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“The independence of regulatory agencies matters from the point of view 10
of financial sector stability for many of the same reasons that the
independence of central banks matters for monetary stability and that
independence of both agencies will reinforce each other in achieving the
overall goal of financial stability”. P. 4.
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affects the proper operation of the supervised bodies. The need
to unify the regulatory authorities also derives from the proposed
reform among capital market financial mediators and, in
particular, the suggestion to allow all financial mediators to
market a variety of products, including insurance.

Main Principles of the Proposed Reform:

e Anauthority will be established for the supervision, licensing
and enforcing of all financial institutions and market activities.

e The authority will coordinate consumer issues: complaints
by the public, response to queries and provision of public
information alongside the treatment of stability issues.

e The regulatory authority will be an independent statutory
authority.

One possible advantage to be gained by establishing a single
regulatory authority in Israel is that it will make it possible to
attain a general view of the financial market, rather than just
the various units operating within it, and will thus support the
formation of a more balanced and competitive financial market.
It is, however, important to emphasize that a necessary
precondition for establishing a regulatory authority that can
perform its role in maintaining the stability of the financial sector
and constituting a better solution than existing solutions, is to
maintain the full independence of such an authority, both from
political considerations and pressures, and from the bodies it
supervises. This independence must, of course, be enacted in
legislation.

It is possible that the shift to a single regulatory authority
will undergo a number of intermediate stages that will facilitate
the introduction of adjustments and amendments based on the
experience accumulated in Israel and the world, but the final
goal is the full merging of the present three authorities into a
single authority.



administration of funds, the problem of lack of objectivity in
consultancy will be significantly curtailed as the distinction
between “home” and “external” products will blurred.

The team recommends that the consultancy law be changed
so that the banks will be able to formulate a package that includes
a limited number of products recommended by their investment
consultants, after publishing clear criteria for establishing which
products are to be included. The products package will have to
meet minimum conditions of scope and variety as determined
by the regulator. The amended law will maintain professional
and objective consultancy.

Underwriting

The team recommends that banks be prohibited from
underwriting companies in which they have an interest as owners
or as credit-givers. When the greater part of ownership and asset
management is taken away from the banks, the potential for a
conflict of interest between underwriting and other areas of
activity will decline.

B. Structure of the Regulatory and Control System
over the Financial Institutions and Markets

The team recommends setting up a single regulatory authority
for all financial institutions and markets in Israel. This authority
will replace the three independent regulatory bodies presently
operating: the Supervisor of Banks, Israel Commissioner of
Insurance and the Israel Securities Authority. The need for such
a network mainly arises from the increasing overlap between
the activities of various financial mediators (banks, insurance
companies, private mediators, etc.), which under the present
regulatory structure sometimes leads to lack of consistency
between the instructions given by the various supervisors and
the lack of balance in the regulation of various financial
intermediators involved in similar activities. This lack of balance
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is in order to minimize the potential for a conflict of interest,
which is possible when the bank is both the owner of the
insurance company and can also market that company’s
insurance policies. Banks will also be able to hold no more
than 5% of pension fund ownership (as a financial investment).

Insurance companies will be entitled to hold bank stocks up
to no more than 5% and without a controlling interest, according
to the criteria established by the inspector of banks.

Marketing and Distribution

All financial mediators will be entitled to market all financial
products, including insurance policies, provident funds, trust
funds and pension funds. Every financial mediator is obliged
to carry out every buy and sell order given by a client, regardless
of the ownership of the product that the client wishes to buy or
sell.

Rules of action will be established so as to enable financial
mediators to collect a distribution fee and provide banks with a
financial incentive to distribute and market products issued by
extra-banking financial bodies. At first the distribution fee will
be determined by the regulatory agency and will remain uniform
for three years, in order to prevent a situation wherein the
financial mediator will prefer to market funds that pay a high
distribution fee. After three years, the need for regulatory agency
intervention in setting the fee will be reconsidered.

Consultancy

The present consultancy law creates a potential for conflict
between the legal environment and the business logic of the
consultant employed by banks and other financial mediators.
Existing legislation, which does not allow parties whose
products are marketed by the bank to receive any fee, creates
interest to mainly sell in-house products. When additional
financial bodies become involved in the ownership and



applicability in the present reality of the Israeli economy.

Main Recommendations:
Ownership and asset management — there are two different
positions with respect to the required solutions:

Position A: Separation between ownership and management
of assets (provident funds, mutual funds and educational funds)
presently held by the various financial mediators. Every financial
body holding these assets will administer them through a
separate corporation and will be obliged to choose between the
continued holding of majority ownership (80%) and
relinquishing most of the funds’ administration and transferring
responsibility for ownership while administering the funds’
assets.

Position B: Conversion of companies administering
provident funds and mutual funds into public companies, and
obligating the banks and insurance companies to remove
themselves from at least 80% ownership of provident funds
and education funds and 60% ownership of trust funds.
Moreover, their ability to administer the assets of the funds will
be limited to a maximum of 20%, with the rest being transferred
to external investment management.

The team’s recommendations (according to the two
positions) offer a gradual plan for applying the proposed reform,
which will first be directed to the large banks with assets
amounting to more than NIS 8 billion in each of the instruments,
and then to financial bodies with smaller assets.

Cross-ownership of Banks, Insurance Companies and
Pension Funds

The banks will be entitled to hold insurance company stocks
under existing legislation, i.e. up to 20% of ownership without
control. Banks choosing to market insurance policies will be
allowed to hold up to 5% of any such insurance company. This
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Financial Markets and Intermediaries

Team Director: David Brodet
Researcher: Hagai Feder

The team addressed two main issues:

I. The market structure and financial mediation suitable for
the Israeli economy;

II. Structure of the regulatory and control system over the
financial institutions and markets.

A. The Market Structure and Financial
Mediation Suitable for the Israeli Economy

The team discussed the functions of ownership, asset
management, marketing and consultancy, as well as the
underwriting activities of the financial mediators. The main
objectives in these areas are to increase competition within the
sphere of financial mediation — especially vis-a-vis households
— and to minimize the potential for abuse arising from conflicts
of interest. The way to attain these goals is to build a capital
market of well-developed extra-banking financial brokers
having a large volume of activities alongside the banking system,
wherein all mediators compete among themselves in all areas
of the capital market.

The proposed solutions are based on the recognition that
every financial mediator involved in a number of activities has
a potential conflict of interests. Thus, whatever structure is
suggested for the capital market, it will not completely eliminate
the potential for conflicts of interest, but increasing the number
of players in every area of activity could help diminish the ability
and motivation to exploit such conflicts of interest.

The team’s recommendations in these areas were formulated
in an attempt to cope with complex dilemmas in the area of
proprietary rights, stability of the financial system and



that with the aid of the preparatory committee’s report, we have
succeeded in focusing the discussion on several of the more
important issues. The second team was guided by Mr. Ya’akov
Efrati, assisted by Prof. Eran Razin of the Hebrew University of
Jerusalem and Dr. Adi Brender of the Bank of Israel.

The third team, led by Dr. Guy Mundlak, prepared
recommendations on the topic of “Industrial Relations in Times
of Transition.” It would appear that in recent times, during the
implementation processes of the economic plan, problematic
modes of operation that had become entrenched over the years
were accentuated. The team’s recommendations were supposed
to guide a discussion aimed at unfreezing the entrenchment and
bringing about change.

The fourth team, managed by Prof. Joseph Zeira, dealt with
the challenges of “Macroeconomic Policy,” and the discussions
focused on the tension between growth and poverty. The title
of the fourth session was “Reducing Unemployment and Closing
Gaps on the Road to Economic Growth.”

I would like to express my heartfelt thanks to the leaders and
members of the team for the great effort they invested. Special
thanks are extended on behalf of us all to the academic director
of the conference for the fourth year, Prof. Reuben Gronau.

Prof. Arik Carmon
President of the Israel Democracy Institute
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Summary

THE 12™ ANNUAL ECONOMIC
CONFERENCE - JULY 2004

Conference Head and Editor: Prof. Reuben Gronau

Preface

The 12™ annual economic conference, the Caesarea Conference,
was held about one year after the economic plan was launched
and on the eve of the 2005 budget discussions. It sought to
evaluate its performance criteria from different aspects. Three
of the conference’s four topics this year addressed this directly.

The first topic, “Financial Markets and Intermediaries” was
determined together with the Chairman of the Knesset Finance
Committee, MK Avraham Hirschson, in order to assist him and
the committee to assemble a strategic legislation plan. The
preparatory team was headed by Mr. David Brodet, and the
team’s report addresses the structure of financial markets and
the capital market. As part of the assistance to the Knesset
Finance Committee, Prof. Avi Ben-Bassat, a Senior Fellow at
the Israel Democracy Institute, is working on the development
of recommendations for reforms in the supervisory structure of
these markets. The discussion at the Caesarea Conference
focused on the structure of the capital market, and in a few
months we plan to dedicate a separate discussion to
recommendations on supervision.

The second topic, “Local Government Reform,” was discussed
at a time when the local authorities had not yet extricated
themselves from the deep crisis in which they were immersed.
This broad topic encompasses clusters of subtopics, and we hope
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