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A remarkable confluence of factors in Israel - including education, immigration and a military that's a talent incubator - has created a thriving Internet scene. Its godfather is Yossi Vardi. 

At Sima's, an exercise in culinary bedlam posing as a Jerusalem restaurant, Yossi Vardi is proving how easy it is to go from the sublime to the ridiculous. He's just come from a meeting with Israeli Prime Minister Ehud Barak, ostensibly to discuss Israel's booming high-tech sector, and now it's time for lunch.

In the jammed, cacophonous eatery, he cuts an imposing figure. What's left of his wiry, gray hair is askew, and the collar of his shirt isn't merely open, it's prostrate, as if in defeat. His baggy gray pants, meanwhile, seem bent on affirming Newton's findings about gravity, and so every now and then their owner, like some paunchy Sisyphus, hauls them back up over his swelling stomach, where they can begin their slide anew.

He looks like someone who should spend the next three years on a treadmill, but from the menu he orders what he describes as "leg soup," a Yemeni specialty consisting of a giant crescent of organized fat in a moat of rich, brown broth. It is the stuff of cardiologists' nightmares, but Vardi's eyebrows levitate happily after his first taste. This is a man who goes with his gut, and he takes good care of this most precious asset.

But we are not here with Yossi Vardi just because of the food, renowned though it may be in Jerusalem. There is a grander purpose to this expedition. It's part of an effort to find out how a nation as tiny as Israel, with only 6 million people, could make itself into such a hothouse of flourishing Internet startups. Vardi is a man uniquely positioned to provide some answers.

As it turns out, the answers aren't just about business, because the Internet raises some giant questions in a place like this, questions that have nothing to do with bandwidth and balance sheets. What impact, for example, might a phenomenon like the Internet have on a place like Israel, given its unique historical role as a Jewish state - a role that has helped make it such fertile ground for the Internet in the first place? Israel is changing the Internet, but will the Internet change Israel? And can a Jewish state, once wired, remain a Jewish state?

Vardi is a good place to start. A secular Jew, his attachment to Israel nevertheless is so strong that he rejects opportunities if they mean he'd have to move to America. On the contrary, he's living proof that someone 20 hours by air from Silicon Valley can build an Internet business and sell it for a fortune in less than two years, even though there were no sales, no profit, no marketing and no formal management team.

Under Vardi's fatherly guidance, that's exactly what happened. His oldest son and two friends created ICQ, a program that quickly became an Internet sensation, with some 50 million registered users worldwide. ICQ lets them know when others are online and allows instant messaging between them, as well as live chat and conferences. It's become such a phenomenon that low ICQ numbers, which carry considerable cachet nowadays because they denote ICQ's first users, are sometimes auctioned on eBay. In 1998, America Online agreed to pay $407 million for ICQ. Other Internet startups scoff at profits, but Mirabilis (the apt name for the company that created ICQ) wouldn't even sully itself with revenue, grossing only $30,000 in its entire life. "Revenue is a distraction," Vardi says with the slightest hint of a smile.

Pay attention to the slyness of this expression. Do not be the arrogant murderer who patronizes the rumpled detective in all those Columbo reruns. Do not be fooled by the belly and the leg soup and the avuncular demeanor. Vardi is a nice guy, sure. But he's also shrewd, tough and learned, a profoundly well-connected member of Israel's ruling elite who is also a passionate student of human psychology and, lately, a philosopher of the Internet. Thanks to his killing on Mirabilis, he's become the unofficial godfather of the Israeli Internet scene, sitting in his Tel Aviv home office while a parade of Mirabilis wannabes troop through, desperately trying to entice him to invest, offer a blessing, lend even his name. Despite their frantic yoo-hooings, Vardi will pass most of them by.

Yet he's hardly sitting on his hands. Instead he's backing a number of new Israeli Internet firms, and given his track record both on and off the Internet, these are probably companies to watch. Amazon.com 's Jeff Bezos, after all, has called him an "Internet visionary," and Jonathan Medved, a venture capitalist in Jerusalem who has invested both with and against Vardi, says that "he's almost a mythic figure in this country today."

To his children, of course, no man is mythic. Oded Vardi, Yossi's middle son, says that being a Vardi these days has the obvious advantages: entree to the industry, a chance to learn from a master and, of course, the challenge of a childhood with Yossi.

"When we were children and driving in the car, he would always ask us all kinds of riddles," Oded recalls. "'If a chicken and a half lays an egg and a half for three and a half days, how many eggs did the chicken lay?' That was my childhood in a nutshell."

Oded is now one of the ringleaders of R U Sure, an Internet comparison-shopping venture in which Yossi has invested, and like all three Vardi boys he is bright and intense. "On the down side, you have a professional issue and it's still you vs. your father," he notes, adding that, outside the family, "the expectations are very high. People expect I will open my mouth and the light will come out."

For now, at least, the elder Vardi has things under control in the oracular department. What he provides for his companies, aside from cash in exchange for a stake of 5 percent to 25 percent, is vision. Bob Rosenschein, for instance, an American who emigrated to Israel (and has made 17 trips to California this year), thought he had a clever product for doing Web-based translations. Vardi convinced him they had something much bigger on their hands, which is how GuruNet was born. Similarly, at TechImage, another Vardi-backed venture, founder Yair Winkler says Vardi's vision was crucial. "Yossi revolutionized the company in three months," he says in awe.

Everywhere Vardi goes, he bears in mind what he likes to call the "Vardi paradox," which he explains by e-mail this way: "The value of a dot-com company is in inverse relation to the per-user money invested in it, since the lower the investment per user, the higher the organic growth." ICQ represents the apotheosis of this theory, since the partners spent almost nothing on marketing.

Vardi's other investments these days range from a stake in Tucows, the venerable Internet download site, to a share in a venture bent on training 1,600 ultra-Orthodox Jews to be computer programmers. This is still Israel, remember. Says Shlomo Unger, who is running the project: "Studying Torah is good preparation for writing code."

Torah scholars writing code? "Israeli Internet scene?" Don't they mainly fight wars and grow oranges over there? Isn't the economy hobbled by a legacy of socialism? Cling to those kinds of stereotypes and Israeli Internet entrepreneurs will eat your lunch, even if it's not kosher. The Jewish state has gone hog wild, if you'll forgive the expression, for the Internet, and while Vardi may be nonpareil - very possibly on this planet, never mind just in Israel - his venture is far from an isolated phenomenon. Thanks to a remarkable confluence of factors, including a well-educated populace, immigration, an entrepreneurial business culture, strong ties with the U.S. and a military establishment obsessed with identifying and nurturing youthful brainpower, Israel is host to an exploding number of Internet startups.

As for socialism, forget it. Twenty years of restructuring have left this former economic basket-case with inflation finally under control and the public sector substantially shrunken. Kibbutzim, the collective farms that long stood as a symbol of the up-by-the-bootstraps Jewish state, are withering. For better or worse, young Israelis mainly want to make money.

The halting but seemingly inexorable peace process has helped a great deal. More important, these are a people who seem culturally destined for the Internet. Like Finland and Australia, theirs is an advanced nation far from the center of the action, but one in which English is widely spoken. The Jews, of course, are the dictionary definition of diaspora, and people in Israel often have friends and relatives abroad. Israelis have particularly strong ties with Jews in the U.S., who have traditionally been a source of capital and ideas for the Jewish state, and who come from a place where the Internet is the hottest thing since the telegraph.

Besides, technologies of all kinds thrive here: agricultural, biological, electronic - you name it. Computer companies are especially prominent. Big U.S. firms with operations here include 3Com , IBM , Motorola and National Semiconductor ; Intel has a $1 billion chip factory. But there are also important locally grown firms such as Check Point and PictureVision. An unusually high proportion of Israelis are engineers or scientists, and Israel's Technion (the country's answer to MIT) is internationally known. As Vardi puts it, "The Internet and Israel waited for each other for 2,000 years."

The wait is over. In the third quarter of 1999, the Internet leapfrogged ahead of communications and other industries to become far and away the leading recipient of Israeli venture capital. Israeli VC firms plowed $52 million into Internet startups in the third quarter, up from $17 million in the second quarter. Ten years ago, there was just one venture capital fund in Israel. There are about 50 today, and they raised an estimated $1 billion in 1999, according to Allon Reiter, an editor of the Israel Venture Association's yearbook and an investment manager with Tel Aviv-based Giza Investment Management. About two-thirds of this money is American, Reiter estimates. Most of the rest is from Europe. (Reiter notes that Israeli institutional investors have legal and psychological problems putting their shekels into venture capital funds. Thus, Israeli firms turn to VC money and, eventually, to Nasdaq. Indeed, after Canada, Israel is home to more U.S.-listed firms than any other foreign country.)

Virtually all the big U.S. players in technology finance are here, often (but not always) through an Israeli partner. Hambrecht & Quist, for instance, works through Tamir Fishman & Co., and BT Alex. Brown works with Giza Group. Walden Group, on the other hand, has its own operation in Herzliya Pituach, a belt of technology firms adjacent to Tel Aviv. Robertson Stephens Evergreen is the Israeli arm of Banc Boston Robertson Stephens. Many U.S. institutions and individuals are also investors in Israeli venture capital firms. Medved's firm, Israel Seed Partners, boasts Jerry Yang (Yahoo ), Marc Andreessen (Netscape), Pierre Omidyar (eBay), Silicon Valley Bank, Bankers Trust and others.

"There's a tremendous amount of Internet activity going on now," says Yigal Erlich, founder and president of Yozma Group, a Tel Aviv VC firm. Erlich is a bright guy; he's Israel's former chief scientist, no small thing in a country like this, and naturally he knows Vardi, who offered him a chance to invest in ICQ. Erlich declined.

So did practically everyone else in Israel. Vardi likes to tick off on his fingers all the experienced Israeli business executives to whom he offered 3 percent to 5 percent of Mirabilis if they would come on board and run the thing. They all said no. Medved, the venture capitalist, also declined to put money in. In fact, everywhere you go in Israel you meet people who passed up a chance to invest in Mirabilis. Dov Lautman, for instance, a businessman with enough gumption to build an underwear factory in Jordan, was offered 3 percent for $300,000, which would have meant $12 million when the company was sold. He too declined.

By now Mirabilis and its many doubters have achieved folklore status. At one point the company that had sold doors to Mirabilis boasted of this in a newspaper ad. Vardi, with that faint smile again, pulls out some Hebrew bumper stickers. The English translation is, "I didn't invest in Mirabilis either."

The founding and sale of Mirabilis, ICQ's parent company, says as much about Israel today as it does about the get-rich-quick culture of the Internet. But it's also the story of an unusual Internet entrepreneur, one who had no trouble moving from chemicals and energy and government service, his former specialties, to the gossamer form of commerce practiced on the Internet.

If you are familiar with the skiing, kayaking, jogging variety of American businessman - the kind who has salad for lunch and wears "casual" clothes so starched they could stand up on their own in his closet - a week with Yossi Vardi will bring tears to your eyes. He was born in Israel in 1942, the year the average Internet entrepreneur's father was born, and in the afternoons, for three full hours, he naps. Almost all the rest of his waking hours are spent at his desk, where he sits surrounded by a proprietary information-retrieval system - stacks of papers teetering on all sides. He can magically access this data from anywhere in the world. "Talma," he says to his wife on the telephone from wherever he happens to be. "Do me a favor..." Let others obsess over sales projections and marketing budgets. Let them have their buzzwords and PalmPilots. None of them has Vardi's gut, that nexus of instinct and intellect and soul that is nourished on ideas as well as cholesterol.

The miracle of Mirabilis started when young Arik Vardi dropped out of high school. His father was aghast. Despite his avuncular manner and droopy clothes, Yossi Vardi holds a doctorate from Technion, reads mountains of books in English and Hebrew on a wide range of subjects and has served in various important government positions. As a young man he cowrote Electric Energy Generation: Economics, Reliability and Rates for MIT Press. He jokes that the book's many incomprehensible equations filled his nonscientist father with pride.

After service in the army, where he and Talma met (both were sergeants), Vardi started a long list of companies beginning with Advanced Technology, which for awhile was Israel's largest software house. As a government official, he also organized and consolidated what became Israel Chemicals. Lasers, energy, environmental technology - Vardi started companies in these fields and more. Yet like most Israelis of his generation, money was secondary. Israel was what counted. Ask him about his father and he pulls out a scrapbook with a document attesting that the elder Vardi donated his wedding ring for the Zionist cause.

That's how things were done over here. At dinner with some of Vardi's cronies, I get a sense of this. "Cronies" in this case means not Kramden and Norton, but the chief executives of Israel's two largest banks and the former head of its phone company, who now runs an electronics conglomerate. The latter also owns a leading Israeli Internet service provider, and one of the banks owns its leading competitor. In other words, I am sitting at a fish restaurant in a minimall with the men who control two-thirds of Israel's banking assets and 80 percent of its Internet users. "In a few years, there will only be three banks left in Israel," predicts Shlomo Nehama, chairman of Bank Hapoalim. Deadpan, Vardi ticks them off: "The sperm bank, the blood bank and the West Bank."

But he'll get his. The guys are tickled at the chance to tell stories on Vardi, all of them embarrassing. Eitan Raff, chairman of Bank Leumi, remembers when Vardi was on the advisory board of Israel's central bank. At one meeting he wanted to talk about a raid on the country's retirement funds, to which he objected. The central bank governor at the time, Jacob Frenkel, kept putting him off and finally adjourned, leaving the topic untouched. Vardi promptly rushed to the door and blocked it with his bulk, in effect kidnapping Israel's answer to Paul Volcker until Frenkel heard what he had to say.

Then there was the time, shortly after the Yom Kippur War, when Vardi was in New York on a futile campaign to bring U.S. private investment to Israel. Israel's finance minister arrived and was greeted with such abject fawning by others in the delegation that Vardi, whose b.s. meter is finely tuned, couldn't stand it. He dropped to his hands and knees, declaring, "Mr. Minister, climb on my back and I'll carry you to your room. I want a promotion too!"

So this is the guy whose oldest son was refusing to finish high school. It was especially frustrating, he says, because Arik was no dummy. The elder Vardi recalls that on every trip to America, he was under strict instructions from his son to bring back every volume that O'Reilly & Associates had published since his last visit. He regularly sacked Barnes & Noble , returning from these trips with suitcases bulging from computer texts. When he got home, Arik devoured those books.

Like his father, Arik has an entrepreneurial bent, and decided to launch an Israeli Internet service provider. Vardi thought this was a great idea and put up $50,000 to get him started. But Arik was determined to write his own ISP software. "You are crazy," Vardi recalls telling his son, but do sons listen? In a year and half, Vardi recalls, the young man had created a magnificent, fully integrated program for every aspect of ISP management. Of course, the market by then was clogged with established ISPs and Arik's planned business fizzled. After that, Yossi financed his son's fledgling T-shirt business. This didn't go very far either.

Arik wasn't done yet. This time he and friends Yair Goldfinger and Sefi Vigiser had a new scheme: a kind of Internet messaging system. At this point many fathers, wallets lightened and patience thinned, would be throwing around words like "bum." Instead, Vardi listened respectfully and invested $50,000 to get the young men going. When that ran out, he put up another $25,000.

More important, he got involved. The father of three headstrong young men, Vardi knew a thing or two about handling his young partners, and he had plenty of experience in business. What he didn't know much about was the Internet, although he'd been involved in an earlier venture that sold airline tickets online.

As Vardi became immersed in the Web, he became obsessed with two issues: user experience and viral marketing. "What makes a product a cult?" he asked himself again and again. An avowed Internet anthropologist, Vardi found that, like every other society, the Web is stratified. Leaders look for something absorbing and have an impact far beyond their small numbers. Active followers come next, he says, followed by passive followers. Thus, Vardi says, ICQ and its Web site, famous for their Byzantine looks and rich load of features, are intentionally complex. Their creators were catering to the youthful Internet fiends who loved playing with it. ICQ was designed to give them plenty to discover - and to describe to one another.

Which is where viral marketing comes in. By its nature, ICQ is a kind of giant pyramid scheme (the name stands for "I seek you"). Users try it, like it and then have a big incentive to tell their friends so they'll have somebody to talk to online. Pretty soon the numbers start to add up. The first version of ICQ was released in November 1996, and by the following May it had a million users. By December 1997, the figure was 5 million. By June 1998, it hit 12 million.

"What I'm selling," Vardi realized, "is the economic value of a social phenomenon."

He made elaborate studies on the nature of a "session," and likes to explain that each requires three "handshakes" and five "virtues." The handshakes are just advance agreements on location, media and agenda. The virtues are availability, assembly mechanism (such as an invitation), admission policy, means of alert and response. All of this was carefully built into ICQ. As it developed, Vardi saw that people didn't just use this software; they loved it. Adoring e-mail poured in. Topic-oriented ICQ discussion groups sprang up.

"Since the dawn of history, people have confused the message with the messenger," says Vardi. "People love ICQ because it's the delivery mechanism for something very important to their lives."

Not many people understood this, and most potential investors rebuffed the idea at first. But by early 1997, the world began to catch on, and people began to dangle huge sums for Mirabilis, at one point reportedly as much as $200 million. He turned it all down. He and the boys were onto something, and they knew it. "We were like Gepetto," he says now, "who took a piece of wood and breathed life into it. We took some code and made it seem alive."

All over Israel, young men (Israel's geeks, like everyone else's, are overwhelmingly men) are trying to do the same thing - take some code and make it come alive. What they all have in common, aside from their aspirations, is the army. To learn just how powerful a role the Israel Defense Force plays in cultivating this little country's technological prowess, you needn't talk to generals or politicians or chief executives. Go to suburban Tel Aviv, where I visit some friends whose precocious 13-year-old is obsessed with mathematics, physics, computers and, of course, the Internet. At the kitchen table, talking about school, his mother says quietly: "The army has a file on him."

Few in Israel are surprised by this. Almost everyone, men and women, serves in the military after high school, but if you show promise, the IDF has heard about you long before you turn 18, the age of conscription. Through the school system, it identifies young talent early, and if you have an aptitude for science, it will offer some attractive options when the time comes. If you're really good, you'll find yourself working with cutting-edge technologies instead of lugging a rifle around in the desert.

Ori Hadar, president of R U Sure, one of Vardi's favorite Internet startups, is a good example. He's a former member of Mamram, the IDF's elite computer corps, which requires six years of service, double the normal commitment. Hadar and others say there are Mamram alumni all over the computer industry in Israel. But it's not just Mamram.

One night, Vardi and I decide to visit another of his companies, CTI2. We are on the way back from a U.S. Embassy reception for Florida Gov. Jeb Bush, where Vardi, in another setback for Israeli public health, has sampled the fried fois gras with quince. Sure enough, when we arrive at CTI2, the usual motley collection of casually dressed young men is hard at work. One of them, Benny Matityahu, tells me that "most of the guys were in intelligence in the army." He and his friends tick off several other companies started by former intelligence men. The intelligence service, like Mamram, is an elite whose members are prized in the world of business. Yigal Erlich, of VC firm Yozma Group, says with a grin that this makes due diligence really easy. You simply ask about the founders' military experience, and if the answer is A-2000 (one of the most elite units), due diligence is complete.

The IDF is also not your typical army. There's relatively little saluting beyond basic training, and in established units troops sometimes address their commanders by first name. Orders are meant to be obeyed, but individual initiative is emphasized. The result, according to Israelis involved in technology-oriented businesses, is a corps of young people who are more mature, more self-reliant and vastly more experienced than they would be otherwise. Alumni of an elite IDF unit, says Erlich, "know how to develop a project, how to work under pressure."

What they don't necessarily know is the U.S. market. As a result, once Israeli Internet ventures get past the earliest startup stage, they often establish offices in San Francisco or New York, both to be closer to the action and to acquire the gloss of cultural awareness that the U.S. market requires - and that is difficult to muster from the Middle East. "As an Israeli, you're not aware of this until you spend a couple of years outside of Israel," says R U Sure's Hadar.

Israel's balmy climate can remind you of California, but after that the similarities end. People in the Holy Land smoke cigarettes, serve in the military and obsess over politics. Customer service ranges from desultory to rude, and marketing is primitive by American standards. "Typography and design in Israel is horrible," observes Elan Dekel, founder of Earthnoise, a video-oriented Web site that has a partner in San Francisco.

Inevitably, the Internet will change much of this. But how much? Where will it all end? And how far will Israel move away from the ideal of the Jewish state?

The changes have already begun, of course. Israelis speak Hebrew to one another, but Dekel, Vardi and the others will tell you that they e-mail in English, even to Hebrew-speaking colleagues right down the hall. In fact, Israel is getting more American all the time - more materialistic, more polyglot, more secular and more wired.

Vardi is not worried. Like so many secular Israelis, he's more concerned about the growing power of the Orthodox parties than about whether the Internet will make Israel like everyplace else. He dismisses English and other such influences as a useful veneer beneath which Israel will always remain Israel. But at R U Sure, where his middle son, Oded, labors with other young people to conquer online comparison-shopping, the question of how the Internet will affect Israel prompts a serious discussion. Oded notes that the computer-programming languages used in Israel are in English, and Ori Hadar says the same is true of technical books. Eli Ventura, a founder of R U Sure, predicts that his 5-year-old son will speak a lot more English than he and have access to 1,000 channels of television, all of them from elsewhere. His son's commitment to the Jewish state, he says, won't equal his own.

"It's inevitable," says Hadar, nodding in agreement.

"Maybe," says Erlich, who is philosophical about this. "The religious people will not change. The others have already changed."

Away from R U Sure, Neil Cohen, an Oxford-educated Englishman who is Medved's Israel Seed partner, insists "Israel is becoming a less Jewish state regardless of these forces." Like Medved, Cohen says he came to Israel "to fulfill the Zionist dream." And while Medved calls Vardi "a real patriot," Cohen can't help but see the Vardi social phenomenon as evidence of how Israel is changing.

"Why is Yossi Vardi a hero?" he asks. We are on a street corner in Jerusalem's fashionable German Colony, and Cohen is about to rush off so he can resume the frantic round of phone calls, e-mail and meetings in which venture capitalists engage to make money on the Internet. Before he goes, he answers his own question. Vardi is a hero to Israelis, Cohen says, "because he made 80 million bucks."
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