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COMPLIANCE RATINGS
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OUTLOOK & COMMENTARY

The government’s commitment to improving fiscal transparency now includes the area of
defence spending. For the first time, the 2007 draft budget contains detailed information on the
non-classified parts of the defence budget, making them accessible to the entire Knesset and
the general public.

This year, following IMF recommendations, the Ministry of Finance and the Central Bureau of
Statistics have created a joint working group to promote the compilation of fiscal data
according to Government Finance Statistics Manual (GFSM) 2001 methodology.

The government has agreed to explore the possibility of adopting a multi-year budget
framework to ensure insulation of future budgets from short-term political pressures. While
some ministries have adopted a multi-year approach, some government officials have argued
that parts of the bureaucracy, such as the Ministry of Finance and the Ministry of Defence
(MoD), should not be bound by a medium-term budget because of a need to retain some
flexibility.
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EXECUTIVE SUMMARY

3.25 Enacted

The government of Israel’'s commitment to enhandiegal transparency is proving effective, and a hamof
improvements in information availability have takgace this year. While the defence budget hagtimadlly been
considered opaque, the Ministry of Finance (MoF$ heade efforts to strengthen its control over egfiares
carried out by the Ministry of Defence (MoD). The(Z draft budget contains detailed information be hon-
classified parts of the defence budget, which armtiuapproximately one-third of the total defencelpet. While in
the past these figures were only made accessildaddinesset committee and a small team in the Nuo§ year
they have been given to the entire Knesset and hese made publicly available.

Following the IMF recommendation to improve coopierabetween the MoF and the Central Bureau ofisSied
(CBS), the Budget Department and the Accountante@trDepartment of the MoF, as well as the CBSehav
created a joint working group to promote the coatph of fiscal data according to the GFSM 2001 huodblogy.
Although its meetings, which began in February 2006re interrupted by the Lebanon war and the pooH
budget preparation, the working group is expeabegsume its activity shortly.

To improve the coordination and dissemination aftistics, the frequency of meetings of IMF Spedista
Dissemination Standard (SDDS) coordinators from@B&, MoF and Bank of Israel (Bol) has been inazdaand -
- since February 2006 -- these meetings take maeeterly. Some CBS data are being harmonised rigplyowith
Eurostat protocols and, as of July 2006, natiomabants include tax and import data, which werevipresly
published separately. Work is ongoing to ensuré #flageneral government accounts are in line vitirostat
methodology.

The report on budget execution prepared annuallthbyAccountant General of the MoF has usually lrerased
with a considerable delay. This year, the repost len combined with the financial statement ardpthblication
lag -- which used to be six months -- has beenaeditio four months. It is hoped that the delay dlfurther cut to
three months starting from next year. The Englistsion of the Accountant General report is usuaide available
at a later stage than the Hebrew one. Howeverrnrdtion on deficit, revenues and expenditures aafolnd in
both English and Hebrew on the Accountant Generedis website, launched in November 2006.

The authorities have agreed to explore the po#gibil adopting a multi-year budget framework -esenmended by
the IMF -- to help ensure that future budgets agtieb insulated from political pressures and refleag-term

priorities. Multi-year budget frameworks have beglopted in certain line ministries, but some gorernt officials

are convinced that parts of the bureaucracy, npthlel MoD and the MoF, need to retain some fleiipdnd should
therefore not be bound by a medium-term expendftaraework.

The government has introduced a computerised atiogursystem known as ‘Merkava’. However, full
implementation of this accounting system is expgbtbetake a long time, as not every ministry hagpaed it. With
the introduction of Merkava, the MoF will be abteget information on the spending of line minisrieefore rather
than after the fact, as ministries will have toutgheir expenditures into the system before threyeaecuted.

Israel’'s overall score is unchanged from last year.
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1. CLARITY OF ROLES, RESPONSIBILITIESAND OBJECTIVES

oo Enacted

The government sector should be distinguished from the rest of the public sector and from
the rest of the economy, and policy and management roles within the public sector should
be clear and publicly disclosed.

Structur e, functions and responsibilities of gover nment

Israel's Basic Laws, which have constitutional wtatset out the structure, functions and respdigbi of the
government. Under these laws, the general govarhomnsists of the government ministries, locahatities, non-
profit institutions (including universities, secargl schools, sick funds, community centres, museuesearch
institutes and similar entities) and the Nationagurance Institute. The government would like torgaesome
municipalities in 2007 in order to increase theamfy of local authorities to manage expendituregpmmes.
However, this might be politically difficult to dand thus far only twelve municipalities have beerged:

The budgetary department of the Ministry of FinafldeF) is responsible for public expenditure, tleoination
of the budget-planning system and multi-annualmilagn The Department of the Accountant General @ Avithin

the MoF is responsible for budget implementaticontml of state liabilities, establishing financehd economic
procedures, and managing the government accéunts.

Coordination and management of budgetary activities

Responsibilities between the different levels offgqament are clearly allocated in law. The coaatdon and
management of budgetary activities are centraligiégtin the MoF, and last year management of theegowment’s
domestic loans also shifted from the Bank of Istaethe MoF® The Basic Law of the government does not,
however, allocate a division of expenditure programresponsibilities between the central governnagt local
authorities. Israel is a centralised state, aret the years, the MoF has developed a strong teshoapacity and
expertise concerning budgetary activities. This heade it difficult for external analysts to revi¢he budgetary
figures that the MoF produces. For example, in2@0though the MoF’s revenue and spending prajastcame
under heavy criticism, no other organisation hazllitpad range of expertise or technical capacightlenge the
MoF’s assumptions. The result was that, withiewa months following passage of the budget, two Rmpentary
budgets had to be introduced. The MoF is awathisfproblem and has started to amend matterspdehanges
have been put in place as yet.

The DAG of the MoF is responsible for ensuring ¢benpliance of budget execution with appropriations.

Mechanisms for the coordination of extra-budgetaryds and activities within the budget are wellided? An

ongoing source of concern to analysts is the gawent’s propensity, in all proposed budgets, to éelmavge funds
under the section labelled ‘reserves’. Generaries are usually intended to fund the secretaesyiwhich almost
automatically receive around two-thirds of the feradlotted. The remainder is allegedly used feusty crises and
other unforeseen activities. Line ministries’ budgaclude a 3% reserve to deal with unanticipatésks. However,
the ‘free’ reserve money has usually been used margaically to cover sudden increases in spenasng result of
political deals in the Knesset (Israel’'s legislajyror to cover mistakes made by the MoF in oveyimistic
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projections. Ministries are often not allowed fmesd these reserves until June, halfway througtfisical year,
unless a crisis occurs beforehand. Contingencyveseemain hidden in other budget categgties.

The MoF has responded to the political use of k&seby creating a series of false projected experedi in each
budget that can then be used for real contingengibshe data projections are open and availabkbus satisfying
regulations on transparency — although, since tiagét averages about 10,000 line items, the figaresrarely
checked by oversight committees. However, nothal ihaccurate forecasting of revenues is the fafulhe MoF.
The government as a whole plays a crucial rolehdgh big reforms were planned for 2006 by the fimetured
coalition government, progress was delayed duke@eneral election in March 2006.

Another important source of revenue has been ttaelldands Authority (ILA). Responsibility for itas passed
through no fewer than four ministries. Althougle tregulations guiding the ILA’s activities are piahf available,

the criteria used by the ILA’s land assessors hraxer been clearly laid out, and last year’s tdlkeform did not

have any major consequences, given the unstalitealbsituation.

The MoF has provided data to the Bol for its projecassess the medium-term implications of atididegislation.
Budget forecasting has improved. The Bol createthudti-year budget, based on budget trends andahctu
legislation, and published it for the first time ime 2002Annual Report. It has been updated each year since, to
reflect the passage of new measures. The Bol'siygdr budget study is a 70-page report listingheseparate
budgetary component and each assumption that gé@sti Beginning with the September 2003 Moktlook
publication, available on the Internet, the MoRpislishing the medium-terfoudget forecasts and risks analyses,
incorporating prices, labour markets and other vaghbles.

When governments are weak, there has been a steodgncy for small factions to introduce and nedetithe
passage of new and expensive spending bills etentaé budget has been passed. Knesset membesskect to
intense pressure by small lobby groups. For exeyrpis has meant that serious distortions havpt éréo the
taxation and regulatory system. This, in turnyé&saeconomic analysts with a lack of clarity forntis as to how
the tax and spending systems will work in the foothing year. Two attempts within the last few getar reform
the system have failed precisely because the loptsystem was so strong.

However, a new research section in the Knessetwmnt that Knesset members can, and increasinglgeik
expert research and advice on fiscal mattelrs.addition, any private member’s bill that wilquire the expenditure
of more than five million shekels must have theparpof 55 members from the 120-member Knessete NIoF is
trying to convince the Knesset to pass a law trailavrequire the latter to approve the state budgdater than 31
December of each year. However, the chances tisaaih will be approved are sméll.

Relations between gover nment and public sector agencies

Government activities are clearly distinguishedrfrthose of public financial institutions and nonafcial public
corporations (NFPCs). The NFPC sector is |drgehe Bol law, currently under revision, placescaleemphasis
on the independence of the central bank. Fiscitype exclusively the responsibility of the gomemnent. The
Bol's services to the government include making aedeiving payments and handling some of its fir@nc
activities abroad’ The management of the government’s domestic Jqanesiously a task of the Bol, is now with
the debt management unit at the Treastirfhe amounts of credits, advances or overdrafthgayovernment can
be found in the monthly balance sheets of the'Bol.

As part of the structural and fiscal reforms of gast three years, there has been a major oveohale country's
union-run pension funds. Israel's biggest pendiords have been taken out of the management ardodéahe
Histadrut (General Federation of Labour), and tvarerpension funds, belonging to the banks, wer Isst year?
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Government involvement in the private sector

The government still owns, or is the majority shalder of, some large companies in Israel (suclsrael Aircraft
Industries and Mekorot), but in 2005 it instigategrivatisation drive. The government companigorequarterly
and annually to the Government Companies Authd®ZA), which publishes an abstract of the accoumtis
Annual Report to the public. Bezeq, Israel Oil Refineries arahB Leumi now publish quarterly financial reposgs,
they are publicly traded on the Tel Aviv Stock Eanbe.

The government does not privatise when this woeddl lto a monopoly. On the whole, privatisatiooagied out in

a transparent manner, and the legal basis for tmatan is detailed in the Government Companiesv.La
Government regulation of utilities and the privagetor is largely transparefit. However, as part of the structural
and fiscal reforms, the privatisation of public emprises has picked up pace. El Al, Bezeq and Zim,|sraeli
shipping company, as well as the Discount Bank heaeently been privatised. The agenda includes the
privatisation of the Israel Aircraft Industriesrdsl Military Industries (IMl), Israel Oil Refinegs and the Israel Post
Office Company. There are also proposals for imireg competition among the airlines and for refagithe Israel
Electric Corporation (IEC) by splitting the compaimyo three separate companies by function. Inye2006, the
MoF and the National Infrastructures Ministry agteen the re-structuring of the electricity industiyut a
legislative amendment postponed the reform andgpliging of IEC to 31 March 2007. As there is opjtion from
the unions, intensive talks are currently ongoiriththe company and the employees' union on théeimentation
of the structural change. After structural refoomlEC, the next step would be to privatise, bus tlvould take
several year§

One of the tasks of the GCA is to publish an annepbrt on government companies. The report cost@mancial
statements for government companies, the percemfigevernment equity holdings in these companiss the

amounts of revenues generated by them for the statst year, transparency also improved with #lease of more
information from companies in the process of pisatton.

Thereshould be a clear legal and administrative framework for fiscal management

L egal framework for budgetary activities

The Basic Law on the State Economy sets out germrddjetary procedures and establishes the govetismen
authority to pass an Interim Budget Bill when th&lget has not been adopted by the legislature édifer start of
the fiscal year. This Interim Bill allows the gowenent to spend one-twelfth of the previous yeatisiget on a
monthly basis for three months. If the budgetsfad pass at a third reading, new elections mustete within 90
days®® The provision for an Interim Bill was employed i6(2 when the Knesset was unable to pass a budbet bi
by the beginning of the fiscal year. In 2004, 2@@8 2006, there were also delays in the budgéthkunterim Bill
was not employed. Instead, a ‘continuing budgedsvemployed taking figures from the old or new laidg
whichever was smaller. The Basic Law allows ashrag three months for the budget to be presentedZlays

to form a coalition if necessary, and 45 days &ppre a new budget).

The MoF’s Budget Department administers public exiiieire and coordinates and facilitates the emgfireernment
and public budget-planning systéf.Procedures concerning the expenditure of publici$ are set out as part of
the Basic Law on the State Economy and the BasicdraGovernment®

Both law and precedent guide the preparation obtidget. In normal years, it is submitted to thbiget in July.
Usually two or three cabinet debates are devotedisgurpose. However, even in the best of yesinge ministers
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are invariably preoccupied with the implicationstioé budget for their own ministries, there is $dane for a full-
scale macroeconomic debate, because the massivmdntmust be submitted to the Knesset by the Edttber.

L egal framework for taxation

Taxation has a clear basis in law. All laws, tadimances and regulations are openly available prdaished in
Reshumot (the state gazette). Information on taxes is aemgnsive: it can be found on the government gatewa
website and is also provided by the State Revemimiristration” The tax system is not unduly complicated.

A 2002 abbreviated tax reform bill raised the vaddieled tax (VAT) and increased social insurancereays. It
also taxed certain types of capital gains for tingt time and altered the tax framework under which labour
market operates. Implementation of these changes<bntinued, with additional changes implementethé last
three years. Tax reforms are bearing fruit, asMioF has seen revenues coming from capital gaidther areas
of recent tax reform. There have been improvemienitscome tax regulations. All regulations arevpublished
on the MoF website.

In July of 2005, the Knesset approved the tax refproposals of former finance minister Benyaminadsgahu for,
among other items, reductions in VAT, in corporiaiome tax and in the highest margin of individungiome tax;
these are to be implemented over a period of fe@rs. The full report of the Committee on the A¥kar Tax
Plan is available on the MoF websife.

One of the main complaints is the length of timles to resolve tax disputes. This does not likeky to improve
in the near futuré®

Ethical standardsfor public servants

The Civil Service Code sets out ethical standarfdisetaviour for public servants. The code is cmailable in
Hebrew.
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2. PUBLIC AVAILABILITY OF INFORMATION

oo Enacted

The public should be provided with full information on the past, current, and projected
fiscal activity of gover nment.

Comprehensive information is available online, gjothere is a need for more laws and relevant imdbion to be
available in English. While the MoF is planning wanslating economic laws into English, there aveptans to
publish the entire budget in English, as this iswiewed as an efficient use of resources.

Central government oper ations

The budget documents are comprehensive -- althcwahdetailed -- and cover most fiscal activity Hyet
government. Extra-budgetary data on pensionsNtit@nal Insurance Institute and other governmertérgrises
are included in the Budget Proposal document. nigdtis of central government tax expenditures aladed in the
budget documentation. Information on financialeéssand on gross and net public debt is publishBdtailed
information on government equity holdings in puldied private enterprises and financial statemefnpsivatisation
operations is included in the annual report of@@A. The CBS publishes quarterly and annual infdfom on the
level, maturity and currency composition of grossitcal government debt, in line with the IMF Spédimta
Dissemination Standard (SDD%). Commentators have noted, however, that there hiahit of publishing data
without complete explanations of what the figuresam and also that the complexity and lack of wlan the
budget makes it difficult to judge whether statedigies are being carried out in practfcdn order to address this
problem, the MoF has started publishing presentatigiven by its officials to the Knesset to expldie budget.
These presentations are in HebréwSince October 2003, the MoF website also incluthes ‘yellow notes’
publication, an explanatory guide to the budges@nted to the legislature.

The CBS publishes quarterly national accounts ilioly data on public consumption and investn#éntThe
timeliness of quarterly national accounts excedé#sSDDS, which requires publication within a quagéer the
reference period. The CBS publishes main quartaggregates within 45 days.Some CBS data are being
harmonised to comply with Eurostat protocols aredpfJuly 2006, national accounts include tax angart data,
which were previously published separately. Workngoing to ensure that all general governmentwasoare in
line with Eurostat methodology.

The Budget Proposal document includes comparaiingds on the previous year's budget and realigpdds for

the year before that, alongside expenditure aliosatfor the prospective year. Each ministry’sibbook’ budget
document compares the previous year’s actual exipeadvith the current and next year's budgetedeexiitures.

It does so on a net and gross basis, where netadepaut the expenditures not linked to (continggon) revenues.
There are few projections or assessments in thgdiudocument for the impact of items passed by lang

government decisions, even for the year immediatellpwing the budget year. There is now a drafdget

structure included in the Macroeconomic Framewgrkuatil 2010, but this document is not publisheéthe Tax

Reform Law, which could contribute to large newidief in forthcoming years, also lacks revenue gctpns.

Regular publication of data on the execution of belget is required by law, and a calendar of seledates is
announced?
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Revenue projections have been highly inaccurathdrpast few years. Previously, revenue projestisare overly
optimistic, in order to make room for more spendinighout breaching deficit limits. Since 2003, esue
projections have been overly conservative in aoretb curb the excessive spending seen in preweass. In
2005, the government introduced an amendment t®é#fieit Reduction Law establishing ceilings forvgonment
expenditure for 2005-2010, which was expected thuce overly optimistic revenue projectiofis.Commentators
expressed concern that there was no comparativeesdor data for revenue projectiotis. The MoF’s Annual
Report explains the difference between forecasts andoowts. In the past there were some difference$ien
estimation of GDP between the MoF and the centmakb They use separate models, but their estinsatesow
becoming more similar.

Commentators judged the defence budget to be #st teansparent of all budget items, as it is s#pdrom the
main budget. However, increasing transparency efdéfence budget and the strengthening of MoF abotrer

Ministry of Defence (MoD) expenditures are someh&f MoF reform priorities for 2007. At presentthe defence
ministry wishes to alter its budget, it can do soniediately, only having to obtain de facto authatien from the
MoF and the Knesset Finance Committee. The oriltiag limiting provision on defence spending isader from

the MoF stipulating that, if the defence ministriskes to increase spending by more than 90 milboseli shekels
(approximately 19 million US dollars), it must askadvance. The MoF is suggesting that the MoDIdesify more
figures. The 2007 draft budget already containmilbel information on the non-classified parts bé tdefence
budget, which amount to approximately one-thirdhaf total defence budget. While in the past theperds were
only made accessible to one Knesset committee @nobd team in the MoF, this year they were givethe entire
Knesset and were also made publicly available. 8Mmieviously the MoF appointed all line ministriescountants,
excepting only the MoD, as of 2006 the MoF alsoaapis the MoD accountant and is therefore ablectiess more
information on the defence buddét.

The Foundations of the Budget Law (FBL) mandates the MoF update budgetary estimates by incorjaydhe

in-year adjustments approved by the Knesset. Biediso mandates that the MoF submit a quarteiypreon the
deficit and its financing to the Knesset. The DA€duces both monthly and quarterly reports, whigdiude

estimates of the deficit and its financing, as waslinformation on the execution of revenues améeditures of the
central government (although the classificationtesysused deviates from international standattsiowever, a
complete update of the budgetary estimates of i@&and expenditure is only carried out annuallthebudget
execution report, a document that is publisheduary?®

Israel complies with the System of National Accau(BNA) of the IMF Government Finance Statisticsniial,
although the IMF has specified that the GFSM dtatishould be published separately from the Natiédwwcounts
and with explanations, something that the CBS iskimg to comply with. The Accountant General ispensible
for reporting actual annual expenditures. The reisoconsidered to be credible, but existing lqmalvisions allow
it to be released with a considerable delay. Tdus-t which used to be six months -- has curreloéign reduced to
four months, and it is hoped that it will be threenths as from next year. Even though the latestiat the DAG
should publish its report by June each year, irb20@eported at the end of April. The 2006 repsréxpected to be
published in March 2007. The English version of El&G report is usually made available at a latagetthan the
Hebrew one.

This year, for the first time, the annual reportlimles budget execution data presented accordinipetdine

ministries’ comptrollerships. The budget executidata of each executive department are accompanjednb
explanation about the rationale under budget ei@tuf there is such, at the budget programmesllduaformation
on deficit, revenues and expenditures can be faudwbth English and Hebrew on the new DAG websiteithin

the MoF website -- which was launched at the begmrof November 2006. Some analytical articles stith

published in Hebrew onl¥f.
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Translation of MoF information into English remaias area of weakness, although some progress kasnh&de
over the last year. There is a view that the peiveéctor is already providing this service to theestment
community.

In 2003, the MoF added Internet-based servicesafquayers, such as the online payment of VAT andsfi and
‘know your rights’ information for new citizens its website.

Israel publishes comprehensive quantitative infaionaon most of the central government’s contindialities '

Public sector operations

A number of quasi-governmental organisations, sagthe Jewish Agency, Keren Kayemet L’Ysrael (Kkdnd

Keren Hayesod, perform some quasi-fiscal activit®sch as bringing in new Jewish immigrants andding

settlement roads. The government and private dofupd these agencies. For a more complete uadelisg of
their functions and sources of revenue it is nergs® consult the annual report each is requioepublish. None
of these agencies have to follow the same dis@pfimeasures as the main line ministries, althaarhe of their
operations are included in the MoD budget.

A commitment should be madeto the timely publication of fiscal information.

Israel is a subscriber to the IMF SDDS for econoamd financial statistics and meets its specificetifor the
coverage, periodicity and timeliness of the data.

Chapter three of the State Comptroller Law requibesgovernment to publish fiscal data. Furthatjcke 49c of
the FBL states that a quarterly performance estiméthe deficit and its financing must be releaaethe end of
each quarter and submitted to the Knesset Finanoatittee.

Debt Reporting

The Budget Proposal document and the governméntisial Financial Report contain comprehensive information
on government debt and financial assets. Dataeotral government debt are publicly disclosed aurbrt three
months after the end of the reference quarter,hin relevant issue of the CBS monttBglected Economic
Indicators® The Bol provides annual estimates of the gross et general government debt with its level and
composition, by sub-sectofs.

Advancerelease calendars

In accordance with its commitment to the SDDS,dspoduces advance release calendars acrosshe oéfiscal
data that it releases under the provisions of bBS Specifically, the CBS website publishes theaade release
calendar for the coming four months at the endawhemonth, as well as a week-ahead calendar gpiagise
release dates at the end of every week.
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3. OPEN BUDGET PREPARATION, EXECUTION AND REPORTING

oo Enacted

According to the most recent IMF fiscal transpaseReports on the Observance of Standards and G&{2SC),

the area requiring most improvement is the way imictv the budget is prepared and presented. The IMF
recommended that the budget documents include & ystematic analysis of the sensitivity of the dmidto
economic and financial shocks -- an analysis wigcbarried out internally but not made publicly #afale -- and
additional information on budget execution (inchglia revised projection for the year in courseyrtiiermore, the
IMF recommended that the expenditure classificagbould be revised to conform more closely to imaé&pnal
standards. The IMF also notes that the generamavent deficit is not an especially useful fisoalicator?

Fiscal policy objectives, macroeconomic framework and risks

Fiscal policy objectives

Fiscal policy objectives, the macroeconomic framewand the policy basis for the budget are setamat analysed
in both the final budget document and in the Budgeiposal document. However, the information atdi
objectives is relatively general. As noted by k&, the Annual Budget Law “includes broad functidneconomic
and program classifications that are consideraddy Hetailed than those set out in the IMEGvernment Financial
Statistics Manual 2001 (GFSM 2001)”.43

Based on an IMF recommendation, the authoritie® leyreed to explore the possibility of adopting wtiryear
budget framework to help ensure that future budgetsbetter insulated from political pressures eeftéct long-
term priorities. Multi-year budget frameworks halveen adopted in certain areas and line ministriesueh as
infrastructure plans, the Ministry of Immigrant Adsption and the Ministry of Tourism -- but the aotiies are
convinced that parts of the bureaucracy, notabdyMoD and the MoF, need to retain some flexibilityd should
therefore not be bound by a medium-term expendfraraework?*

The government sets a deficit target, which is @ibed by the 1993 Reduction of the Deficit Law.was hoped
that the law would divert some part of the strongmrmenues toward reducing the national debt, ratthem letting
politicians spend the new revend@sHowever, this law has been breached in eacheo$tivsequent years since its
passage owing to shortfalls in tax revenues, aedstttoral interests for additional transfer paysenn fact,
according to officials, the law requires that thelet must be planned with the deficit target inanbut there is no
legal requirement to meet the tardfetAs the Reduction of the Deficit Law is bindinglpat the planning stage, not
at the expenditure stage, the MoF recognised theds not working, and it was amended last yedre dmendment
limited the growth of public expenditure to 1% @@mum and the budget deficit to 3% of GDP from 220%0.
This year, the ceiling on growth of public expendit has been raised to 1.7%. However, its appdicatcks
transparency, and the expenditure limit in particixces constant pressure from politici&ns.

In 2003, confronted by the worst and longest ecaaaggatession in Israel's history, the governmempsed one of
the largest-ever economic reform packages. Itatnetl a number of structural and fiscal reforms tha MoF had
tried to persuade politicians to take up for yeahs.2005, the economy entered a modest recovety, pad the
structure of the economy began to be substantiatyhauled. Structural and fiscal economic refptams included
abolishing special tax breaks for rural areas, mgrgome local councils, reducing payments to lacahorities and
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increasing municipal taxes. In addition, a majeerbaul of the country's union-run pension funds warried out,
as well as increased privatisation.

M acr oeconomic framewor k

The macroeconomic framework has a clear, transpagetrof goals, and includes medium- and long-teucigetary
goals, such as the expenditure and deficit linlitss set out in the Major Provisions of the Budgettion of the
Budget Proposal and now projects as far as 201 sime section sets out the targets for the cofisoal year
and outlines government policy for major econonmd aocial sectors. The Composition of the Budeetisn is
intended to provide a comprehensive explanatiorcwofent expenditure and how it will be used in it
economic sectors. However, this section cannatled upon as a definitive predictor of governmaativity. At

the mid-term of each fiscal year, funds are in\@yiaransferred from one sector to another to cefib stopgap
needs. For example, in 2006, there was a largacrotss the board in order to transfer funds totamylineeds. As
these transfers are deemed necessary on a fajtiarébasis, there are no formal plans to limitthe

The Budget Framework section of the Budget Proposatains an explanation of the government’s tdicp@and
its effects on the Israeli economy. Since budgpbrting is based almost entirely on cash flowthasfiscal year
draws to a close many payments to suppliers ack ugeland carried over to the accounts of the fahgwear. In
2002 for example, the government chose not to iSAE refunds as scheduled on 20 December, but o them
over until January 2003.

Fiscal risks

The Accountant General has set up a subsidiargeoffi study liability management. The office hagr formed
under the MoF debt management unit, which is bogdh model to analyse fiscal risks and other macnoemic
risks. One category of bonds is still managed leyBbl rather than the MoF’s debt management unibliP debate
on the issue tends to focus almost solely on teesssnents made by the world’s three largest asatystovereign
debt (Moody’s, Standard and Poors, and Fitch).

The MoF has been publishing analysis of fiscal ara@roeconomic risks in itSutlook publication since 2003. It is
considering measures to comply with the IMF recomaia¢ion to include more risk analysis in budgets.

Fiscal sustainability

Within the Treasury, there are no fiscal sustaiitgbdissessments, such as debt management sewsitidcks or
analysis of the sensitivity of the budget estimateshanges in economic or financial conditionshe Tnain fiscal
vulnerabilities are not discussed in the budgeudwnts. However, the DAG has established a debagsment
office, which conducts research on fiscal vulndigbf?

The Bol also conducts periodic analyses of fiscatanability and its sensitivity to macroeconom@velopments.
A fiscal sustainability analysis is included in tBel Annual Report. The budget submission is published in Bol
periodic publications or in a special press reldase

Budget presentation

The complete budget is only published in Hebrewet dkpenditure and revenue-contingent expenditonstitute
the gross budget. The National Budget specifiesuats as net expenditure, gross expenditure anenuev
contingent expenditure. Budget items of each edijpere type are also detailed. The Treasury phblsa ‘blue
book’ for each ministry, commenting on its performoa. It is moving towards reporting quantified picgl results
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of expenditure where applicable, such as numbekilofnetres of roads built. A move to performanesdéd
budgeting would improve transparency and aid padiatary scrutiny of the budget process, but thezeohstacles
to measuring productivity in some ministries, ahdse would need to be overcome if this were tonfdemented
across the board. The MoF recognises that ittaki years to implement performance-based budg&ting

The auditing department of the Ministry of Inter{dol), the State Comptroller and the MoF’s diredtocharge of
salaries monitor the local authorities. A speai@tountant can restrict funding from the centraldai to the local
authorities. The financial reports of each autlyosiet out the amount of budgetary transfers frbengovernment.
The Budget Proposal document presents the consadidascal position of the general government. M/Hacal

authorities do not publish full spending reportshwixplanatory notes, allocations to local govemnisi@re included
in the state budget. Also, information on pastat@®ns and municipal spending is provided by the,Mhich is in

charge of approving every local budget annuallyowelver, this information is provided with a consamde time
lag>*

The National Budget includes forecasts for the two years following bthuelget year. Until 2002 thdational Budget
was published jointly by the Bol and MoF, but thias not the case in 2003 owing to disputes betweeBol and
the MoF. This has remained the case, but the grafifoint publication is not seen as a concerhegitby Bol or
MoF officials. In fact, commentators felt this sy is better, in that in the past the reports wesaker because
officials had to negotiate figures, policy and wiagd now each report has clear analysis and piiojest® Last
year, only the MoF published tixational Budget for 2006°°

The budget documents detail the government’s mpgiicy objectives but do not always report progréss
achieving them. However, the explanatory repod e blue books usually report on progréss.

From October 2003, the ‘yellow notes’ publicati@m, explanatory guide to the budget presented tdetfislature
has been published on the MoF website. It inclisd®®ral macroeconomic analyses. The governmergtheted to
present details on any missing or inconsistent dathon any discrepancies in the yellow notes etetid of each
section in the final budgét.

Commentators stated that the budget process ispmaent, if not necessarily the budget it32lf.

Budget execution and monitoring

The Internal Audit Unit audits all ministry unitsittv the assistance of internal departmental auditsu It also
monitors the correction of irregularities foundtie internal audits and in audits by the State Gaootipr. The unit
presents its reports to the Director General oMio& and the directors of the audited units.

Efforts are underway to improve the accountabitifylocal authorities’ spending. The government hasome
stricter in its loans to municipalities and has wetrecovery plans’; this has led to a reductiérdeficits among
weaker municipalities. Spending is only increaifetthe recovery plan is adoptéd. Additionally, when a local
authority is not managing its budget in a satisfactvay, the Mol appoints an ‘accompanied accouht#tmat is, an
accountant who accompanies the local treasurerpsevtsignature is required for any financial comreittnor
expenditure of the local authorit§.

In a recent ROSC, the IMF recommended that budgetients include some additional information ondaid
execution, including a revised projection for therent year, information on general government gedfinancial
statements of the larger government companies. INIRerecommends that the FBL be amended to proaitegal
basis for this increased informati®hBudget execution data are available on the MoFsitetand, since 2006, are
submitted monthly to the Knes$ét.
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As of 2005, ministries are allowed to spend on atimy basis. They receive a monthly permitted idgpom the
MoF, which is adjusted quarterly if needed. AsNzfvember 2005, ministries are also allowed to ed bwn
budgets for the next year, which has undoubtedpyraved their ability to plafit Most ministries under-spend their
portion of the annual budget and carry over fumdsfone year to the following. This has createctbatie on how
to present this information. While the Bol is imgd to use unspent monies to pay down the deblitfehas in the
past preferred lowering tax rates. Following tippantment of a new Accountant General in 2006alriy has
arisen within the MoF on this issue. The new Act¢aunhGeneral intended to make the process morspaaent and
based more on private sector-style methodologias ithhad been in the past, but encountered resistaithin the
ministry #

Accounting basis

The central government accounting system produiteslyt and accurate dafd. Israel's central government
transactions are recorded on a cash basis, apantfbreign grants data, which are partly recordadan accrual
basis. In 2004, the government began the processlafting the International Federation of AccoutggiFAC)
Handbook of International Public Sector AccountBigindards. A board has been created for this tperand
they are currently translating the standards. aie,d13 of the 21 standards have been adoptedhan@maining
ones are expected to be adopted in 2007. The AtmotuGeneral Department’s integrated fiscal managem
system (FMIS) produces a complete and aggregateuthigoreport on central government activities, whiis
published on the first day of every month.

In 2003, the government began moving to accruatédascounting. The MoF has been ‘beta testindfZ@mnomics
Resources Planning (ERP) software platform, whighallow partial accrual accounting. The curréalance sheet
includes many previously missing details, thankghéogradual introduction of accrual-based accogntiLiabilities
are now covered in full, and assets are being eavier part; for example infrastructure, investmeartd army assets
are now included. Six ministries produced state@sen an accrual basis in 2004, and by the en®@5 2offices in
some 15 ministries had adopted accrual-based atitngunThe budget continues to be compiled on & tasis, but
the MoF anticipates that by 2007, 80% of the budgktbe compiled on an accrual basis. By the eh@006, 31
offices will have adopted accrual-based accountivigch is expected to be government-wide by 2088 present,
despite the high percentage of the budget commie@n accrual basis, not all the ministries arelvad in the
process, and accrual accounting has only beendintea in certain departments. The use of the ERfopin will
enhance the accountability of finances and wilpHik ministries togethet

Government pensions are currently not included masnres of the public debt, but the adoption ofruadc
accounting could see this happgén.

As part of the accounting reform the first new final statement was published in September 200#e ré&port --
which also includes an auditing critique -- is dafalie online, but only in Hebrew. Improvements angoing; for
example, last year’s report fully explained comedtexpenditures. In 2006, the budget executioortdpas been
combined with the financial statement, and theltiegureport is also available in English, althougith some delay
relative to the Hebrew version. The report includesre information on government assets and proviggsrate
information on all projects (often settlement potgd worth over 100 million Israeli shekels (22 It US dollars).
However, the corporate-style accounting introduttesl year by the DAG for the budget execution rémonot fully

following GFSM standards, and this has made corapasi with previous years quite cumbersome owirthedack

of a ‘bridging’ mechanisr’

The government has introduced a computerised atiogursystem known as ‘Merkava’, although full
implementation is expected to take a long time. TS compiles military accounts separately fromegament
accounts, and the MoD has its own version of Meakawhich might not be fully compatible with the an&roduced
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elsewhere in the government. With the introductiéerkava, the MoF will be able to obtain infornaat on line
ministries’ spending before, rather than after, flogt, as ministries will have to input their exg#éares into the
system before they are execuféd.

Procur ement and employment

The IMF judges that “procurement policy and progeduare well developed and adequately publici§&dThe
Government Advertising Agency operates governmentlérs, which are advertised on the Israeli Governtim
Tenders website in Hebrew orffy. The MoF website posts a list of tenders in Eiglis

The Civil Service Commission is responsible for gmment employment. The commission operates cpeatets
for jobs in the civil service. However, at highlerels, ministers’ personal advisors, such as tliregenerals,
spokespeople and political assistants, are stilsanbject to competitive recruitment procedures.

Of particular concern in 2002 were the attemptgdijticians to undermine regulations that limit gggpointment of
members of party central committees to the boafd&ectors of government corporations. Under ¢hesgjulations,
which are supervised by a special, independent dtieen members of party central committees musterhat
they are more qualified than any other candidaterbéeing appointed as a government company dire¢h 2003,
criteria for civil service positions continued te bircumvented. For example, scandals eruptechinphaappointees
were found to have essentially purchased collegecgs.

A pilot project was announced in September 200thbyAccountant General's office at the MoF for atine tender
system within the larger framework of the E-GoveemiProject. The online tender system is a traglatform for
online government tenders, which aims to increhsetrtansparency of the tender proc@ssThe new system was
launched as a joint venture between several gowenhministries and the Accountant General's oféoel will
serve as the infrastructure for a government pesoent and tender platform to be used in comingsyéar

As noted by the IMF in a recent ROSC, “the tax andtoms administrations are given adequate legdaégtion
from political interference*?

Fiscal reporting

The Basic Law on the State Economy and the FBLuktip the criteria for fiscal reporting. These eoguch
processes as budget preparation and the budgeigaiop

The DAG prepares regular financial statements efghvernment accounts and reports to the KnesskState
Comptroller on all budgetary operations. The Acttant General reports on mid-year budget executothe
Knesset>

The Knesset Finance Committee is mandated to exathim budget prior to its passage into law. Howetree
committee has largely failed in its task as ovarsgeMoF activities and tends to be more politigathinded. It
lacks its own independent body of experienced itiyatve experts. It has tended to accept MoFdasés based on
previous budgets, rather than conducting indepdraEsessments of past performance. Moreover, coosinittee
members have demonstrated consistently that th@irapy concern is continued or expanded funding tfair
sectoral interests, even at the cost of more imapbrnacroeconomic concerns. Nonetheless, in Hesrch for
monies to spend, they occasionally stumble upoasané MoF opacity.

The backroom dealings of the Finance Committeeteraaother layer of opacity. When spending is erathby
subject, rather than by institutional structures thsults can lead to considerable confusion. ekample, spending
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on ultra-orthodox religious institutions is funrealthrough no less than four ministries and igithisted into dozens
of budgetary subsections. A precedent-settingsaetiby the Supreme Court in 2002 has alleviatedesof the
opacity by ending ‘double-budgeting’, so that tlaene institution can no longer receive financialistasce from
two different ministries for the same purpose. This is being observed.

The MoF issues reports of expenditure broken dowrcdmposition’® A 2004 IMF ROSC recommended the
preparation and publication of a more detailed dpwn plan with medium-term expenditure targets, sjiug
supplementing them with “semi-annual detailed répon progress in achieving the government’s puliiance

goals and the implementation of the various measame reforms’®

Comparisons between revenue projections and ouaneemade publicly availabfe.
While the CBS compiles a detailed GFSM report fue tMF, the MoF sends very limited data to the IMe

government is accelerating work aimed at expandiveg scope of government finance statistics, whichady
include all the financial stocks of the central gmment and most of its non-financial asgéts.
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4, ACCOUNTABILITY AND ASSURANCESOF INTEGRITY

g Compliance in progress

Data quality standards

The Central Bureau of Statistics (CBS) collates pnblishes all statistical information in Isradlhe bureau meets
the IMF SDDS for data quality. Effective tools gpebcedures are in place to assure the reconeili@nd internal
consistency of fiscal data. Budgetary projectibage been less reliable in the last six years thay could have
been, though revenue projections were more reakoirathe 2004 budget.

Independent scrutiny of fiscal information

Independent Audit

The State Comptroller's Office performs externatlitgion central and general government activitidhe State
Comptroller is independent of the executive branchhe office has access to all necessary informatitnen
carrying out its functions. Its audits are basadimely and comprehensive information. It releatseo reports per
year, one that examines defence and security ismgshe other government operations. The Statep@oller’s
Office also acts as the state’'s ombudsman. Itsa@meports on the execution of the state budgdtamthe state
balance sheet are available in a timely manneaid kbopy and on the State Comptroller's web%itddechanisms
are in place to ensure that audited agencies tgkmopriate action to address the State Comptreller
recommendation§.

3

The DAG has financial oversight over all ministries Internal Audit Unit (IAU) is responsible fdhe internal
audit of the execution of the state budget in alhistries’ accounting and finance units. The |Audds large
government entities every two years and smalles @wery four years. All line ministry accountaate actually
DAG employees and are thus obliged to report taXA&.

National Statistics Agency

The CBS follows UN and other codes for nationalistias bodies and is viewed as an independeritutisn. The
head of the CBS is proposed by the prime ministerappointed by the government. The CBS'’s libiargpen for
public use.

The IMF recommended that the CBS and the MoF catpenore closely on budget classification. As altethe
Budget Department and the Accountant General Deyeatt of the MoF, as well as the CBS, created 4a jearking
group on statistical production whose meetingstarted in February 2006, but interrupted by the waad the
process of budget preparation -- are expected domre in the short term. These meetings aim to pi®rtite
compilation of fiscal data according to the GFSM2@nethodology’°

To improve the coordination and dissemination afistics, the frequency of meetings of SDDS coattirs from
the CBS, MoF and Bol has been increased and -e $inbruary 2006 -- these meetings take place glyarte
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The CBS has a number of medium-term goals for e five years. Specifically, it aims to produceagerly
accounts for the SNA and to complete accumulatmoants. It also intends to include government rpniges in
the public sector accounts, to introduce accruabacting through Merkava and to establish a datlodsgpublic
sector data and accounts for internal CBS useddiitian, it aims to compile accounts regionally raguested by the
EU, and to improve information on non-profit instibns, only some of which are currently coveted.
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December 2006

Representatives ddxford Analytica interviewed the following officials during a vidio Israel between 13 and 17

November 2006:

Ministry of Finance

13 November 2006

Marc Luban
Yossi Gordon

15 November 2006

Avisar Cohen

16 November 2006

Eldad Shidlovsky
Yariv Nehama
Israel Kaplan

Bank of |srad

16 November 2006

Eyal Argov
Yehudit Golan

Adi Brender
Ahuva Ben Shalom

OECD Coordinator
Deputy Director

Senior Deputy
Accountant General

Senior Division Manager
Deputy Accountant General
Senior Director

Economist

Senior Economist

Senior Economist
Chief Analyst

ADDITIONAL INTERVIEWS

13 November 2006

Soli Peleg

Amir Davidson

14 November 2006

June Dilevsy

Senior Director

Director

Assistant Director
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Econmrand Research Department
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Public Sector AsalyResearch Department
IT Department
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Central Bureau of Statistics (CBS)
General Government andi8l Services
Accounts Sector
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Department oéinational Affairs
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