector. The agreement to grant Israel a package of

$10 billion in loan guarantees may prove a prototype for this

new type of aid, which it had obtained as a housing loan

guarantees from the U.S government, allowing it to borrow up

to $10 billion over five years through international markets

at favorable terms, under the umbrella of the U.S Treasury.

38. "Country Profile," Econojj	 Intel. gnçUnit. London,
1993-94, p. 35.
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However, some economists argue whether Israel is in need for

this $10 billion loan, b y asking the question, H.	 Whether

Israel really intends to settle the immigrants or Just to

multiply the settlements,"	 They also add, that "The route

taken by foreign money once it enters Israel's exchequer

remains obscure." Their conclusion is that

"what the debate about the alleged loan guarantees
has highlighted, thou gh, is that today's Israel
will not hesitate to involve the tragic Second
World War image of the unwanted, starving Jew for
the sake of crude financial gain."-0

Economic Performance During the 1985-1993 Period

Within a few months after the Jul y 1985 Emergency

Program, inflation dropped to a 15-20Z annual rate, compared

with 15-20X per month in 1984 and the first half of 1985.

This achievement was closely linked to the elimination of the

budget deficit. After running at a level equivalent to

12-157 of GNP in the early 1980s, the deficit was converted

to a surplus in 1986,42

The rapid expansion of 1986-87 proved unsustainable, and the

downturn that began in 1987 was exacerbated by the disruption

caused by the intifada so that annual GNP growth was below 3

39. Elfi Pallis, "Israel's $10 Billion Loan Guarantee: Is It
needed?" Middle East International, Oct. 11, 1991.
pp.	 18-19,

40. ibid.

41. Economist Intelligence Unit, Country Profile, London,
1993-94, p. 15.

42. ibid.
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percent in 1988 and 1989,	 From late 1989, however, the

economy registered a period of rapid economic growth under

the impetus of immi gration from the Soviet Union, falling

unit labor costs, the opening of new markets in the Far East,

and, since the second half of 1992, the prospects of

achieving Middle East peace.` In the four years up till the

end of 1993, Israel's GNP expanded by about 30% in cumulative

terms.	 Economic growth, however, has not been uniform over

the period, and there have been short-lived periods of

slowdown, such as the one caused by the Gulf crisis in 1991

and the one registered in the second quarter of 1993, when

the Israeli government decided to "seal off" the Occupied

Territories. 46

Political developments have had a powerful impact on the

economy during the last two years, In the wake of the Labor

Party victory in the 1992 general election, and the United

States administration's decision to grant Israel $10 billion

of loan guarantees, business confidence surged again and with

it the pace of economic activity. According to official

estimates, GNP growth was over 5% in 1992 and 3,5% in 1993,

43, Bank of Israel: annual Rpo 	 Jerusalem, 1990, p. 16.

44. "Country Profile," Economist Intelli !@e ce Unit e London,
1993-94, p. 16.

45, ibid., p. 18.

46, ibid., p. 16

47, ibid., p. 18.
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By October 1993, after the signing of the Declaration of

Principles, economic growth had returned to the rapid rates

of 1992. At the same time inflation has stayed under

control, falling below lOX for the first time in over two

decades.

48,	 ibid., p. 16.

-37-



CHAPTER FIVE

MAJOR SECTORS OF THE ECONOMY IN RECENT YEARS, 1987-93

The Israeli economy has been dominated by the continuing

and massive demands made upon it by the constant need for

heavy military expenditure -- a requirement that goes back to

the foundation of the Jewish state in 1948, The crushing

effect that this would have had upon the economy has been

mitigated, as shown in the previous chapters, by the

continuing flow of funds into Israel from abroad,

particularly from the United States where both private and

public sources of aid for militar y and civilian expenditures

have played a critical role in the survival of the Jewish

state and the expansion of its economy, Israel's economy is

also dominated by trade movements, in which imports and

exports amount to about 75 percent of GNP . 4 ' The trend of

foreign trade in recent years is reflected in Table 9, which

shows that the trade deficit is growing since 1988-89, from

$2.3 billion in 1989 to $6 billion in 1992.

49. Bank of Israel: Annual. Re port,.- Jerusalem, 1991, p. 7.
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Table 2.

Trend of Forei gn Trade	 (1987-92)

($ millions)
1987	 1988	 1989

Export FOE.	 8,201,4	 9,445	 100669.1

Imports CIFh

Balance

Export FOB

Imports CIF'

Balance

(11,455.2)

(3,253.8)

(15,107.1)

(3,504.0)

(12,287)

(2,842)

(16,697.1)

(5,478.0)

(13)027.4)

(2,358.1)

(18,563.8)

(6,134.7)

1990	 1991	 1992

11,603.1	 11,219.1	 12,429.1

'Excluding trade with the Occupied Territories
"Excluding militar y goods
Source: Statistical abstract of Israel, Central Bureau of

Statistics, Jerusalem, (various years up to 1992)

This chapter, therefore, describes the major sectors of

Israel's economy in recent years, mainly industry,

agriculture, and services.

Industry

If the Israeli economy is poised to boom, as many

experts believe, industry will be the catalyst. !C) In 1990,

manufacturing industry (including diamonds) represented 21.8%

of NDP, while the other dominant sector - public services -

50. Israel Yearbook and Almanac: Events of 1992, Volume 47.
"Industry: Point of Departure," Translation
Documentation Ltd, Jerusalem, 1993, p. 147.
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dropped from 23,9% to 23.6%.	 Industrial production rose by

8,3% in 1992, compared with a 6.7% rise in 1991, 	 The main

area of growth has been in export products. For many years

export growth was led by the electronics and metallurgical

industries, especially in the field of military equipment.

However, a comparison between the structure of industry

in 1992 and that of 1986, in terms of percentage of total

industrial revenue, would highlight the sectors which had an

increase in percentage of total revenue after a six-years-

period of industrial performance (Table 10)

51,	 Country Profile,"	 conomJsj	 1Jien	 London,
1993-1994, p. 24.

52. Bank of Israel: Ann ua l	 .p.prt L Jerusalem, 1991, P. 35.
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Table 10

Structure of Industry, % of Total Revenue, 1986 and 1992

7. of TL Revenue	 7. of TL Revenue
1986	 1992

Mining and quarrying 	 1,7	 2.1

Food, beverages and tobacco	 22,0	 18.7

Textiles	 4,7	 3.8

Clothing	 4.7	 4.8

Leather products 	 1.1	 019

Wood products	 3.1	 2.9

Paper products	 3.2	 2,4

Printing and publishing	 3.5	 4.1

Rubber and plastics	 5.3	 5.2

Chemicals and oil products	 10.2	 11.6

Non-metallic minerals	 3.7	 4,9

Basic metals	 2,2	 2.4

Metal products	 1019	 9.7

Machinery	 3.3	 2.6

Electrical & electronic eq. 	 11.9	 15.6

Transport equipments 	 519	 5.6

Miscellaneous	 2.6	 2.6

Total	 10010	 100.0

Source: -Economist Intelli ence Unit.Israel: Country
Profile 1989-90, 40 Duke Street, London, p. 18.

-Economist Intelli gence Unit. Israel: Country
Profile, London, 1993-1994, p. 25.
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It is clearly shown in Table 10, that electrical and

electronic equipments had increased their share as percentage

of total industrial revenue by 3.7 percentage point, which is

considered the highest increase among all industrial sectors.

The other sectors which witnessed growth in their shares are

mining and quarrying by 0.4% point, printing and publishing

by 0,6% point, Chemicals and oil products by 1.4% point, non-

metallic minerals by 1.2% point, and basic metals by 0.2%

point, Whereas the main items which lost some points of the

total industrial revenues are food, beverages and tobacco by

3.3% point, textiles by 0.9% point, metal products by 1.2%

point, among others.

Moreover, the main Israeli industrial exports during the

1987-1992 period, are shown in Table ii where the increases

of exports fall in most major fields. However, diamonds,

metals, machinery and electronics are the backbone of

Israel's industrial exports, amounting to around 60% of it.

In addition, an overview study of the diamond and

military industries, being among the major Israeli industrial

sectors, would be crucial to the study of Israel's industry.
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Table 11

Main Industrial Exports, 1987-1992

($ millions)

	

1987	 1988	 1989	 1990	 1991	 1992

Industrial Exports 7,547 8,842 9,738 10,632 10,296 11,464

of which
Diamonds (net)	 2,059 2,547 2,704	 2,783	 2,470	 2,641

Metals, Machinery
and Electronics	 2,413 2,834 3,229	 3,357	 3,240	 4,024

Chemicals	 1,039 1,114 1,268	 1,450	 1,455	 1,542

Textile, Clothing
& Leather	 592	 641	 635	 788	 851	 964

Food	 436	 527	 567	 657	 537	 558

Rubber & Plastic	 221	 275	 312	 369	 390	 451

Source: Statistical Abst ract. 	 of.. LiiiL.. Central Bureau Of
Statistics, Jerusalem, (various years up to 1992)

Diamond Industry:

Israel's diamond industry and its importance worldwide

was manifested through the events which affected this

industry since the early 1980s. Israel's diamond exports

were $1.4 billion in 1980. This was followed by a four-year

recession, when sales dipped as low as $900 million. 	 As a

result, Israel's diamond recovery was remarkable for several

reasons. Israel was the first country to enter the diamond

recession in 1980-81, followed shortly by the rest of the

world, and the first to emerge from it four years later.4

53. Bank of Israel:flJj $ gi..t Jerusalem, 1996, p. 17.
54. Victor Perry, "The Diamond Industry". Midstream. Feb-

March 1988, pp. 31-32,
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Its recovery, in fact, sparked a chain reaction that helped

break the world-wide recession. In 1987, De Beers, which

controls some 80 percent of the diamond trade, reported sales

running 28% ahead of 1986, the third successive year of

growing sales.	 Moshe Schnitzer, the President of Israel

Diamond Exchange, ascribes the industry's success to

"flexibility, diversity, and in j ection of new blood." He

argues that Israel's unique success in the diamond industry

is its

"flexibility in switching production to a wider
variety of diamonds. This is in addition to the
small "melee" stones in which Israel has
specialized for years. Today, many Israeli
manufacturers will cut stones virtually to any
specification and style, from ba guettes, carres,
tapers, marquise, and ovals to heart and pear
shapes and even to animal shapes if desired. Sizes
can range from two points (two one-hundredths of a
carat) to several carats. Thus, buyers today find
that one stop in Israel is enough to fulfill all
their requirements. "

Israel's competitive edge has been helped also by

lowered labor costs, resulting from constant devaluations of

the Israeli shekel vis-a-vis the dollar, and by the fact that

diamond prices, which are calculated in dollars, leveled off

and stabilized over the past years. Furthermore, the Israeli

diamond industry has not been affected by the government's

austerity measures, which have resulted in lower demand for

consumer goods, since virtually all polished diamonds are

exported.

55,	 ibid.

56.	 ibid.
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As the United States absorbs over half of Israel's

output of polished diamonds, and this industry boasts of

being Israel's number one export industry, it is, however,

far from being the bi ggest net earner of forei gn currency. A

comparison between Table 11 and Table 12, concerning diamond

exports and imports, shows clearly that imported rough stones

not only provide a low margin of earning foreign currency,

but in some years it is a losing trade (1989, 1990, 1991,

1992)

Table 12

Diamond Imports (Rough Stones), 1987-1992

($ millions)

	

1987	 1988	 1989	 1990	 1991	 1992

Diamonds (net)'	 1,901	 2,415	 2,869	 2,896	 2,558 2,910

Excluding Diamonds Returned to Supplier
Source: St fPtistical Abstract of LL.. Central Bureau Of

Statistics, Jerusalem, (various years up to 1992)

Nevertheless, the benefits to the economy are much

greater. The industry provides Jobs for at least 11,000

workers plus an equal number of buyers, brokers, and related

administrative and executive personnel, not to mention

thousands of businessmen and tourists who come to the country

year-round to buy the polished stones.

57,	 ibid.
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Defense Industry

Although military products, including machines and

electronic devices, constitute large amounts of export, yet,

like the diamond industry, the military industry is not by

itself a foreign currency earner, it even cannot cover its

expenses.

The Israeli defense industries include Israel Military

Industries (IMI) , Israel Aircraft Industries (IAI) , and

Rafael, the Armaments Development Authority (an auxiliary

unit of the Defense Ministry) . Dozens of private firms work

in similar fields, hundreds of local subcontractors and

thousands of households are attached to and dependent on

them,

Israel Aircraft Industries (IAI) was the country's

biggest enterprise in 1990 and 1991, with a turnover of $1.6

billion in the latter year and a tenured work-force of

17,000. IAI belongs to a select group of aerospace firms

that can develop and launch satellites. It is also a world

leader in the development and manufacture of pilotless

aircraft.	 In late June 1992, IAI outbid American

competition to provide the United States Armed Forces with

$550 million worth of Hunter pilotless mini-planes for

reconnaissance and photography, together with peripheral gear

58, "At Home: Unconverted Defense Industries", Israel
Yearbook and	 Events of 1992, Volume 47,
Translation / Documentation Ltd, Jerusalem 1993,
p.	 122.	 -

59.	 ibid.
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and lo g istical support. In mid-summer of the same year, the

US Marines contracted for the manufacture of II night-vision

systems for its NTS helicopters,,"":'

However, despite the fact that the United States

purchases of Israeli military products are done for

political-economic reasons related to strengthening Israel

more so that for their technical value. Vet, II reported

$25 million loss for January-June 1992, predicting twice as

much red ink for the second half of the year.

Israel Military Industries (IMI) changed its name on

September 1, 1992 to Taas-Israel Industries, Ltd., an

attempt for conversion into civilian industry due mainly to

the "drop of overseas sales," 	 which was declared by Dan

Shomron the head of IMI and a former IDF chief of staff.

However, real conversion was easier said than done.

Going back to the previous years, red ink flowed like

tidal wave: invisible until it hit the shore, then surprising

in its devastation. The Taas (IMI) balance sheet for 1991

showed a loss of roughly $120 million on sales of $520

million.	 Three causes cited: sharply reduced orders of

ammunition overseas, failure to achieve conversion targets

60, Mouhamad Atwi, "Israel Military Superiority",n-Nahar,
Oct. 11, 1992. p. 11.

61. ibid.

62. Israel Yearbook	 Almanac: Events of 1992, Volume 47,
"At Home: Unconverted Defense Industries",
Translation / Documentation Ltd, Jerusalem
1993, p. 124.

63. ibid.
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(only $30 million in civilian sales instead of the $100

million projected) , and burgeoning severance-pay and

retirement-benefit outlays. 64 Financial mismanagement in the

1990 incorporation of what had been a Defense Ministry

Auxiliary unit did not come to light until December, On

August 13, the company asked the government for emergency

assistance to pay salaries and meet supplier commitments.

In December 1992, Taas estimated the year losses at another

$120 million, on a turnover of $470 million.	 Management

proposed 3,000 layoffs, a government bailout of $350 million,

and closing plants in five locations.

The issue at Rafael was more complex than the right mix

of civilian and military output. The Authority itself was an

aberration -an unincorporated entity with a nine-digit

(in dollar) annual turnover, and a government willing to

cover its losses. In July 1992, Moshe Peled, Rafael's

general-director, asserted that Rafael could not survive in

the competitive market unless its governmental umbilical cord

was somehow cut.'" This, however, would require a massive

government infusion to cover past losses, honor workers'

rights, and create share equity and a cash flow. 67 However,

the 1993 Israeli defense budget had a special line j ust for

64. ibid.

65. ibid.

66. ibid.

67. ibid., p. 125.
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Rafael losses, The inevitable recovery plan is pending. As

for the future of Rafael, there is an indication of

government thinkin g to authorize Rafael to negotiate with

private investors for the establishment of a new firm, not

controlled by the government, to handle conversion.'

Thus, under the current situation, military industry is

a losing business, and as conversion to civil industry is

taking place, the success of this conversion is not

foreseeable in the short run (Taas being a major example)

Agriculture:

The share of Israeli agricultural output in NDP has been

declining over the years. In 1985, agricultural output

accounted for 3.8 percent of NDP.'' 	 In 1990, however, it

decreased to 2.4% in NDP.7C Citrus fruit, once a key export

item, now brings in only $115 million per year. 71 The growth

areas of agricultural exports are more exotic fruits, such as

avocados, and the provision of winter vegetables to Europe,

as well as flowers. Cultivation is based mainly in three

zones: the northern coastal plains, the hills of the

interior and the Upper Jordan Valley. About 227 of Israel's

68,	 ibid.

69. "Country Profile," Economist Intel1ience Unit, London,
1986, p. 13.

70. "Country Profile," Economist Intelliice 	 London,
1993-94, p. 20.

71,	 ibid.
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land is at present cultivated 70 An increase in this

proportion can only be brought about by more irri gation, as

almost all usable land is either already cultivated or under

pasture .

Israeli agriculture has benefited from high capital

inputs and careful development, making full use of available

technology over a long period. Specialization in certain

profitable export corps has, in turn, generated more funds

for investment in a gricultural production and processing, as

has the development of sophisticated marketing mechanisms,

Access to water, however, remains a crucial problem.74

Moreover, the agricultural sector has entered a period

of fundamental change due to the major financial crisis of

the mid-1980s, which peaked in late 1988. The financial

crisis was primarily the result of overspending, lack of

budgetary controls, and bad investment decisions by the

agricultural sector at all levels, These include the

individual communal settlements, such as the Kibbutz and the

moshav (a smallholders' cooperative villa ge), their regional

bodies and the regional production and marketing facilities

that they established, and their national umbrella bodies and

the marketing organizations affiliated with them. The

72. Statistical Abstract of IsraeL Central Bureau of
Statistics: Jerusalem, 1992, p. 67,

73	 "Country Profile," Economist I fljeLU9 	 !pJJ.. London,
1993-1994, p. 20,

74.	 ibid.
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details of the debt re-scheduling and restructuring packages

for the Kibbutzim and moshavim remain the subject of

prolonged negotiations with the banks and the government.

Many marginal units will be forced out of agricultural

production, the Kibbutizm will rely more on their industrial

and developing service operations, and the concept of mutual

guarantees between settlements will be abandoned, leaving

each to find its own resources, with or without direct

government support .75 At the same time, the large

bureaucracies of the marketing organizations are being

significantly cut back and their monopoly powers reduced or

even abolished.

Table 13 shows the trend of a gricultural production

in recent years, It shows clearly that citrus products are

by far the largest production item. However, the differences

in production from year to year is mainly due to climatic

reasons. Whereas, the drop in agricultural exports (Table

14) , is due to EC restrictions on the entry of citrus fruits

into Europe, A general overview of the citrus and cotton

sectors would be beneficial to this study and hence, it is

provided in the next two pages.

75.	 ibid.
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Table 13

Agricultural Production, 1986-1991

(in thousands of tons unless otherwise indicated)

1986	 1987	 1998	 1989	 1990	 1991

Citrus	 1,297
Grapes (Table&Wine) 84
Bananas	 101
Avocados	 68
Wheat	 169
Hay	 100
Cotton fiber	 69
Groundnuts	 23
Vegetables	 783
Potatoes	 207
Olives	 38
Melons & Pumpkins	 138
Cattle (meat)	 61
Fish	 27
Poultry (meat)	 248
Eggs (m)	 1,789
Milk (m liters)	 845

1,496
89

104
135
298
120
59
21

786
218
25

161
64
29

274
1,786
880

1,108
89
85
36

211
125
63
19

768
216
39

164
66
33

262
1,844

936

1,090
86
83
20

202
133
46
20

1,010
228
20

157
67
30

256
1,841
915

1,506
85
61
48

291
147
51
21

1,085
214
42

161
68
26

262
1,739

923

1,109
81
83
53

180
137
21
21

879
173
17

179
71
22

265
1,769

969

Source: Statistical Abstract of Israel i Central Bureau of
Statistics, Jerusalem, (various years up to 1991)

Table 14

Agricultural Exports, 1987-1992

($ millions)

	

1987	 1988	 1989	 1990	 1991 1992

Agricul. Export
	

609	 567
	

527	 656	 666
	

551

of which Citrus
	

201	 177
	

132	 181	 173
	

117

Source: Statistical Abstract of Israel, Central Bureau of
Statistics, Jerusalem, (various years up to 1991)
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The citrus	 export season to Europe faced difficulties

from the day it began in mid-September, 1992. Demand fell

even as prices plunged sharply. In Israel, oranges were by

far the least expensive fruit available, with open-air market

prices often falling below one shekel a kilogram

(approximately $0.4, at the 1992 exchange rate).6

Whereas, cotton failed to reclaim its lost primacy,

Slumping world prices, over-planting by competing countries,

and severe water cutbacks in 1991 combined with a price -

support dispute left the 1992 export revenues at a sickly $35

million, 56 percent lower than the $80 million earned in

1991, 77 The planted area in 1992 increased from the 1991

drought level of 12,000 hectares to 20,000 hectares, still a

far cry from the 30,000 hectares of 1990. However, by the

end of 1992, the cotton growers, like their colleagues in

citrus, were pressing the government for aid.

SERVICES

The tourism and banking systems, being the two major

elements of the service sector in Israel, are highlighted

herein through their contribution to the economy.

76, "Agriculture", Israe l Yearbook and A lmanac: Events of
1992, Volume 47, Translation / Documentation Ltd,
Jerusalem 1993, p.	 105,

77. ibid.
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Tourism

Tourism has always played a major role in the Israeli

economy. Not only has it capitalized on the intrinsic

tourist interest of Jerusalem and the surrounding area, which

is a spiritual center for three major religions -

Christianity, Islam, and Judaism - but also, in recent years,

Israel has made considerable efforts to capture the secular

tourist market as well, with new tourist resorts around Eilat

and Taba in addition to the more traditional tourist areas of

the Mediterranean coast.7U Religious tourism is still an

extremely important element in the tourist picture, with

Jewish tourism, particularly from the United States, acting

as crucial link between Israel and the Diaspora, while

Christian tourism peaks at Christmas and Easter, Muslim

shrines, given the hostility between Israel and its

neighbors, are not objects of significant religious

tourism.

The major tourist centers are now the Eilat area, the

Dead sea and its environs -where health and climatic

considerations play an important role in attracting visitors-

and the Mediterranean coast, as well as Jerusalem, Bethlehem

among other si gnificant religious sites.to The latter have

generally suffered from the intifada and 1988 was a

78. Economistigence Unit. Country Profile, London,
1993-1994, p. 27.

79. ibid.

80. El-Houssaini Abed El-Hassan, "TheAgreement", An-Nahar?
Oct. 10, 1993, p. 13.

-54-



particularly poor year. Israel's tourism industry has been

volatile over the last few years; 1985 and 1987 were strong

years, but were followed by slumps, in 1988 due to the

adverse effects of the intifada, 1989 saw a partial

recovery, which strengthened in the first half of 1990, but

the Gulf crisis had a devastating impact in the second half

of the year.'	 The Gulf War in early 1991 caused tourism to

sink to record low levels, but a gradual recovery took place

in late 1991. which developed into an unprecedented tourist

boom in 1992	 (Table 15) . However, a settlement with Jordan

could open the way for a Joint effort in the Red Sea region,

offering the two countries the opportunity to save on

overheads while attracting more European tourists to the

Eilat-Aqaba area. Moreover, European tourists are by far the

largest category, followed by North American tourists who

constitute one-half those from Europe (Table 15)

Table 15

Tourists Arrivals by Ori g in, 1987-1992

('000)
1987	 1988	 1989	 1990	 1991	 1992

Asia	 93.1	 73.2	 82.6	 82.1	 77.9	 102.3
Africa	 36.1	 32,1	 30.0	 29.9	 26.8	 40.3
Europe	 839.8	 711,5	 695.8	 614.5 534.5	 890.5
North America	 414.3	 355,5	 343.6	 314.2 256.3	 439.9
Oceania	 23,9	 21.4	 21.0	 1811	 12.7	 21.8
TL. Incl.Others 1,378.71,169.61,176.51,063,4 951.2 1,502,1

Excluding cruise ship passengers.
Source: Central Bureau of Statistics, Statistical Abstract of

Israel, Jerusalem, (various years up to 1992)

81. ibid.
82. "Country Profile," Economist Lp. teUi9ce Unit. London,

1993-1994, p. 29.
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The Banking System:

Israel has a highly developed banking system. The Bank

of Israel is the Central Bank, and in 1992 there were 27

commercial banks, including two forei gn ones operating in

Israel, two merchant banks, nine mortgage and five long-term

finance banks,	 The system is highly centralized: three

main banks (Bank Leumi, Bank Hapoalim and Israel Discount

Bank), together with their subsidiaries, account for over 90%

of business 04 The very high rates of inflation that existed

until 1985 found their natural expression in the nominal

growth of money supply and the banking system. Since the

collapse of the banks' share support scheme on the Tel Aviv

Stock Exchange in October 1983, the main banking groups have

undergone a process of retrenchment and the emphasis has

switched from size to profitability,'

The banks' performance, however, has been volatile, and

has been affected by the need for large write-offs of debts

owed by industry and agriculture , as part of rescue

operations and reschedulings. In late 1991 the government

became the owner of the bulk of the equity of the four

largest banking groups, after it redeemed the bank shares

from the general public under its obligations since October

1983.	 The arrangement put together in 1983 has envisaged

83, ibid., p. 30.
84, ibid., p. 31.
85, ibid., p. 30,
86, ibid.
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the gradual purchase of the bank shares. However, the labor

government stressed its commitment to reselling these shares

and started implementing these plans in May 1993, when 20

percent of the shares of Bank Hapoalim and Bank Leumi were

sold on the Tel Aviv Stock Exchange.	 The government plans

to sell a controlling stake (20X of the shares) in these two

banks during 1994, The sale of the United Mirahi Bank is

also expected to be completed during 1994."

Moreover, on November 14, 1993, the Knesset Finance

Committee had approved a six-month ban on maximum prices for

shares in new offerings.' The ban was designed to cope with

the problem of oversubscription in new flotations and its

negative effect on the money market. Althou gh the Treasury

had asked the Knesset to approve the ban, the real initiative

for it came from the Securities' Authority. In fact, many

banks stood to benefit from the old system of the maximum

price. Under that system, companies would make new offerings

with a price ceiling. As a bull market developed, this

practice led to oversubscription and investors would order

hundreds of times the number of shares they actually wanted.

In 1992, investors' orders totalled NIS 274 billions, whereas

new offerings were worth NIS 3.6 billions. In the first half

of 1993, orders of new flotations totalled NIS 250 billions,

87.	 ibid.

Be.	 ibid.

89. Econom ist Intelli gence Unit, Country Report 4th Quarter
1993, London, 1993, p.17.
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while the flotations themselves amounted to NIS 2.7

billions,° Banks profited because investors, obliged to

deposit the full value of their orders one day before the

issue, had to have them backed by overnight credits. Since

the banks also acted in most cases as underwriters, they had

a strong vested interest in maintaining the system unchanged.

It has been calculated that Bank Leumi alone earned about NIS

35 millions in overni ght loans in 1993,' For investors,

these banks profits represented an additional cost which was

not reflected in the prospectus. Thus, since flotations are

usually concentrated in the last two weeks of each three-

month filing period, oversubscription has meant periodic

pressure on the money market.

90. ibid.

91. ibid.
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CHAPTER SIX

CONCLUSION

In the preceding chapters we examined the evolution of

Israel's economy from its early existence to our present

time, As the ob j ect of the thesis states, Israel's economy

is divided into three different periods. However, in the

analytical course which was followed, we focused on the

economic status during each period with a comparative

analysis among the different periods. A particular emphasis

was given to the study of the major sectors of the Israeli

economy in recent years, mainly those described as hard

currency earners.

The first reflection that may be registered regarding

the economic performance is that in the first period (1948-

1973) the high growth rate registered was Justifiable,

because the economy was starting from scratch and was

in j ected by huge amounts of foreign aid (mainly from

Germany) . This foreign aid played the critical role in

achieving the high growth rate, facilitating the problems

which faced the government, and thereby enabled it to control

the economy through a high degree of centralization.

The second reflection regarding the second period

(1973-1985), which witnessed an economic crisis marked by

inflation, unemployment, and balance of payment deficit,

involves the causes of these obstacles, which are represented
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by the 1973 War and the oil price rise. However, despite the

huge financial aid transferred from the United States to

Israel in that period, the Israeli government failed to make

any positive change mainly for two reasons: first, the

economy was not based on solid ground; and second, the aid

obtained was not used in an efficient way.

The third reflection is marked by the United States

assistance and guidance to Israel, This was the primary

cause for halting hyper-inflation and the elimination of

budget deficit during the third period (1985 - Early 1994)

The fourth reflection involves the current status of

the a gricultural, industrial and services sectors, where

despite the growth in some sectors of industry, the trend of

foreign trade has been marking an increase in trade deficit

in recent years. In addition the major sectors of industry

(diamond and military) are becoming losing trade, despite the

large amount of forei gn sales. Agricultural exports,

however, have been taking a descending scale in recent years

for many reasons. Like the industrial sector, the

agricultural sector is seeking government aid and subsidies

to survive. By contrast, tourism, after fluctuating in

recent years, marked a boom in 1992. Whereas, the banking

system, despite its development, is in need for government

aid.

Thus, Israel was and still is surviving on foreign aid.

This continuous trend of reliance on foreign assistance, from

the early days of the establishment of the Jewish state till
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the present time, could not be minimized unless new markets

are opened for Israeli industrial and a gricultural products.

That would not be achieved, however, unless peace

becomes a reality, Peace, about which Israel and the

Palestinians si gned their first a greements in September 1993

and May 1994, if ultimately completed, would provide the

Jewish state with a large and rich consumers' market (from

the Gulf to the Ocean) , an ob j ective badly needed for a self-

dependent Israeli state,
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