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Foreword
This publication presents the OECD country review of small and medium-sized enterprise (SME) and entrepreneurship policy in Israel. It forms part of the programme of work of the OECD’s Working Party on SMEs and Entrepreneurship, served by the Secretariat of the Centre for Entrepreneurship, SMEs and Local Development. The report is part of a series of country reviews of SME and entrepreneurship policies undertaken by the OECD in countries that express an interest in co-operating on an external assessment of their policy challenges. Recently reviewed countries include Canada, Italy, Mexico, Poland, the Russian Federation and Thailand. The present review was requested by the Israeli Small and Medium Business Authority on behalf of the Israeli government.
The country reviews aim to provide a comprehensive assessment of the structure and performance of SME and entrepreneurship activity, the business environment and framework conditions for SMEs and entrepreneurship, the strategic framework and delivery arrangements for policy, national SME and entrepreneurship programmes and the local dimension of the policy. The studies also provide international comparisons of data and policy approaches. They offer specific recommendations for the countries concerned, often illustrated with inspiring practices from other countries. They aim to provide valuable insights to the stakeholders involved in making policy improvements in the reviewed countries and to offer inspiration for policy development in other countries.
The country reviews may include chapters of special relevance to the country concerned, as agreed between the OECD and the participating country. This report includes special chapters on entrepreneurship and SME development in the Arab Israeli minority population and on the development of medium-sized enterprises in Israel. Special chapters in other review reports have focused on issues such as cluster development, women entrepreneurship and policy evaluation.
The methodology for the review studies includes completion of a fact-finding questionnaire by national government authorities on SME and entrepreneurship conditions, policies and programmes, a study mission to the participating country by the OECD Secretariat and international experts, comments on the report by a steering group of OECD Working Party members and stakeholders in the reviewed country, and a peer review of the draft report by government delegates in a regular meeting of the Working Party on SMEs and Entrepreneurship.
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	BASIC STATISTICS OF ISRAEL

	2014, unless otherwise noted; numbers in parentheses refer to OECD average*



	LAND, PEOPLE AND ELECTORAL CYCLE



	Population (million)
	8.2
	
	Population density per km2 
	370.9
	(34.9)

	Under 15 (%)
	28.1
	(18.1)
	Life expectancy (years, 2013)
	82.1
	(80.5)

	Over 65 (%)
	10.9
	(16.0)
	Men
	80.3
	(77.8)

	Foreign-born (%, 2013)
	22.6
	
	Women
	83.9
	(83.1)

	Population groups
	
	
	Population of largest cities
	
	

	Jewish (%)
	75.0
	
	Jerusalem
	849 800
	

	Arab (%)
	20.7
	
	Tel-Aviv Yafo
	426 100
	

	Other (%)
	4.3
	
	Haifa
	277 100
	

	Latest 5-year average growth (%)
	1.8
	(0.6)
	Latest general election
	March 2015





	ECONOMY




	Gross domestic product (GDP)
	
	
	Value added shares (%)
	
	

	In current prices (billion USD)
	306.2
	
	Primary sector
	1.3
	(2.6)

	In current prices (billion NIS)
	1 093.7
	
	Industry including construction
	22.1
	(26.6)

	Latest 5-year average real growth (%)
	3.8
	(1.9)
	Services
	76.6
	(70.8)

	Per capita (000 USD PPP)
	33.3
	(39.0)
	
	
	





	GENERAL GOVERNMENT
Per cent of GDP



	Expenditurea
	41.2
	(41.9)
	Gross financial debta
	67.1
	(115.2)

	Revenue
	37.7
	(38.8)
	Net financial debt (2013)
	62.5
	(73.6)




	EXTERNAL ACCOUNTS




	Exchange rate (NIS per USD)
	3.571
	
	Main exports (% of total merchandise exports)
	
	

	PPP exchange rate (United States of America (USA) = 1)
	4.006
	
	Manufactured goods
	34.9
	

	In per cent of GDP 
	
	
	Chemicals and related products, n.e.s.
	26.2
	

	Exports of goods and services
	32.3
	(53.8)
	Machinery and transport equipment
	24
	

	Imports of goods and services
	30.6
	(49.8)
	Main imports (% of total merchandise imports)
	
	

	Current account balance
	3.7
	(0.02)
	Machinery and transport equipment
	29.2
	

	Net international investment position
	21.3
	
	Manufactured goods
	22.8
	

	
	
	
	Mineral fuels, lubricants and related materials
	17.6
	





	LABOUR MARKET, SKILLS AND INNOVATION





	Employment rate for 15-64 year-olds (%)
	67.9
	(65.7)
	Unemployment rate, Labour Force Survey (age 15 and over) (%)
	5.9
	(7.3)

	Men
	71.5
	(73.6)
	Youth (age 15-24, %)
	10.5
	(15.1)

	Women
	64.2
	(57.9)
	Long-term unemployed (1 year and over, %)
	0.5
	(2.5)

	Participation rate for 15-64 year-olds (%)
	72.2
	(71.2)
	Tertiary educational attainment 25-64 year-olds (%, 2013)
	48.5
	(33.5)

	Average hours worked per year
	1853
	(1770)
	Gross domestic expenditure on Research and Development (R&D) (% of GDP, 2012)
	4.2
	(2.4)

	Note: The statistical data for Israel are supplied by and under the responsibility of the relevant Israeli authorities. The use of such data by the OECD is without prejudice to the status of the Golan Heights, East Jerusalem and Israeli settlements in the West Bank under the terms of international law. 

	* OECD average of latest available data is calculated where data exist for at least 29member countries.

	a. 2013 for the OECD aggregate. 

	b. 2012 for the OECD aggregate. 

	c. 2011 for the OECD aggregate.

	Source: OECD (2015), “Country statistical profile: Israel”, Country statistical profiles: Key tables from OECD, http://dx.doi.org/10.1787/csp-isr-table-2015-2-en and Central Bureau of Statistics of Israel (2015), Israel in Figures 2015.




Executive summary
Israel is one of the most successful economies in the world for technology-based enterprises, which account for approximately 10% of business sector employment. Israel has great foundations in fields such as Information and Communications Technologies (ICT) and biotechnologies, in which productivity, business start-up rates and high-growth entrepreneurship rates are all very high, reflecting some exceptionally strong framework conditions for high-technology industries. Israel has the largest share of early-stage and seed venture capital funding in GDP of OECD countries, a rate of adult participation in tertiary education that is fully 16 percentage points above the OECD average, the second highest ratio of R&D expenditure to GDP in the OECD and a large base of R&D-based inward foreign direct investments.
Alongside this high-technology success story there is a second economy consisting of SMEs and entrepreneurs operating in traditional sectors. These businesses and entrepreneurs are largely detached from the high-technology economy and in general do not enjoy the same high profile successes. While being extremely important in terms of numbers of jobs and contribution to value added, the productivity levels of typical Israeli SMEs are low compared with SMEs in other OECD countries, and most traditional SMEs do not engage in any innovation. There is also a productivity gap between medium-sized and large enterprises in manufacturing, which is larger than in most other OECD countries. The scale of informal entrepreneurship is high and Israeli women and Arab Israelis lag behind in high-value added entrepreneurship.
This report examines how government policies and programmes in Israel can start to address this dual economy challenge and harness the potential of SMEs and entrepreneurship for broader economic and social development.
Key findings
One of the remarkable strengths of SME and entrepreneurship activity in Israel over the medium-term has been its high rate of nascent entrepreneurship and new business ownership. In recent years, Israel’s stock of businesses has grown considerably, as business births have exceeded business deaths at a rate of approximately 3%per year. On the other hand, the growth has been weighted to lower value-added sectors such as construction and transport, and more needs to be done to raise rates of start-up success and SME productivity and innovation.
Among the strengths of the business environment for SMEs and entrepreneurship in Israel are the country’s strong recent economic growth, a flexible labour market, relatively low taxation and low administrative burdens for business start-up. On the other hand, a complex system of business licenses and permits, product market regulation constraints, and a lack of systematic entrepreneurship education hold back SME growth. Furthermore, innovation policy is mainly oriented to R&D support rather than broad innovation, tertiary education is favoured over vocational education, and whereas risk capital for technology projects is relatively abundant, debt finance for traditional SMEs is constrained.
The Small and Medium Business Agency (SMBA) is the government’s core agency for SME and entrepreneurship development. It plays an important role in strengthening business development services, access to finance, and guiding government regulation decisions for SMEs. However, the SMBA lacks some common supports that could help it co-ordinate and prioritise policy across government. It has no national SME and entrepreneurship policy strategy to refer to, no inter-ministerial SME and entrepreneurship policy co-ordination body, and few multi-annual budgets.
National government operates many successful programmes for SME financing, innovation, and exporting although there a few specific additional niche interventions that would be merited in these areas. Large strides have also been made in access to loan finance through the merger of three previous government-guaranteed loan funds into the Small and Medium Business Fund. Significant progress has also been made in business management advice through a new network of MAOF business centres. On the other hand, there are gaps in provision for SME workforce skills development, targeted public procurement, and support for social target groups. Furthermore, the resources for business management advice for non-high technology SMEs are well below those earmarked for technology support.
Although national government is the main player in SME and entrepreneurship policy in Israel, local authorities also have a role to play by ensuring an effective permit and licensing system and the availability of land and premises. They are often constrained in these tasks by small budgets and professional staffing capacities as well as by limited inter-municipality co-operations. More could also be done for the promotion of locally-specific supply chains and clusters by national enterprise and regional policies.
The Minorities Economic Development Authority (MEDA) is leading an impressive range of projects and programmes for the Arab Israeli minority population, which will be boosted by the implementation of the government-wide economic development plan for the Arab sector for 2016-20. These interventions should focus on improving finance, skills and premises in order to support Arab SME growth and diversification.
A further policy priority should be to address the productivity lag of traditional Israeli medium-sized manufacturing enterprises. A multi-pronged approach is needed for this group of firms that combines actions for workforce skills development, improving management skills and practices, access to finance, supply chain development, targeted public procurement and innovation.

Key recommendations
The report makes many detailed recommendations on how the Israeli government can pursue this agenda. Key recommended actions include the following:
	Increase programme support such as innovation and consultancy for productivity growth in SMEs operating in traditional non-technology sectors.

	Prepare a national SME and entrepreneurship strategic policy document.

	Create new structures for SME and entrepreneurship policy development and co-ordination across government.

	Create a national entrepreneurship education strategy and expand support for workforce development in SMEs.

	Provide capacity-building support to local authorities on regulations, procurement policy, and site and premises development and encourage the creation of distinct local clusters and supply chains.

	Boost financing, property and management capability support for Arab-owned businesses.

	Develop a dedicated package of workforce skills, management development, investment facilitation, innovation and supplier development programmes for medium-sized enterprises.






Chapter 1. Assessment and Recommendations1


This chapter summarises the main findings of the OECD’s review of SME and entrepreneurship policies in Israel. It identifies high start-up rates and a successful high technology sector but low productivity and innovation in traditional SMEs and uneven participation in entrepreneurship across social groups. Policy challenges and recommendations are presented on improving the business environment, the strategic framework for policy, national SME and entrepreneurship programmes, the local SME and entrepreneurship policies, SMEs and entrepreneurship in the Arab Israeli population, and strengthening medium-sized enterprises.




1. SME and entrepreneurship structure and performance

SMEs play an important role in the economy

SMEs are of great importance to the Israeli economy (OECD, 2015a). SMEs account for 99.8% of all employer businesses in Israel, 68.7% of the business sector workforce (Figure 1.1) and 62.3% of business economy value added. Both medium-sized (50-249 employees) and small businesses (10-49) contribute larger shares of business numbers, employment and value added to the business economy than the OECD average. On the other hand, micro businesses numbers and employment are slightly lower than the OECD average, although micro firms in Israel still contribute more than the OECD average to business sector value added.



Figure 1.1. Employment by enterprise class size, total business economy, 2012 or latest available year

Percentage of total employment

[image: graphic]Note: Countries are presented in descending order, from the country where the SME sector as a whole (up to 249 employees) accounts for the largest share of national employment to the country where it explains the smallest share. All countries present information using the enterprise as the statistical unit except Korea and Mexico which use establishment. For Canada and the United States, data do not include non-employer enterprises. Data for Korea include financial services. Different size classes apply to Australia (1-19; 20-199; 200+), Korea (1-9; 10-49; 50-299; 300+), Mexico (1-10; 11-50; 51-250; 251+), Turkey (1-19; 20-49; 50-249; 250+).

Source: OECD based on OECD (2015a), Entrepreneurship at a Glance 2015, OECD Publishing, Paris.

StatLink  http://dx.doi.org/10.1787/888933421241



Israel boasts strong entrepreneurship intentions and start up rates, but gaps in capabilities

One in ten Israeli working age adults report being actively engaged in early-stage entrepreneurial activity, which compares favourably on an international basis (Figure 1.2). Furthermore, nearly one-quarter of Israelis express the intention to set up a business within the next three years. This is the third-highest value among the OECD countries for which data are available, and double that of other entrepreneurial economies such as Ireland and the United States.



Figure 1.2. Total early stage entrepreneurial activity rate across OECD countries, 2013

Percentage of adult population (18-64 years old)

[image: graphic]Note: TEA rate: Percentage of 18-64 population who are either a nascent entrepreneur (i.e. actively involved in setting up a business he/she will own or co-own; this business has not paid salaries, wages, or any other payments to the owners for more than three months) or owner-manager of a new business (i.e. owning and managing a running business that has paid salaries, wages, or any other payments to the owners for more than three months, but not more than 42 months).

Source: OECD based on the Global Entrepreneurship Monitor (GEM) database, www.gemconsortium.org/key-indicators.

StatLink  http://dx.doi.org/10.1787/888933421253



However, only 36% of working age Israeli adults consider that they have the right skills and knowledge to succeed in business, and more than one-half of those who can identify existing opportunities for business creation report that “fear of failure” could prevent them from taking concrete steps towards establishing an enterprise.

Israel has a growing stock of businesses but weak business dynamics

During 2004-11, the number of businesses grew by an annual average of 3%, resulting in growth of one-quarter in the stock of businesses (Figure 1.3). This reflects a high rate of business creation in the Israeli economy at the same time as business deaths have been low. Furthermore, Israel ranks among the best performers in the OECD area in generating high-impact SMEs in services sectors (OECD, 2015a). Approximately 4.5% of service sector firms were high-growth SMEs in 2012 and 2% were gazelles. On the other hand, Israel generates fewer high-impact SMEs in manufacturing than many benchmark OECD countries.



Figure 1.3. Number of enterprises in Israel, 2004-11

Absolute numbers and annual percentage growth rate

[image: graphic]Note: Data also include non-employer firms.

Source: OECD based on CBS (2013), Business Demography: A Collection of Statistical Data from the Business Register: 2003-2011, Publication No. 1541, Jerusalem.

StatLink  http://dx.doi.org/10.1787/888933421269



Although Israel has a high business birth rate, its rate of entrepreneurial churn (i.e. the sum of business births and deaths) is more modest (Figure 1.4). This reflects low business death rates and a significant excess of business births over business deaths. It is leading to healthy growth in the enterprise stock. In the long-term, however, attention will need to be paid to whether low business deaths becomes a burden to the entry of new firms, the growth of young firms and the increase of SME productivity. This could occur if policy provides excessive protection of incumbent firms. Attention also needs to be paid to the quality of start-ups, since recent growth in business numbers has been weighted to lower value added sectors such as construction and transport. Furthermore, Israel has a large informal enterprise sector, which is estimated at 22% of national GDP (Schneider, undated; Schneider, Buehn and Montenegro, 2010).



Figure 1.4. Annual employer enterprise birth rates, death rates and churn rates across selected countries and Israel, 2012 or latest available year

Percentage of employer enterprises

[image: graphic]Note: The business churn rate is the sum of the business birth rate and the business death rate.

Source: OECD based on OECD (2015a), Entrepreneurship at a Glance 2015, OECD Publishing, Paris.

StatLink  http://dx.doi.org/10.1787/888933421273



There is scope to strengthen SME innovation and productivity

Israeli SMEs account for 42% of the value of national exports, which is a significant share compared with other OECD countries (OECD, 2014a). Nonetheless, only 15% of SMEs are currently involved in exporting, which suggests that there is a large latent pool of new exporters in the SME sector. Furthermore, Israeli SME innovation rates are not high by international comparison, despite the great success of Israeli high-technology industry. The share of national business expenditure on R&D undertaken by SMEs (27%) is below the OECD average. Moreover, less than one-half of Israeli SMEs engage in any form of innovation, whether technological or non-technological, and a relatively small proportion of Israeli SMEs combine both technological and non-technological innovation (Figure 1.5). This suggests the need for work to build up the innovation capability of existing non-high technology SMEs in Israel.



Figure 1.5. Innovation in SMEs by type of innovation and compared to large firms (total), 2010-12

Percentage of all SMEs and large firms covered by national innovation surveys

[image: graphic]Note: International comparability may be limited due to differences in innovation survey methodologies and country-specific response patterns.

Source: OECD based on OECD (2015b), OECD Science, Technology and Industry Scoreboard 2015, OECD Publishing, Paris.

StatLink  http://dx.doi.org/10.1787/888933421283



There is a major gap in productivity levels between SMEs and large firms in manufacturing, which is greater than many other OECD countries (Figure 1.6). The productivity gap is particularly large compared with other countries for firms of 20‐49 employees. There is not a similar gap in productivity between SMEs and large firms in services industries. The productivity gap is likely to reflect both low capital investment and a large gap to the technological frontier in manufacturing SMEs. This requires interventions in a range of areas, including improving access to long-term investment finance, improving workforce training, strengthening management skills and supporting innovation and market expansion.



Figure 1.6. Labour productivity in manufacturing by business size class and sector, 2012 or latest available year

Percentage of labour productivity in large firms (250+ = 100)

[image: graphic]Note: Labour productivity is measured as the current price, gross value added per person employed. For comparison purposes, data are presented for each country as percentage of labour productivity in large firms (i.e. index 250+ = 100). Financial services activities are not included in the services sector. Data are presented in descending order from the country where the gap between mid-sized (50-249) and large firms (250+) is the smallest.

Source: OECD, based on OECD (2015a), Entrepreneurship at a Glance 2015, OECD Publishing, Paris.

StatLink  http://dx.doi.org/10.1787/888933421292



Youth entrepreneurship is healthy, but there are entrepreneurship inequalities for women, seniors, recent immigrants and Arab Israeli entrepreneurs

The total early-stage entrepreneurship activity rate of young people of 25-34 years old was above that of the adult population in 2010 (20% for young men and 12% for young women), indicating positive conditions for youth entrepreneurship. However, across all working ages, Israeli women were less than half as likely as Israeli men to set up or run a new business in 2013 (OECD, 2015a). This is the second-largest gender gap among OECD members. Women were also less likely than men to set up businesses that grow. One of the issues is a gap in perceived capabilities for entrepreneurship; only 29% of Israeli women report having the necessary skills and competences compared with 49% of Israeli men (Menipaz et al., 2011).

There are also important variations by ethnic community (Table 1.1). The total early-stage entrepreneurial activity rate is highest among Israeli Arabs (6.9%), followed by Israeli Jews (5.7%) and Russian immigrant Jews (3.5%). However, only 8% of Arab Israelis involved in starting or running a new business expect to employ at least five workers within five years, compared to 15% of Israeli Jews and 25% of Russian Jewish immigrants. Furthermore, the rate of self-employment in Israel’s senior population is far below the corresponding levels in most other OECD member countries OECD (2013a). 


	
Table 1.1. Total early-stage entrepreneurial activity by ethnic background, 2009-10


	Percentage values of adult population (18-64) in each group



	2009

	2010

	2009-10 (unweighted average)





	Israeli Jews

	6.3

	5

	5.7




	Male

	8.2

	7.9

	8.1




	Female 

	4.6

	2.6

	3.6




	Arab Israelis 

	7.3

	6.5

	6.9




	Male

	9.4

	6.5

	8.0




	Female 

	4.9

	6.5

	5.7




	Russian Jewish immigrants

	4.2

	2.8

	3.5




	Male

	5.8

	3.3

	4.6




	Female 

	1.8

	2.4

	2.1




	Israel (total mean)

	6.1

	5

	5.6




	Source: OECD based on Menipaz, E. et al. (2011), GEM 2010 Israel National Entrepreneurship Report, Ben Gurion University of the Nagev, Beer Sheva, www.gemconsortium.org/docs/2290/gem-israel-2010-report.


	StatLink  http://dx.doi.org/10.1787/888933421358






Key recommendations on SME and entrepreneurship performance


	Adopt measures aimed at increasing the sustainability and growth of small businesses and young businesses.


	Take measures to increase the innovation activities of the bulk of SMEs in services and traditional non-R&D based manufacturing.


	Increase policy attention to productivity upgrading in medium-sized manufacturing enterprises.


	Reduce the scale of the informal economy through a review of tax and regulatory measures that may discourage formality.


	Expand entrepreneurship training for new and potential entrepreneurs, particularly among under-represented groups in growth-oriented entrepreneurship, including women, seniors, recent immigrants and Arab Israelis.










2. Business environment and framework conditions

Domestic macroeconomic conditions are favourable

Business creation and the growth of the SME stock have been supported by favourable macroeconomic conditions in Israel over the last ten years, including rapid economic growth, macroeconomic stability and labour market flexibility. However, the labour market participation of Ultraorthodox Jewish men and Arab Israeli women is low, and Israeli labour productivity levels and growth have lagged behind those of the EU countries and the United States.

Aspects of the regulatory environment remain restrictive for business creation and SME development

The administration required to start a business is relatively simple in Israel. However, other aspects of business regulation remain difficult despite recent legislative reforms. For example, the system of business licensing and permits administered by municipalities is complex, as is the administration of the tax system. SMBA is playing an important role in regulatory simplification by advising the government on the impact of new legislation on SMEs and new businesses. This has so far been carried out through informal consultation with private sector business associations and chambers of commerce. Nonetheless, the use of more rigorous methodologies such as the Standard Cost Model could enable a better estimate of the impact of legislation. Product market regulation is also very restrictive in Israel relative to most other OECD countries (Figure 1.7). State control in the economy is relatively high, and large firms have significant opportunities to exercise market power. This creates a barrier to the entry and growth of SMEs.



Figure 1.7. Product market regulations across OECD countries, 2003 and 2013

From 0 (least restrictive) to 6 (most restrictive)

[image: graphic]Note: For Israel, data refer to 2013 and 2008. The OECD Indicators of Product Market Regulation (PMR) are a comprehensive and internationally-comparable set of indicators that measure the degree to which policies promote or inhibit competition. These indicators cover formal regulations in the following areas: state control of the economy; legal and administrative barriers to entrepreneurship; barriers to international trade and investment. For further information: www.oecd.org/eco/growth/indicatorsofproductmarketregulation homepage.htm#indicators. 

Source: OECD Product Market Regulation (PMR) Database.

StatLink  http://dx.doi.org/10.1787/888933421301



High participation in tertiary education co-exists with weak vocational and entrepreneurship skills

Some 49% of adults had participated in tertiary education in 2014, 16 percentage points above the OECD average. The high proportion of highly-skilled workers is one of the major assets underpinning Israel’s strong high-technology performance. At the same time, however, graduate employment in SMEs is limited by the lack of demand from SMEs. In addition, there are weaknesses in the vocational education system, which is poorly attended and mainly classroom (rather than enterprise) based. These are exacerbated by poor learning outcomes in secondary education. For example, the performance of Israeli upper-secondary level students on OECD Programme of International Student Assessment (PISA) tests is below the OECD average (Figure 1.8).



Figure 1.8. Israeli student performance in mathematics, science, reading and financial literacy, 2012

Mean scores

[image: graphic]Note: Data on financial literacy are only available for 13 OECD countries.

Source: OECD based on OECD (2013b), PISA 2012 Assessment and Analytical Framework: Mathematics, Reading, Science, Problem Solving and Financial Literacy, OECD Publishing, Paris.

StatLink  http://dx.doi.org/10.1787/888933421312



There are several examples of good practice in entrepreneurship education at the primary, secondary and tertiary levels in Israel, but the initiatives are not mainstreamed. For example, only one-half of Higher Education Institutions (HEI) offer entrepreneurship education to undergraduates. Moreover, entrepreneurship is usually an optional rather than a compulsory subject. Israel has no national entrepreneurship education strategy unlike some OECD countries such as Finland, Sweden and Spain (European Commission/EACEA/Eurydice, 2016; European Commission, 2014).

Israel’s innovation system is strong, but weighted to R&D

Israel had the highest proportion of researchers in relation to total employment among OECD countries in 2013 (OECD, 2015b). Furthermore, its R&D expenditure amounted to 3.9% of national GDP, the second highest value among OECD countries. More than 80% of this is business expenditure on R&D (Figure 1.9) and as much as 7% of higher education R&D is financed by industry. However, public subsidies for innovation are strongly focused on R&D activities, with less support for non-technological innovation in SMEs.



Figure 1.9. R&D expenditure by performing sector, 2013

Percentage of gross domestic expenditures on GDP

[image: graphic]Source: OECD based on OECD (2015b), OECD Science, Technology and Industry Scoreboard 2015, OECD Publishing, Paris.
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Israel boasts a very strong equity market, but gaps in loan finance persist

The share of venture capital investment in GDP in Israel is the largest in the OECD area, and is more strongly weighted towards seed and early-stage investment stages than in most other countries (Figure 1.10). This makes for an exceptional flow of seed and early-stage investment to technology-based start-ups, although angel investment is still relatively limited in Israel. On the other hand, the typical SME reports problems in obtaining credit. The ratio of bank credit to bank deposits is much smaller for SMEs than for larger firms (OECD, 2014b). Furthermore, the terms of bank credit for SMEs are relatively unfavourable given a relatively large interest rate spread between SMEs and large firms and limited availability of longer term loans (OECD, 2016). One of the causes is that 95% of total bank credit is supplied by the five largest banks. Competition is held back by restrictive regulations, such as on procedures to change banks, establishment of new bank and non-bank financial institutions, and sharing of credit information on customers. Recent government measures have been taken to address this issue, including streamlined procedures for customers to change bank accounts and a legal framework for the establishment of credit unions and online banking. However, other mooted measures have not yet been adopted, such as opening up small business lending to insurance companies and pension funds and treating the smallest businesses as retail customers.



Figure 1.10. Top ten OECD countries for venture capital investments, 2014

Percentage of GDP

[image: graphic]Source: OECD (2015a), Entrepreneurship at a Glance 2015, OECD Publishing, Paris.
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The tax environment is favourable, particularly for large, R&D-intensive companies

Israel’s corporate income tax rate stands at 26.5%. This is a relatively high headline rate, although the overall tax burden on SMEs and entrepreneurship is mitigated by low personal income taxation. There are extensive subsidies on corporate income tax for export-oriented companies, R&D-based companies and companies located in priority regions, which are accessed disproportionately by large, high-technology companies. The typical SME therefore bears some of the burden of tax relief for high-technology activities, which may discourage growth and encourage informality. Furthermore, there may be significant tax subsidisation of activities that would in any case go ahead (OECD, 2013c). A redistribution of some of these tax expenditures towards more direct support for broader-based innovation in typical SMEs would enable better targeting of public resources to where impacts are greatest.

Inward foreign direct investment is weighted to R&D in ICT

Israel performs well in attracting inward foreign direct investment (FDI), but it is highly concentrated. For example, of the 489 foreign affiliates in Israel at the end of 2009, 286 were ICT (Information and Communications Technologies) R&D centres for larger parent companies. The narrow sector spread of inward FDI limits the opportunities for positive spill overs for market and technology development across the economy as a whole. In addition, a significant proportion of FDI involves small-value acquisitions of Israeli companies (Aahroni, 2009). There is therefore a possibility that some promising high-technology start-ups may be being sold prematurely.


Key recommendations on business environment and framework conditions for SMEs and entrepreneurship


	Strengthen product market competition by rapid implementation of the 2013 Concentration Law and granting more powers to the Anti-Trust Authority, including the ability to apply financial sanctions to companies abusing their market power.


	Simplify the business licensing and permit system through increased monitoring by SMBA of difficulties SMEs and entrepreneurs face with permits and licenses and communication to the relevant authorities, digitalisation of the business license and permit system, and creation of a national online portal that provides comprehensive information on licensing and permit requirements across the country.


	Strengthen Regulatory Impact Assessment (RIA) of new legislation affecting SMEs and entrepreneurship by SMBA by replacing informal consultations with business associations with more rigorous RIA methodologies such as the Standard Cost Model.


	Improve bridging between the supply of higher education graduates and their employment in SMEs by increasing SME participation in curriculum design, teaching and student placements, and providing support for upgrading productivity and management practices in SMEs to increase their demand for higher skilled workers.


	Strengthen the capacity of the Vocational Education and Training (VET) system to supply appropriately skilled workers to SMEs by increasing the share of work-based learning in SMEs (including apprenticeships, work placements and internships) as part of VET studies, experimenting with new approaches to involving employers in VET programme design and take up, experimenting with “associate degree” qualifications, developing a better labour market information system to identify industry skill needs, and promoting national training standards for VET teaching. This could all be part of a national VET strategy jointly designed by the government and industry leaders.


	Introduce a national entrepreneurship education strategy that makes entrepreneurship a mandatory and integral part of the curriculum. To support this effort, develop steering documents (e.g. curricula and syllabi) and evaluation plans, provide training and incentives to entrepreneurship teachers, and develop an online web portal offering guidelines, information and teaching resources for entrepreneurship education.


	Broaden the targeting of government expenditures on business innovation to cover more non R&D expenditures and support greater numbers of SMEs, including in low-technology manufacturing.


	Reinforce competition in the banking sector by offering training to qualified financial or economic organisations interested in setting up credit unions and by fully implementing the recommendations of the National Committee to Increase the Competitiveness of the Banking Sector (in particular easing access to loans by very small businesses by applying regulations for retail loans rather than business loans).


	Amend regulations to enable disclosure of positive credit history information...
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