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Foreword

This Review of Corporate Governance in Israel is part of a series of reviews of national policies undertaken for the OECD Corporate Governance Committee. It was prepared as part of the process of Israel’s accession to OECD membership.

The OECD Council decided to open accession discussions with Israel on 16 May 2007 and an Accession Roadmap, setting out the terms, conditions and process for accession, was adopted on 30 November 2007. In the Roadmap, the Council requested a number of OECD Committees to provide it with a formal opinion. In light of the formal opinions received from OECD Committees and other relevant information, the OECD Council decided to invite Israel to become a Member of the Organisation on 10 May 2010. After completion of its internal procedures, Israel became an OECD Member on 7 September 2010.

The Corporate Governance Committee (the “Committee”) was requested to examine Israel’s position with respect to core corporate governance features and provide Council with a formal opinion on Israel’s willingness and ability to implement the recommendations laid down in the OECD Principles of Corporate Governance (the “Principles” and the OECD Guidelines on Corporate Governance of State-Owned Enterprises (the “SOE Guidelines”).

This report, prepared as part of the Committee’s accession review, highlights some of the key corporate governance challenges facing Israel. An overriding corporate governance concern for Israel is the protection of minority shareholders and other stakeholders. This reflects the fact that the corporate landscape is dominated by a small number of corporate groups controlled by families and individuals through cascading ownerships, pyramidal structures and cross-holdings. As in other jurisdictions with a similar corporate structure, concerns arise that controlling shareholders might benefit from irregular practices such as abusive related party transactions and self-dealing, or might derive non-financial private benefits to the cost of the other investors.

Israel has made considerable progress over the last decade in improving its corporate governance framework, notably through adoption of its 2000 Companies Law and the implementation of a succession of subsequent upgrades of various parts of its legal architecture. For example, potentially abusive corporate transactions are now subject to stringent approval procedures, at the board level as well as in shareholder meetings. Further tightening of the rules is under consideration by the Israeli authorities. Economic efficiency and a level playing field between public and private enterprises have been further promoted through a process of privatisation that has left few large companies other than public utilities and military-related enterprises in state ownership.

The review also found that Israel should continue to pursue corporate governance reform in a number of areas. For example, an enhanced autonomy for the Israeli securities regulator, including a right to issue secondary regulations and levy fines, would provide better investor protection than the current system which relies largely on legislation and subsequent legal enforcement. Better safeguards for the auditing quality of listed companies are another priority area, as is the implementation of a specialised court instance to hear commercial cases. Progress in several of these areas was, at the time of concluding this review, already on the way.

This review of corporate governance in Israel was conducted on the basis of a comprehensive self-assessment by the Israeli authorities and Israel’s answers to a detailed questionnaire on state-owned enterprises, supplemented by information gathered from OECD fact-finding missions, interviews with public officials, market participants, academics and relevant literature. Successive drafts of the report were discussed with Israeli representatives at joint meetings of the Corporate Governance Committee and its Working Party on State Ownership and Privatisation Practices in April and November 2009. This final version of the report reflects the situation as of November 2009. It is released on the responsibility of the Secretary General of the OECD.

The review was prepared by Hans Christiansen and Alissa Koldertsova under the overall supervision of Mats Isaksson, Grant Kirkpatrick and Robert Ley of the Directorate for Enterprise and Financial Affairs. The analytical framework is explained in Annex A. Detailed information on the structure of Israeli corporate groups is provided in Annexes B and C. Information on the banking sector is provided in Annex D.
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Chapter 1

Assessment and Recommendations

1. Corporate governance framework

The Israeli corporate governance landscape is characterised by ownership concentration and family control of a significant number of listed companies. Recent research has estimated that three-quarters of Israeli listed companies (of a total of 640) are controlled by family or individual interests. Institutional investors accounted for 18% of market capitalisation, foreign investors for 17% while government ownership accounted for only 1% of market capitalisation. While the role of the state in capital markets has been on the decline, the role of institutional bodies has grown. The free float on the Tel-Aviv Stock Exchange (TASE) is limited (31% in 2007), despite efforts to increase it. The tendency toward a concentrated ownership structure applies to even the largest listed companies.

There is little indication that the importance of company groups in the Israeli corporate sector is on the decline – on the contrary, anecdotal evidence points to acquisitions of additional block-holdings by family groups. Family controlled holding or investment companies, along with pyramidal structures are the most widely spread mechanisms employed to control corporate groups and in many cases separate cash flow from voting rights in listed companies in Israel. Rather than trying to prevent concentrated ownership, the Israeli approach has been to reform the legal and regulatory framework to address the agency problems arising from the ownership landscape.

The principal pieces of legislation bearing on corporate governance in Israel are the Companies Law (1999) and Securities Law (1968). Both the Companies and the Securities laws contain a number of important corporate governance provisions. In addition, sectoral legislation has been introduced to regulate the operation of financial sector participants, including banks (the Banking Licensing Law, 1981), mutual funds (Joint Investment Trust Law, 1994), provident funds (Provident Funds, 2002) and pension funds (Pension Counselling and Pension Market Law, 2005). In general, the mandate for the design and enforcement of corporate legislation is shared between the Ministry of Finance, the Ministry of Justice and the Israel Securities Authority.

In the absence, up to now, of a formal national corporate governance code, the Companies Law incorporates a large number of corporate-governance related provisions. It applies to all Israeli companies and to a limited extent to foreign companies, whereas the Securities Law applies to any entity offering securities to the public, whether or not listed on TASE. The Companies Law is structured to allow autonomy of choice in solving corporate governance issues and enables civil enforcement by shareholders, directors and creditors. Moreover, given the risks arising from concentrated ownership and large company groups, the legislators were also intent to enshrine the key provisions in Companies Law, thus making compliance compulsory. From a corporate governance point of view, a crucial aspect of the Companies Law is addressing what is seen as the key agency problem in Israel: the relationship between majority and minority shareholders.

The scope of the Securities Law is quite broad: its sets out the mandate and structure of Israel’s Securities Authority and the Tel-Aviv Stock Exchange, establishes the rules for issuance of prospectuses, placing orders under the prospectus, and liability for them. It also outlines the rules for securities listed for trade on foreign stock exchanges, limitations on the use of inside information, as well as penalties for the various offences outlined in the Law. The Law also addresses the contents of the prospectus, the prohibition against the use of insider information, and penalties for the breach of the Law. In terms of corporate governance, the centrepiece of the Securities Law is the concept of a “principal shareholder” who is required to make timely public disclosures. Violations of the Securities Law are mostly subject to criminal enforcement.

Enforcement of the Securities Law is the prerogative of the Israel Securities Authority. ISA’s powers under the Law include market surveillance and investigations of violations. Under specific circumstances, the ISA has the authority to suspend or revoke licences of securities companies. Over the years, the ISA has brought a number of civil and criminal cases at the core of which were considerations relating to protection of property rights of shareholders. In addition to prosecutions, the ISA actively examines different transactions which it deems suspect and has the powers to declare transactions invalid when the circumstances warrant. The ISA also issues advisory circulars on emerging issues.

On the other hand, the Tel-Aviv Stock Exchange does not have a strong independent role as a standard-setter in corporate governance due to the fact that most governance standards are encompassed in the Companies Law. Listing requirements bear on corporate governance mostly through their impact on the ownership and control structure. The minimum mandatory free float ranges from 7% for companies with a listing value exceeding NIS 200 million to 20% for companies which a listing value of up to NIS 20 million. In addition, TASE has introduced maintenance rules which include criteria with respect to public float value, public float rate, and equity.

Following an ambitious privatisation programme initiated in 1985, the role of the state in the economy has been dramatically reduced. In consequence, the Israeli SOE sector no longer represents a major share of the economy and contributes less than 2% of total employment and GDP approximately 8% of total exports and gross capital formation.a The SOE sector in Israel comprises 69 companies and 6 subsidiaries thereof where the state possesses at least half of the voting power or the right to appoint board members, as well as 21 companies where the state has a degree of ownership or control that does not meet these thresholds. SOEs in Israel are present mostly in public utilities and defence-related industries.

The legal framework applying to Israeli SOEs includes the general Companies Law, but also the Government Companies Law of 1975 which contains additional stipulations for companies where the state has a significant ownership stake. A major part of the Government Companies Law is dedicated to corporate governance questions, addressing issues such as the qualification of directors, restrictions on directorships, the operation and responsibilities of boards, the appointment and duties of auditors and legal advisers, etc. The Law addresses the rights of private shareholders in SOEs, in particular minority shareholders, including in the context of changes in the government ownership share.

The Government Companies Authority is the government body charged with exercising the ownership function in SOEs, on behalf of the Ministers (typically the Minister of Finance plus one line Minister) responsible for them. The GCA was created in 1975 by virtue of the Government Companies Law as a unit of the Ministry of Finance. The responsibilities of the Authority are varied, including: advising the Ministers on matters concerning SOEs, advising/assisting SOEs in the management of their activities; and dealing with matters related to SOEs in accordance with directives of the government. The Authority also possesses a range of powers with respect to privatisation of SOEs. In practical terms, the power and scope of authority of the GCA vis-à-vis government and mixed companies is quite broad.


2. Assessment

The following sections provide the assessment of Israel’s corporate governance in terms of five core corporate governance features:



	Ensuring a consistent regulatory framework that provides for the existence and effective enforcement of shareholder rights and the equitable treatment of shareholders, including minority and foreign shareholders.

	Requiring timely and reliable disclosure of corporate information in accordance with internationally recognised standards of accounting, auditing and non-financial reporting.

	Establishing effective separation of the government’s role as an owner of state-owned companies and the government’s role as regulator, particularly with regard to market regulation.

	Ensuring a level playing field in markets where state-owned enterprises and private sector companies compete in order to avoid market distortions.

	Recognising stakeholder rights as established by law or through mutual agreements, and the duties, rights and responsibilities of corporate boards of directors.


Ensuring the Enforcement of Shareholder Rights and Equitable Treatment. A key issue for consideration is whether the risks associated with the predominance of pyramidal company groups and high ownership concentration have been sufficiently addressed, or will be sufficiently addressed by pending legislation. The Israeli approach has so far been to accept the concentrated ownership and take steps, mainly through ex-ante regulatory means, to avoid abuse. Alternative tools such as empowering activist shareholders, especially institutional investors, and opening improved access for shareholders to file suits are the subject of an ongoing reform process with some proposals already submitted to the legislator.

Israel’s framework to ensure equitable treatment of shareholders and recognition of their rights is broadly responsive to the recommendations of Chapters II and III of the Principles. Safeguards built into the Companies Law including a fiduciary obligation to maximise profits, audit committees with a majority of independent directors and approval of extraordinary or related party transactions through qualified majority, go a long way toward ensuring minority shareholder rights. The enforcement of these provisions, whilst formally reliant mostly on civil suits, depends in practice to a non-trivial degree on regulatory interventions by the ISA.

The ISA has, in particular, made extensive use of its prerogative to mandate corporate disclosure and encourage civil suits by shareholders. Further steps could be taken, including measures already under consideration in Israel such as the creation of a majority-of-the-minority safeguard in the case of related party transactions; enhanced fining capabilities for ISA and a right to co-finance derivative suits; and the creation of a specialised court to hear both civil and criminal cases under the Companies and Securities Laws.

Timely and Reliable Disclosure In Accordance with Internationally Recognised Standards. Israel has taken significant steps to strengthen the quality of financial and non-financial disclosure in most of its listed companies, notably through its transition to International Financial Reporting Standards (IFRS) in early 2008. Pending issues such as the implementation of IFRS in banks and insurance companies need to be addressed as soon as possible given remaining supervisory concerns. The non-implementation so far of IFRS in state-owned enterprises to some extent runs contrary to the intentions of the Guidelines, although it must be recognised that the pre-existent Israeli Accounting Standards (IAS) to which they adhere already encompass most of the main elements of IAS. The safeguards for auditing of listed companies could also be improved. The audit companies are largely reliant on peer reviews, and although the Ministry of Justice plays an unusually prominent role in the reviews, Israel is nevertheless encouraged to follow the path of most OECD countries in establishing a public oversight accounting board with supervisory powers over the auditing profession.

Effective Separation of the Government’s Role as Owner and its Regulatory Role, and Ensuring a Level Playing Field. There are no major concerns about the level-playing field because most SOEs operate in sectors where there is little competition with private companies. However, recent attempts at introducing competition into parts of the value chains of Israeli public utilities are welcome and should be pursued further. As for the ownership function of SOEs, it is geared toward securing a sufficient degree of government oversight and control, while at the same time establishing safeguards against the abuse of these powers by individual public officials. Oversight and control may run counter to some of the Guidelines’ recommendations concerning the autonomy of boards and management, but it can be justified by a recent history of ministerial interference and nepotism in individual SOEs.

There is little evidence of government interference in SOEs (most of which has concerned staffing decisions) transgressing the boundary between the ownership and regulatory domains. Recent progress in establishing autonomous regulatory bodies in the utility sectors further lowers the risk of mixing ownership and regulation. The Israeli authorities are, however, encouraged to continue ongoing reforms in the area of SOE governance, including by unifying the legal frameworks in which SOEs operate, enhancing financial disclosure and requiring SOEs to develop individual ethics codes guiding the conduct of staff and management.

Recognising Stakeholder Rights and the Duties, Rights and Responsibilities of Boards. Among relevant stakeholders, only creditors are dealt with explicitly by the corporate governance framework for privately owned companies. A number of provisions in the Companies Law directly addressing the rights of creditors, including in the context of extraordinary or related party transactions, are enforceable through the normal courts system. Other stakeholders such as staff and affected communities enjoy legal protection through labour, environmental and zoning legislation, but they are not subject to such specific corporate responsibility or co-determination clauses (the exception being SOEs) as are seen in some OECD countries.

As for board responsibilities, an obligation of board members to act on a fully informed basis and in the interest of the company and its shareholders is well established by law and has been actively enforced by courts. Israeli jurisprudence provides a relatively broad scope for holding directors individually liable for corporate losses. Conversely, the independence and individual responsibility of SOE boards have sometimes been called into doubt, and the Israeli authorities are encouraged to take further steps to safeguard board autonomy in this sector.


3. Recommendations

While Israel has made significant progress in its implementation of the Principles and the Guidelines, the Committee identified a number of areas where further improvements are recommended:



	Israel should work to create an enhanced, autonomous role for the Israel Securities Authority (ISA). Giving the ISA the powers to issue secondary regulation without consulting legislative or executive bodies would be consistent with the good practices advocated by the Principles. Also important would be stronger protection of minority shareholders, including against abusive related party transactions, through an enhanced capacity to levy fines as sanctions for non-compliance with ISA rulings.

	Improving safeguards for auditing of listed companies is a priority area. The Israeli authorities are encouraged to continue their efforts to establish a public oversight accounting board with supervisory powers over the auditing profession.

	Israel is called upon to strengthen the ex-post protection of minority shareholders and creditors. Creating a specialised court to hear both civil and criminal commercial cases, as currently under way, is strongly encouraged. The ability of the ISA to support legal redress by individuals, including through derivatives suits, could also be enhanced.

	Finally, effort should go into enhancing the autonomy of state-owned enterprises and their boards. Whilst recognising the central role of the Ministry of Finance in recent reforms of the state-owned sector, appropriate steps should be taken to ensure the independence of the GCA from the Ministry, and of SOE boards from the GCA.






ANNEX A

Analytical Framework for the Accession Review

As noted in the Foreword, the Corporate Governance Committee (then known as the Steering Group on Corporate Governance) was requested to examine Israel’s position with respect to core corporate governance features and to provide the OECD Council with a formal opinion on Israel’s willingness and ability to implement the recommendations laid down in the Principles of Corporate Governance and Guidelines on Corporate Governance of State-Owned Enterprises. At the same time, Council requested the Committee to carry out accession reviews on the same basis for four other countries – Chile, Estonia, the Russian Federation and Slovenia.

The OECD Council identified five core corporate governance features to guide the Committee’s accession reviews



	Ensuring a consistent regulatory framework that provides for the existence and effective enforcement of shareholder rights and the equitable treatment of shareholders, including minority and foreign shareholders.

	Requiring timely and reliable disclosure of corporate information in accordance with internationally recognised standards of accounting, auditing and non-financial reporting.

	Establishing effective separation of the government’s role as an owner of state-owned companies and the government’s role as regulator, particularly with regard to market regulation.

	Ensuring a level playing field in markets where state-owned enterprises and private sector companies compete in order to avoid market distortions.

	Recognising stakeholder rights as established by law or through mutual agreements, and the duties, rights and responsibilities of corporate boards of directors



In November 2007, the Committee adopted an analytical framework for the conduct of these country accession reviews. The analytical framework addresses each of the five core corporate governance features in turn, integrating both general issues of corporate governance and those concerned specifically with state-owned enterprises (SOEs). The analytical framework was designed to structure the accession reviews to ensure even-handed treatment among the five accession countries while giving necessary emphasis to issues of particular concern in each country.

To focus discussion of the corporate governance landscape, the analytical framework relied on four Principles drawn from the OECD Principles of Corporate Governance



	Principle I.A: “The corporate governance framework should be developed with a view to its impact on overall economic performance, market integrity and the incentives it creates for market participants and the promotion of transparent and efficient markets”.

	Principle I.B: “The legal and regulatory requirements that affect corporate governance practices in a jurisdiction should be consistent with the rule of law, transparent and enforceable”.

	Principle I.C: “The division of responsibilities among different authorities in a jurisdiction should be clearly articulated and ensure that the public interest is served”.

	Principle I.D: “Supervisory, regulatory and enforcement authorities should have the authority, integrity and resources to fulfill their duties in a professional and objective manner. Moreover, their rulings should be timely, transparent and fully explained”.



To address the five core features of corporate governance, the framework selected the main items in the OECD Principles and the OECD Guidelines on Corporate Governance...
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