Chapter 18 
Financial Reform
Until the 1980s, the government was fully involved in every aspect of Israel’s financial and capital markets, including raising and allocating capital, and setting rates of return and imposing discriminatory tax rates. This exceptional government involvement in the capital market had begun during Israel’s first decades of statehood, when the government needed to finance its budget deficit and direct private investments amid a dearth of capital and investors. As a result, the lion’s share of public savings was directed to the government and the Bank of Israel, via government bonds and high liquidity rates on savings plans, deposits, provident fund assets, and pension funds. Nearly all public-held financial assets were government liabilities. The government, as a financial intermediary, determined credit volumes, interest rates, and subsidies for various target areas.	Comment by JJ: Correct?
The traditional function of financial intermediation is to link individual savers and borrowers (the public) with investors (businesses). For the first 40 years of Israel’s statehood, this function was performed by the government. State involvement in Israel’s capital market reduced sources of private investment, distorted the relative yields of various assets and liabilities, and prevented public assets from being allocated as efficiently as possible. In Israel’s early years, the prevailing concept was that finance was inferior to production—that is, to agriculture, industry, and construction—and that the aim of banking thus was to serve the public sector, which was responsible for directing production. Israel’s largest banks were controlled by public bodies—the Histadrut controlled Bank Hapoalim, the Jewish Agency controlled Bank Leumi, Hapoel HaMizrachi controlled Bank HaMizrachi. In contrast, two banks were privately-owned—Israel Discount Bank was controlled by the Recanati family, and Bank Beinleumi (First International Bank of Israel) was controlled by various private parties.
Government involvement in the financial and capital markets actually increased during the hyperinflation crisis of the 1980s, when government spending soared to around 75 percent of GDP, the budget deficit to 15 percent of GDP, and government debt hit a record high of 270 percent of GDP. Reduction in the government deficit in the wake of the 1985 Economic Stabilization Plan was a cornerstone of financial reform and the strengthening of market mechanisms. The ensuing financial reforms were integrated into the liberalization of Israel’s  foreign exchange market.
Reform of Israel’s capital market began in 1987, when the government took two important steps. First, licenses were granted to nonfinancial companies and mortgage banks allowing them to issue private bonds. The government also reduced the pension funds’ obligation to invest in non-tradable government bonds and granted them a license to invest in private bonds. The commercial banks were still subject to limitations on private bonds issuance in order to reduce their monopolistic power in the financial market.
Most of the later significant financial reforms came about due to the work of professionals within the Ministry of Finance setting in motion a process of reform that would last for two decades. One of the manifestations of their efforts was the 1995 Brodet Committee that recommended reforms that would separate nonfinancial and financial corporations, a process that was also referred to by the Anti-Concentration Committee some 15 years later. Reforms to taxation on income from financial instruments eliminated tax discrimination between different financial assets. In 1994, the Fogel Committee on Pension Reform reduced government involvement in the capital market by closing the Histadrut pension funds and opening new pension funds run by institutional investors. The Bachar Committee (2004) focused on reducing centralization in financial intermediation, reducing the power of the banks, strengthening institutional investors, and developing sources of non-bank credit. 	Comment by Susan: Is this correct? Is there a specific date?
In addition, steps were taken to adopt international accounting standards (IFRS). In 2000, following a 1998 report by the Commission for dual listing of Securities, an amendment was made to Israel’s Securities Law (1968) whereby local company prospectuses would be recognized by foreign securities authorities, which would give Israeli companies access to the global capital market for the purposes of raising capital. The amendment also allowed foreign companies to raise capital in the Israeli market. The Shani Committee (2010) report led to the dismantling of the pyramidal ownership structure of public companies, and the separation of ownership between nonfinancial and financial corporations, while in 2016, the Knesset passed the Israel banking bill that separated credit card companies from the banks, following the recommendation by the Strum Committee for increasing competition in the banking system.
All of these reforms were driven by a shift in macroeconomic perspectives following the 1985 Economic Stabilization Plan that aimed to reduce government involvement in the economy and open it up to the global economy. This led to increased competition and a more streamlined capital market to improve resource allocation within the economy. As a result, the number of participants in the capital market increased and competition in financial intermediation improved. Due to these reforms, the number and power of the institutional investors managing long-term savings has increased dramatically, and banks have mainly become providers of traditional banking services only. With the stock market reforms, the development of Israel’s capital market as a tool for the efficient allocation of public resources was completed. Now, the amount of credit available to businesses increased through the issuance of public and private bonds.
Corporate governance rules were established. In 2006, Israel adopted the Goshen Committee’s corporate governance code, which was similar to those used in OECD countries, while in 2008, the Hamdani Committee tasked institutional investors with assuming the role of corporate governance gatekeepers, and strengthened minority shareholders’ rights. Regulatory developments included legislative changes to improve control tools in all three circles of responsibility in corporate governance: the board of directors, shareholders and institutional organs, and the Economic Court. The legislative intention was that institutional investors, which represent the public in public companies, should act as gatekeepers in disputes between controlling shareholders and minority shareholders.
In the 2010s, technological developments led to dramatic changes in the financial system, some of which proved even more significant than the reforms themselves. The rise of the smartphone has sparked an information revolution, which, among other things, has dramatically changed the relationship between banks and their customers. The new technology also accelerated the development of small, agile financial entities, fintech companies, and payment apps, which challenged the existing financial system. The establishment of a credit pool benefited non-banking credit companies and “open banking.”
In Israel, financial regulation is managed by three authorities. The Capital Market, Insurance and Savings Authority oversees long-term savings (pensions, insurance, and provident funds), the Banking Supervision Department oversees the banking system, and the Israel Securities Authority oversees debt, equity raising by public companies, and investment advisors. The establishment of new financial entities created a challenge around how to prevent regulatory arbitrage, whereby firms try to take advantage of loopholes in regulation to circumvent unfavorable regulations, as well as around reducing conflicts between consumer-competitive reforms and encouraging stability. Ideas were raised for changes to the regulatory map, including creating one supervisory body to oversee the stability of all financial entities and a second to oversee competition and consumer issues (the “Twin Peaks”[footnoteRef:1] model of financial regulation). However, it is not clear whether this would be an improvement over the current model, according to which each authority supervises competition and stability, and a committee of regulators coordinates the work of the financial regulators.	Comment by Susan: I have added a short footnote explaining what this is [1:  The Twin Peaks model, introduced by the Netherlands, involves separating prudential regulation (to promote stability) and business conduct regulation. See https://www.imf.org/external/pubs/ft/scr/2011/cr11208.pdf] 

Milestones
The following are a number of key milestones, some mentioned above, in the reform of Israel’s capital and financial markets that occurred as part of its transition to a free capital market.
The Brodet Committee (1995)[footnoteRef:2] discussed abolishing bank investment in nonfinancial corporations, similar to the Banking Act of 1933 in the United States (the Glass-Steagall Act), which effectively separated commercial banking from investment banking. The Committee’s report was the first governmental attempt to address a fundamental financial issue as part of building a modern Israeli economy and transitioning from a public, centralized market to a private, commercial, open, and competitive economy. The Committee was established when Yitzhak Rabin was Prime Minister and Avraham (Baiga) Shochat Minister of Finance. Its final report was approved by Shimon Peres’ government, which had been appointed in the wake of Rabin’s assassination of in November 1995.  [2:  Report of the Committee for Examining the Aspects of Bank Holdings in Nonfinancial Corporations, December 1995 (Brodet Committee).] 

The report outlines detailed a new structure for business costs, and heralded a new approach to the relationship between financial and nonfinancial companies and to potential conflicts of interest. Until then, major business costs were mainly controlled by the government, the Histadrut, the Jewish Agency, and the banks, along with two private business groups, the Eisenberg and Recanati families. The banks held significant shares in domestic corporations and were used as underwriters in issuances, which created conflicts of interest between the banks and savers. 
The two largest banks, Bank Leumi and Bank Hapoalim, were conglomerates that centrally controlled the economy. The Committee recommended that banks be limited to holding 20 percent of nonfinancial corporations, and that banks should not have such control that would enable them to influence such companies’ activities and make business decisions. Banks were limited in investing in nonfinancial corporations to up to 25 percent of their capital. In addition, limits were imposed on the holdings of one of these conglomerates: Bank Hapoalim was obliged to rescind ownership of one of two corporations, Koor Industries or Clal Industries and Investments. The Committee also recommended the establishment of the Centralization Committee (also known as the Committee to Increase Competitiveness in the Economy), which was indeed founded, albeit 15 years later in October 2010. Applying the Committee’s recommendations, changes were made that were highly beneficial for the economy, and that created a completely new playing field for Israel’s business and financial sector. There is no question that the Brodet Committee’s recommendations served as a turning point for Israel’s business and banking system.
Following the Committee’s report, there was an increase in the number of private business players in the Israeli economy. Africa Israel Investments Ltd and Migdal Insurance and Financial Holdings Ltd were separated from Bank Leumi, while Delek Fuel, Clal Industries and Investments, Koor Industries, Poalim Investments, and the Ampal-American Israel Corporation were separated from Bank Hapoalim. With the acceleration of the privatization of government- and union-owned companies and the development of the high-tech sector, new private businesspeople and companies (among them Lev Leviev, Yitzhak Tshuva, Yossi Maiman, the Italian insurance company Assicurazioni Generali, and the private investment house Dovrat Shrem Ltd.) started becoming active in the Israeli market. From the 1990s, the map of Israel’s private sector and corporate ownership began to change, together with changes in the policy of public offerings on the Tel Aviv stock exchange.
The Bachar Committee (2004)[footnoteRef:3] discussed reducing centralized holdings and conflicts of interest in the banking system in the capital market, as well as the development of a non-bank credit market. The Committee was appointed during the tenure of Ariel Sharon as Prime Minister and of Binyamin Netanyahu as Finance Minister. Previously, most financial intermediation was controlled by the banks, which had vertical control over most capital market activities—fund management, underwriting, credit provision, and portfolio management. However, what was needed was a competitive, multi-broker market that would reduce brokerage discrimination and optimize business activity. The Committee recommended decentralizing the ownership of the management of existing investment channels, developing a non-bank credit market, and exposing the public to alternative investment funds beyond the existing banking channels. The banks were required to sell their provident fund companies and mutual fund companies and were permitted to engage solely in investment consulting, while marketing and investment advice were separated from them. Restrictions were placed on the control of provident and mutual fund companies. Consumer choice and competition increased, and the potential for conflicts of interest was reduced.	Comment by JJ: https://www.miksam.co.il/uploaded/073-074.pdf

I took some terminology from there [3:  Report of the inter-ministerial team regarding capital market reform, September 2004 (Bachar Committee).] 

By 2022, credit provided by non-banking entities constituted over 50 percent of business credit, compared to just a few percent in the early 2000s (i.e., before the reform). The growth in Israel’s non-banking capital market was fueled by pension savings, insurance, and provident funds managed by institutional investors, and a diversified and decentralized competitive market was created for the public’s savings accounts. In 2022, 10 institutional corporations managed around 90 percent of consumer financial assets, while Israel’s three largest pension funds accounted for some 75 percent of the market. The risk of concentration has now shifted from the banks, to institutional investors, characterized by the institutional “group thinking” of a small number of financial managers who are responsible for managing enormous financial investments. This situation requires fresh regulation. 
The Committee for Increasing Competitiveness in the Economy (Shani Committee, 2010).[footnoteRef:4] The Shani Committee’s recommendations led to the implementation of the Law for the Promotion of Competition and Reduction of Concentration in 2013 (the Concentration Law), which was unprecedented in the world. The Committee’s recommendations addressed three areas: the conditions for the allocation of public assets, tackling the pyramidal holding structure[footnoteRef:5] within in Israel’s public companies, and separating financial and nonfinancial holdings. This Committee was established during Binyamin Netanyahu’s tenure as Prime Ministers, with Yuval Steinitz as Minister of Finance. At that time, the Israel Antitrust Authority (Competition Authority) had not addressed the issue of ownership concentration in a number of industries. It soon became clear that some 20 business groups controlled around two-thirds of the market value of Israel’s public companies, mainly through pyramidal holding structures that created a significant gap between the controlling owner’s equity capital holdings and its percentage of voting rights holdings, thus enabling a single shareholder to exercise control over a company while retaining only a small fraction of the equity claims on the company’s cash flows. This situation was a clear violation of competition and stability, as well as an inefficient allocation of public assets. It concentrated considerable power in the hands of just a few individuals, ultimately harming the investing public. The Competition Law provides a remedy by separating major nonfinancial and financial corporations so that a controlling stakeholder in a major nonfinancial entity cannot also hold a major financial entity. The purpose is to avoid an inefficient allocation of public assets as a result of any conflict of interest that may arise between a controlling stakeholder’s nonfinancial and financial activities, since this would harm the interests of members of the public who had invested in the financial corporation.	Comment by Susan: Footnote added to explain this to readers  [4:  The Committee for Increasing Competitiveness in the Economy (Centralization Committee), March 2012]  [5:  A pyramid structure refers to a business entity composed of a number of smaller companies, where there is a top-down chain of control in the ownership structure. See http://www.ijmbs.com/24/irfah.pdf] 

The Concentration Law defined a “concentrated entity” as, among other things, a body or group that owns at least four areas of essential infrastructure sectors through at least 10 licenses or contracts. The Centralization Law stipulates that a concentrated entity requires the approval of the Committee to Reduce Centralization in order to participate in infrastructure tenders or the privatization of government companies. The aim was to prevent situations arising that could harm competitiveness. To prevent the concentration of bargaining power and influence, which damages consumers and creates distortions and market failures, the Shani Committee further recommended that large business groups that operate in several industries should not acquire additional rights or expand their activities, with the aim of helping increase the number of players in the essential infrastructure sectors.
To prevent pyramidal structures whereby a second-layer company controls a third-layer company, the Centralization Law stipulated that a public company or company that is publicly traded cannot control a pyramidal structure of more than two layers. Many companies were prevented from being publicly traded as a result of these new regulations to flatten pyramidal structures, and holdings in nonfinancial and financial companies were limited. Leading holding companies such as IDB Holding Corporation Ltd, Paz Oil Company, and Delek Group separated their real holdings from their financial holdings in banks and insurance companies. As a result of the legislation, eight of the largest business groups on the Tel Aviv Stock Exchange were dismantled, and the pyramids disappeared.
As with many economic issues, solving one problem only creates another problem in a different area. The Centralization Law hurt Israel’s “tycoons,” but large companies (banks, insurance companies, and real estate companies) were created, which, instead of having controlling owners, are controlled by the country’s powerful institutional investors, each of which owns only a few percent of a company. Over the last decade, the number of large institutional investors has shrunk from 15 to just 10 entities, which together control 90 percent of the market. This impacts not just the capital market but competition as well. The institutional investors have grown from representing 25 percent of the amount floating on the stock market to 36 percent, and in 2021 managed 2.8 trillion NIS of public money (about 200 percent of Israel’s GDP), which has raised fresh fears about economy-wide concentration and competition. The excess power of Israel’s institutional investors requires supervision and regulation, so that an adequate corporate governance and balance between shareholders and management is maintained.	Comment by JJ: Deleted
Israel has shifted from a world of controlling owners to one of controlling institutional investors, 
As it's repetition
The Strum Committee (2016)[footnoteRef:6] focused on competition in retail banking (public companies and small and medium businesses). The Committee was appointed while Binyamin Netanyahu was Prime Minister and Moshe Kahlon Minister of Finance. The Committee recommended increasing competition by introducing non-banking companies, which would exert competitive pressure and reduce the price of banking services. The available competitors were the credit card companies, which the Committee recommended should be separated from the ownership of credit card companies from the banks and turned into independent bodies with an infrastructure for providing credit and information about consumers. In addition, the Committee recommended regulatory easing to allow new banks, including digital banks, to enter the market. Other recommendations included the establishment of an IT services office as an infrastructure for new competitors, implementation of the Credit Data Law, deposit insurance, regulation of payment services and the terms of access to payment systems, and facilitating “one click” bank transfers, information services, and promoting business activity.	Comment by JJ: Is this what is meant	Comment by JJ: Not sure what is meant here  [6:  The Committee for Increasing Competition in Banking and Financial Services, September 2016 (Strum Committee).] 

Pensions
Israel’s pension sector underwent significant reform between 1995 and 2003, in terms of both pension funds and the budgetary pension. The “old” Histadrut pension funds had been responsible for managing the public’s pension savings. They received monthly deposits from salaried employees and their employers, and guaranteed pension rights according to salary and seniority and based on rights (defined benefits), regardless of individual contributions. In 1995, the then-Finance Minister Baiga Shochat and the Histadrut agreed that in face of their large deficits, the “old” pension schemes would be closed to new members. Instead, balanced “new” pension funds were established, which had less favorable conditions for new members. The reforms reduced the actuarial deficits of the “old” pension funds, and reduced the government’s involvement in the capital market. Responsibility for long-term savings passed from the government to the individual. The “new” balanced funds were based on defined contributions, with actuarial balancing at the fund level. Savers assumed their own risk, and pension allowances were not known in advance. The government guaranteed a partial safety net for savers by committing to sell them designated bonds at a guaranteed real yield of 4.48 percent. 
In 2003, the “old” pension funds were nationalized, and a special manager from the Ministry of Finance was appointed to oversee them. The government undertook to cover the actuarial deficits, which became based on direct contributions (DC) at the fund level. The actuarial balance was achieved by reducing members’ rights, raising the pension age, increasing contributions, and requiring pensioners to pay management fees for their pension payments. Government aid amounted to NIS 85 billion, and was later increased and for distribution  over 35 years. The pension reforms led to the introduction of institutional investors (insurance companies and investment houses) into the pension fund market, and reduced centralization in the financial system, thus distributing decision-making power among more entities. 
One of the characteristics of Israeli pension funds as a tool for long-term savings has been the designated bonds arrangement, a feature since the early 1960s. These bonds are not tradable, are linked to the consumer price index, carry a relatively high guaranteed return, and are risk-free for savers. They thus have ensured the financial stability of the pension funds for the benefit of savers. However, the bonds have proven increasingly expensive for the state (in 2022, they cost about 10 billion NIS) and have reduced the sources available for institutional investors in the private sector. Investment in these designated bonds for the “new” pension funds was initially limited to 70 percent, while for the “old” funds it was 93 percent. After some time, the government reduced its investment to 30 percent, in order to expand and deepen capital market activity. The guaranteed return on the designated bonds also decreased, from 6.2 percent linked to the CPI for the “old” funds to 4.86 percent linked to the CPI.
The specific preservation of the designated bonds was aimed to maintain the stability of the funds, especially because of the drop in the guaranteed return. In 2022, the government changed the mechanism of the designated bonds subsidized under this safety-net mechanism. The new safety-net mechanism guarantees pension savers an index-linked return of 5.15 percent for 30 percent of their pension savings. If after a period of five years the annual return is less than 5.15 percent, the state will make up the difference, This gradual change was intended to change the investment method of the pension funds and save money for the state budget, without harming pension savers.	Comment by JJ: Does this correctly reflect the meaning?	Comment by JJ: 
In 1999, another major reform was carried out, this time to the budgetary pension of state employees. Under a collective agreement between the Histadrut and the government, the budgetary pension was closed for new employees, who were directed to the “new” pension funds. In 2008, a mandatory pension scheme was introduced, requiring all employers to pay into a pension fund for all staff, which boosted the size of the funds managed by Israel’s institutional investors. In 2016, the Mandatory Pensions Law was expanded to include the self-employed, while stopping the capital route via the provident funds, and stipulating that the long-term savings instruments of pension funds, life insurance policies, and provident funds will pay an annuity upon retirement. In 2005, government limited the ceiling of pension management fees and in 2008, it established regulations allowing savers freedom of choice regarding transferring funds between similar pension products. These measures were designed to increase competition in the pensions market.	Comment by JJ: This is also not clear	Comment by JJ: Changed to reflect chronological ordert
In 2022, Israel’s pension bodies (pension funds, provident funds, and life insurance) managed about 2.2 trillion NIS, about 25 percent more than Israel’s total GDP, an amount that has doubled within a decade. These funds are now an important source of financing infrastructure and business investments. After the extensive changes made to the pensions system over the past 20 years, a good and stable system has been created that benefits both the individual and the economy, and which is considered one of the best pension systems in the world in terms of sharing risks between the individual and the government. A pension in Israel today is based on real, transparent, and supervised financial assets that guarantee a return and take into account life expectancy. The distortion of the imbalance in retirement age between men and women was mostly corrected in 2021.
Summary
After a decades’ long journey of reform, Israel’s once nationalized, feeble, and limited financial and capital markets are now efficient and competitive, resembling those in other developed countries and without government involvement in the capital markets, The reduction of the government deficit and state involvement in the capital market, as well as improved economic growth and the move to mandatory pension contributions for all those in employment from 2008, have helped to significantly increase the scope of the assets controlled by Israel’s institutional investors. 
As a result, the financial center of gravity has shifted from the banks to the institutional investors. Past concerns about increasing centralization in the banking system have been replaced by similar fears about the institutional investors, whose power has increased considerably, as that of the banks has shrunk. The power of Israel’s institutional investors is expected to grow, in view of the increase in long-term savings as a result of population growth and economic expansion. Meanwhile, a high level of concentration has also developed in the pension fund industry.
As of 2015, over 50 percent of Israel’s business credit was provided by institutional investors, and less than half by the banks. Again, this is a stark change from the early 2000s, when the banks provided about 90 percent of business credit. At the end of 2022, the volume of funds managed by Israel’s institutional investors stood at around NIS four trillion, a significant source of non-bank credit.
Since the beginning of the 1990s, Israel’s capital market has managed to withstand global and local financial crises. Market reform has successfully created a secure, competitive, and stable capital market. The importance of the institutional investors in the capital market and as gatekeepers in public companies has increased. Since the early 2000s, the volume of foreign assets as a proportion of the total assets managed by institutional investors has increased from zero to around 25 percent by 2022. In recent years, Israel’s capital market has been defined as a “developed market” and not an “emerging market,” which indicates optimal channeling of capital sources for utilization, a condition necessary for economic growth.
The nature of a capital market, the quality of the companies traded in it, and the extent of that trading are all conditional on efficient protection and enforcement mechanisms, the role of which is to provide good information to investors and traders. Such mechanisms require continuous monitoring to identify failures and to update regulations, especially as new conflicts of interest arise.	Comment by JJ: Deleted
the rules that are used to navigate the markets, 	Comment by JJ: Deleted
require appropriate regulation
Unprecedent opportunities and challenges may arise from recent developments in mobile financial technology (fintech) have sparked a revolution in consumer banking processes. There has been a dramatic shift away from traditional branch banking services toward direct banking (e.g., telephone banking, online chat, and mobile deposits) and the use of mobile banking apps has mushroomed. In 2022, including because of trends that began in response to the coronavirus pandemic, direct banking represented about 87 percent of all banking operations compared to about 20 percent in 2010. This development has reduced the public’s need for physical bank branches and improved the efficiency of banking operations. In 2021, three new banks received licenses to operate in Israel—two digital banks (One Zero Digital Bank and Esh) and the Ofek credit union (which has a cooperative banking model)—with the aim of increasing competition. The use of P2P platforms that directly connect borrowers and lenders has expanded, and non-bank entities that provide credit digitally have multiplied.	Comment by Susan: suggested connection with previous material	Comment by JJ: In israel or globally	Comment by JJ: I think this ends too abruptly

SD – I agree with Joanna. The next chapter opens with globalization, so this doesn’t even lead into the next chapter. Perhaps a summarizing sentence to the effect that these represent dramatic changes that will continue to change to face of Israel’s financial sector.


