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The attached corrections to SM/01/217 (7/11/01) have been provided by the staff:

Page 3, Table of Contents, Chapter VII title: page number corrected
Chapter IX, Sub-section B title: “Main findings” added
Chapter XIII title: for “Insurance and Pension Supervision”
read “Insurance Supervision”

Page 4, Table of Contents, Chapter XIII, Sub-section B: removed
Sub-section C: for “C. Transparency...”
read “B. Transparency...”
page numbers revised
Text Table 15: title removed

Page 44, lines 15-17: for “the...Fund Supervision:”
read “and the...Supervision Procedures.”

Page 72, Chapter XIII title: “and Pension” removed

Pages 77-81, paras. 302-319: removed
Sub-section B: for “Observance of Principles of Pension Supervision.”
read “B. Transparency of Insurance and Pension Supervision
Policies.”

Pages 81-82: paragraphs renumbered

Page 87, Table 10, column 2, line 3: “Largely observed.” removed
line 7: “Materially non-observed.” removed
line 10: “Non-observed.” removed
line 14: “Observed.” Remove



Page 87, Table 10, column 2, line 15: “ Observed.” removed

line 19: “Largely observed.” removed
line 22: “Observed.” removed

line 23: “Observed.” removed

line 26: “Non-observed.” removed

Page 88, Table 11, column 2, line 1: “Largely observed.” removed

line 8: for “Observed.”
read “Adequate”
line 11: for “Observed.”
read “Information is publicly available.”
line 12: for “Observed. However, detailed”
read “Detailed...assessment.”

Page 91, Table 14, column 2, line 1: “This principle is observed, but” removed

Page 92, Table 15: removed

lines 4-6: for “This principle...composites.”
read “Capacity...improved.”
lines 7-9: for “This principle...covered.”
read “Key...covered”
lines 11-12: for “This principle...practices.”
read “The supervisor’s...practices.”
lines 16-19: “This principle is largely observed except for
derivatives.” removed
for “is also lacking...criteria.”
read “and coverage of derivatives are also
lacking...criteria.”
line 20: “This principle is observed, although” removed
lines 24-26: for “This principle...capacity”
read “On-site capacity is limited”
lines 27-28: “This principle is materially non-observed
because” removed
lines 30-31: for “This principle...requires...”
read “Confidentiality requires...”

Page 93, Table 16, column 2, line 1: “This principle is largely observed.” removed

line 9: for “This principle is observed.”
read “The process is open and transparent.”
line 12: “This principle is observed.” removed
line 16: for “This principle is observed.”
read “The framework for accountability and
assurance is fully adequate.”
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SECTION II: OBSERVANCE OF FINANCIAL SYSTEM STANDARDS AND
CODES: SUMMARY ASSESSMENTS

This section contains information for the Financial System Stability Assessment for
Israel on compliance and consistency with international standards and codes relevant
for the financial sector. The assessment has helped to identify the extent to which the
supervisory and regulatory framework have been adequate to address the potential
risks in the financial system; and has also provided a source of good practices in
financial regulation and supervision in various areas.

As part of the FSAP, the following detailed assessments of standards were undertaken:
Basel Core Principles for Effective Banking Supervision: Wayne Byres (Australian
Prudential Regulation Authority) and G6ran Lind (Sveriges Riksbank); the IMF’s
Code of Good Practices on Transparency in Monetary and Financial Policies:

Mark Stone (IMF) and Mark Robson (Bank of England); the International
Organization of Securities Commission (I0OSCO) Objectives and Principles of
Securities Regulation: Melinda Roth-Alexandrowicz (World Bank); the Committee on
Payment and Settlement Systems (CPSS) Core Principles for Systemically Important

International Association of Insurance Superv1s1on (IAIS) Superv151on Procedures and
! e-Prin r-Rodney Lester

(World Bank) These assessments were prepared by drawmg on the authorities’ self-

assessments, answers to questionnaires, and field work during September 2000.

Israel has relatively well developed, capable, and transparent financial sector
supervision and monetary policy formulation, especially in the area of banking
supervision which has developed over a longer period. Two areas of particular
weakness concern the design and lack of oversight of payment systems, and inadequate
coordination of supervision among different regulators because of legal impediments
to information sharing. Steps are underway to address these deficiencies. As a general
matter, supervision in all areas seems to be of better quality than the laws on which it is
based. The exception is securities supervision, which has both good supervision and a
modern law.
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269. The assessment was based on the Code of Good Practices on Transparency in
Monetary and Financial Policies and its three supporting documents, as approved by the
Executive Board of the IMF July 9, 1999, and July 24, 2000, respectively.

Main findings

270. Securities supervision is well defined, with a clear fundamental law that has been
regularly updated to reflect the need of the regulator to keep abreast of changing
market conditions. The ISA's policies and rules are clearly communicated to market
participants, but as it already recognizes, the agency needs to do more to explain its role and
responsibilities to the general public and overseas investors in particular. A web site is being
developed, to be launched shortly. The ISA is directly accountable to the Minister of Finance
and the Knesset Finance Committee. Changes to its regulations, including a new proposed
method of funding, are therefore the subject of public hearings. Its relationship with the Tel
Aviv Stock Exchange, and the by-laws and directives of the Exchange, which the ISA has to
approve, 1s transparent.

Observance of the Code

271. Observance of the Code is summarized below and in Table 13.

272. The ISA observes the Code with respect to clarity of roles, responsibilities and
objectives, which are clearly set out in legislation and regulations. The only aspect with
which the team had some concerns was in the relationship with the two other financial
regulators, the Banking Supervision Department of the Bank of Israel and the Capital
Markets, Insurance and Savings Division of the Ministry of Finance. Although the ISA's
broad objective is clear and statutory—to protect the interests of the public investing in
securities—it was not clear to the team how, in practice, it could be sure of fulfilling that role
efficiently in cases where passing information to one of the other regulators quickly was
desirable, given the strength of the privacy and secrecy laws. The team was unable to form a
clear and consistent view of what happens in practice, except when there was clear evidence
of criminal action or an order of the Court.

273. With regard to open process for formulating and reporting of policies, the Code
is clearly observed in relation to market professionals for whom most of the work of the
ISA is directly relevant, including the Tel Aviv Stock Exchange. It is less clear, however,
that to date the ISA has paid adequate attention to the desirability of engaging the general
public, and in particular overseas investors, in its policy formulation and reporting. The
annual report has only been available in Hebrew, and the ISA has not had a web site.

274. It will however, soon have rectified the position and plans to devote more
resources to public availability of information on securities supervision policies. Use of a
web site will enable links to be created to the TASE web site. This already contains
information on sectoral developments and aggregate data envisaged by the Code to be made
readily available to the public but which the ISA has not itself made available, because it saw
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no point in duplicating information available from TASE or felt that there was likely to be
insufficient interest its work from the general public. In so far as current practice falls short
of the Code, therefore, the deficiency will soon be rectified.

275. The ISA appears fully to observe the Code on accountability and assurances of
integrity by securities supervision agencies. The ISA reports at least annually to the
Minister of Finance and Knesset Finance Committee. There are strong statutory restrictions
on personal securities dealing and business interests by Members of the ISA, to avoid
possible conflicts of interest.

Authorities' response and recommended next steps

276. The ISA agreed with the team’s assessment and recommendations. The ISA is
very transparent. However, the team recommended launching an informational web site
that includes English translations of important laws and regulations. This is now planned for
the summer of 2001. In addition, the ISA should establish MOUs with the other two financial
sector supervisors setting out the relationship between them.

277. Little needs to done by the ISA to achieve full observance of the transparency
code. The most important change is already under way, since a web site will be launched
before the end of the year. In developing this new service, the ISA needs to bear in mind that
there may be a very broad and diverse audience for information on its activities, certainly
including foreign investors of varying degrees of sophistication.

278. Coordination among the three financial regulators should be more formalized. A
Memorandum of Understanding between the three financial regulators should set out
precisely the relationship between them, including a procedure for dealing with any overlaps
or gaps which might arise from time to time and clarification of the circumstances in which
supervisory information can be exchanged between them, or with overseas regulators. This
would be worthwhile both under current legislation and after reform.

XIII. INSURANCE AND-PENSION-SUPERVISION
A. Observance of IAIS Core Principles of Insurance Supervision

279. This is an assessment of the observance of the core principles of the
International Association of Insurance Supervisors (IAIS) in Israel. Insurance is
supervised in Israel by the Capital Markets, Insurance, and Savings Division of the Ministry
of Finance (MOF). This assessment was undertaken as part of a Financial Sector Assessment
Program (FSAP) mission.

280. The assessment was conducted by Rodney Lester, Lead Specialist in the
Financial Sector Development Department of the World Bank under the supervision of
Warren Coats, Assistant Director of the Monetary and Exchange Affairs Department of
the International Monetary Fund. Major sources of information used for the assessment
included the answers to the questionnaire submitted by the IMF prior to the mission,
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supervisor are subject to professional secrecy constraints. A unique, but undesirable feature
of the supervisory scene is Israel is the necessity to share confidential information with an
industry-based advisory committee.

299. The team discussed the medium-term challenges for insurance supervision.
These include developing a viable on-site inspection capacity, building up actuarial capacity,
developing key actuarial standards, producing a workable model for controlled competition
in the MBI market, enforcing boards of directors’ accountability for risk management,
developing an information exchange capacity with other financial sector supervisors and
continuing the current market reform program. In addition a number of specific issues need
to be dealt with including earthquake reserves and annuity conversion options."

Authorities response and recommended next steps

300. The authorities generally agreed with the mission’s assessment and
recommendations. The key and most urgent recommendation is the recruitment of
additional skills in the life insurance actuarial area and the strengthening of the on-site
inspection capacity of the supervisor. Introducing an on-site inspection manual based on
overseas best practices (probably Canada) would support such moves, as would working with
the actuarial and accounting professions to establish a formal actuarial standards setting
process.

301. The Insurance Commissioner should have more independent authority. The
Commissioner should be given greater and more flexible powers of intervention before an
insurance company gets into serious trouble.

' However, it is important to see footnote [4] above.
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€.—B. Transparency of Insurance and Pension Supervision Policies

326—303. This assessment is of the transparency of insurance and pension
supervision policies as they are currently conducted by the Capital Markets, Insurance,
and Savings Division of the Israeli Ministry of Finance. Although it is one among several
Divisions of the Ministry of Finance, it is headed by a Commissioner of Insurance, a
statutory appointment under the 1981 Insurance Business (Control) Law. The assessment was
made in the course of the FSAP evaluation.

20 This refers to a tax structure in which contributions, investment income and benefits are
not taxed.
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321-—304, The assessment was conducted by Mark Robson, a Senior Advisor |
from the Financial Stability Area of the Bank of England, acting as consultant to the
Monetary and Exchange Affairs Division of the IMF. It was based mainly on an
examination of the relevant laws, particularly the Insurance Business (Control) Act, 5741—
1981, and regulations made under that Act; the comprehensive annual public reports issued
by the Division and its web site; and discussions with many officials of the Division,
including the Commissioner, Vice Commissioner, Deputy Commissioner for Pensions and
their Assistants, the Chief Actuary and officials from the Legal and Budget Divisions of the
Ministry of Finance. Discussions with partners of the leading accountancy firm of KPMG
Somekh Chaikin and officials of the Bank of Israel and Securities Authority also provided
helpful information. The authorities were fully co-operative.

322—305. The assessment was based on the Code of Good Practices on l
Transparency in Monetary and Financial Policies and its three supporting documents, as
approved by the Executive Board of the IMF July 9, 1999, and July 24, 2000,

respectively.

Main Findings

323—306. In practice, insurance (but to a lesser extent, pension) supervision [
is fairly well defined. Although the 1981 Act appointing the Commissioner of Insurance
does not specify objectives for insurance supervision, in practice, various objectives that are
currently not prioritized have been developed, all with a view to protecting the interests of
policyholders. In the case of pension funds, the objective is not clear given continuing
political controversy arising from the 1995 reform program. In its comprehensive annual
reports and increasingly through its web site, the Division provides the public with a lot of
information of high quality on its policies and activities and on the financial results of the
government traded bond market, life and general insurance, provident and pension funds and
savings plans. The Code standards on open formulation of policy and accountability appear
to be fully met.

324—-307. Although current insurance and pension supervision practices |
observe most of the provisions of the Code, the main weakness noted is regarding
clarity of roles, responsibilities and objectives. The enabling legislation, which is focused
on insurance policies rather than pension funds, does not specify objectives for the
Commissioner. The mission was told that the key responsibility of the Division was regarded
as protecting the interests of policyholders, which could be furthered in several different
ways, including minimum capital and liquidity rules, financial reporting rules, approval of
premium rate bands and increased competition in the sector. A Consumer Ombudsman Unit
within the Division deals with complaints and other inquiries from the public. It would be
helpful if objectives could be explicitly prioritized. Responsibilities are not fully transparent
in all respects. Since the formal sanctions provided for in the Law are very limited
(essentially limited to revocation of licenses), the Commissioner relies heavily on the
cooperation and openness of insurance companies finding themselves in difficulties.
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Table 10. Summary of Main Findings for Payment Systems Supervision

. . - Subject
CP 1 Well-founded legal basis in all
relevant ]urxsdlctlons .

'CPs 2—3 Understandmg of the ’
system’s impact on risks; and
procedures for the management of
risks

Main Findings

Largely-observed-Rules and regulations

| applicable to the payment system are properly

founded to address the issues given the present
practice.

Materially-nen-ebserved:—The practice of the BOI

in the settlement process does not give the banks
the proper incentives for managing risks.

CPs 4-5 Final settlement, 1nab111ty to

settle by the partlclpant with the
largest smgle settlement obllgatmns

CP 6 ;Assets&for settlement W

CP7 Seclii‘it);and'operational
reliability; and contmgency
arrangements -

Nen-ebserved-In general, settlement does not
take place on the same day and, where netting
takes place, the systems do not have provisions to
settle the position of the largest defaulter.

‘| Observed-All systems settle in central bank

money.

Observed-All systems have adequate provisions
to ensure a high degree of security and operational

| reliability and have contingency arrangements for

timely completion of daily processing.

CP8 Systems are practlcal for the
markets and efficient for the
econom

Largely-observed-Systems are efficiently

organized, within the restrictions mentioned under
CP2-3 and 4-5.

| CP Y ObJectlve and pubhcly
disclosed criteria for participation
CP 10 Governance of the system
should be effective, transparent and
accountable v v
CP 11 Responsibilities of the Central
Bank in Applying the Core Principles

| Observed:-The criteria for participation can be

regarded as objective and are well known.

Observed-Governance of the systems is in
principle adequate due to the involvement of the
BOTI under its legal basis.

Neon-ebserved—The BOI approaches payment
systems issues very much from a supervisory
perspective, which does not properly reflect the
central bank responsibilities for the payment
system that are assumed in the Core Principles
approach.
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Table 11. Summary of Main Findings for Monetary Policy Transparency

Subject Main Findings

g

of roles, res ibilities, and | Largely-observed-The BOI law is weak with

| regard to objective of policy, instrument

| autonomy, and tenure of the Governor.

| Inflation target and exchange rate band are
| potentially inconsistent.

| | Observed; Adequate-though views of the
Monetary Forum, which advises Governor,
could be published.

| Observed:Information is publicly available.

4. Ac d Assurances of | Observed—Hoewever-dDetailed information
In : 1 Bank on expenses and revenue of the BOI should
be made available to the public.

| Improvements were made after this

| assessment.
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Table 14. Summary of Main Findings for JAIS Supervision

Main Findings

tio b 4 . 5 esources
. 4 & | and powers need to be expanded and made

more flexible.

k]

observed-because-althoughmany-eriteria
are-observed-through-company slaw;kKey

risk management issues are not covered.

ebserved-because-tThe supervisor’s
powers arc not attuned to ongoing
enforcement of good management

practices.

for-derivatives—The risk management
perspective-isand coverage of derivatives

are_also lacking under these criteria.

3
Jinspection capacity need to be

strengthened, with selling practices

upgraded.

Limited-eQn-site inspection capacity is
| limited.

. . . 0

exchange information is not available.

i}ﬂs-pm;e*ple—ls%wgely—ebs%ved,—bﬂ%
|

~~~~~~~~ ; . sharing of information among supervisors.
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Main Findings

This-prineiple-islargely-observed--No objectives are

specified in the law. Those developed for insurance in
'}j. annual reports need to be prioritized. Objectives need
| to be established and stated for pension supervision.
The relationship between the three financial authorities
should be clarified in legislation.

s, Clarity of roles, responsﬂ)llltles
and obJectlves of insurance and
pens1ons superv1s1on pollcy ‘

This-prineiple-is-observed:The process is open and
transparent.

6. Oﬁéh process for formulating
and reportmg of insurance and o

ns sup_erwsn ‘policy

7 Public avallabllny of -
_‘;mformatlon on insurance and
pensmns supervision policy

| This-prineiple-is-observed--Current enhancements to

- | the Division's web site will provide full and detailed
.| information. More simple, summary information could
be produced in print for the public.

8. _Accountablhty‘» and assurance
of integrity by insurance and
pensions supervision agencies

flilns—prmeiple—}s—ebseweéThe framework for




