SPECIAL SPONSORED SECTION

Israel’s Growing Pains

Despite robust growth through industrial advances,
inbound investment remains the name of the game.

hile Israel’s economy is slowing

down a bit from its breakneck

pace in 2015, business still re-

mains strong, with continued in-

terest by strategic investors and
joint venture partners in innovative Israeli companies,
Israeli lawyers report.

“In the technology world, we have already seen
almost half a dozen substantial exits, including sales
of companies to Oracle and Cisco in the first two
months of 2016,” says Barry Levenfeld, a partner at
Yigal Arnon & Co. “Certainty finally appears to be
just around the corner for the natural gas regulations,
unemployment is down, and the forecast, although not
as rosy as 2015, remains strong. China has become a
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key player in inbound investment, and not just in tech-
nology, and we expect that trend to continue.”

Joey Shabot, partner and sharcholder at Greenberg
Traurig P.A., adds that in addition to Chinese invest-
ment, Israel is also seeing inbound capital flowing
from Japanese and Latin American investors. “Israelis
are as open as ever to doing business with the world
and the Israeli government is continuing to take steps
to encourage research and development (R&D) and
inbound investment.”

Historically low borrowing rates are helping Isra-
el’s economy maintain a decent momentum in 2016.
“Low interest rates cause institutional investors and
investment funds to pursue alternative Investments
from the one side, and the companies to pursue new



opportunities, both business development and capital
raising,” says Yoav Caspi, a partner at AYR—Amar,
Reiter, Jeanne, Shochatovitch & Co., adding that
“Israeli law is in an ongoing process of improving and
tightening, which may keep investors away due to cer-
tain uncertainty, but as well, improves their position
by protecting their investments and by outline a stan-
dard of business behavior.”

However, despite the pizzazz of high-profile exits
from the technology sector, and private equity funds
and global technology giants’ perpetual angling for
the next big thing in Israeli technology, sluggish fun-
damental growth is cause for concern, says Hanan
Haviv, head of Herzog Fox & Neeman’s technology
practice. “Although GDP continues to grow, the pace
of growth is slower than previously expected,” he says.
“The Bank of Israel projected in its last report that the
GDP would grow at the rate of 2.6% in 2015, instead of
the projected growth of 3.0%, and 3.3% in 2016, down
from 3.7% previously projected.”

Despite significant success in the Israeli technology
sector, a recent report of the Ministry of Finance found
that since 2010, the pace at which the technology sector
has grown is only half the pace of the growth in the
overall market. “Despite Israel’s highly educated and
motivated workforce, the lack of a sufficient number of
skilled employees remains a challenge facing the tech-
nology sector,” Haviv says. “Nevertheless, despite this
challenge, Israel remains an important research and
development center for many of the world’s leading
multinational companies.”

OUTBOUND INVESTMENT

A positive development over the last few years has
been the rise in outbound investment from Israel. This
trend is particularly evident in sectors such as real
estate and gaming, and to some extent also in tech-
nology, Haviv says. The forces that drive this trend
are different in each sector. For example, the limited
number of opportunities in real estate in Israel, and
the local regulatory regime for gaming, have forced
Israeli entrepreneurs to look overseas.

Increasingly, Israel’s technology sector has used
acquisitions as part of its growth strategy, although
Israel is still primarily an inbound investment desti-
nation, and will likely remain so for the foreseeable
future. “What is particularly interesting in the tech-
nology sector is that in a significant portion of the
transactions where an Israeli company is the acquirer,
the target is also an Isracli company,” Haviv says.
“The fact that Israeli tech companies are making
acquisitions, both in Israel and overseas, rather than
pursuing an early exit, is a welcome sign of maturity
for the Israeli technology sector.”

However, inbound investment remains by far
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greater than outbound, and there are obvious reasons
for this, says Levenfeld. “Israel is small and far away
from its natural markets, and the odds are stacked
against an Israel-based firm being a world power, gob-
bling up companies outside of Israel,” he says. “There
are notable exceptions, such as Teva, Amdocs, Check-
point and Tower, and some more recent companies like

“Israeli law is in an ongoing
process of improving and
tightening, which may keep
investors away due to certain

uncertainty, but as well, improves

their position by protecting their
investments and by outline a
standard of business behavior.”

—YOAV CASPI, AYR

Mellanox and Mobileye, but while outbound invest-
ment may be increasing, inbound investment is still the
name of the game.”

Indeed, the majority of Israeli businesses are still
focused on grooming themselves to be acquisition tar-
gets, adds Shabot. “Even those Israeli businesses that
have a strategy of remaining independent, are not
especially acquisitive,” again, with some significant
exceptions, especially in the homeland defense and
security markets.

One exception to this rule is an increasing number
of outbound real estate transactions. Israeli pension
and insurance funds continue to aggressively invest in
U.S. and European commercial and residential real
estate, closing several billion dollars in deals in the last
year. “The outsized assets under management of Israeli
institutions practically forces them to look outside of
Israel, and they tend to favor real estate investments,”
Shabot says.

“Outbound individual and corporate-level invest-
ment in foreign real estate is an area to observe,” agrees
Jan Wimpfheimer, a partner at Schwell Wimpfheimer
& Associates. “I expect to see growth in this area in the
coming year.”

The largest recent inbound M&A deals include
China's Bright Food Group’s $1.75 billion acquisition
of a 56.7% stake in Tnuva; the $1.25 billion acquisition
of Fundtech by Canada's D+H; and the $929 million
acquisition of Valtech by Heartware. Smaller but still
significant, Sichuan Hebang acquired a controlling
interest of the Stockton Group, a transaction valued at
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$180 million; Pro-Quest acquired Ex-Libris for $500
million; and the Intercontinental Exchange Group
acquired SuperDerivatives for $350 million.

By comparison, the largest recent outbound deals
include Bezeq’s purchase of the remaining 50.2% of
DBS Satellite Services Ltd. (Yes) from Eurocom Com-
munications Ltd. for $571.3 million; Teva’s $2.3 bil-
lion acquisition of Mexico’s Rimsa; and Migdal and
Menora’s $500 million acquisition of a portfolio of 22
shopping centers in Dallas and Houston, Texas.

Currently, many of Israel’s largest financial com-
panies are for sale, the driving force being the gov-
ernment’s push to decentralize the financial sector in
Israel. “We will see many transactions in this sector in
the coming years,” Haviv says. “The same will apply
in the natural gas sector, once again driven by the
government’s attempt to introduce competition into a
closely held market.”

To that end, the government is ramping up its
efforts to introduce competition to what was essentially
a duopoly of Israel’s two big banks. “The Competition
Law of 2014 means that any group owning both a sub-
stantial financial entity and a substantial non-financial

“The fact that Israeli tech com-
panies are making acquisitions,
both in Israel and overseas, rather
than pursuing an early exit, is a
welcome sign of maturity for the
Israeli technology sector.”

—HANAN HAVIV, HERZOG FOX & NEEMAN

(real) entity must divest itself of control of one or other
of the corporations involved,” Haviv says.

A major part of his platform has been to ensure that
the big banks sell off their profitable credit card opera-
tions, as well as to increase opportunities for smaller
banks and other financial institutions to penetrate the
credit sector for small business and domestic borrowers.

There have been a few bumps in the road, Shabot
says. Delek Group’s contract to sell the Phoenix Insur-
ance company (at a value of approximately $1 billion)
to China’s Fosun was recently terminated, as a result of
the Israeli insurance regulator’s failure to grant Fosun
regulatory approval. “We do, however, eventually
expect to see divestment transactions resulting from
the mandatory sale regulations, especially in the finan-
cial and energy industries,” he says.

Additionally, the long-expected approval of the
new natural gas regulations is likely to spur financing
activity to develop Israel’s recently discovered tremen-
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dous offshore gas fields, Levenfeld says. In response to
popular protest, “the government has shown similar—
though often erratic—resolve to introduce competi-
tion into the natural gas sector, requiring the current
monopoly players to sell off significant interests in their
offshore Mediterranean gas finds,” Haviv adds.

Each of these different initiatives will generate sig-
nificant M&A activity with the buyers almost inevi-
tably, coming from overseas. “There are few Israeli
buyers capable of acquiring any of the large corpora-
tions or enterprises that will have to be sold off, and
the Israeli candidates strong enough to buy these assets
are themselves prevented from making acquisitions as
a result of the government’s anti-concentration mea-
sures,” Haviv says.

NO OIL SLIDE
Given Israel’s geographic location, one might expect it
to have felt the pinch of the oil slump, but that’s not the
case, says Haviv. “It is hard to see any direct and im-
mediate effect in Israel of the slump in oil prices. Unlike
many of our neighbors, the Israeli economy is not de-
pendent on oil production or oil prices.” The effects of
the oil slump are real, he says, but are largely indirect.
Somewhat fortunately in hindsight, the development of
Israel’s massive offshore gas discoveries has been de-
layed by the government’s inability to introduce a clear
and consistent set of guidelines governing issues such as
competition, pricing, royalty levels, export quotas and
so on. “While the delays in developing the Mediterra-
nean gas fields have dragged on, energy prices around
the world have crashed, and this has clearly affected the
economics of developing the offshore gas fields,” Haviv
says. “On the other hand, lower energy prices have
meant savings for Israeli businesses, allowing them to
be more competitive. The slump in oil prices has af-
fected markets around the world, and this has an effect
on both inbound investment into Israel and outward in-
vestment, as investment activity slows generally.”
Wimpfheimer adds that the slump hasn’t taken
much of a bite out of transaction workflow for the
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“Outbound individual
and corporate-level
investment in foreign
real estate is an area to
observe. I expect to see
growth in this area in
the coming year.”

—JAN WIMPFHEIMER, SCHWELL WIMPFHEIMER
& ASSOCIATES

legal profession, either. “The larger firms as well as
those smaller firms operating on the highest level
of the profession will continue to see strong oppor-
tunities for deals,” he says. “We don’t anticipate the
changes in the oil market will adversely affect the
outlook for Israel.”

If anything, lower oil and gas prices have been ben-
eficial to consumers, who have found themselves with
more disposable income as a result. “I do not see any
material effect on Israel or Israelis by the oil slump,”
Shabot says. “A marginal effect is a reduction in gas
prices at the pump, putting some extra spending money
in consumers’ pockets.”
though,
opportunities, Israeli lawyers expect more of the same

Generally, outside these event-based
from overseas buyers and investors, albeit for differ-
ent reasons. “For China, it is an understanding that
they cannot meet their declared growth projections
without leveraging technology to accelerate growth in
traditional non-tech and low-tech industries,” Shabot
says. “In the U.S. and Europe, it is the continued
understanding by strategic players in many different
lines of business, including low-tech businesses such as
finance, that innovation is likely to disrupt their busi-
ness models, and that the best way to stay alert and on
top of potentially disruptive trends, is to participate
in the innovation marketplace. Government incen-
tives allow Israeli companies to develop products and
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concepts more effectively than directly through major
international companies.”

For their part, Levenfeld says Israeli businesses tend
to be innovators and risk takers, and being “trapped”
in a small country, need to expand globally if they want
to survive. “As a result, there will always be a drive for
Israeli companies, especially technology companies, to
look abroad for markets, suppliers and manufacturers,”
he says. “We can expect to see established Israeli tech-
nology companies seeking these benefits from foreign
acquisitions.”

The main factor that makes Israeli businesses and
investors attractive as inbound investment targets and
outbound buyers is the entrepreneurial spirit. “Israeli
entreprencurs know how to navigate unchartered ter-
ritories and find creative solutions for solving problems
or creating new markets,” Haviv says. “Israeli entre-
preneurs know how to identify hidden opportunities
and take the risks to develop them, for good or bad,
without knowing how everything will play out.”

Additionally, as Levenfeld says, Israel retains the
same strong draws it has demonstrated over recent
years: unbeatable technological innovation, savvy
product development to meet the needs of the latest
“hot” industries, a skilled and creative workforce and a
relatively (but not completely) friendly regulatory envi-
ronment. “Add to this: fair courts and economic stabil-
ity, and the attractions are clear,” he says. B

“There will always be a drive for Israeli companies,
especially technology companies, to look abroad for
markets, suppliers and manufacturers. We can expect
to see established Israeli technology companies seeking
these benefits from foreign acquisitions.”

—BARRY LEVENFELD, YIGAL ARNON & CO.
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