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ISRAEL

COMPLIANCE RATINGS

Monetary transparency 2006 2005 2004 2003
Clarity Ofroles [ XXX [ XXX [ XXX [ XXX
Open decision process ooe oo oo oo
Availability of information XYY ecoe ccoe Y
Accountabﬂity XXX XXX XXX XXX
Score 3.75 3.75 3.75 3.75

OUTLOOK & COMMENTARY

Monetary transparency is expected to be enhanced by a new Bank of Israel Law awaiting
approval by the Knesset. The new law will grant formal independence to the central bank and
will set a legal requirement for the publication of the minutes from the Bank’s board meetings.
Anticipating approval of this provision, since May 2006 the Bank of Israel (Bol) has been
publishing minutes of its internal Monetary Policy Forum meetings two weeks after they have
taken place.

A new Statistics and Information Division of the Bol has been operational since June 2006 and
is responsible for collecting and aggregating monetary statistics according to IMF Special Data
Dissemination Standard requirements.

Preparations for the launch of the Real Time Gross Settlement System (RTGS) are ongoing, and
the system is expected to be launched in May 2007.
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EXECUTIVE SUMMARY

3.75 Compliance in progress

Israel’'s commitment to monetary transparency isetqd to be highly enhanced with the approval méw Bank of
Israel (Bol) Law which was proposed last year. Afdof this new law is being discussed by the Mmief Finance
(MoF) and the Bank of Israel (Bol), which are neégiihg a number of specific provisions, includinglasy
agreements. Once these negotiations are over, hesiét (parliament) should approve the law quicgiyen the
apparent absence of opposition.

Although the full draft law is not yet publicly al@ble, a number of its provisions are expectecnbance the
transparency of monetary policy operations. Fomgda, an announcement is expected to follow eadisida

taken by the Monetary Committee (a new body esthbli by the law to conduct monetary policy togethign the

governor), and minutes of its meetings are expettelde published within two weeks. Anticipatingstew

requirement, the Bol began publishing the minufessdVonetary Policy Forum in May 2006. While thisove has
improved transparency relative to the past, mindi@sot yet include information on individual pasits for or

against changes in the interest rate.

Since June 2006, a new Bol Statistics and Infolmnabivision has been responsible for collecting stary
statistics, and it has started a project to calewdggregate monetary statistics strictly accortbngpe IMF Monetary
and Financial Statistics Manual for reporting basedMF Special Data Dissemination Standard (SDD@)ile the
Bol does not provide a pre-announced schedule t&f abe released, this is available on the CeBtaitau of
Statistics (CBS) website. As of 2006, all reseavohking papers are published with an English abstra

A Real Time Gross Settlement (RTGS) system is emgeto be launched in May 2007. An initial report this

system was published by the Bol at the beginningg@d6. By the end of 2006, the process of checking

compatibility of the software with the Bol interngfstems and the international SWIFT programme helle been
completed. The system will be tested within the Bolil February 2007 and with external banks fa thllowing
two months, prior to it is official launch in Maya7.

Israel’s overall score is unchanged from last year.
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1. CLARITY OF ROLES, RESPONSIBILITIESAND OBJECTIVESOF CENTRAL BANKS

g Compliance in progress

The objectives and institutional framework of monetary policy

Central bank objectives and responsibilities

The Bank of Israel (Bol) Law sets out the functi@msl responsibilities of the central bank. The lawurrently

being revised to grant the Bol formal independandés formulation and conduct of monetary polidfegotiations

between the Ministry of Finance (MoF) and the cantrank on the last details of the draft (includisgjary

agreements) are currently ongoing, and the Kn€psgliament) is expected to approve the law ratheckly once

these negotiations are over, as there appears tw bebvious opposition to itIn addition to formulating and
carrying out monetary policy, the Bol regulates Hanking system and acts as fiscal agent for theergonent.

Israel maintains a flexible exchange rate regiménhe central bank does not intervene in the foregchange
market, except for very minor ‘smoothing’ operatidygpical of all free-floating currency regimes.

The previous Bol governor, David Klein, came und#ense criticism for keeping policy too tight. rifaas a
result, the government resuscitated the MonetaticyPédvisory Committee, a government-appointed atttee
comprised of leaders in the business and academnieneinities, to discuss policy on a regular bast advise the
Bol and the governor on economic and monetary poli#he committee has no power to decide policy &nd
viewed as a rubber stamp for the Bol's monetarycpgs. The approval of the Advisory Committee @& needed to
change interest ratés.

According to the draft Bol Law, put forward by tberrent central bank Governor, Stanley Fischergfament IMF
and World Bank economist appointed in May 2005 thain Bol objectives would be price stability ¢thgh
inflation targeting), financial stability and, tdly and not at the cost of the first two, the proiomo of growth and
employment. In order to strengthen the centrakizaimdependence, the draft gives the Bol the rightise any
monetary instrument it might require. Under thevhaw, the existing Monetary Policy Advisory Comtei would

be disbanded, and two new bodies would be formeMoaetary Committee consisting of three independent
members and three Bol members -- including the gmrewho will act as chairman and hold the castiotg -- and

an administrative council for personnel issues. Manetary Committee would be responsible for decision
changes in the interest rate. It would publisimfalised meeting times and announcements on intextesthanges,
as well as the rationale behind any decisions tdken

Oper ational autonomy

Since the 1980s, when reforms to address the afsig/perinflation won the central bank its indegence, Bol
governors have consistently demonstrated the ddrdrk’s operational autonomy from government potirough
their control of inflation. Specific events in ZD@ontributed to the conservative bias in monepajcy in 2003.
First, the governor and the finance minister in2@@reed that the former would reduce interessriteeturn for
the government reducing its deficit. In the evéhé governor cut rates, but the government waslarta reduce
the deficit. The government then attempted (bileda to change the Bol law in a way that would éaffectively
turned the central bank into a department of th&Mo
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Part IV of the current Bol law details the proceshifor appointments, terms of office, and the Getéor removing
the heads and members of the central bank’s govgbuody. The IMF has recommended that the Boldaauld be
“amended to strengthen the central bank indeperdand reflect international best practice regardimanetary
policy objectives and procedures, so as to enhanoédence and minimise the risk that temporaryabhes of
inflation targets could unhinge expectatiofisOnce the new Bol law is passed, strengtheningcéiméral bank’s
autonomy and targeting inflation, these recommeadsaiwill be fully met.

Institutional relationship between monetary and fiscal operations

The laws establishing the Bol clearly distinguishactivities from those of the government.

Monetary and fiscal operations are normally coatéd through formal and informal meetings betweka t
governor, the minister of finance and other sesiaff from the Bol and the MoF. The Bol is theici#il economic
adviser to the government. After a difficult yéa2002, when such meetings virtually came to &, lia¢ ministries
increased discussions in 2003; for example, the Modperated fully with the Bol's request for dataféed its
macroeconomic model of fiscal policy. However,sthlwas at management level; the rift between thanfia
minister and central bank governor remained wi&nce 2004, relations and coordination have furtimgaroved
with a change in officials and in policy, and therent coordination between the Bol and the Mogaied?>

The Bol does not engage in substantial quasi-factvities®

L ending to gover nment

According to the existing law, the Bol must not yide loans to finance government expenditureHowever, the
Bol is permitted to finance limited cash shortfalisnd to finance excess expenditures in foreigmenicy, and
provide loans for the repayments of government delihe Bol. The Bol's monthly balance sheets ldse the
amounts of credits, advances or overdrafts to dvemment

Central bank involvement in the rest of the economy

The Bol is not involved in equity ownership, meng¥gp of governing boards, procurement or provisibmther
services for a fee

Central bank profit allocation

In accordance with the Bol law, the central banksihitansfer its net profits to the government witBD days from
the expiration of each fiscal year. Since 199%, Bol and the MoF have agreed to register parhe$e profits,
known as ‘realised real profits’, as current incaméhe government budget.

Agency roles performed by the central bank on behalf of the gover nment

The Bol law clearly defines the role of the centrahk as the sole fiscal agent and banker to tivergment
Normally, the Bol plays an important consultatieterin setting the government’s budget and in satjgg areas for
new economic and regulatory legislation.

The Bol acts as the manager of foreign exchangaves. The MoF manages the public debt, accodinthich are
published by the Bol. The central bank used tordsponsible for arranging auctions through whicdable
government bonds are sold to the public, but #8ponsibility has been transferred to the MoF.
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2. OPEN PROCESS FOR FORMULATING AND REPORTING MONETARY PoLICY DECISIONS

oo Enacted

The framework, instruments and tar gets of monetary policy

Framework and monetary targets

Inflation targeting is the main objective of mongtaolicy.® The Bol'sInflation Report details explanations of the
interest rate and the monetary instruments usagh@ve the inflation target. The report oftentaors models that
help explain how monetary policy instruments colittBation.™*

However, some commentators have highlighted tleaptbevious governor never indicated the importdregave to
each of the Bol models or various economic indiekis disposal when making decisions on interatstst Once
the new Bol law is passed, the way in which mornyepalicy decisions are made will be altered, int theey will
become the combined decision of the Monetary Cotemitather than purely the decision of the govers part
of the change in law, the Bol will be expected tdlsh details of how the committee reached itsisiiec as to
whether and by how much to change interest ratesoNly should this follow each Monetary Committbezision,
but minutes of the meetings should be publishetiiwitwo weeks. Anticipating that this legal requirent will be
set down in the new Bol law, the central bank sthgiublishing minutes of its Monetary Policy Forametings in
May 2006. While this decision has improved transpay relative to the past, minutes do not includermation on
individual positions in favour or against changeshie interest rat¥.

The Bol has comprehensive inflation forecasts,udiclg ‘fan chart’ projections of inflation. Sinc003, the
projections have covered the coming twelve-monthioge rather than the calendar year. The Bol i03@lso
provided, for the first time, a detailed explanatim both English and Hebrew of the methodology ihelhits
inflation target. There is no explicit weightingzgn to any one indicator of inflationary pressuihe Bol and the
MoF have been working more closely together overgst three years to ensure that their forecastishi?

The IMF has recommended that the Bol “communicatrenclearly its policy and its views regarding the
inflationary environment in order to continue anthg expectations within the inflation target rahge It
recommends that the Bol supplement the half-ydaflgtion Report with interim quarterly updates, and that the Bol
place more emphasis on the dynamics of futuretiofiain the report’ The Bol agrees on the need for greater
transparency, although it is concerned that theketarmight misinterpret the additional informatierspecifically,
the assessment of risks and likely policy respdhisagain, the policy announcements which will beeesled once
the new Bol law is passed will improve the levelrdbrmation available to the public.

M onetary instruments

Since 2001 the central bank’s ability to use manyetiastruments has improved. The Bol operateh@primary
and secondary markets for government securitielse [&nding rate for required reserves at the cebank (the
‘auction rate’) is the primary tool of monetary jpgl Open market operations are conducted in gowent
securities for minor liquidity adjustment. T-billse issued to operate monetary policy. Therenaréonger any
ceilings on T-bills, and the market for these hadewed.

Oxford AnalyticaLtd. 5 Alfred Street, Oxford, OX1 4EH, UK 180
Tel: +44 (0) 1865 261600 Fax: +44 (0) 1865 242018 Email: oa@oxford-analytica.comWeb: www.oxan.com




Monetary Transparency November 2006
Israel

The current Bol law details all monetary policytmsnentst® The interest rates on the Bol’s lending and ansti
for deposits from banks serve as important instnime The Bol’s major monetary policy tool in retgears was
the deposit auctions conducted with commercial babkit it has now moved to the sale of short-teotes1 In
2002, the Bol embarked on a programme to incrdas@de of the monetary auctioning of tradable pdgewn as
makam, after the ceiling omakam was eliminated in December 2081. In 2005, the Bol also adjusted the way it
conducts its monetary auctions. Previously, it enbanks at preferential interest rates; thatesyshas now been
abolished and there is a band -- at 1% below Bigisréor deposits, and at 1% above Bol rates fadifen Banks
also used to be able to carry over any deficity thedld on the inter-bank market from day to day, tbansaction
balances are now closed on each trading‘3ay.

The monetary policy-making body

Monetary board

The Monetary Policy Forum, headed by the goverisogn informal policymaking body responsible for matary
policy decisions. The Forum advises the govermomonthly monetary plan decisions and consistdrettbrs and
senior staff from four departments, including thes@arch Department, the Monetary Department anédheign
Exchange Activity Departmenit.

Up until last year, monetary policy decisions warade by the governor alone. Although this continteebe the
case, Stanley Fischer is working to change thid,tha draft Bol Law is expected to include relevaravisions on
the subject. The governor controls all public mipg, giving the appearance of Bol unanimity fdlr gecisions.
Differences of opinion and internal disputes onmyeege once a senior official resigns and voices slifferences to
the media.

Two new bodies would also be formed under the reaw B Monetary Committee consisting of the goveriioe
deputy and three independent members, and an adrathie council for personnel issues. The Monetar
Committee would be responsible for decisions onngka in the interest rate. Its decisions would dg@orted
immediately after being made, and a descriptiothefdecision-making process would be publishedweeks after
the meeting®

Advance meeting schedule

Following the monthly meetings of the Monetary BglForum (which usually take place on the last Wsdiay of
every month), monetary policy decisions, focusiagipularly on the interest rate for the month aheae published
on a pre-announced schedule by press reféa$ke Bol website includes dates of announcememntianges in the
interest rates and their effective dates for threetu year?

Public statements on monetary policy

Periodic publications

By law, the Bol must publish certain reports thatkenit accountable for its actiondmong these is a weekly report
which is published in the official gazett®eshumot, showing amounts of currency in circulation anthde of assets
as cover for liabilities. The current Bol Law aksgecifies the various reports that need to begsesph the governor
must submit amAnnual Report, including a balance sheet, to the governmentthadFinance Committee of the
Knesset; the governor must also present a monthbort to the government containing the discussiang
resolutions of the Bol's Advisory Committé&.
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Changes to the setting of monetary policy instrumdrave mainly involved the replacement of admiatste
instruments by market-oriented ones. The govemmast consult the Advisory Committee on proposechgha in
monetary policy instrumentsThese are announced immediately after a decisiorage and disclosed in th@nual

Report, theInflation Report and on the Bol’'s website. Twice a year, the @mtank publishes aimflation Report,

that examines monetary developments and the psli@eded to achieve the inflation target. Thiguklished on
time, and copies are available in English. At &ame when the money supply increases by 15% or ntheeBol is
required to send a special report to the government

The Bol failed to publish iténnual Report for 2001 as a result of an internal dispute bebabe governor and the
workers’ committee. Thé&nnual Report for 2002 was published on time, but as a seriessséssments, rather than
as a single document. This method of producingiireial Report continued in 2004 and 2005; whereas previously
the research department produced one report, nomoetists from all departments participate in theparation of a
single document to be made available to the puBlicthe chapters of the report are discussed sngle forum --
mainly composed of research department staff, tsd attended by other Bol economists -- before they
submitted to the governét. TheAnnual Report is published in English, but with some lag.

The National Budget, previously an annual publication of the Bol and Mdakeludes forecasts for the two years
following the budget year. THdational Budget for 2003 was not published jointly, because opdies between the
Bol and the MoF. Although this has continued &the case, it is not seen as a concern eitherabyoBMoF
officials. In fact, commentators have regarded #usa better system, in that earlier reports weraker because
officials had to negotiate numbers, policy and vingd whereas now each report has clear analysiggojdctions,
making the system a positive development for trarepcy. Last year, only the MoF published WNational Budget
for 2006%°

The Bol has created a multi-year budget, basedudgdt trends and actual legislation, and publishéat the first
time in the 2002Annual Report. It has been updated each year since, to raflecpassage of new measures. The
Bol's multi-year budget study is a 70-page anahfti@port listing each separate budgetary compoardteach
assumption that goes into it.

Fischer's predecessor as governor used speechgwesgireleases as his preferred means of comntingiagith

the public. This centralised the governor’s contneer the flow of information from the Bol and cirmvented the
requirement that he hold an ongoing dialogue with MoF. By contrast, Fischer is committed to tbepion of
standard international practices including morenog@mmunication.

Regulations on data reporting by financial institutionsto the central bank

In accordance with the current Bol Law, financiaktitutions must report to the central bank on rtlasisets,
liabilities and capitaf® At the request of the governor, each bank musi alibmit a report on its liquid assets,
which is done on a daily, weekly and monthly basis.

In 2003, the Bol began surveying banking sectotigipants on their attitudes towards future cormdigi, using the
results to inform policy decisions. The resultstefse surveys have not yet been made public.
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3. PUBLIC AVAILABILITY OF INFORMATION ON MONETARY PoLIcy

g Compliance in progress

Release of central bank data

Israel is a subscriber to the IMF Special Data &isigation Standard (SDDS) and meets its requiresniemtthe
coverage, periodicity and timeliness of financiedter daté’

Daily interest rate data are disseminated on: thiekBy rate (the policy variable), auction rates $bort-term and
long-term government securities, the average inégrk loan rate (a proxy for the policy variablesjatind yields to
maturity from secondary markets on government séesir (a) long-term bonds with ten-year maturliyked to the
Consumer Price Index, and (b) short-term unlinkeglisties, with maturities of nine to twelve months

Central bank data are disseminated monthly in om#liof New Israeli Sheqalim (NIS) on the analyt@atounts of
the central bank. Data are disseminated on reseorey, net domestic claims on the central goventritbere are
no claims on local authorities, non-profit instituts, or non-financial public enterprises), net @stit claims on the
private sector and net foreign assets.

The central bank also produces an internationastment position, external debt, exchange ratestendnalytical
accounts of the banking sector.

In its 2006 ROSC Data Module, the IMF recommendea dtandardisation of monetary statistics collectod
dissemination. Since June 2006, a new Bol Statisticd Information Division has been responsiblecfatecting
monetary statistics and has started a projectltulede aggregate monetary statistics strictly agiog to the IMF
Monetary and Financial Statistics Manual for repgrtbased on SDD%. Seasonally adjusted data or three-month
rolling averages are available on the website @f8bl.

The central bank balance sheet

The Bol publishes monthly balance sheets with aofaigvo to three weeks from the end of each repgrtialendar
month?® Annual balance sheets, including a profit and lascount, must be submitted to the governmenttrznd
finance committee of the Knesset within five monfitean the end of the Bol’s business year. Thesepassted on

the Bol's website and are available in tAanual Report. Balance sheets are prepared according to Israeli
accounting standards.

The Bol provides details of aggregate market tretias through its written reports to the legistatu Loans or

deposits to commercial banks are undertaken thramgauction procesS. The Bol publishes information on this
process in the monthly monetary plan for the nexiqal.

Lender of last resort

At present, there are no regulations or policiegd overn the Bol's role as lender of last reséthile there is no
formal guarantee of central bank intervention ia #vent of a bank crisis, it is informally expecthdt the Bol
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would offer its support, as happened in 28b2A risk team with representatives from the majanks is currently
working together to estimate risks and decide hest ko manage them.

A Real Time Gross Settlement System (RTGS) is bestgblished, the major target of which is to redrisk. All

systems within the Bol are to be connected to RT@W8ch is expected to be launched in May 2007. Aal

report on this system was published by the Bohatlteginning of 2006. Software has been provideMogtren, a
US company, while hardware has been provided bigraeli company. Both were installed in July 200file the
RTGS was originally expected to be launched in M&607, the Lebanon war has resulted in a two-mdatay.
By the end of 2006, the process of checking corbibidyi of the software with the Bol internal systerand SWIFT
will have been completed. The system will be testétin the Bol until February 2007 and with extaribanks for
the following two months, before is it officiallglinched in May 200%.

Public information services

The Bol has a special unit that provides comprekeriaformation to the public and media on a regblasis. It is,
however, subservient to the governor. Bol preksases are invariably designed to highlight onlysthpoints that
the Bol wishes the public to recognise. Dissentiigrpretations of the data are never includethexsummaries.
This will improve once the new Bol Law is passeslitawill enforce regular public announcements oonetary
policy decisions and on how they were reached.

The Bol has begun to enhance the public understgnafi the inflation process by presenting differenbnomic
scenarios. Improvements in transparency via tHen@bsite include the cataloguing of 400 publicasipsearchable
by name, topic, author and other parameters. 03 2irectives and legislation on money launderirgeaposted on
the website, with English translations. At the samee, there were improvements in the productiothefRecent
Economic Developments reports, which previously were translated and mbstéh a six-month lag. The Shekel
exchange value time-series, dating from the estafient of Israel in 1948, was also made availabhlehe Bol
website. In 2005, the central bank published #hé&rr100 time series data items in an interactorenfit on the
website®

As of 2006, all research working papers are publsiith an English abstract. Whether or not to ishibhn entire
research paper in English is up to the author. $vhié Bol does not provide a pre-announced schedulata to be
released, this is available on the Central Burdetatistics (CBS) websit¥.
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4, ACCOUNTABILITY AND ASSURANCESOF INTEGRITY BY THE CENTRAL BANK

g Compliance in progress

Accountability before a designated public authority

The Knesset's Finance Committee summons the gowéongiscuss any matters related to the activitiethe Bol.
This normally occurs three or four times a year.pérticular, these meetings are held following ghélication of
the Bol's Annual Report or interim assessments of inflation for the curnggar that indicate significant changes in
trends. The governor often authorises the appearahother officials before this committee andentimstitutional
bodies.

Financial statement

Audited financial statement

The annual audited financial statement of the Balisclosed two months after the end of the fir@noériod. An
independent, private sector auditor audits thenfire statement. Significantly, detailed infornaation the expenses
and revenues of the Bol are not publicly discloSed.

External and internal audit

While internal governance procedures are not plybtisclosed, and therefore are not part of the iendébate on
the Bol's operations, the state comptroller doesehaccess to the Bol’s internal audit reports ama publish its
own reports, subject to secrecy constraifts.

Conduct of officials

Rules that regulate the conduct of officials aredohon the Bol Law and the code of conduct for re¢rtank
employees in Israél. In particular, the rules specify how Bol employstould deal with issues such as secrecy and
work processes. Legal protection exists for all Bfficials, who are covered by the legal code ufmdall public
employees.

Oxford AnalyticaLtd. 5 Alfred Street, Oxford, OX1 4EH, UK 185
Tel: +44 (0) 1865 261600 Fax: +44 (0) 1865 242018 Email: oa@oxford-analytica.comWeb: www.oxan.com




Monetary Transparency
Israel

INTERVIEWS

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

November 2006:

Bank of |srad

16 November 2006

Eyal Argov Economist
Yehudit Golan Senior Economist
Adi Brender Senior Economist

Ahuva Ben Shalom Chief Analyst

Ministry of Finance

13 November 2006

OECD Coordinator
Deputy Director

Marc Luban
Yossi Gordon

15 November 2006

Avisar Cohen Senior Deputy

Accountant General

16 November 2006

Eldad Shidlovsky
Yariv Nehama
Israel Kaplan

Senior Division Manager
Deputy Accountant General
Senior Director

ADDITIONAL INTERVIEWS

13 November 2006

Soli Peleg Senior Director

Amir Davidson Director

14 November 2006

June Dilevsy Assistant Director

Oxford AnalyticaLtd. 5 Alfred Street, Oxford, OX1 4EH, UK

November 2006

Research Department
Internationalaf$
Public Sector AsayResearch Department
IT Department

Budget Department

Accountant Gene@ffice

Econmrand Research Department
Accoun@aneral’s Office

Macroeconomics Departit
Central Bureau of Statistics (CBS)
General Government andi8l Services
Accounts Sector
Central Bureau of Statistics (CBS)

Department oéinational Affairs
Israel Securities Authority
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Yoram Naveh Deputy Director and Corporation Rt®Department
Legal Counsel Israel Securities Authority
Shirelle Guttman-Amira Israel Securities Auihor
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