
Have Globalization and Liberalization
"Normalized" Israel's Political Economy?

MICHAEL SHALEV

In his 1960 study The Israel Economy: The First Decade, the
distinguished economist Don Patinkin complained bitterly that Israel's
political leaders acted as if they could defy the laws of economics.1 The
government consistently spent far more than it raised in taxes, just as the
economy as a whole consumed more, especially in imports, than it could
ever pay for. Patinkin believed that policymakers would be forced to
adopt more market-conforming policies, but he was mistaken. So long as
the leaders of the country could exploit Jewishness and geopolitics to
mobilize loans and gifts from abroad, they did not need to heed the
dictates of the market. Rationalized by its goals of building and
defending the precarious new state and attracting and retaining Jewish
immigrants, the government's "profligacy" had a remarkably long life.

During roughly the first four decades of Israel's existence there was a
durable and almost wall-to-wall policy consensus among policymakers in
Israel regarding the indispensability of open, organized, and subsidized
Jewish immigration; the need for the state to underwrite the economic
security of all Jewish citizens and to "close gaps" between different
Jewish ethnic groups; the necessity to meet Israel's defense "imperatives"
irrespective of economic considerations; and the desirability of the state
playing an active developmental role in the economy. Over the past
10-15 years these four consensual pillars, especially the last, have for the
first time been confronted by a comprehensive and vigorously articulated
alternative: the (neo) liberal view which glorifies individual
acquisitiveness and views the state as an impediment to the workings of
the market economy, a conviction hitherto voiced only by economists or
by disaffected businessmen lacking the right connections. Both of Israel's
two major political parties are now committed to reducing the economic
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122 Israel: The Dynamics of Change and Continuity

role of government, making the economy more attractive to foreign
investors and other shibboleths of contemporary economic liberalism.
Has the long-standing "exceptionalism" of Israel's political economy
come to an end?

This paper reviews and weighs empirical evidence on the
contemporary evolution of Israel's political economy which is drawn
mainly from published data and documentary sources. For two reasons,
this is not an easy task. First, liberalization is an ongoing drama, one in
which the actors often have good reasons to engage in misinformation
and camouflage. Second, we are dealing here with politically charged
issues that many writers find it hard to be dispassionate about. Under
these circumstances, theory and comparison (both historical and cross-
national) are crucial aids to interpretation of the evidence.

The theoretical underpinnings of this paper are drawn from my book
Labour and the Political Economy in Israel, in which the political
economy was conceived as "a dynamic and potentially contradictory
gestalt that encompasses a broad range of institutional spheres."2 This
perspective assumes that "state" and "economy" are always
interdependent, but that the terms of this interdependence are
contingent on struggles and alliances among economic classes and
sectors on the one hand and the political and bureaucratic managers of
the state on the other. When a lasting pattern of policy priorities
becomes buttressed by institutions, coalitions, and discourses it is helpful
to speak of a "policy regime." Extending the notion of policy regimes to
incorporate the structure of the economy and its principal engines of
growth conveys the broader notion of a political-economic regime.3 In
order to understand why Israel has taken the path of liberalization, and
what this might mean, the next section of the paper will attend to both
the stable and the dynamic elements of its political-economic history: the
inner logic characterizing the country's past and present regimes, and the
tensions and conditionality built into them.

The paper also draws inspiration from a growing literature in the
comparative study of political economy on the consequences of
globalization for domestic policy. Scholars disagree sharply on this issue.
Some have issued doomsday proclamations of the end of national
sovereignty, but it is also reasonable to reverse the apparent relationship
of global to domestic processes, recognizing that globalization is filtered
and in part even constructed by the intentional policies of national
governments.4 Recent comparative research vigorously asserts the
relative autonomy of nation-state, finding little or no evidence for the
claim that economic and social policies are bound to converge in the
wake of rising openness to international trade and capital mobility.
National policy distinctiveness persists, and in some critical areas
retrenchment of the state's role is problematic and may even be followed
by further expansion. The progress of liberalization and structural
change has not been wholesale, mechanical, or uniform. The pressures
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Is Israel's Political Economy "Normalized"? 123

posed by globalization vary both in their objective dimensions and in the
manner that they are politically constructed. Politics still appear to
matter: conflicts of interest and ideology between political parties have
persisting (although weakened) effects on policy, and the political costs
of liberalization policies are sometimes prohibitive.5

Case research has an indispensable analytical role to play in clarifying
the universality of the thrust to liberalize. Careful study of individual
countries typically reveals that the structural features of political
economies - especially those defining characteristics which are likely to
enhance or impede liberalization processes - are quite distinctive, even
within clusters of countries that appear to share the same political-
economic regime.6 Accordingly, it is reasonable to assume that the
particular barriers to liberalization in Israel must be sought in those

. features of the Israeli political economy that most distinguish it from
other economically advanced capitalist democracies.

THE POLITICAL ECONOMY OF ISRAELI EXCEPTIONALISM

Any observer of Israeli society over the last decade cannot fail to be struck
by the rise of the market and market culture in contemporary Israel.
Adapting John G. Ruggie's well-known phrase, I find it helpful to think of
Israel's previous political-economic regimes as having shared an "embedded
illiberalism" with roots in the pre-state experience of colonization by Jewish
settlers and their conflict with the Palestinians and the Arab world.7 Briefly,
the conditions of Jewish settlement required that the political institutions of
the Zionist movement and the Jewish community in Palestine dominate the
mobilization of capital and the purchase of land. Because of their common
interest in neutralizing an unfavorable labor market, the labor and Zionist
movements cooperated intensely. Organized Zionism supported the
workers' movement, which shielded Jewish workers from Arab competition
by providing subsidized employment and social services. A wide consensus
developed around the view that economic collectivism was indispensable to
the success of Jewish colonization but that it could and should coexist with
a capitalist market economy.8

The labor movement so dominated Zionist politics over so long a
period, that it was tempting to identify this collectivism with socialist
ideology. In fact, the world-view of labor Zionism was only secondarily
socialist; its central theme was Jewish nationalism.9 The arrival of
sovereignty reinforced the collectivist consensus. The ruling Labor Party
adopted a highly interventionist economic stance but embraced neither
of the innovations associated with western parliamentary socialism after
the war - nationalization and the welfare state. The government was
committed to assisting the private sector along with state and Histadrut-
owned enterprises; in any case, the local bourgeoisie was neither able nor
willing to bear principal responsibility for economic development, and

\ private industrialists were the first to demand a controlled (protected
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124 Israel: The Dynamics of Change and Continuity

and subsidized) economy. In the domain of social policy, attempts to
introduce a modern system of social insurance along the lines of postwar
British reforms were stillborn.10

In the event, state intervention was rationalized by specifically Israeli
constructions: the challenges of arming and defending the country,
settling huge waves of new immigrants, bringing territory where Arabs
lived or which bordered Arab countries under the control of the state,
and developing an economic infrastructure that would permit immigrant
absorption and eventually eliminate Israel's dependence on charity and
loans. This constituted what may be thought of as the "demand side" of
the interventionist state in Israel. The "supply side" was no less
compelling. It rested on Israel's singular capacity to attract gift capital
from foreign donors stemming partly from its active alignment with the
West in the East-West struggle, but even more importantly from the
Jewish character of the state which enabled it to make claims on Jewish
communities abroad and obtain substantial financial compensation from
Germany on behalf of world Jewry.11 These "unilateral transfers," as well
as a relatively favorable borrowing capacity for a struggling new entity,
provided the Israeli state with the means to steer economic development
and play a very active role in distributional processes. Economic growth
was powered by the state's ability to mobilize money and people from
abroad. Tellingly, both before and since sovereignty business cycles have
been driven by waves of immigration and periodic eruptions of violence
and war.12 Under these conditions, it is not surprising that liberal
arguments in favor of "free" markets and self-interested private
investment enjoyed limited appeal among policymakers.

CONTINUITY AND CHANGE

Perhaps the clearest indication of the structural underpinnings of the role
of the state in the Israeli economy was the continuity that became
evident after the 1977 elections, when Labor's long period of
uninterrupted rule was abruptly brought to a close. Despite the new
Likud government's claims to be embarking on a radical program of
liberalization (complete with a cameo appearance by Milton Friedman),
widespread expectations of a fundamental shift in economic policy
priorities proved to be premature.13 The enduring parameters of
economic policy proved to include the following:14

1. High levels of government expenditure and employment (biased by
commitments to defense and immigrant absorption), relative to the
economy's level of development.

2. Extensive state control of savings, investment, and foreign currency.

3. Modest public ownership alongside a high degree of public subsidy of
private and Histadrut-owned business.
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7s Israel's Political Economy "Normalized"? 125

4. Corporatist delegation of state functions to the Histadrut, with the
state trading subsidies for policy cooperation and legitimation.

This is not to suggest that Israel's political economy has been
immutable to change. Rather, changes have not necessarily been coupled
with policy proclamations and they must be understood more broadly
than exclusive concentration on policy allows. This is why it is more
useful to think in terms of political-economic regimes, an analytical
construct which abstracts the underlying "model" of political economy
in a given epoch from the broad ensemble of economic, political, and
institutional variables which supports it.

For an understanding of the background to contemporary economic
liberalization in Israel, two such regimes are noteworthy. The first,
characterizing the period of rapid growth from the mid-1950s to the
mid-1960s, rested on the synergy created by the meeting of two
imported influences: German reparations and other foreign gifts, and the
arrival of masses of propertyless immigrants who (among other things)
expanded the markets for housing and consumer essentials and
simultaneously provided a cheap labor force for their production.15 The
state was positioned strategically, as the factor that directed immigration
and settlement, the disposal of foreign gifts, and housing and industrial
policy. It created a highly politicized and closely regulated economy with
partially competing blocs of public, private, and Histadrut capital, and a
high degree of labor market segmentation parallel to ethnic and national
divisions in the working class. These arrangements, which I have
described elsewhere as "the system of 1948," awarded both the state and
the party that dominated it considerable autonomy - that is, the capacity
to steer business interests and civil society rather than be steered by
them.16

After a decade of rapid growth, this regime was exhausted. The shift
to full employment upset power relations by reducing the dependence of
ordinary workers on the state and the ruling parties. The winding down
of immigration and German aid persuaded the state to cut back both the
scope of its presence in the economy, and the extent of its subsidizing
role. It was thought necessary to discipline both labor and capital. The
instrument for exercising this discipline was a recessionary economic
policy - the mitun or slowdown of 1966-67.17

This cooling-off period proved to be short-lived. In the aftermath of
the Six Day War a new "system of 1967" came into being that
fundamentally altered key elements of Israel's political-economic regime.
Although senior politicians and bureaucrats developed a sudden
fondness for laissez-faire rhetoric, and some elements of economic
regulation did become less direct, there was no undermining of the
state's role as the central pivot of the economy. Instead, this pivot found
a new axis in the "military-industrial complex."18 The basis for this
development was a potent combination of government-subsidized local
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126 Israel: The Dynamics of Change and Continuity

military procurement, the burgeoning world market for arms, and (from
1970) US government financing of Israel's foreign arms purchases. The
occupation of the West Bank and Gaza also played an important part in
reviving growth along new lines, both by extending the scope of Israel's
"domestic" product market, and by providing a source of cheap labor to
replace increasingly scarce Israeli manual workers, especially in
construction.

During the 1970s the structure of the Israeli economy, and its labor
market, became increasingly dualistic. "Big business" developed in the
bureaucratic sector, nominally controlled by the state or the Histadrut,
frequently linked to military requirements, and employing exclusively
Jewish labor under the favorable conditions of a sheltered or "primary"
labor market. The more competitive economic periphery, smaller-scale
and privately owned, operated a "secondary" labor market employing a
mixed (Jewish and Arab) workforce.19

As in the prewar period, the coherence of the post-1967 growth
model rested on state subsidy of both capital and labor. The most
compelling claims to subsidy were made by the bureaucratic sector. The
key actors in this respect were the big banks and the big conglomerates
under their control; the "strong" Workers' Committees in the
bureaucratic sector; and the Histadrut (simultaneously representing big
business and "big labor"). The state found itself increasingly indebted to
these powerful interests, and unable to assert its will and extract benefits
in return for the rising tide of subsidies. Under the conditions prevailing
in the world economy of the post-1973 period, and given the earmarked
nature of US aid, economic policy became strikingly "undisciplined."
Symptomatic of this was the public sector's excessive deficit spending,
frequent recourse to corrective devaluations, and government lending
policies that favored borrowers at the state's expense. The result of these
policies was to exacerbate Israel's immanent condition of stagflation
after 1973, while paradoxically enriching its big banks and
conglomerates.20

This is the background to the Emergency Stabilization Plan of June
1985.21 In hindsight, the astonishing success of the plan in bringing the
Israeli economy back from the brink of hyperinflation is of lesser
importance than the structural change that it inaugurated - the
contemporary liberalizing shift in Israel's political-economic regime. The
most compelling interpretation of the stabilization plan is that, just like
the mitun, it was a radical attempt by the state - led by senior economic
policy mandarins and sages - to regain autonomy by strengthening
market discipline.22 The plan and the structural reforms temporarily
hidden in its shadow constituted a frontal attack on mechanisms that had
previously protected societal interests, directly or indirectly at the
expense of the state: devaluations, protectionism, wage indexation,
unlinked public lending, and diffuse investment incentives.

Why had it taken the state so long to develop a coherent policy
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Is Israel's Political Economy "Normalized"? 127

response to the problems of economic stagnation and hyperinflation?
While most observers have emphasized the role of public opinion and
the leadership finally shown by the government, the state's drive to
reinstate its autonomy accounts more effectively for the timing of its
stabilization initiative. By 1985 the economic crisis posed tangible
threats to the state itself - its fundamental legitimacy and, no less
importantly, its economic viability. While critics cast doubt on the plan's
macro-economic effectiveness,23 its consequences for the viability and
autonomy of the state were very substantial indeed. Talk of the need for
a "strong leader" (an ominous threat to the political regime)
disappeared; state extraction of economic resources through taxation
was restored to effectiveness; it was possible to set in motion a long-
overdue flattening of military expenditure; and a worrying hole in
Israel's foreign reserves was filled, in large part by virtue of enlarged
United States aid.

This is not to argue that the acute crisis which economic instability
posed to core state interests was the only relevant factor. As is often the
case when history turns at a major crossroads, multiple causal forces
converged in mid-1985. First, many of Israel's largest corporations and
investors began to believe that there were limits to the profitability of
military-based demand and inflationary subsidies, and that the time was
ripe for a new and more outward-looking economic strategy.24 Second,
the political conjuncture in mid-1985 was especially favorable to radical
policy initiatives.25 There was little scope for profiting from party rivalry
under the National Unity government which was then in its early stages.
And the leadership of the Histadrut, the most vocal potential opposition
to the stabilization plan given that it was expected to slash real wages,
was politically indebted to the government for its aid in a recent election.
All of these circumstances together offered exceptional leeway to the
professional economists in state agencies and university economics
departments who prepared and lobbied for the stabilization plan. The
architects of the plan cannily grasped the opportunity to go beyond crisis
management and engineer a strategic reorientation of economic policy.26

Have they succeeded in liberalizing the Israeli economy?

INDICATORS OF LIBERALIZATION

The term liberalization is typically applied to reforms of countries' trade
policies (removing barriers to imports and ending preferential treatment
of exports) and their foreign currency regimes (eliminating restrictions
on inward and outward flows of foreign currency and letting exchange
rates float more freely). From a broader perspective, the principal goal
of liberalizing economic reforms in Israel and elsewhere has been state
contraction, a fundamental alteration of the division of labor between
markets and the state by means that include privatization, expenditure,
and tax cuts, sectoral "deregulation," etc. To the extent that this aim is
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128 Israel: The Dynamics of Change and Continuity

achieved, the state's ownership, regulatory, and distributional roles are
diminished in favor of the market and the private sector. The
conventional wisdom assumes that combining state contraction with
increased exposure to international competition causes markets to
become both more important and more competitive.

Internationalization
In 1996 Israel's "internationalization" was ranked 18 out of 46 countries
- including all of the OECD and the rapidly growing NICs - by the
World Competitiveness Yearbook?7 Liberalization in the sense of opening
up to the global economy should be evidenced at the macro level by
buying more from the outside world and selling more to it, and at the
micro level by the elimination of import restrictions and export
incentives. The scope and regulation of trade can only tell part of the
story, however, especially in Israel where politicization has been the most
salient feature of external economic relations. In the Israeli context
liberalization would also imply a change in the character of capital
inflow, from state to market-sponsored and from gifts to loans or
investments.

Has the economy become more involved in trade? Since its establishment
as a state and in fact well before that, Israel has been chronically
dependent on imported goods and services yet unable to pay for them
from export revenues alone. The total value of trade (imports + exports)
relative to national product has always been exceptionally high
compared to other countries, three-quarters or more of GNP. Setting
aside fluctuations, it is evident that this ratio experienced a declining
trend between the late 1970s and the early 1990s. The seeming absence
of a tendency toward increasing openness is again unusual from a
comparative perspective.28

Part of the puzzle is resolved by recognizing that Israel's relatively
strong growth rates in the 1990s hide a major increase in the absolute
volume of trade. Since stabilization the dollar value of both imports and
exports has surged upwards, even taking account of rapid population
growth. In addition, two elements of Israel's trade that arguably warrant
separate consideration - the diamond-processing industry and arms
imports - have been contracting. The Bank of Israel estimates that setting
these elements aside, during the 1990s the scope of trade increased from
roughly 50 percent to 70 percent of national product.29 No less
significant than the quantitative trend, foreign sales have altered
qualitatively - more high-tech yet less military-centered; less dependent
on the European market and more on "emerging" markets in eastern
Europe and, especially, Asia.30 Nevertheless, during the present decade
exports have failed to keep pace with rapidly rising imports as trade
barriers came down and cheap imports became a de facto mainstay of
Israel's anti-inflationary policy. Consequently, the civilian "import
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Is Israel's Political Economy "Normalized"? 129

surplus" (excess of imports over exports, again net of diamonds) has
risen to a staggering 15 percent of national product - far above OECD
standards.31

Theoretically, opening up to trade should have important
microeconomic effects, obliging domestic producers to feel the whip of
foreign competition and encouraging exports to be driven by
comparative advantage in world markets. The first of these variables,
exposure to competition from import substitutes, has increased
significantly since stabilization. Between 1985 and 1990 there was a 30
percent increase in the penetration of domestic markets for
manufactured goods.32 Still, the impact of greater openness to imports
on competition has been weakened by monopolistic tendencies among
importers. Moreover, while after much foot-dragging Israel honored its
free trade agreements with the EU (1975) and the United States (1985),
defenses against competing imports from other countries (mostly NICs)
were actually fortified for a time. However, during the 1990s these
barriers have gradually come down.33 On the other side of the trade
ledger, export subsidies -at least those for which statistics are available -
have been phased out (see State Expenditure, below, and Figure 2). At
their peak in the period 1970-84 these subsidies averaged 3 percent of
GNP, but by 1990 they had been virtually eliminated.34

FIGURE 1
MILITARY SPENDING AND FOREIGN AID

-r 2.50

0 £

67 69 71 73 75 77 79 81 83 85 87

• - 0.50

H—I—I—I—I—I- 0.00

91 93 95

Note: Military spending as a percent of GNP, using the SNA system from 1980 (old series
linked to new at 1980). "Domestic" is net domestic defense consumption;
"imports" is direct defense imports, including advance payments. The "aid to arms"
ratio is intergovernmental transfers divided by defense imports. To dampen their
volatility, imports and aid are three-year moving averages (BOI-96, Appendix Table
Hay-H,lb).
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130 Israel: The Dynamics of Change and Continuity

FIGURE 2

THE STATE AND BUSINESS
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Note: Subsidies on exports and domestic production combine direct supports and credit
subsidies. (BOI-96, Appendix Table Hay-7). Revenues from corporate taxes
combine two series. First, corporate income tax data published by the State
Revenues Administration (annual report for 1996, Table Chet-1 and parallel data
from earlier reports). Second, CBS data on social security contributions and payroll
taxes (Abstract-97, Table 6.13 and earlier years).

Has the nature of capital inflow changed? "Unilateral transfers" from
foreign sympathizers and governments have always been crucial both for
meeting Israel's external obligations and for financing the role of the
state in the economy. One variety of gift capital, that which emanates
from Diaspora Jewry, has gradually declined in importance.35 Since the
beginning of the 1970s the United States government has become the
pre-eminent source. By the late 1970s the import of American arms had
plateaued at around 8 percent of GNP, and American aid was effectively
paying for them in full (Figure 1). In 1984 and 1985 Israel's foreign
economic relations took a dramatic new turn. A wide gap emerged in
Israel's favor between what it receives from the US government and its
purchases of US arms. In the first half of the 1990s net US aid averaged
over 3 billion dollars a year, up by a billion dollars from a decade before.
At the same time Israel's purchases of imported arms were declining,
especially in relation to the rapidly growing national product. As the
combined result of these two trends, for more than a decade the ratio of
aid to arms has been at least 2:1.

Not only has the pure gift element in US aid increased substantially
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75 Israel's Political Economy "Normalized"? 131

since the mid-1980s, but following the transition to a Labor government
after the 1992 elections Israel was able to obtain official US guarantees
for $10 billion worth of future commercial loans. Like the peace process
which was also inaugurated following the 1992 elections, the loan
guarantees have helped raise Israel's commercial credit-worthiness
abroad.36 So far, in most years of the 1990s this has helped give the state
the resources and flexibility to maintain or increase non-defense
spending while actually reducing the budget deficit and the public debt
and accumulating very high levels of foreign reserves.

The political-economic implication of these changes is multi-
dimensional. The increase in the gift component of US aid and the
addition of the loan guarantees has enhanced the scope and autonomy of
the state in the economic arena. At the same time, by helping relieve the
budget deficit and the shortage of hard currency that reached crisis
proportions prior to stabilization, American aid created necessary
(although not of course sufficient) conditions for liberalization of the
capital market and the foreign exchange regime, which in turn opened
up new possibilities for capital inflows and outflows through the market.

Foreign direct investment (FDI) has been the most novel and noticed
element of Israel's contemporary integration into the world economy.37

Net FDI was insignificant until the early 1990s and only at mid-decade
did it reach substantial levels (1.5-2.0 billion dollars a year).38 In the past
the Israeli economy was too small and resource-poor to interest most
foreign investors, and many big financial and corporate interests also
stayed away because of the chronic state of war or their fear of losing
Arab markets. The little FDI that did enter Israel typically involved
Jewish businessmen with connections to Zionist philanthropy and the
Israeli political establishment, who were induced to invest by a
combination of generous subsidies and patriotic appeals.39 Investments
in Israel by Volkswagen, Nestles, Macdonalds, and numerous other well-
known transnational enterprises indicate a substantial departure from
this tradition, although not its elimination. The recent acquisitions, led
by Charles Bronfman and Ted Arison respectively, of controlling interests
in Koor and Bank Hapoalim - arguably the two most important
corporate entities in Israel - are eloquent testimony to the continuing
role of well-connected Jewish magnates.40

There are additional reasons why the features of the new foreign
investment warrant careful scrutiny. The effective scope of the capital
inflow accompanying FDI is far more modest than the imagery conveyed
by government and business discourse suggests. The largest deals
(including those just mentioned) have been financed almost entirely by
Israeli banks.41 The mushrooming of franchise operations in consumer
markets also takes place, by definition, with a minimal financial
commitment on the part of the foreign investor. Another significant
limitation of FDI is that the state continues to generously subsidize
showcase foreign investments. Intel's decision to open a major
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132 Israel: The Dynamics of Change and Continuity

production facility in Israel was conditional on a government subsidy so
large ($600 million) that the Investment Incentive Law had to be
amended to make it legally possible.42

FDI is not, of course, the only means by which overseas investors
channel capital to Israel. Indeed, it has been complemented by an equal
or larger stream of foreign purchases of shares issued by Israeli firms.
Both, in turn, are overshadowed by the liquid capital (much of it "hot
money" originating in Israeli companies) which has been attracted
simply by high interest rates and convenient opportunities for
"laundering."43

It is still too early to assess the scope or durability of Israel's new
status as a target for foreign investment, but there is no gainsaying the
growing international orientation of Israeli business (mainly big business,
but also smaller hi-tech firms), which in the last few years have become
much more committed to raising capital via foreign banks and stock
markets, undertaking joint ventures with foreign firms, and in some cases
even setting up branch plants abroad. Reports of such activities fill the
business-oriented media in Israel, although it is hard to gauge their scope
with any precision. Aggregate data confirm, however, that like incoming
FDI, outward direct investment has risen far above previous levels. For
instance, in the period 1994-96 alone, industrial firms in Israel
purchased one billion dollars worth of equity in foreign concerns.44

State Expenditure
The decline since the mid-1980s in the share of national resources
distributed by the state is quite remarkable. Total public expenditure had
been equivalent to at least three-quarters of the national product since
the "Yom Kippur War" in 1973. But two years after stabilization the
figure fell to 62 percent and by 1994 it had troughed at only 54 percent.
Almost all of the decline in government spending since the early eighties
can be traced to defense (a drop of over 10 points of GNP), capital
subsidies (down 8 points) and debt service (down nearly 5 points).45

The welfare state for business.*6 The decline in capital subsidies is
especially significant, given that much of the increase in transfer
payments during the 1970s - which was the major factor behind the
fiscal crisis of the early 1980s - consisted of payments and benefits to
business.47 One element in the cutback, already noted, has been the
termination of subsidies specifically targeted to exporters. Subsidies on
production for the domestic market have also been sharply reduced. As
shown in Figure 2, during Israel's initial inflationary spurt in the mid-
1970s, the burden of these subsidies jumped fourfold to 8 percent of
GNP, remaining at this level through the early 1980s. Phased reductions
over the next decade brought their share back down to 2 percent.48

Because of their indirect effects on the business sector, the
implications of the other principal budget cuts - in debt service and
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defense - have been no less portentous. Servicing the government's debt
became a major source of profitability for Israel's biggest banks,
especially during the 1983-88 period when it preempted an average of
nearly a fifth of GDP.49 Reductions since stabilization in the domestic
defense budget, which had showered lucrative cost-plus contracts on
large-scale local suppliers,50 may also be assumed to have indirectly
eroded the profitability of big business. From 1985 the domestic military
procurement budget failed to increase in real terms, so that its share of
Israel's growing GNP fell substantially (Figure I).51

All of the data reviewed thus far appear to signify massive
retrenchment of the "welfare state for business." But a fuller assessment
of this issue also requires us to consider whether the apparent harshness
of post-1985 policy toward business has not been mitigated by two
developments that would not necessarily show up in these data:
compensatory "tax expenditures," or the replacement of old subsidies by
new ones.

Regarding taxation, as Swank has recently noted in a comparative
study of OECD economies, despite the pressures exerted by mobile
global capital on state managers, they continue to "defend the treasury."
Accordingly, while governments have found it necessary to cut taxes on
business the primacy of markets has also been invoked to justify the
withdrawal of investment incentives.52 The same is true in Israel, where
the other side of the equation is also evident: in aggregate, as can be seen
in Figure 2, massive cuts in subsidies have been offset by tax cuts of
similar magnitude. One of the immediate effects of stabilization was to
revive the state's capacity to extract revenues from the business sector -
a capacity which had been badly undermined by rapid inflation.
Revenues from corporate income and payroll taxes rose sharply relative
to national product immediately following stabilization, but since then
taxes and subsidies have been declining more or less in tandem. A major
reform in the mid-1980s and gradual additional cuts since then have
brought the tax rate on undistributed profits down from an
internationally high level of 61 percent in 1984 to the rich-country norm
(only 36 percent) in 1996.53 In addition, employer contributions to the
social security system and other payroll taxes have been either reduced
or taken over by the Treasury in order to help employers lower their
labor costs.54

Finally, while automatic and indirect capital subsidies have been
dramatically cut, targeted incentives are more generous than ever. This
has already been noted with respect to foreign investment, in the specific
case of Intel's enlarged presence in Israel. It is also true of direct
investment grants issued by the Ministry of Industry and Commerce,
especially assistance to startup companies in high technology fields
which was three times higher in real terms in 1992-94 than in
1985-87.55
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The welfare state for households. There is no evidence that aggregate
social spending in Israel has fallen during the contemporary era of
liberalization - an irony that holds for other countries as well.56

Following a period of budget cutting in the 1980s, in the first half of the
1990s spending on the major categories of social services - health and
education - rose, returning to approximately the same share of GNP as
a decade earlier.57 Expenditure on housing and immigrant absorption
(important components of Israel's generosity toward Jewish newcomers)
increased by well over 3 points of GNP, in response to the wave of
immigration from the former Soviet Union. Transfer payments to
households also grew, by about one and a half points of GNP.

The record of annual fluctuations in real social expenditure over the
last 15 years shows that in addition to immigrant absorption, increased
commitments have come about for a variety of reasons. The cost of the
key income maintenance branches has grown mainly because of
automatic benefit adjustments and demographic shifts (a larger and older
population). In other instances, specific programs have experienced
innovations that caused sudden steps in expenditure. The most notable
example is the national health insurance law adopted in 1994 (see The
Labor Market, below). There have also been a few cases where spending
rose when liberal demands for equality coincided with increased political
clout, leading to a broadening of the universal basis of social security.58

Finally, one of the social services - a very expensive one, education -
actually expanded during the 1990s. The Labor government elected in
1992 restored per capita spending to the level that prevailed before cuts
were instituted in the 1980s.59 This momentum has, however, stalled in
several recent years.

None of this necessarily means that there has been no rollback of the
welfare state, broadly-conceived. At least one significant form of social
protection has been all but eliminated since the stabilization plan -
consumer subsidies on food and public transportation, which at their
peak in 1984 amounted to $1.4 billion.60 The Treasury has also sought
and sometimes succeeded to erode entitlements (child allowances have
been a favorite) or stymie the implementation of costly political promises
(such as extension of the school day). As in most other countries,
eligibility rules for unemployment insurance have become more
restrictive, although this has not prevented rising take-up.61

In addition, it has been widely observed in Israel that private
expenditure on social services has increased in the last decade to
compensate for inadequate public provision.62 The public school system
both requires and encourages parents to pay a range of fees and subsidies
in public education. In the health field supplementary insurance schemes
have recently proliferated, and the Treasury is expected to try to cut the
cost of national health insurance by creating additional membership fees
and service charges.

Critics see these signs of privatization of welfare as part of a broader
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project of undermining the generosity and universality of the welfare
state.63 No less important but less noticed so far are the implications of
the ascendancy of market-oriented criteria in relation to public sector
employment and government policy toward outlying Jewish areas. So
long as the "bureaucratic sector" sheltered key parts of the defense
industries and other key industrial sectors that exclusively employed
Jewish citizens, it was a haven for government-subsidized occupational
welfare.64 The retrenchment of both the scope and conditions of blue-
collar employment that tends to follow privatization seriously threatens
this system of welfare. Regional development incentives constituted a
second element of the state's traditional role in supporting the living
standards of Jewish citizens. The claim that these incentives are
inefficient and no longer justified by security considerations has
generated ongoing policy changes that threaten to substantially erode
direct and indirect subsidies to housing, employment and public services
in peripheral "development towns."

Competition and the Structure of Capital
The industrialization of Israel was both directed and financed by the
state, working through the managers of the private, public and Histadrut
sectors.65 This dirigisme was practiced in a fashion which strongly
encouraged the monopolistic tendencies that characterize capitalism in
general, and small-country capitalism in particular.66 Since the late 1960s
a very substantial and quite integrated sector of big business has emerged
in Israel. At the apex are only a handful of "business groups" constituted
by very large conglomerates and banks. These two wings - the financial
and non-financial - are moreover closely connected by virtue of bank
ownership or simply as a result of the banks' multiple roles as investors,
creditors and stockbrokers. The two biggest banks account for a majority
of the country's highly diversified banking business, while conglomerates
and other large firms have typically dominated the branches in which
they operate.67

The period between the Yom Kippur War and the stabilization plan
furnished hothouse conditions for growth in the profitability and power
of the big business groups.68 Direct incentives and capital subsidies, cost-
plus procurement contracts, and windfall profits from the government's
practice of lending unlinked money and borrowing linked money all
contributed to an impressive increase in capital accumulation at the apex
of the business sector, despite the dampening effect of economic
stagnation on profitability as a whole. The changing profile of state
expenditure since stabilization which has already been discussed
undoubtedly hurt the profitability of the large banks and
conglomerates.69

No less important, the government's nominal ownership of the
largest banks - the result of the bailout which followed the stock market
collapse of 1983 - offered the reformers an opportunity to force the big
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136 Israel: The Dynamics of Change and Continuity

banks to divest their controlling interests in industrial and service
enterprises. This demand is part of a wider recent tendency for Treasury
officials to place the issues of monopoly power and ownership
concentration on the public policy agenda and to advocate tighter
regulatory inhibitions on big business.70 Together with the inflow of
competing imports discussed in an earlier section, the result has been a
decline in the monopolistic character of the market for manufactured
goods.71

The recent "trust-busting" activities of the state, so alien to its
traditional role of fostering concentration, should not, however, be over-
dramatized. The Treasury's attempts to limit bank ownership of non-
financial firms are only the latest round in a long-running battle, and
some seasoned observers remain unconvinced that this battle will ever be
won.72 There are a number of indications that the status quo is highly
resistant to reform. First, by offering the banks postponements, special
exceptions, tax incentives, and compensatory approved rises in bank fees
and rate spreads, the state has gone to considerable lengths to sweeten
the bitter pill of divestiture.73 Second, even though new local and foreign
private investors have acquired controlling interests in segments of big
business, the existing groups were also strengthened in the 1990s by
opportunities for expansion furnished by some major privatizations and
by boom conditions in construction and infrastructure.74 Third, the top
executives who formerly ran firms in the public and Histadrut sectors
continue to be major players in big business.

While the personal wealth of members of the former managerial
oligarchy and their potential role as capitalists in their own right have
grown substantially, their struggles for control have not always been
crowned with success.75 But internationalization need not threaten the
interests of the local business elite, whether owners or managers. They
are equally likely to utilize it as a resource in struggles for personal and
institutional wealth and power.76 Koor, which came close to bankruptcy
in the 1980s, illustrates the renewed vitality of big business in the era of
globalization. Like other big manufacturing interests, Koor has evidently
benefited from economic trends of the nineties - diversification away
from arms production, penetration of new overseas markets, increased
financial ties with overseas capital, and booming local and global stock
markets.77

Privatization and Deregulation™

The changes that liberalizers seek to effect in the structure of the
economy are, of course, directed not only at stimulating competition but
also at reducing the scope of state ownership of firms and organizations
producing marketable goods and services. Summing up developments in
Israel prior to the mid-1980s, one survey concluded that in this period
"no serious effort was made to privatize public corporations."79 The first
major initiative occurred in 1988, when the cabinet embraced an
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ambitious privatization program drawn up by an international consulting
firm. Yet as in other countries, privatization has been hampered by the
problem of finding a method of sale that would be at once feasible,
politically acceptable, and make a worthwhile addition to the state
treasury, as well as the need to overcome opposition from employees,
executives, and responsible cabinet ministers in corporations targeted for
privatization.

Beginning in 1990 the government budget has included sizable
projected revenues from privatization, but until recently only 15-20
percent of the targeted revenues were actually raised.80 The first few
major sales, based on hastily-concluded deals with local and foreign
investors, netted disappointingly low revenues. Several subsequent
public offerings on the Tel Aviv Stock Exchange were more successful but
this outlet was closed off when the market collapsed in 1994. The Likud-
led government that assumed office following the May 1996 elections
has carried the process much further, most notably by the sale in
September 1997 of the government's controlling stake in the country's
largest bank (Bank Hapoalim) to a consortium of foreign and local
investors. A number of other major privatizations in banking, arms
production, and transportation appear imminent, but could yet run into
obstacles of various kinds.

Deregulation, a second catchword of neoliberal reform programs, has
been carried out at least partially in several areas, notably by the
dismantling of producer boards in agriculture.81 As part of their recent
"trust-busting" frenzy, the authorities have launched specific measures
designed to eliminate monopoly "rents" created by licensing and
rationing mechanisms that were operated by or with the consent of the
state. Current examples include the markets for insurance, pay TV,
overseas and cellular telephony, and taxis. However, insofar as barriers
to entry other than licenses are high (as in most of these examples), the
result is typically an expanded market capable of supporting a few more
large-scale players, rather than the substitution of many small players for
one big one.

By far the most important locus of deregulation in Israel has been the
attempt to roll back the state's domination of what in the past could only
euphemistically be called the "capital market." It will be recalled that
prior to 1985 the state was the dominant source of investment capital;
both reinvestment of undistributed profits and unregulated bank credit
played very limited roles. The disposal of long-term savings (in bonds,
pension funds, and bank savings plans) was heavily regulated in ways
that funneled the lion's share of these assets to the state, with the result
that the stock market played virtually no role in the mobilization of
investment capital for the business sector.

Two different factors account for the state's historic domination of
capital flows. Its ability to acquire extensive foreign gifts, part of which
took the form of donated capital goods or raw materials, naturally
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138 Israel: The Dynamics of Change and Continuity

encouraged the state and its political masters to prefer institutional and
political modes of allocation. Both the state bureaucracy and the
governing party benefited greatly from their resultant ability to directly
steer the course of economic and indeed societal development right
down to the micro level. However, once erected this interventionist bias
proved highly durable even when the state's ability to cover the costs by
foreign gifts and the political profits to be reaped from intervention both
diminished. The 1967 and 1973 wars were turning points after which
the state's commitments grew far beyond its extractive capacities, with
the result that budget deficits and the cost of servicing accumulated
public debt greatly increased.

This fiscal crisis reinforced the state's long-standing preference for
meeting its commitments by pre-empting private savings through
regulations requiring banks, pension funds, and other institutional
investors to automatically convert the bulk of their accumulations into
government securities.82 Under these circumstances the state's
relationship with the big banks became characterized by competition to
attract private savings, as well as by collaboration (the banks were
charged with the profitable tasks of mobilizing funds for the state and
distributing credit on its behalf). The authorities' seeming inattention to
the banks' extensive manipulation of their own share prices in the early
1980s was one of the ways by which the state's economic managers
attempted to handle this mix of competition and collaboration.83

In addition, to protect the state's autonomy in fixing domestic credit
and interest rates, international currency flows and the holding of
foreign currency inside Israel were limited or banned outright. While
most foreign currency controls were removed by the first Likud
government in 1977, it was still necessary to finance a growing deficit
and as a result controls were gradually reinstated.84

As this example demonstrates, lowering fiscal indebtedness was a
necessary condition for capital market deregulation. With the abrupt
ending of hyper-inflation by the stabilization plan in 1985, public sector
costs were reduced and state revenues enhanced. Along with other
elements of the plan (such as large cuts in price subsidies and the partial
de-indexation of wages), these developments virtually wiped out the
domestic budget deficit. Since then, Treasury and Bank of Israel officials
and the responsible cabinet ministers have been committed to ending the
various forms of government regulation of savings and credit and to
easing the local capital market into the international market. The
measures already implemented or decided upon include eliminating
"directed credit" and encouraging businesses to turn instead to banks
and the stock market; and cutting the state's claims on (and obligations
to) pension funds, provident funds, and insurance companies. In
addition, foreign currency flows and holdings have been partially
deregulated, so that while the Israeli shekel is still not fully convertible,
foreign interest rates now exert a stronger influence over local ones.
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That the state today makes a diminished claim on domestic savings, and
that it has devolved the setting of important financial parameters onto the
market, cannot be in doubt. Yet it remains uncertain whether the still
ongoing process of capital market reform will be fully completed.85 As I
have emphasized, the competitiveness of the enlarged capital market is
significantly bounded, especially given the obstacles facing attempts to
limit the role and power of the big banks. On the other hand, both sides
have reason to be satisfied by the partially liberalized status quo. The
Treasury and the Bank of Israel have been at least partly freed of the
necessity of propping up financial institutions and bidding up the cost of
attracting private savings, and are themselves among the potential
beneficiaries of the accessibility of foreign capital markets.

At the same time, the new avenues for raising capital (especially the
stock market) which have been opened up by the state's withdrawal and
deregulation measures have widened the scope for at least the very
largest concerns to lessen their traditional dependency on both the
government and the banks. Yet this enhanced flexibility need not
promote a radical break with past patterns of ownership and control of
business. Companies that "went public" during the stock market boom
of 1992-3 by and large continued to be dominated by the same
individual owners or holders of controlling blocks of shares. Similarly,
the increased role of stock markets - domestic and overseas - in the
1990s has not eliminated either government subsidies or bank credit as
mainstays of investment finance. Reliance on the New York exchanges is
realistic only for big or "hot" enterprises, while the local market is
operated largely by, and to an important extent for the benefit of, the
large banks. It is a testimony to this continued domination that
independent brokers, nonbank financial institutions, and foreign
commercial banks have all made very limited inroads into the market for
financial services, despite facilitating changes in the rules of the game.86

The Labor Market
Liberalization of the labor market merits separate treatment because, as
I emphasized in the historical introduction, the labor market was the
stimulus and original site of many of the most distinctive features of
Israel's political economy. The problem of creating jobs for propertyless
Jewish settlers and insulating them from Arab competition led to the
creation in 1920 of the Histadrut as a unitary, multifunctional,
politicized national labor organization that for more than half a century
played a dominant role in politics, the economy, and social protection.
The problem of generating work for settlers also stimulated the public
and Histadrut economies, where Israel's "bureaucratic sector" took root.
The drive to provide immigrants with jobs and prevent emigration
encouraged a political consensus on the desirability of full employment,
as well as the readiness of successive governments to subsidize an
inefficient business sector provided that jobs were created.
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140 Israel: The Dynamics of Change and Continuity

Given this background, the labor market sphere has generated what
must be judged as perhaps the three most remarkable signs of
contemporary change in Israel's political economy. First, revolutionary
transformations of the structure and rationale of the Histadrut have led
some observers to cast doubt on its continued viability. In the last few
years the labor organization has experienced an internal political
upheaval, massive membership losses, and the paring down of its
mandate to trade union representation. Second, the government has
violated an enduring nationalist taboo by admitting large numbers of
foreign gastarbeiter who have replenished and enlarged Israel's stock of
cheap non-citizen labor. Third, privatization of public and Histadrut-
owned business enterprises accompanied by reduction or "casualization"
of employment, together with diminished activity by the public sector
(including the military) in creating new jobs, have retrenched the
"bureaucratic sector."

It is hard to exaggerate the importance of the Histadrut, prior to the
1990s, in diverse spheres of Israel's political economy: power-brokering
in the Labor Party; shaping the formation of economic and social policy;
monopolizing the national-level representation of labor and centralized
collective bargaining; nominally directing the country's main health fund
and several of its largest financial and industrial enterprises; and leading
an irresistible "distributional coalition" by coordinating the demands of
private and Histadrut business and siding with privileged public sector
workers.87 The decomposition of the Histadrut's complex role-set had
multiple sources, but the most salient (and mutually reinforcing)
developments may be summarized as follows.

1. In 1979, after failing to gain the vital cooperation of the Histadrut for
restrictive wage and economic policies, the Likud government's
Minister of Finance revoked a long-standing arrangement whereby
the Treasury authorized and subsidized the Histadrut's use of its
pension fund accumulations to finance investment by its corporate
affiliates. This act eliminated the principal source of Bank Hapoalim's
leverage over its largest client, the Histadrut economy. Then in 1983
following the bank share collapse Bank Hapoalim suffered major
losses and was effectively nationalized pending privatization. Along
with contraction of military-related demand in Israel and worldwide,
and the effects of deflation, the loss of favorable pension fund
financing also precipitated an acute crisis in Koor, the Histadrut's
flagship conglomerate.

2. In the labor relations sphere, determined employers - including Koor
- embarked on the same road to decentralization and flexibilization
of labor relations followed by their counterparts in other countries.
Preoccupied with rearguard struggles to defend its affiliated pension
funds, health service, and business enterprises, as well as its position
inside the Labor Party, and sensitive primarily to pressures from
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powerful groups of workers who could threaten its representational
monopoly, the Histadrut leadership did little to counter layoffs and
clawbacks in crisis-stricken firms, or the growth of individual
employment contracts, subcontracting, and temporary employment.
Then, partly for conjunctural political reasons and partly with an eye
to obtaining aid for Koor's ailing enterprises, the Histadrut
cooperated with a key element of the 1985 stabilization plan - the
dismantling (albeit incomplete) of wage indexation. This removed the
most significant aspect of its role in countrywide wage negotiations.
In addition, the "framework agreements" hitherto negotiated for the
whole of the business sector between the Histadrut and the
Manufacturers Association were scrapped.88 The combined result of
the twin crises in the Histadrut's economic and labor-representation
roles was that it lost not only economic assets and trade union
legitimacy, but also the ability to pivot an alliance of big labor and big
business against the state.

3. Finally, a long-brewing political crisis inside the labor complex came
to a head in the runup to the 1994 Histadrut elections. Because of its
unpopularity and the pressure on Labor cabinet ministers to prioritize
aid to Histadrut enterprises and services over other policy goals, the
labor organization had become a political liability. A group of
younger liberals who had risen within the Labor Party independently
of (and in conflict with) the old Histadrut-based "machine" openly
articulated this tension. They succeeded in ousting the party-
appointed Histadrut oligarchy, and given the labor organization's
desperate fiscal crisis and the government's unwillingness to bail it
out the result was not only a severing of the traditional political ties
between the Histadrut and the party, but also the selling off of the
Histadrut's business assets, the cessation of its responsibilities for
health care, and consequently its loss of hundreds of thousands of
captive members.89

Current attempts to reformulate a role for the Histadrut as a trade
union and to add roots from below to its corporate and centralized
traditions are best understood as a belated adaptation, almost half a
century after the event itself, to the challenge which statehood presented
to the Histadrut's pre-state mode of operation. In contrast, the presence
of some 200,000 foreign "guest workers" - perhaps one eighth of
business sector employment - poses a stark contradiction to a core
feature of Israel's state tradition, its hostility to the entry of non-Jews
other than for tourist purposes. Following the occupation of the West
Bank and Gaza, in an effort to prevent unrest in the territories and meet
unmet demand for construction and agricultural labor, the government
sanctioned the entry of Palestinian day laborers on a commuter basis. In
the late 1980s and early 1990s, when this flow was disrupted by
Palestinian strikes, Israeli retaliations, and security closures during the
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Intifada, the number of Palestinians employed in Israel remained high
(around 100,000, down by only 20%). But in 1993 security-related
prohibitions were tightened considerably. Over the next two years the
escalating scarcity of Palestinian labor was compensated almost precisely
by increased quotas for "temporary" imported laborers, the largest
contingents originating in Thailand and Romania.90

The scope of the guest worker phenomenon has rapidly outgrown the
problem of substituting for Palestinians, however, and observers agree
that today there are probably as many illegal as legal immigrant laborers
in Israel. Not only is this an indication of internationalization affecting
yet another of Israel's markets, but in consenting to labor importation
and delegating responsibility for its operation to private manpower
companies, the state has yielded capacities that include but go well
beyond its role in regulating the economy. Yet in contrast to other
reforms, Israel's opening to the global market in cheap labor does not
reflect a strategic embrace of liberalization by state elites. The decision
to open the floodgates to foreign labor is the consequence of the state's
contradictory interests. The political economy of Palestinian pacification
- whether under conditions of reconciliation and self-rule, or continuing
Israeli occupation - requires that the Palestinian proletariat be able to
earn a living inside Israel, but the real and perceived threat of terrorism
leads policy in the direction of shutting the Palestinians out.

The third dimension of liberalization of Israel's labor market is the
diminished (although by no means exhausted) role of the state in
furnishing employment. Privatization and deregulation, although
incomplete, have putatively lowered both the scope and the sheltered
quality of employment in public corporations, military industries,
infrastructural monopolies, and the former Histadrut enterprises.
Employment in the public services (health, education, government
administration, etc.) has declined somewhat during the 1990s, and there
has been a pronounced growth of new jobs in the business sector.91 In
particular, industry has responded to the low cost of employing
experienced skilled labor and highly specialized scientists and engineers
from the former Soviet Union.92 The third component of the public
sector is the military, which like public corporations and services has
played a significant role in the past in absorbing excess (Jewish) labor. In
1983 the regular army (including conscripts) and reserve duty together
accounted for over 12 percent of the total (civilian + military) labor
force. By 1995 this proportion had fallen to 8 percent.93

CONCLUSIONS

Israel's political-economic regime is without question in the advanced
throes of policy reforms, institutional shifts, and structural changes that
are at odds with its long record of embedded illiberalism. Although much
of the traditional exceptionalism of the political economy in Israel is
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disappearing before our eyes, three important reservations must be
noted. First, like any rapid major transformation liberalization has not
occurred evenly, consistently, or completely. Second, despite dramatic
reductions in the role of the state, "normalization" of the Histadrut and
the cultural ascendancy of the market, the legacy of Zionist collectivism
persists in many of the practices - and even more, the discourses - that
surround the political economy. Third, the process of liberalization is
indeterminate because of its inherently political nature: it is an occasion
for struggle between winners and losers. The winners seek to exploit the
rhetoric and the institutional tools of liberalization in order to protect
and strengthen their favorable position in the status quo ante, thus
changing both everything and nothing. Backlash from the losers may
retard, limit, or even reverse changes.

These are the reasons why many of our findings have seemed
contradictory. State expenditure is down, but some branches of public
spending persist and even grow. The state has reduced or eliminated its
control of the capital and foreign exchange markets, yet its role in
wooing big multinational corporations, marketing Israeli-made weapons
technology, and subsidizing hi-tech startups has if anything increased. Big
business is still the core of the political economy, but it has been forced
to accept huge cuts in state subsidies and budget-derived profit
opportunities. However, the state has also greatly lowered corporate
taxation and has opened up new opportunities for private mobilization
of capital and entry into foreign markets. While Israel's business elite has
become much more internationally oriented, at least part of this process
seems to reflect its interest in preserving the hyper-concentrated
structure bequeathed by the long era of state patronage.

The literature of political economy teaches us that transitions
between policy regimes are propelled by a combination of endogenous
and exogenous pressures for change: unintended and undesired
consequences of existing policies and institutions accumulate, while
changing external conditions add new opportunities and constraints. A
long-term perspective on contemporary trends reveals that in both the
mid-1960s and the mid-1980s the Israeli state found itself unable to
revive a failing growth model that imposed heavy burdens on the state
itself. In both cases it was no longer possible to resolve the contradictions
by taking advantage of windfalls of imported financial and human
capital. Given a political conjuncture that made it possible to ignore or
even attack entrenched interests, the state responded with radical breaks
from past habits. Its new policies were aimed at shedding economic
obligations to powerful interests and defending its capacities to manage
both the public economy and the wider national economy.

Theoretically, this dialectic fits well with a view of public policy as
grounded in the state's interest in autonomy. When the pendulum swings
and the state becomes burdened by commitments that no longer
empower it vis-a-vis social groups and economic sectors, it may cast off
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these fetters by devolving responsibilities to the market arena. The
apparent paradox of willful liberalization - that states willingly shed
power in order to regain it - makes sense analytically if we recognize the
difference between power as resources and power as autonomy.
Forfeiting resources may be the price which has to be paid for regaining
lost autonomy.94

This perspective sheds light on the origins of radically liberalizing
policy initiatives like Israel's mitun and its current liberalization drive. It
is less helpful in dealing with the question of how durable such policy
realignments are likely to be. After little more than a year, even before
the June 1967 War and its consequences propelled Israel toward a new
political economic regime, the liberalizers of the time encountered
serious difficulties in sustaining recessionary discipline and reaping the
expected harvest of export-led growth.95 However, in the dozen years
that have elapsed since 1985 the structural reforms which were the
subtext of the stabilization plan have been partially and sometimes
haltingly implemented, but incontrovertibly so. Israel's political
economy has changed, in ways that did not seem possible in the past.

To understand how a new regime becomes viable, we need to focus
on the formation of mutually profitable coalitions that link (sectors of)
the state with (sectors of) society.96 Established patterns are unlikely to
be broken for long unless the state's interest in initiating change connects
with compatible interests (or at the very least, encounters a low
probability of resistance) in important power centers outside of the state.
This survey has identified trends during the 1980s and early 1990s that
furnished precisely this condition.

1. The multifaceted political exchange between the Histadrut and the
state - key to the persistence of the collectivist/interventionist bias in
economic policy - was undermined by the Histadrut's decomposition,
which also wore away the common political destiny which had bound
the labor organization and the Labor Party.

2. Several key centers of the "big economy" - the major banks and the
Koor conglomerate - were weakened by serious crises.

3. Globalization offered new opportunities to market, produce, and
finance business activity - opportunities that were greatly enhanced
by free trade agreements on the one hand and the "peace process" on
the other.97

The first two of these developments weakened the capacity of the most
powerful beneficiaries of "excessive state intervention" to resist
retrenchment; the third trend is indicative of a new global strategy for
big business no less profitable than the previous regime. Indeed, the new
turn in state/economy relations opened the way to transforming what
had been vicious circles into virtuous circles. From the state's viewpoint,
its new profile in the economy not only greatly eased fiscal strains,98 but
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also contributed to the new 1990s formula for rapid economic growth
led by the export-oriented hi-tech sector. For big business a slimmer state
meant fewer capital subsidies but also turned out to offer significant
advantages. Privatization offered opportunities for private takeover of
public enterprises and weakened the pressure from the bureaucratic
sector on private sector wages. A smaller state budget led to lower taxes
and a far more open capital market. But the budget has remained big
enough to sustain vigorous state intervention helpful to business,
including absorption of masses of cheap and productive immigrants, and
educational and industrial policies that enhance Israel's edge in
technology and expertise.

The role of the state thus remains crucial even though it is less
obvious. In particular, it remains true that the state's management of the
national conflict continues to impact on the political economy. The state
plays a decisive trail-blazing role for Israel's arms industry, which
remains the world's fifth largest exporter." Perhaps most important of
all, if the state were to turn its back on the peace process then
internationally-oriented business strategies would be hampered and the
military burden on the budget would rise again. Not only the conflict but
another traditional extra-economic state function - its "demographic
interest" - continues to be invested with major economic implications. I
am referring of course to the immigration wave of the early 1990s, on
which liberalization impacted not by ruling out state intervention but by
transforming its instruments. Most of the privileges earmarked for
immigrants have been dispensed as entitlements to financial aid rather
than (as in the past) by bureaucratic allocation of state-provided goods,
services, and exemptions. Similarly, the shift in industrial policy from
blanket subsidies to "picking winners" in hi-tech fields is testimony to
the renewed (albeit "market-conforming") steering capacities of the
state.

The virtuous circles metaphor for the current thrust of relations
between the state and business should not be pushed too far. There is still
ample room for tension between the two sides. In this connection it is
important to recognize that the Treasury performs a dual role, both
orchestrating diminution of the state and attempting to appropriate
some of the benefits of liberalization for the state. In the specific cases of
taxing capital gains on stock-market profits and diminishing the holdings
of the big banks in industrial and service corporations, this "clawback"
dynamic has resulted in sometimes acrimonious and still unsettled
conflicts with big business.100

It is not difficult to imagine other potential threats to the
institutionalization of liberalization. The decline of hitherto protected
industries, shrinkage of the bureaucratic labor market, and the mass
importation of non-Jewish guest workers could all give rise to politically
potent reactions.101 The 1996 elections have already demonstrated that
the losers from liberalization can crystallize into a substantial political
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force, although so far this force has been focused on issues relating to
peace/borders and identity politics. The evident contradiction between
the present government's activist impulses in relation to settlement and
defense and its proclivity for shrinking the economic presence of the
state could end up forcing it to backtrack on liberalization.

In any event, it is by no means obvious that the new growth model is
sustainable, or even that it is entirely new. The developing economic
downturn during 1997 raises the possibility that in the future Israel's
strong economic performance in the 1990s may come to be seen as only
a conjunctural success, a latter-day version of the old-fashioned growth
machine powered by inflows of human and financial capital. Even if the
market-driven and globally anchored growth model envisioned by the
champions of economic liberalization really has taken root, it remains
vulnerable should the collapse of the "peace process" and tension
between the US and Israel cause foreign investors and financial
institutions to revise their favorable view of Israel's economic potential.
In sum, liberalization is real, entails far-reaching changes, and is
supported by a genuine mutuality that bridges the state and business. But
it is still too early to predict how complete and how durable the
transformation of the Israeli political economy will turn out to be.

From the comparative standpoint espoused by this volume, the Israeli
story is similar in essence to trends discernible elsewhere. The state has
inaugurated a series of reforms very much in line with the "Washington
consensus." Major barriers to national integration into international
capital markets have been removed, stimulating cross-border capital
flows and foreign trade. Some large government-owned banks and
businesses have been sold to private owners. Public expenditure, taxes,
and the state's indebtedness have all been markedly reduced.
Deregulation has eliminated important forms of economic guidance and
control by the state, and has eroded the preeminence of some significant
public and private monopolies.

As in other countries, there are also contradictions. To a greater or
lesser extent specific processes of liberalization have been incomplete or
only skin-deep, a testament to the continuing ability of states to retain
nationally distinctive institutions and policy paradigms (albeit within
limits set by global pressures). Israel is also no exception to the rule that
at the ideological level, liberalization has become the sole economic
program favored by all major political parties, yet the employees and
beneficiaries of the welfare state oppose its retrenchment and the mass
public remains much more positive towards state expenditure than the
politicians and their economic advisors. In short, the politics of
liberalization, like the politics of economic policy generally, is rooted in
the conflicting interests of winners and losers; furthermore, these
interests are just as likely to be camouflaged as revealed by the
contenders' ideological positions.

A comparative perspective on liberalization is handicapped by the
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absence of reliable cross-national data against which the relative progress
of state contraction in Israel could be assessed.102 An educated guess is
that, relative to trends in other countries, Israel has gone particularly far
in cutting (non-social) public expenditure and in deregulating the state's
role in capital markets; is around the average with respect to trade and
foreign-currency reforms and privatization; and ranks below the average
in terms of welfare state retrenchment.

A comparative perspective on the dependent variable (how much
liberalization?) is important for defining the puzzle: like other countries,
over the last decade or so Israel has fundamentally altered long-standing
patterns of state/economy relations; but as elsewhere, some elements of
state contraction have been much more marked than others. Immigrant
absorption, settlement over the pre-1967 borders, and aid to outlying
areas within those borders continue to make significant claims on
national resources, as do military commitments that continue to preempt
close to one quarter of government budgets.103 A comparative
perspective on the independent variables (what are the forces that
advance or retard liberalization?) requires that we pay attention to the
continuing distinctiveness of Israel as a settler society with contested
borders and legitimacy. The collectivist economy that was the historical
legacy of Jewish settlement and Arab-Jewish conflict in the pre-state
period is difficult to dismantle precisely because conflict and settlement
continue to shape state commitments.

These issues are of course hotly contested in Israel's political
discourse and practices. Ironically, while both the left and right wings of
the political spectrum favor liberalization, they hold opposed positions
on how to resolve long-standing boundary disputes. The "expansionist"
position requires considerable state activism and funneling of economic
resources to consolidate and defend territory, a requirement patently at
odds with state contraction.104 The right in Israel is also political home
to Jewish social groups whose precarious economic standing would be
deeply threatened by a rollback of Israel's settler-society welfare state
and the triumph of meritocratic individualism.

The left, which in Israel means the "peace camp," holds out the
prospect of further reducing military spending and altogether
eliminating the costs of occupying and settling Palestine, as well as
profitable exploitation of the regional and international economies
formerly blocked by the Arab-Israeli conflict. Yet except for Arab-backed
parties, the left remains committed to continued military strength and
Jewish territorial, demographic, and cultural predominance. It is thus
both unable and unwilling to contemplate an alternative to the active
settler-society state.

The logical option for the left - a "post-Zionist" vision of Israel as a
politically liberal state in the service of (all of) its citizens - is
fundamentally at odds with almost the entire spectrum of Jewish
opinion, both at the elite and the mass levels. It is especially at odds with
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the religious-nationalist ethos of the right, on which the socio-political
standing of the economic losers from liberalization is so dependent. But
both right and left share a commitment to the Zionist consensus. The
triumph of economic liberalization may eventually overpower this
hegemony, unintentionally and perhaps even unconsciously.105 Whatever
the outcome, it is precisely the high and unique stakes involved - for
Israel's identity as well as its political economy - which a comparative
view of liberalization so effectively clarifies.
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World Affairs 39/4 (1995) pp.549-66; A. Retzky, "Peace In the Middle East - What
Does It Really Mean For Israeli Business," Columbia Journal Of World Business 30/3
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99. Israel's rank in arms exports as reported by Israel Radio on 14 Oct. 1997, based on
International Institute of Strategic Studies data. A good example of the state's role in
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documented and analyzed by Yehezkel Lein in a forthcoming MA thesis in the
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reform was the central issue nominally at stake, the deeper source of tension was the
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102. One area in which data are readily available - openness to international trade - is the
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105. Compare the similar argument made by Lustick on the implications of competition
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pp.97-123.

D
o
w
n
l
o
a
d
e
d
 
B
y
:
 
[
H
e
b
r
e
w
 
U
n
i
v
e
r
s
i
t
y
]
 
A
t
:
 
1
9
:
4
6
 
2
7
 
S
e
p
t
e
m
b
e
r
 
2
0
1
0


