Chapter 3

Main Developments in the Activity and
Financial Results of the Banking System

1. PRINCIPAL DEVELOPMENTSIN THEACTIVITY OF THE COMMERCIAL

BANKS!

The total balance-sheet assets of the
commercial banks operating in Israel
increased by amoderate 1 percent in 2003
compared with 2002 and amounted to
NIS 689 hillion (Table 3.1). The ratio of
assets to GDP remained static at a level
of 1.67 during thelast threeyears (Figure
3.1). On the liabilities side, relative
stability was recorded in 2003 in the
raising of deposits of the public (a
moderateincrease of 0.9 percent). Onthe
assetsside, an NIS 13 million (3 percent)
decrease was recorded in outstanding
credit to the public (which accounted for
60 percent of total assets). Due to the
decrease in outstanding bank credit
concurrent with the relative stability in
deposits of the public, the banks were
faced with a surplus of funds. The banks
channeled the surplusesinto the purchase
of bonds—principally Shahar and Gilon

!Inthisitemwerefer tothe activity inIsrael of
all the commercia banks. From 2002 data are
included on the Bank of Jerusalem and on two

Figure 3.1
Indices of Activity of the Commercial
Banks Relative to GDP, 1993-2003
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2 Value added is the sum of net ordinary before-tax
income, salaries and related expenses, general
expenses, maintenance and depreciation on buildings
and equipment.

b Credit to the public, excluding guarantees.

SOURCE: Returns to Supervisor of Banks and
Central Bureau of Statistics.

foreign banks (HSBC and Citibank), while data on the Trade Bank are not included.
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unindexed government bonds. The banks investments in these bonds totaled NIS 27
billion, an increase of 52 percent compared with 2002 (Table 3.6). The change in the
banks mix of assets together with the large interest rate cuts in the economy, had the
effect of increasing their profits in 2003 and thereby raised the banking system’s value
added. Theratio of the banks’ value added to GDP rose from 3.4 in 2002 to 4.1 in 2003
(Figure 3.1).

A particularly large decrease of 61 percent was recorded in 2003 in total requirement
for credit in the economy, including direct bank credit and credit substitutes such as
issuesin the capital market. The downturn in demand for credit began in 2001 asaresult
of the recession in the economy. In the record year of 2000, demand for credit in the
economy was eight times higher than in 2003 and in 2003, for the first time, the change
in the amount of bank credit extended was negative (Table 3.2).

An increase was recorded in the public’s asset portfolio, which reached NIS 1,400
billion, its highest level for the past decade (Table 3.5). The growth in the public’s asset
portfolio resulted mainly from the buoyant level of the capital markets in Israel and
abroad, which increased the value of securities.

a. Credit to the public

Thelarge growth in bank credit during the

. Figure 3.2
last decade (an annual increase of 8 Changes in Credit to the Public?
percent) ceased in June 2002 (Figure 3.2). from all the Commercial Banks,
Moreover for the first time in a long March 1997-December 2003
period, average outstanding credit at the (December 2003 prices)

commercial banks declined by 3 percent > P""

(NIS 409 billion) compared with the 422
average balancein 2002 (Table 3.3). The 400
ratio of bank credit to GDP also fell for 400 9
thefirst timein along period. At the end
of 2003, this ratio amounted to 1.14 250 354
compared with 1.17 at the end of 2002
(Figure 3.1). 312
The decrease in outstanding credit at 300
equilibrium resulted from the reduced

278

supply of bank credit, which was 254
. o 250 [
accompanied by a decline in demand for
. . . u 7
this credit. The main reasons for the
reduced supply of bank credit were: 200 —— ' % ' % ' " ' o ' o ' o '
1) The banks’ adoption Of amore gl’i ngent 2 Including credit in NIS (plus) credit in or indexed
i i i id- to foreign currency. From January 2002 includes
credit policy, atrenq that pegan in mlq e e
2002 and that continued in 2003. This SOURCE: Monthly returns to the Supervisor
cautious and conservative policy resulted of Banks.
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Table 3.2
Bank Credit and its Main Substitutes, 1998-2003
(NIS million, December 2003 prices)

Total Credit from Of which Of which Of which
credit from banks Bank dternative  issueof shares  fromingtitutional  capital raised

and substitutes  credit? sources”  and corporate bonds® investors abroad®
1998 60,820 42,189 18,631 10,444 2,377 4,562
1999 83,701 46,088 37,613 7,339 3,126 17,802
2000 104,023 50,467 53,555 14,505 4,301 19,267
2001 74,553 49,824 24,729 5,922 2,129 7,322
2002 30,863 8,671 22,193 8,524 555 1,061
2003 12,504 -8,738 21,242 5,941 6,027 3,855

a Credit to the public from commercia banks and mortgage banks. It is assumed that the change in outstanding
credit reflects new credit given.

b Credit from alternative sources includes capital raised via venture capital funds and direct credit from abroad.

¢ From 2001 all share and bond issues that do not constitute alternative sources of credit have been deducted.

4 Including nontradable bonds issued by institutional investors and credit given by intitutional investors and
insurance companies.

e Capital raised by Israeli companies on stock exchanges abroad via shares and bonds.

SOURCE: Returnsto Supervisor of Banks; direct credit from abroad —Reportsto the Controller of Foreign Exchange; capita
rased in Isradl — This month on the stock exchange (Hebrew); capital raised abroad — Bank of Isradl Foreign Exchange
Activity Department.

from the large decline in economic activity, which adversely affected many companies’
repayment ability, as well as from the banks’ management drawing the appropriate
conclusions from their previously lax credit policy.

2) The desire of the banks management to improve their capital adequacy ratios to the
levels common among devel oped countries, due to the impact of thisratio on the rating
of thebanks' financial soundnessand the banks’ increased ability to copewith the potential
materialization of risksinthefuture, aswell asfrom Supervisor of Banks' encouragement
in this respect.

3) The preparations taken by the banks management prior to the implementation of the
new directives concerning the increased restrictions on exposure to groups of large
borrowers contributed to reducing the supply of bank credit to large borrowers.?

The demand side also had the effect of reducing credit. The aggregate demand for
credit was affected by the continued recession in the principal industriesin the economy,
which ledto alargedrop ininvestment and asaresult, to adecreaseinfirms demand for
credit. Concurrent with these developments, large and financially sound companies
exploited the recovery in the capital market to issue marketable and non-marketable
bonds. By serving as a substitute for bank credit, bond issues were a major factor
underlying companies’ reduced demand for bank credit (Figure 3.3).

2 See the Appendix to Chapter 5 in this survey for details of the directives.

64 BANK OF ISRAEL: BANKING SYSTEM 2003



The shifting of demand from the
banking system to the capital market was
due to:

1) A large decrease in yields to maturity
on government and corporate bonds,?
which reduced the cost of firms' capita
and thereby increased the incentive to
raise the volume of equity issues. The
volume of equity issuesraised that served
asfull substitutes for credit (marketable
and non-marketable bonds issued by
non-financial companies) rosefromNIS
3.5 hillion in 2000 to NIS 8.8 hillion in
2003 (Table 3.2).

2) The reduced supply of government
bonds (principally foreign-currency-
indexed bonds) resulting from the
reduction in the budget deficit had the
effect of increasinginvestors demand for
corporate bonds. (Private sector capital
listed for trading increased by NIS 6.1
billionin 2003.)

Figure 3.3
Credit and its Substitutes,?

1998-2003

Credit and its alternatives
and the gap between them
NIS billion

140

(0 Total credit plus its substitutes
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2 The change in commercial and mortgage bank
credit to the public serves as an estimate of credit
flows from the banking system. Credit substitutes
include direct credit from abroad, raising capital
in Israel and abroad via shares and corporate

bonds, and finance from venture capital funds.

3) The desire of business companies to
changetheir mix of financia leverage by
reducing bank credit and increasing
direct indebtedness to the public (by
means of bond issues). The main reason
for this change was companies’ striving to enhancetheir image by presenting themselves
as less dangerous entities. In addition, large companies’ preparations for the
implementation of the Supervisor of Banks' new directives concerning the limitation of
borrower groups' indebtedness as mentioned above, may have prompted large publicly-
traded companies to reduce their volume of bank credit and increase their use of non-
banking credit substitutes.

Asaresult of these developments, the equilibrium in the credit market, asreflected by
total credit requirement* in the economy, plummeted by 61 percent in 2003 compared

SOURCE: Returns to the Supervisor of Banks,
and the Bank of Israel Banking Supervision
Research Department.

3Inthelong term, thereal yield to maturity on government bondsfell by 1.4 percentage points, from 5.7
percent to 4.3 percent.

4 Requirement for credit in the economy is measured by the flows of credit from all possible sources of
credit (direct bank credit and credit substitutes). Bank credit is calculated as the difference in outstanding
credit between the end of the year and the beginning of the year. Credit substitutes, such as issues in the
capital market, are also in flow terms.
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with 2002. Thislevel of capital flowswas considerably lessthan that recorded in previous
years, marking agradual decrease from NIS 104 billion in 2000 to only NIS 12.5 billion
in 2003 (Table 3.2).

The development of credit by indexation segments is indicative of the following
changes.
1) A real decrease of 8 percent in average outstanding foreign-currency credit. This
decrease largely resulted from the sharp appreciation of the shekel against the dollar.
However, outstanding average foreign-currency credit rose by 4 percent. The increase
derived from a growth in demand for foreign-currency credit resulting from the decline
in the dollar interest rate in the foreign currency segment (which tended to increase the
amount requested) concurrent with an increase in the average real interest rate in the
unindexed segment from 7.0 percent to 8.5 percent. Credit in the latter segment servesas
a close substitute for foreign-currency credit that is usually granted for relatively short
periods (Table 3.4). The reduced uncertainty in the foreign-currency segment also
contributed to the growth in demand for foreign-currency credit.
2) A 4 percent decrease in average outstanding CPI-indexed credit. This decrease
resulted from adrop in both supply and demand for CPI-indexed bank credit. The reduced
supply derived from anincreasein therisk premium of firms (Figure 1.3), which finance
their long-term investmentswith CPI-indexed credit. Thedrop in demand for CPl-indexed
credit resulted from the increase in large companies bond issues, which served as a
substitute for bank credit.® In addition, the lower level of inflationary uncertainty, which
increased the demand for unindexed credit as a substitute for CPl-indexed credit, aso
reduced the demand for the latter form of credit.
3) A moderate 2 percent increase in unindexed credit. Unindexed credit expanded in
2003 due as stated to the declinein theinflation environment and inflationary uncertainty.
Compared with the previous two years, the unindexed segment was notable for a stable
distribution of the components of unindexed credit (credit lines and overdraft accounted
for 27 percent, short-term credit 44 percent, and on-call credit 28 percent).

b. The supply of deposits and the public’s asset portfolio

The public’s asset portfolio including the supply of deposits and assets from the capital
market expanded by 14 percent in real termsduring 2003 compared with 2002 (following
a decrease of 4.6 percent in 2002 compared with 2001). The public’s asset portfolio
reached its highest level for the past decade, and amounted to NIS 1,400 billion. This
development mainly resulted from the buoyant level of the capital marketsin Israel and
abroad, which increased the value of securities.

5 The Growth in corporate bond issues continued in 2003, especially issues of non-marketabl e securities
to ingtitutional investors. Issues of non-marketable bonds to institutional investors are an almost perfect
substitute for banking credit. Issuesin 2003 totaled NIS 17 billion compared with NIS 13.6 billion in 2002.
It can be seen in the case of a number of issues that the margin between the cost of raising capital and the
yield to maturity of government bonds was smaller in 2003 than in 2002.
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The public’'s asset portfolio is divided

into assets deposited at the banks and Figure 3.4

Changes in the Share of the Public's

assets outside of the banking system, Total Assets held in Banks and not
principally inthelocal and foreign money in Banks,? and the Annual Average
and capital markets. During the last Share-Price Index, 1993-2003
decade, the distribution of the public’s Share of General
assets between banking and non-banking e e o

channels was directly affected by @
. . 100 500

de_velopments in the caplltal market_s Share of the public’s

(Figure 3.4). The recovery in the Isragli a:?testi;}g;in banks

capital market during 2003 led to an NIS 80 [

160 billion increase in the public’s non- Annual average general

bank assets. The latter expanded mainly - Z?;:f-spcg%index

due to a 55 percent growth in the value of I \

the sharesheld by thepublic (in Israel and

450

400

350

. . I 300
abroad) and to a 26 percent increasein the <40
public’sholdings of marketable (corporate 250
and government) bondsand Treasury bills 20 | 2::;5?; %L:;'ES
(Table 3.5). The growth in share holdings (left scale) 200
mainly derived fromthelargerisein share ol e
prices in Israel and abroad (the price 93 94 95 96 97 98 99 00 01 02 03
effeCt) HOWG\/GI’, the grOWth in holdi ngs a All the definitions of the public’s asset portfolio are
of marketable bonds and Treasury bills in accordance with Table 3.5.
mal n|y resulted from an NIS 46 billion SOURCE: Returns to Supervisor of Banks and
. . . . reports of Bank of Israel Foreign Exchange Activity
increase in the amount of listed capital Department.

(issues), that is the quantity effect.

The public’'s assets deposited in the banks increased by a moderate 0.9 percent in
2003 and as aresullt, their proportion in the public’s asset portfolio fell from 44 percent
in 2002 to 39 percent in 2003 (Table 3.5).

The stablelevel of the public’sfinancial asset portfolio was afunction of changesthat
acted in opposing directions; an overall decrease of 10 percent (NIS 16.5 billion) in
indexed deposits and saving plans approved for househol ds contributed to adecreasein
the public's assets at the banks. The decrease resulted from: (1) alarge drop in yields
to maturity on bonds, from which the real interest rates on saving plans are derived: (2)
the negative inflation that prevailed in 2003 (-1.9 percent), and the decline in inflation
expectations during the year (Figure 4.14) reduced the supply of deposits, mainly from
househol ds: (3) and the abolition at the beginning of 2003 of thetax exemption oninterest
from saving plans, which thereby ended the tax advantage of saving in this form of
investment. This development also led to a decrease in the supply of indexed deposits.

Contributing to the increase in the public’s assets deposited in the banks were:

* A6 percent (NIS16.6 billion) growth in the supply of unindexed deposits, whichis
partly attributed to the increase in investments in the mutual funds. The decline in the
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inflation environment during the year concurrent with expectations of risesin share prices
led to arecord growth of NIS 23 billion in the assets of the mutual funds that specialize
in shekel investments. As aresult, the mutual fundsincreased their investment in shekel
deposits in the banking system. The distribution of shekel deposits between their
components shows that their distribution remained largely unchanged during the last
three years. The average balances of time deposits and short-term deposits, which are
the main component of unindexed deposits (76 percent), rose by a moderate 2 percent
compared with 2002. The average balances of demand deposits and SROs (which each
account for 8 percent of total unindexed deposits) also remained largely unchanged
compared with 2002.
A moderate 5.5 percent (approximately five billion shekel) growth in foreign-
currency-indexed saving plans. The increase can be partly attributed to the fact that the
issue of Gilboa dollar-indexed government bondswas ended in 2003.5 Part of theincrease
was apparent ininstitutional investors’ (mainly mutual funds) depositsat the banksasan
alternative for investment in government bonds, for the purpose of maintaining the
structure of their investment portfolio as obligated by their prospectuses to the public.

Foreignresidents’ deposits, which arethe main sourcein theforeign currency segment,
remained stable in 2003 following a dlight decrease in 2002 (Table 3.8).7

However, it can a so be assumed that the supply of foreign currency deposits contracted
asaresult of their reduced attractiveness, which resulted fromthefall in interest rateson
these deposits (Table 3.4), and from the reform in the taxation of individuals' financial
assets. As stated, this reform ended the tax exemption on income from interest with
respect to those depositsclassified asforeign residents’ deposits, and these deposits appear
to have been rerouted abroad. The positive developmentsin the Israeli economy, which
werereflected by anincreasein the economy’sfinancia strength, seemto have contributed
to depositors’ increased confidence in the local banking system, and thereby halted the
trend of net withdrawals.

C. Interest ratesand interest-rate spreads

In analyzing the devel opment of the banks' net interest income beforeloan-loss provision,
a distinction is usualy made between the quantity effect and the price effect. In the
absence of comparative data over time on the banking system’s net interest margins and

6 The last series of Gilboa bonds, amounting to NIS 9 hillion, were redeemed in 2003, and the issue of
Rimon fixed-rate dollar-indexed bonds ceased in previous years.

7 The long-term trend that began in the 1990s ceased in 2002. Until that year, an increase in foreign
currency balanceswas recorded annually. In 2002, net withdrawal s from the balances of these depositswere
recorded. The decreasein thelocal banks' rating concurrent with the large contraction in margins may have
led to increased apprehension among part of the depositors, who redirected part of these deposits to Israeli
banks’ overseas offices (Table 3.8). In addition, the enforcement of the Law for the Prohibition for Money
Laundering in 2002 may have led to aredirection of part of the deposits to banks in other countries.
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in order to assess the price effect, this year we chose to analyze as an alternative the
behavior of the weighted interest spread in total financial intermediation (the overall
interest margin) in each of theindexation segments (unindexed, CPl-indexed and foreign
currency). Asisknown, the net interest margin reflects the banks' income from classical
financial intermediation (principally the raising of deposits and the extension of credit),
the banks' income from their activity in bonds, which includes areval uation of the bond
portfolio and income from the sale of bonds, and the banks income from activity in
derivatives. But the weighted interest spread reflects only the (smple) difference between
the interest rate on assets (principally credit) and the interest rate on funds (principally
deposits of the public), and thereforeignoresthe effect of changesin interest rates on the
revaluation of the bond portfolio, marginsfrom the sale of bonds, and the contribution of
activity in derivative instruments to the banks' financing profit.2 It should be noted
however, that the product of the overall interest spread and the extent of financia
intermediation accounted for 60 percent of the banks' net interest income 2003.

An analysis of the development of the interest spread is based on theoretical models
that were developed in Israel and abroad, part of which were applied to data relating to
the lsragli banking system.® According to these models, the interest marginin the I sragli
banking systemispositively affected by the following factors: the cost of capital funding
by the banking firm or aternatively, the interest rate on funds raised in the secondary
market for trading in liquidity surpluses/deficits, such as: the interest rate on amonetary
loan (the Bank of Israel interest rate) or on aninterbank |oan, the extent of competitiveness
in the banking industry, which is measured by means of the Herfindahl concentration
index (the H index); different ratios reflecting credit risk, such as problem loans to total
credit, theloan-loss provision to total credit; and the effect of theincomefactor, whichis
usually measured by means of GDP growth rates or the combined state of the economy
index. However, theinterest margin isanegatively affected by the substitutability factor

8 For example, the equation that we used for calculating the weighted overall interest spread (M*) in the
unindexed segment is:
L M BN
M"= + +
[RL(L+M+BN) RM(|_+|\/|+BN) RBN(|_+|\/|+BN

) ] -R
where:
R —the effective interest rate on credit to the public
R, —the effective interest rate on deposits at the Bank of Israel
R, — theyield to maturity on unindexed bonds and Treasury bills
L — outstanding unindexed credit to the public
M — the balance of deposits at the Bank of Israel including the reserve requirement
BN — the balance of unindexed bonds and Treasury bills
R, — the weighted average interest rate on unindexed deposits of the public, which include: time deposits,
overnight deposits and short-term deposits.
¢ Seefor example: “ The Risk Premium and Market Power inthelsragli Banking System,” Jacob Paroush,
David Ruthenberg, Banking IssuesNo. 16, and “Interest Ratesin the Unindexed Shekel Segment —Flexibility
and Symmetry, June 1984 to September 1988,” David Gheva, David Ruthenberg, Banking Issues No. 8.
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(credit substitutes such as issues in the stock market and deposit substitutes such as
investments in shares and bonds).*°

Ananalysis of theweighted overall interest spread showsthat after two yearsin which
the spread declined, it expanded by 0.3 percentage points in 2003 to a level of 2.48
percent. The increase encompassed al three indexation segments (see Table 3.5.1).

We believe that three main factors, which are to large extent interrelated, contributed
to the expansion of the weighted overall interest spread in 2003:
(1) The banks' cautious and sophisticated credit policy, particularly in view of the credit
failures of the past. This policy was reflected by more stringent criteriafor the granting
of credit and acredit allocation policy aimed at filtering high-risk customers - customers
that are prepared in a situation of a continued slowdown in economic activity and high
real interest ratesto invest in high-risk projects.

(2) The bank managements’ declared policy of improving their capital adequacy.* This
policy is consistent with the previously mentioned credit alocation policy.

(3) A large increase was recorded in the business risk of companies from the principal
industries as a result of the deep recession prevailing in the economy for the past three
years. Theincreasein credit risk isreflected inter alia by ariseinthe number of companies
encountering financial distress (some of them actually went bankrupt), anincreaseinthe
financial leverage of alarge number of publicly-traded companies, and alarge decrease
in the companies’ profitability.

The economic significance of these devel opmentsisadecreasein the supply of credit,
anincreasein the risk premium charged from credit recipient customers, and an increase
in the banks' cost of raising capital.

10 The equation for calculating the interest spread is:

O O
g1 1-p)U
m=R R, =G - PG R,
Q--—t 1+-2b0
8 n o B

where:

R, - interest rate on a deposit

R - interest rate on credit

- credit demand curve flexibility

- deposit supply curve flexibility

p - rate of reserve requirement on deposits

R, - cost of raising capital, interest rate on monetary loan or interest rate on interbank loan

. - H-index of banking system concentration with respect to credit

p, - H-index of banking system concentration with respect to deposits

he principal relationships expected between the explanatory variables and the interest sperad are:

L
GD
H
H
T

EBm_éﬂ[I< . om Oom om0

; 0;,—>0 ; , >0
Hon 008" " oR, HoH, * 9H, H
2 For more details see Chapter 4, Section 4—Capital adequacy, in this survey.
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Table3.5.1
Total Interest-Rate Spread and the Spread by Segment, 20002003

(percent)
Year Unindexed? CPI-indexed® Foreign currency® Totald
2000 3.36 0.902 1.79 2.37
2001 3.00 1.19 1.69 2.26
2002 3.05 0.80 181 2.19
2003 3.29 112 2.05 2.48

aTheinterest margin in the unindexed segment was calculated in real terms as the difference between the effective
yield on the majority of the segment’s components - 95 percent (credit to the public, deposits at the Bank of Israel
and unindexed bonds), and the average interest rate on deposits of the public.

4 Theinterest margin in the CPI-indexed segment is cal cul ated as the difference between the weighted interest rate
on CPl-indexed credit to the public and on deposits at the mortgage banks, and the yield to maturity on five-year
Galil CPl-indexed bonds.

¢ The interest margin in the foreign currency segment was calculated as the difference between the dollar interest
rate on foreign-currency credit in real shekel terms, and the dollar interest rate on foreign-currency denominated
depositsin real shekel terms.

4 An estimate of the weighted overall interest margin was cal cul ated as the weighting of theinterest marginin each
individual segment in accordance with each margin’s relative sharein total uses.

SOURCE: published financial statements and the Bank of Israel Banking Supervision Research Department.

Our assertion in this respect is supported by the increase in the risk premium in all
three segments and especially in the CPI-indexed segment (Figure 1.3), the rise in the
Bank of Isragl’saverage real interest rate (from an average annual level of 1.5 percentin
2002 to an average annual level of 7.1 percent in 2003) and a concurrent increase in the
real interest rate on interbank loans (Figure 3.5). Studies that we conducted on the cost
of raising equity based on financing models showed that banking firms' cost of raising
capital (the return that investors require on bank shares) also increased during the past
year.12

Another finding supporting an increasein the overall interest spread isthe downtrend
that began at the end of the 1990s in the level of competition in the banking industry,
especialy inthe areaof bank credit. The decrease in competition isreflected by arisein
the H index and in the banks' marketing power index.*®

Unlikethefactorsthat positively affected theinterest spread as previously mentioned,
the recession prevailing in the economy for the past three years (until mid-2003) appears
to have led to a clear manifestation of the income effect on the interest spread. The
income effect was reflected by a decrease in the demand for credit in the supply of
deposits and as a result, led to a contraction in the interest spread. It should be noted

12 For more details on the calculation of the rate of return required for a bank share by means of the
CAPM model, See Ruthenberg and Perl “Market Value as compared to Book Value of Bank Shares in
Israel,” Discussion Paper, June 2004, Research Unit, Banking Supervision Department.

1 For more details of the issue of competitivenessin the Isragli banking system and the use made of the
different indexes, see Chapter 2 in this survey.
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however, that the recovery in the

) Figure 3.5
economy that began in the second half The Bank of Israel's Effective
of 2003—if it continues—is expected Interest Rate and the Interest-Rate
to increase the demand for credit and Spread (between Term Credit and
. Unindexed Resident Time Deposits)
the sypply of depo§| tS,. and t'hereby in the Unindexed Local-Currency
contribute to expansion in the interest Segment,
spread. Asdescribed in Chapter 2 of this ?eecr‘:;‘;’t‘)’r 1999-December 2003
survey, 2003 saw a growth in non- p
banking credit and deposit substitutes LG UL ELIS Interest-rate
| . K interest rate spread
(the substitutability effect), which also % %
contributed to a contraction of the 25 10
interest spread. Asis apparent from the o9
. . . . Bank of Israel effective

preceding discussion, theinterest spread o interest rate B
in 2003 was affected by alarge number (teft scale)
of factors that acted in opposing I\A 7
directions with the previously 15 A \W e 6
mentioned positive factors exerting a 5
dominant impact.

An examination of the interest 10 S
margin by indexation spgments (_Table Interest.rate sproad
3.5.1) shows that the increase in the 5 | (rightscale) 5
overall interest spread in 2003
encompassed each individual segment. !
Apart from factors common to al the 0 bl L

. X X 1999 2000 2001 2002 2003
indexation segments, which we

. f SOURCE: Returns to the Supervisor of Banks,
ment_loned preVIOUSny a number of and the Bank of Israel Banking Supervision
special factors affected the overall Research Department.
interest spread in each individual
Segment.

The interest spread in the unindexed segment rose from an average level of 3.05
percent in 2002 to an average level of 3.29 percent in 2003, after remaining stable for
two years at around the level of 3.0 percent. Apart from the factors common to all the
indexation segments, the expansion of the margin in this segment during the last year
also appearsto have been affected by the decreaseininflationary uncertainty (see Chapter
4 in this survey). The decrease in inflationary uncertainty increased the demand for
unindexed credit and the supply of unindexed deposits, and thereby led to an expansion
of theinterest spread in the segment.

The interest spread in the CPI-indexed segment rose from an average level of 0.8
percent in 2002 to an average of 1.12 percent in 2003. We believe that in addition to the
previoudly mentioned factors, the expansionin theinterest spread in this segment resulted
from the large 1.5 percentage point decrease in the yield to maturity on government
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Figure 3.6
Time Structure of the Yield to Maturity on CPI-Indexed Bonds with up

to 10 years, December 2002—June 2004 (monthly average)

%
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SOURCE: Based on returns to the Bank of Israel.

bonds during the past year (from 5.7 percent to 4.2 percent) (Figure 3.6).%* Since the
duration gap in the CPI-indexed segment is positive and larger than in al the other
segments of intermediation, a decrease in the yield to maturity on government bonds
(the discounted interest rate on the flow of assetsand liahilitiesin the segment) isleading
to an expansion in the interest spread.®

Following three years of relative stability in the real interest spread in the foreign
currency segment around an average level of 1.75 percent, the spread in this segment
expanded to aconsiderable extent, to alevel of 2.05 percent. The expansion of the spread
during the year under review appears to have resulted inter alia from the decrease in
uncertainty intheforeign currency segment. This decreasein uncertainty led to agrowth
in demand for foreign-currency credit, and thereby also contributed to an expansion of
the interest spread in the segment.®

“Theyield to maturity on short-term and long-term bondsfell asaresult of the declineintheinterest rate
in the economy.

5 For more details see Chapter 4, Section 2- Interest rate risks, in this survey.

16 At equilibrium a 4 percent increase was recorded in 2003 in average outstanding foreign-currency
credit for Israeli residents.
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2. FINANCIAL RESULTS
a. The profit and profitability of the banking groups

Following two difficult yearsin | sragl’ sbhanking system (especially 2002), the performance
of thefive major banking groupsimproved in 2003. Thetotal profit’” of thelarge banking
groups®® surged by 200 percent compared with the previous year, and amounted to NIS
3,307 million compared with NIS 1,108 million and NIS 2,211 million in 2002 and 2001
respectively (Table 3.9).

Table 3.9
Adjusted Capital and Profitability of the Five Major Banking Groups, 1999-2003

(NIS million, December 2003 prices)
1999 2000 2001 2002 2003

1. End-of-year capital® 35464 38,151 39,918 39,726 43521
2. Capital for calculating ROE® 33511 34,765 37,902 39,970 39,308
3. Ordinary before-tax income 6,452 6,409 4,623 2,299 5,736
4. Tax provision 3,223 3,059 2,281 1,029 2,544
5. Extraordinary net income 168 341 -12 -63 -15
6. Share in profits of unconsolidated

subsidiaries 379 399 -187 -105 169
7. Trand ation adjustments® 16 -29 69 6 -39
8. Total profit? (3)—4)+(5)+(6)+(7) 3,793 4,060 2,211 1,108 3,307
Percent
9. Ordinary before-tax profitability (3)/(2) 19.3 18.4 12.2 5.8 14.6
10. Return on equity (ROE)(8)/(2) 11.3 11.7 58 2.8 84
11. Return on assets® (ROA) 0.59 0.58 0.30 0.14 0.42

2 Including minority interests.

b Capital at beginning of year plus minority interests plusissues weighted according to date of issue, minusdividends
calculated according to dates of payment.

¢ Including the cumulative effect of a change in the method of accounting, —NIS 21 million, in 2003.

9 Including the share of minority shareholdersin consolidated income.

¢ Weighted average of assets and the beginning of the year and at the end of the year.

SOURCE: Published financial statements.

As aresult of the improvement in profits, return on equity (ROE) aso rose sharply,
from 2.8 percent in 2002 to 8.4 percent in 2003 (Figure 3.7). The five banking groups
return on equity was higher than in previous years but similar to the average for the past

17 Total profit is defined as net income plus minority interest and consolation differentials that were
charged to capital.
18 Hapoalim Group, Leumi Group, Discount Group, Mizrahi Group and First International Group.
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decade, which amounted to 8.7 percent. Fi 37

- gure JS.
Although eaCh. of the t.)ankl ng groups Afgter-Tax Return on Equity, the
recorded aconsiderableimprovementin Five Major Banking Groups,
return on equity in 2003, non-uniformity 1997-2003
in thisratio between the groupswas still ?’5
apparent: 8.6 percent at the Leumi Average 19972000
group, 10.4 percent at the Hapoalim (11.2%)
group, 4.1 percent at the Bank Discount 20 12
group, 9.7 percent at the Bank Mizrahi
group and 5.4 percent at the First 10 [ = B
International Bank group (Figure 3.8). Average 8.4

The equity of thefive banking groups 2(204152020)2
(including minority interest) reached 58
NIS 43.5 billion at the end of 2003, i
compared with NIS 39.7 billion at the
end of 2002. The large increase in
shareholders' equity mainly resulted
from a growth in net income and from
accounting adjustmentsin respect of the 0
presentation of securities available for SOURCE: Published financial statements and the
sale on the basis of fair value. After Bank of Israel Banking Supervision Research
having reduced shareholders’ equity by Department.

NIS 0.9 billion in 2002, adjustmentsin

respect of the presentation of securities

available for sale contributed to an NIS 1.5 billion growth in shareholders equity in
2003.% It should be realized that the improvement in return on equity largely derived
from factors external to the banking system that are of acyclical nature, such as activity
in the capital market and interest rate adjustments.

Unlike the previous two years, when the banking groups refrained from distributing a
dividend in accordance with the recommendation of the Supervisor of Banks,® in 2003
two banking groups* announced the distribution of dividends totaling NIS 0.8 hillion.

Themain reasonsfor the growth in profits of the five banking groupsin 2003 compared
with 2002 were:

(1) AnNIS 1.7 billionincreasein net interest income beforeloan-loss provision, following
anegligibleincrease in thisitem in 2002.

(2) An NIS 1.2 billion decrease in the loan-loss provision, following two consecutive
years of unprecedented increases.

N
>
~

97 98 99 00 01 02 03

9 After the tax effect.

2 The non-distribution of dividend resulted from the deterioration in the economic situation, growing
uncertainty in the banking system and the decrease in the banks’ profits.

2 The Hapoalim group and the Leumi group.
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Figure 3.8

Return on Equity of the Five Major Banking Groups, 1998-2003
%
20

2002 [0 2000 @ 1998 []
2003[] 2001 @ 1999 [J

H
T

Hapoalim Leumi Discount Mizrahi  First International Average

SOURCE: Published financial statements.

(3) An NIS 1 billion increase in the banking groups non-interest income, offset by an
NIS 0.5 billion growth in operating expenses, contributed to an NIS 0.5 billion increase
in net non-interest income.

These factors, which will be detailed later, contributed to an NIS 3.4 billion growth in
ordinary before-tax income. The rate of provision for taxesin 2003 was 44.35 percent of
profit before taxes (similar to 2002). But due to the increase in ordinary income, the
provision for taxes rose by NIS 1.5 billion compared with 2002.

Concurrent with these devel opments, the contribution to after-tax profit of companies
included under an equity basis was positive in 2003 following two yearswhen lossesin
thisitem recorded. The contribution of these companiesto profit after taxes amounted to
NIS 0.4 billion in 2003.

b. Developmentsin income and expenditure

Net interest income before loan-loss provision rose at all five banking groupsin 2003
and totaled NIS 18.8 hillion, an increase of NIS 1.7 billion (10 percent) compared with
2002 (Table 3.10). The banks' NI1S 965 million profits deriving from price developments
in the bond market compared with their NIS 326 million losses in 2002 were the main
factor contributing to the growth in net interest income. Profits/losses from price

84 BANK OF ISRAEL: BANKING SYSTEM 2003



‘Sjusweless [eloueul) pauslignd :304N0S
“JleaA snoinaid sy Jo pus ayl e (eAoCe p 81ou Ul pauljap se) A1inbd AQ papIAsp 80U | fenule 18U UO paseq Sem UOIRINORI Yl o
"pred swin 01 BupJodde ‘pred SPUSPIAIP SNUIL BNSS| JO Wi 0} Bupiodde senssisnid feak Jo BuiuuiBeq e sisemeiul Auouiw pue Alinb3
*A1inbd 01 paindwi1 syuswIsn [pe UoITe [SUR.) pUe SISaJalUl A1LouIW Jo afeys ay) shid aWodu| U Se paulep S1aWodul 1] ,
‘Ainbe uisabueyd ayy woly sseq Alinbe ue uo pepnpul ssiuedwiod Joy siuswisnpe uone puen ose pue Bununoode
40 poupBLL Y} UtBBUELD e JO 109D SARINLUIND BU ‘SORIANIE ARUIPICRXS L0 8WooU! U Sseq Anbe ue Lo pepnpul saiuedwioo joshjoid aup utakeyss dnolbayrsspnpul 4
'Sa.Jeus JO a[es WoJsso|alold Buipniou ¢

vo TO €0 TO- SO ¥0 ¢0 00 90 TO SO 2O %)(vOy)
SI9Sse Uo uinpJ [elol
v8 8¢ ¥s ¥I- /6 v8 Ty 20~ ¥Ol ¥ 98 TIY 2(%) 30 [el0L
T8 ¢¢ S5 ¥I- 00T T8 ¥S 08 86 L€ 9L TV (%) U ‘304 Areulpio
L0l  €IZY  TeS'ey B0E'6E ¢89'€ SG2'€ 8ST'Y 8IL'E €S9 €TSS LS.V L2G'€T TLY'WT S62'ET pANnb3
S86T 66T L0g'€ 8OT'T 9/T 8y 29 /6 lez €1~ SOV'T c2€  [ETT 0SS of1nbs uo uingel Jo
uolendfed Jojswodul [e1o]
Vi€ veZ'c T9T'C 86 9ST  S9- GEE 89z 89T 88~  JSET 0SE SKI'T <Zgy  dWooulleu skeploupfeus
OuT Mg ST 29— ¢ v 0= S 0~ S€ 9L 081 TZT 8- PUOU1 JBLYIO
€TST 2267 26T 0/ZT 8T v~ 2/€ 20e 16 8y~ 62ET 205 9T0T 85§ auwoou! xel-efe Aruipio
W SIST  ¥hST 60T TET €8~ 2vE 86 98€ L0 T98  S6C  ¥28 I uosiroid xe |
Serl ley'e 9EL'S e6cc 60E L/~ vIL 009 €89 6ST  06IC L6L OY8'T 028  8wWooulXe}aiopeq ArUipIO
00 T 96.'0T S6L°0T 6. SOL 88 098 Trg'c €8lC GISE T.S€ €8E'E 9LV sesusdxe peree!
PUE S3 1R [ES LPIUM JO
ze €S OTLT [9T'/T 85T ¥OT'T 20V'T SSE'T +9S'€ +9S€ T26'S 2€8'G S95'G 2Ge's  Seswedxe Bupesedo feiol
TS 60 698 090'8 €59 L€9 T¥B 8. 829T B0ST 688%C SOLT 8SY'T TEV'T 800U 83 YRIYMm Jo
TTL  /SOT 9/S0T 6156 16. SIL G¥6 v¥8 290C OW.T TI9E P2E'€ L9T'E 968C  #BWIOOU! JSBRIUI-UOU [el0L
v6C €26 0/8CL [¥6'6 9., 27/€ TTT TITT G8T'C €86'T 00SY GOE'E 8ECY 9LT'E Uos1A0.d SS0|-Lieo|
Jo1je swodul 1se.RUl BN
99T~ 98TT 086G 99T'. 019 88 662 60 8v8 968 9VEC 90C€ L/8'T 06T U0K1A0.d SS0|-Lke0 ]
Z0T  [ELT  0S8'ST €ITLT 98E'T 02T OL'T 0Zv'T €E0'€ 6/8C 9¥8'9 TIS'9 SIT'9 €80'G Uos1A0.d SS0|-Leo|
9J0J3( sWodul Iseeul BN
(%) oo} €00z 200z €002 2002 €002 200C €002 2002 €00C 200 €002 2002
abueyo  uonng 0L P si IyesziiN unossia wifeodeH wne-]

j0oRY  -luoD

(seoud €00z oquRRQ ‘Uol|IW SIN)

€002 pue zooz ‘sdno.o Bupjueg 1o fe |\ 9AI4 8Y) ‘SluBWSIRIS SSO T pue 11j0.1d PareplosuoDd uiswel| ur iy

oreslqel

85

CHAPTER 3: MAIN DEVELOPMENTS IN BANKS ACTIVITY AND FINANCIAL RESULTS



developments in the bond market include profits/losses from the realization and sale of
bonds for trading and profits/losses from the sale of bonds available for sale and bonds
held to maturity. In 2003 therefore, bond price developments contributed to an NIS 1.3
billion increase in net interest income. This increase derived partly from an NIS 0.3
billion growth in net income in respect of the sale of bonds availablefor sale, and mainly
from an NIS 1.0 billion growth in profits from the sale and revaluation of bonds for
trading (Figure 1.2). The above analysis showsthat the main impact on net interest income
derived from interest rate adjustments, which are afactor external to the banking system
and that are cyclical in nature. While interest rates in the economy rose in 2002 and
thereby contributed to a decrease in the realization price and fair value of the banks
bond portfolio, in 2003 interest rates fell considerably, contributing to a rise in the
realization price and fair value of the bond portfolio. (In the short term, the Bank of
Israel’sinterest rate fell by 3.9 percentage points, from 9.1 percent to 5.2 percent, and in
thelong term, thereal yield to maturity on government bonds dropped by 1.4 percentage
points, from 5.7 percent to 4.3 percent - Figure 3.6.)

Profitsderiving from devel opmentsin the capital market®? accounted for 17.5 percent
(NIS 1 billion) of ordinary before-tax income in 2003.2 The estimate of the before-tax
ROE?* of the five banking groups, excluding profits deriving from the capital market,
was 2.6 percentage pointslower than before-tax ROE including these profits (12 percent
compared with 14.6 percent). In 2002, which was notable for a Ssump in the equity
market and consistent interest rate hikes in the economy, the estimate of ROE excluding
losses deriving from the capital market and the interest rate effect was 1.3 percentage
points higher than the before-tax ROE including theselosses (7.1 percent compared with
5.8 percent).

Theresidua NIS 0.4 billion growth in net interest income is attributed to the increase
in the banks' income from classical financial intermediation and from their activity in
derivative instruments.® Thisincome totaled NIS 0.9 billion and was offset by an NIS
0.5 billion decrease in other financing income.

Anexamination of thefivebanking groups’ net interest income by indexation segments
shows that the main contribution to the growth in net interest income derived from the

2 Profitsderived from the capital market and classified as net interest income before loan-loss provision.
These profitsinclude: profits from the reval uation and sale of bonds for trading, and profits from the sale of
bonds available for sale and bonds held to maturity.

= Another itemis profitsin respect of the presentation of securities available for sale on the basis of fair
value that were charged to capital fund. In 2003, NIS 2.2 billion of before-tax profits in respect of the
revaluation of bonds available to sale were charged to capital fund, whilein 2002 NIS 1.2 billion of losses
were charged.

2 The calculation of return on equity does not include income from alternative investment that the banks
would have obtained had they directed the sources used for bond investments (income in respect of which
we excluded, as stated) to another form of investment or to the extension of credit.

% Asaresult of theimplementation of the Supervisor of Banks' directives concerning derivativeinstruments
with effect from January 1, 2003, the data for 2003 and 2002 cannot be compared. This means that income
in respect of derivative instruments separately and income in respect of classical activity separately cannot
be compared.
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unindexed local currency segment. Income
from classical financial intermediation and
from derivative instruments in the
unindexed local currency segment totaled
NIS 7.7 billion, an increase of NIS 1.3
billion compared with 2002. The same
incomeitemsderived from the CPI-indexed
segment totaled NIS 3.3 billion, anincrease
of NIS 0.3 billion compared with 2002. In
theforeign currency segment - local activity
and activity abroad—the banks income
from classical financial intermediation and
activity in derivative instruments fell in
2003. Thisincome in the foreign currency
segment totaled NI1S 5.0 billion, adecrease
of NIS 0.9 billion compared with 2002
(Figure 3.9).

L oan-loss provisions fell by NIS 1.2
billion (17 percent) in 2003 compared with
2002, and totaled NIS 6 billion. This
amount was equivalent to 32 percent of net
interest income beforeloan-loss provision,

Figure 3.10
Loan-Loss Provision in the Banking

Groups, 1988-2003
% %
6 45

Balance of loan-loss provision

as share of total credit
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SOURCE: Published financial statements.
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Figure 3.9

Income from Classic Financial
Intermediation and from Derivative
Instruments in the Five Major
Banking Groups, by Activity
Segment, 2002 and 2003

NIS million
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SOURCE: Published financial statements

compared with 42 percent and 27 percent
in 2002 and 2001 respectively (Figure
3.10).

Despite the considerable decreasein the
loan-loss provision, which as stated
contributed to a growth in profitability, its
level is still exceptionally high. The ratio
of the annual loan-loss provision to
outstanding credit to the public fell slightly
in 2003, to 1.1 percent compared with 1.3
percent and 0.85 percent in 2002 and 2001
respectively (Figure 3.10). These high rates
of provision reflect the low quality of the
credit portfoliointhelsraeli banking system
during thelast three yearsthat resulted from
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the deep recession in the economy (for details of the quality of the credit portfolio, see
Chapter 4, Section 1 in this survey).

Loan-loss provisions started to rise in 2001 and rose more in 2002, due to the
deterioration that began in 2001 in the economic situation in Israel and abroad. These
developments adversely affected many companies in different sectors of the economy.
As aresult, the repayment ability of borrowers in the business sector deteriorated, and
the value of the collateral that borrowers provided was eroded. The large provisions
during those years were the main reason for the decrease in the banking groups’ profit.

In 2003 the banks recorded lower loan-loss provisions for certain industries in the
business sector in respect of which very large provisions were recorded in the previous
years. An examplewasthe decreasein the provision for firmsin the telecommunications
and computer service industry, the hotels and accommodation servicesindustry, and the
manufacturing sector. |n the household sector however, which had previously been notable
for low provisions, the loan-loss provision rose by 42 percent to NIS 830 million.%®
Repayment ability in the household sector declined in 2003 due to the recession in the
economy, which had led to a growth of the unemployment rate and to a decrease in
households' income levels. The growth in the bank’s loan-loss provisions recorded in
respect of the deterioration in the household sector’s repayment ability was recorded
with alag compared with other sectors of the economy.

The growth in the five banking groups balance of loan-loss provisions continued in
2003. The outstanding loan-loss provision amounted to NI1S 27.3 billion at the end of the
year, reflecting acoverageratio of 5.1 percent of total credit to the public compared with
4.3 percent in 2002 and (Figure 3.10). The growth in the coverage ratio derived from an
increase in the balance of the loan-loss provision and from a decrease in credit to the
public. In 2003 aswell, the growth in provisions mainly derived from an increase in the
specific provision (Table 3.11) that the banks management determined in accordance
with borrowers' repayment ability and the quality of their collateral. At the same time,
the additional loan-loss provision, as specified in the Supervisor of Banks' directives
and based on therisk characteristics of the bank’stotal credit portfolio, rosedlightly. The
growth in the additional provision is attributed inter alia to the continued rise in the
proportion of problem loansto total credit, to 10.5 percent in 2003. Thisincrease resulted
from the continued impairment in the repayment ability of firmsin the economy. A further
risein the proportion of problemloansto total credit will lead to relatively high loan-loss
provisionsin 2004.

Non-interest and other income of the five large banking groups rose by 11 percent
(NIS 1 billion) in 2003 compared with 2002. The increase derived from three factors:
(1) A 5 percent growth in income from operating commissions, and principaly an NIS
300 million increase in the banks' income from commissions on customers’ activity in
securities,?” which was favorably affected by the buoyant level of activity in the capital

% See Table 4.3 in the section on risksin this survey.

ZIncluding income from customers’ securities activity, income from financial instruments, custody fees,
and securities underwriting and distribution.
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market (Table 3.12). A large growth inincomefrom credit card activity was also apparent
in 2003. The growth in this income item is mainly attributed to a 5 percent increase
compared with 2002 in credit card transactionsin Israel, which totaled NIS 89.5 hillion.

(2) The profits that most of the banking groups recorded from investmentsin shares, as
compared to the losses that were recorded in respect of these investments in 2002. The
contribution to the growth in non-interest income amounted to NIS 230 million and
derived mainly from reduced | ossesfrom the sale of sharesavailablefor saleand dividend
from shares available for sale and trading (Figure 1.2).

(3) Profits of NIS 447 million from severance pay funds that three banking groups
recorded (the main contribution to profit was from the Leumi and Discount groups),
compared with losses from severance pay funds in 2002.2 The profits from severance
pay funds derived from the decline in theinterest rate, which led to arisein the prices of
the bonds that the funds hold in order to cover their liabilities (Table 3.12).

The five banking groups’ income from provident fund and mutual fund management
fees remained unchanged and totaled NIS 1.4 billion.

Table 3.13
Expenditure on Employeesin the Five M ajor Banking Groups, 1997-2003
(December 2003 prices)

Salaries and
Average no. Salaries Related expenses® related expenses
of employee Total Per post Total Per post Total Per post
posts  (NISmillion) (NIS'000) (NISmillion) (NIS000) (NISmillion) (NIS'000)

1997 35,957 6,294 175 2,888 80 9,182 255
1998 36,047 6,341 176 2,955 82 9,296 258
1999 36,051 6,607 183 3,063 85 9,669 268
2000 36,996 7,220 195 3,557 9 10,777 291
2001 37,310 7,231 194 3,560 95 10,791 289
2002 36,838 6,794 184 4,001 109 10,795 293
2003 35,714 7,201 202 3,595 101 10,796 302
Year-on-year change (percent)
1998 0.3 0.7 0.5 23 21 12 1.0
1999 0.01 4.2 42 3.6 3.6 4.0 4.0
2000 2.6 9.3 6.5 16.1 132 115 8.6
2001 0.8 01 -0.7 0.1 -0.7 01 -0.7
2002 -1.3 -6.0 -4.8 124 138 0.04 13
2003 =31 6.0 9.3 -10.1 7.3 0.01 32

a|ncluding trand ation of the cost of overtime and budget for external personal required to regulate current staffing
levels and to handle projects.

b Consisting mainly of national insurance, pension, vacation, severance pay, and voluntary (early) retirement payments.
SOURCE: Published financial statements and Returns to Supervisor of Banks.

2 |ossesin respect of severance pay funds are recorded in the statement of income in the supplementing
of reserves in respect of related expenses item due to salary changes in the accounting year (changes in
salaries and related expenses). Thisitem fell by NIS 184 million in 2003 compared with 2002.
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Although operating expenses also rose in 2003, by 3 percent, this was less than the
rate of increase in non-interest income. Salaries and related expenses remained stable
and accounted for 61 percent of total operating expenses (Table 3.12). This stability
resulted from two developments that offset each other: a growth in salaries and related
expenses, which mainly derived from an NIS 400 million (6 percent) increase in direct
salary expensesand an NIS 255 millionincreasein national insurance expenses, employers
tax and payroll tax.

On the other hand, there was a reduction of NIS 570 million in expenses related to
early retirement from their level in 2002, when they were exceptionally high at NIS 950
million, and this decline made the major contribution to offsetting the above rise in
salaries and related expenses.

Three years ago, the banks began to take measures in order to increase operating
efficiency by saving production expenses. The saving included wage cuts, the
encouragement of early retirement, and empl oyee dismissals. As stated, alarge one-time
growth inretirement expenses (mainly at thetwo largest banks) wasreflected in financial
statements for 2002, and accounted for 9 percent of total salaries and related expenses.
Retirement expenses fell in 2003, when they accounted for 3.5 percent of total salaries
and related expenses, and were lower than in 2001, when they accounted for 4 percent of

Figure 3.11
Cost® and Output® Per Employee Post in the Five Major Banking
Groups, 1999-2002
(average) and 2003 (NIS '000, at December 2003 prices)
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Employee post
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2 Salaries and related expenses divided by number of employee posts including those in subsidiaries
abroad; includes a translation of the cost of overtime and a budget for staff from manpower companies.
b Total balance-sheet assets of the banking group plus balance-sheet value of off-balance-sheet assets.

SOURCE: Published financial statements and the Bank of Israel Banking Supervision Research
Department.
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total salariesand related expenses. The encouragement of early retirement and employee
dismissalsresulted in areduction of 1,135 employee postsin 2003 compared with 2002
(Table 3.13). But despite this decrease, direct salary expenses increased at each of the
banking groups except for the Discount group (most of the increase derived from the
Hapoalim group and the Leumi group), and totaled NIS 7.2 billion, similar to the amount
recorded in 2001. As aresult of these devel opments, salary expenses per post rose by 9
percent in 2003, from NIS 172,000 in 2002 to NIS 188,000 in 2003 following a 6 percent
decrease in this expenditure in 2002 (Table 3.13). The decrease in the number of posts
concurrent with adight increase/stability in output?® led to agrowth in output per employee
post at each of the banking groups apart from the First International group (Figure 3.11).

Themain reasonsfor thegrowth in direct salary expensesin 2003 were: (1) anincrease
in real wages due to the negative impact of inflation on the cost of nominal work
agreements, compared with a wage erosion in 2002 that resulted from relatively high
inflation; (2) an increase in the size of the grants that were paid to employees due to the
improvement in profitability; (3) the payment of a cost-of-living increment due to the
erosion of wages in the previous year. The benefit of the efficiency-drives at the banks
during the last three years may only become apparent in the years to come.

c. Analysis of performance by areas of activity

The banking groups’ activity is conducted in anumber of principal areas, each of which
congtitutesaprofit center, adivision that the banks' management usein analyzing financial
results and in making decisions in accordance with these results. Under Bank of |srael
directives,* an area of activity must fulfill three conditions: it must reflect business
activity from which the bank is likely to earn income and incur expenses; the results of
activity are examined regularly by the management and the board of directors for the
purpose of making decisions concerning the allocation of resources to the area and
ng its performance; and separate financial information regarding the areaof activity
must exist. The division into areas of activity is based on the types of products and
services, or on the types of customers (see Box 3.1 for details of the areas of activity).
The models used for the measurement and management of ALM and for analyzing
financial resultsin profit centers differ from bank to bank. In order to compare between
the different models, we had to make anumber of initial assumptions.® For the purpose

2 Qutput is defined as a balance-sheet assets and the value equivalent of off-balance-sheet assets.

% Directivesfor reporting to the public— Paragraph 79: Principal areasof activity (from December 2001).

%11n order to compare the reports of profit centers at the different banks, we amalgamated the data from
the business, commercial and real estate segments, and defined them as the business segment. We also
amalgamated the data from the retail area and private customer (including international) activity segment
into asingle segment, which we defined as the retail segment. In part of the analyses, we amalgamated the
data from the retail segment with the data from the mortgage segment, thereby creating a new segment,
called the household segment.
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Box 3.1
The Banking Groups Principal Areas of Activity

The main areas of activity are shown below:

Business banking—the entire range of banking and financial servicesfor large
companies operating in different sectors in Isragl and abroad. The principal
activity in the areais the extension of credit.

Middle-market banking—the entire range of banking and financial services
for medium-sized companies. In thisareaas well, the principal activity isthe
extension of credit but at smaller amounts.

Retail banking—comprehensive banking services to private customers,
households and small businesses. This area mainly offers its customers
investment products (deposits, saving plans), aswell ascredit products adapted
to customers' special requirements.

Private banking—local and global banking services and financial solutions
for affluent Israeli and nonresident private customers. This area offers
traditional investment products aswell as sophisticated financial instruments
for hedging purposes. Customers are al so offered credit and advanced services
in the field of investment banking.

Construction and real estate—banking and financial services to building
contractorsand for large projectsin thefield of construction and real estate—
mainly the extension of business credit for building and housing construction,
and credit for the purchase of land and income-earning properties.
Mortgages—the extension of loans to private customers for the purchase of
housing and the extension of loansfor any purposein different tracks—loans
secured by the mortgage of residential apartments.

Capital market'—banking and financia servicesin the field of off-balance-
sheet investment, principally the management of mutual funds, provident
funds, advanced study funds, portfolio management, and other activity in the
field of investment and underwriting.

Other activity and adjustments—includes all of a bank’s income and
expenditures that do not derive from customer transactions. This activity
mainly includes a bank’s nostro portfolio management (such as securities,
deposits at banks, bond issues and transactions in derivative financial
instruments) as well as positions management, investment banking, and
operations in the capital market and in the credit card market that are not
assigned to the other areas.

1This areaforms part of the other areas’ activity — principally the retail banking area.
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of analyzing customerswith similar criteria, we choseto focus on thetwo largest banking
groups that report on areas of activity, Hapoalim and L eumi.

The recession prevailing in the economy during the last two years adversely affected
firms’ repayment ability. In 2002 the corporate area’s contribution to before-tax profit
was negative (mainly due to large loan-losses provisions). Losses were also recorded in
the other activity and adjustments area, with the result that before-tax profits in the
household area covered the losses

deriving from these two areas (Table

3.14).
The banks continued to adopt a Figure 3.12
stringent credit policy in 2003, and took The Contribution of Different Areas

of Activity to Selected Items in the

measures to reduce the risks inherent Financial Statement of the Two

in activity with commercial and

Major Banking Groups?®

business customers. Concurrently, the %
banks continued their large-sca e efforts 100
at recruiting private customersin order 90 | [
to exploit these customers' substantial 20 -
and stable contribution to the banks
profits. If this trend increases in the or
future, it is expected to lead to more e o1 o8
competition between banks in the S0 r
household sector and to an 40 t
improvement in consumer benefit. 30 |

The banks are still exploiting the B
relatively low level of competition in .
theretail area, asituation that arisesdue or 14 5
tO the IaCk Of non-banking SyStem 0 Before-tax Operating Net interest Loan-loss Assets
substitutesin the extension of credit and TES(S  OREEs e Jos - (sl
theraising of deposits. Thisisreflected income
by households’ large contribution to e e ector T oo activy and
interest and non-interest income (NIS B Mortgages O Retail sector
10.4 billion, which constitutes 53 . .

. . 2 Hapoalim and Leumi.

percent of total non-interest and interest SOURCE: Published financial statements and the
income), as Compared to the limited gzr;l;::;les[riel Banking Supervision Research

contribution of businesscustomers(NIS
6.1 billion, constituting 31 percent)
(Figure 3.12). Thissituation isapparent
a al large banks and is becoming even more apparent due to the low proportion of
assets attributed to the household segment (22 percent of total assets). The ratio of non-
interest and interest income to total assetsin the household sector thereby averaged 9.4
percent compared with only 2.1 percent in the corporate segment (Table 3.15). The
household segment’s substantial contribution to the banks' results derives partly from
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Table 3.15
Performance Indicatorsin the Two Major Banking Groups;? by Sector, 2003

Of which Business and Other activity
Households mortgages international sector & adjustments® Total

Shares (percent of total)

Total assets 23 11 58 19 100
Loan-loss provision 19 5 81 0 100
Total income* 53 5 31 16 100
Operating expenses 63 3 22 15 100
Before-tax profit 57 10 3 40 100
Ratios

Loan-loss provision/total assets 0.71 1.19 -0.02 0.85
Total income/total assets 9.16 211 351 3.98
Operating expenses/total assets 6.42 0.87 181 2.32
Before-tax profit per NIS of assets  2.04 0.04 1.72 0.81

@ Hapoalim and Leumi banking groups.

b Including all other activities of the banking group, none of which islarge enough to be covered by the reporting
reguirement, and al so adjustment relating to inter-sector transactions.

¢ Non-interest income and profit from financing transactions before loan-loss provision.

SOURCE: published financial statements and the Bank of Israel Banking Supervision Research Department.

thelarge profits derived from this segment and from the numerous commissionsthat are
charged from customersin the segment (rel ative to those charged in the business segment).
As an example, the effective cost of extending credit® in the unindexed local currency
segment in respect of households’ activity is considerably higher than that incurred by
business customers. In 2003 the average effective cost at the large banks® was five
percentage points higher in the household segment than in the corporate segment (Figure
3.13). An analysis of the effective cost at the two largest banks and at the medium-sized
banks* shows relatively large differences in the effective cost between the two size
groups in the household segment, while the differences in the business segment are
marginal. Another finding, which is also indicative of the relatively low level of
competition in the retail segment, is the development of the commissions index. The
commissionsindex rose by adight 1.5 percent in real terms during 2003, mainly dueto
the declinein the consumer priceindex. Thismarked acontinuation of amulti-year trend
apparent since December 1996, whereby the index rose by 10 percentage pointsin real
terms (Figure 3.14). The index represents the average weighted fee-scale of the most

%2 Calculated as monthly income from interest and commissions (from credit and securities activity)
divided by average monthly outstanding credit in annual terms.

% Including Bank Hapoalim and Bank Leumi.

% Including the First International Bank and Bank Mizrahi.
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common banking services for private and
small business customersat thefivelargest
banks.

The banks recorded a particularly large
decrease in loan-loss provisions in 2003,
Ananalysisof loan-lossprovisionsby areas
of activity at the two largest banks shows
that the decrease derived from a 22 percent
(NIS1hbillion) drop inloan-loss provisions
in respect of the business segment. As a
result, a similar increase (NIS 1.1 billion)
in net interest income after loan-loss
provision was recorded in respect of the
business segment (Table 3.14).

In the household segment however, the
loan-lossprovision rose by 16 percent, from
NIS690 millionin 2002 to N1S800 million
in 2003, due to the continued deterioration
in repayment ability inthe household sector
resulting from the recession in the economy,

Figure 3.14

Real Index of Banks' Fees and
Commissions, 1995-2003
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Figure 3.13

Effective Cost of Unindexed Local-
Currency Credit to Households
and to Businesses in the Large and
Medium-Sized Banks,
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SOURCE: Returns to the Supervisor of Banks.

which led to a growth in the banks’
provisions for that segment with alag.

Despite these developments, activity in
the household segment is still notable for a
relatively low level of risk, which is
reflected by that segment’s small share in
loan-loss provisions (19 percent of total
provisions), as compared to the corporate
segment’s high proportion (81 percent of
total provisions) (Figure 3.12).

Operating expensesare particularly high
in the retail segment, as reflected by its 61
percent share in total operating expenses.
The high operating expenses for this
segment result from the large expenditures
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on the human and physical resourcesthat areinvolved in operating an extensive network
of branches, in which themajority of retail activity isconducted. In the corporate segment
by contrast, activity is conducted at alimited number of business centers, with the result
that itssharein total operating expensesisrelatively modest at 22 percent of total expenses
(Figure 3.12).

The other activity and adjustments segment was notable for its large contribution to
before-tax profit in 2003—40 percent—compared with its negative contribution to profit
in 2002 (Table 3.14, Figure 3.12). The large growth in this segment’s profitability in
2003 appearsto have derived partly from the favorableimpact onthe banks' profitability
of the price rises in the bond market (as detailed in Section b above: Developmentsin
income and expenditure).

The remaining 60 percent of before-tax profit is mainly attributed to the household
segment, whose share in total before-tax profit amounted to 57 percent compared with
only 3 percent in the corporate segment (Figure 3.12). The household segment’s
contributionto before-tax profit at thetwo largest bankstotaled NI1S 2.3 billion, adecrease
of 18 percent compared with 2002 (Table 3.14).

To conclude, an examination of the performance of the two largest banking groups by
areas of activity shows that despite the large expenses incurred in managing activity
with households, this area still provides the main contribution to the banks' profits (57
percent of total before-tax profits). The household segment’s high contribution results
fromitsrelatively high proportion in non-interest and interest income (53 percent) together
with relatively low loan-loss provisions, whose proportion to total provisions amounts
to only 19 percent. However, loan-loss provisions in respect of the corporate segment,
81 percent of total provisions, are the main reason for that segment’s low (actually
negative) contribution to the banks' profits (Figure 3.12). A deciding factor in the
household segments’ relatively large contribution to the banks before-tax profitswasthe
relatively high risk inherent in the banks' activity with firms, together with the high
income recorded from households' activity.

d. The operating and income efficiency indices of the commercial banks

The operating cover ager atio, defined astherate of coverage of operating expenses by
non-interest income, rosefrom 49.1 percent in 2002 to 53.8 percent at thelarge commercia
banks. The increase resulted from a growth in non-interest income concurrent with a
modest rise in operating expenses. The operating coverage ratio rose at all of the large
banks in 2003 except the Union Bank, and its relative value at most of the banks was
similar to the average (except for the First International Bank, where ahigher than average
coverage ratio of 61 percent was recorded, and the Union Bank, where a lower than
average ratio of 42 percent was recorded). Among the small banks, ahigh coverageratio
was hotable at those belonging to a banking group, where operating expenditure is
relatively low, dueinter alia to the use that those banks make of the parent bank’s operating
services (Table 3.16).
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Table 3.16
Coverage and Efficiency Ratios, 2002—-2003

2002 2003
Coverage Efficiency Coverage Efficiency

ratio? ratio® ratio? ratio®
Hapoalim 0.51 175 0.54 1.69
Leumi 0.48 1.36 0.53 1.72
Discount 0.43 1.16 0.54 1.42
Mizrahi 0.49 1.40 0.53 1.45
First International 0.60 1.48 0.61 1.60
Union 0.46 1.44 0.42 127
Mercantile-Discount 0.51 1.46 0.54 153
Seven largest banks 0.49 1.47 0.54 161
Small independent banks® 0.38 113 0.50 121
Small banks that belong to banking groups 0.62 1.46 0.61 157
Total small banks 0.54 134 0.58 1.48

aThe coverageratio is calculated asthe ratio of non-interest and other incometo total operating and other expenses.

b The efficiency ratio is calculated as the ratio of total non-interest income and net interest income to total operating
expenses. It is sometimes cal culated as theratio of total operating and other expensesto total income.

¢ The Industrial Development Bank and the Maritine Bank are included in 2002 only. The ratios for 2002 excluding
these two banks are: coverage ratio —0.52, efficiency ratio — 1.72.

SOURCE: Published financial statements.

The income efficiency ratio, defined as total (interest and non-interest income) to
total operating expenses, also rosein 2003 compared with 2002. Animprovement in this
ratio indicatesthat abank is utilizing more efficiently the factors of production available
to it for the purpose of increasing its income. The growth in non-interest and interest
income, concurrent with amuch lower rate of growth in operating expenses, led to arise
in the income efficiency ratio from 1.47 in 2002 to 1.61 in 2003 at the seven largest
banks, and from 1.34 to 1.48 respectively at the small banks (Table 3.16). It should be
noted that part of the improvement in this ratio, which as stated is also affected by net
interest income, derived from the banks' profits from price developments in the bond
market.

Apart from these two efficiency indexes, we also examined two components of
operating efficiency:

(1) Efficiency derived from changes in the banks' size, as reflected by production
economies of scale.

(2) Efficiency derived from areduction in abank’s operating expenses without achange
initssize (inits output), known as X-efficiency. The latter is expressed by the ability of
the bank’s management to reduce expenses on factors of production without changing
the bank’s output (that is, it reflects the quality of the bank’s management).

Differencesin operating efficiency can be discerned from a comparison of operating
expenditure per unit (NIS) of output between similar sized banks. We therefore divided
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Figure 3.15
Operating Expenses per Unit of Output® in the Banking System,”
1992-2003
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2 Qutput: book balance of balance-sheet assets and value of off-balance-sheet assets.

b Hapoalim, Leumi, Discount, Mizrahi, First International, Union, Mercantile Discount, Otsar Hahayal,
Yahay, Arab Israel, Massad, Pekao, Israel Continental, Industrial Development (till 2002), Jerusalem
(from 1997), Investec (Israel), Maritime (till 2002), Euro-Trade, and Trade (till 2001).

SOURCE: Published financial statements and the Bank of Israel Banking Supervision Research
Department.

the banks into three size groups (reference groups): large banks - banks whose output
exceeds NIS 150 billion; medium-sized banks - output of between NIS 40-150 billion;
and small banks- output of up to NIS40 billion. We chose total assets—equivaent to the
book balance of balance-sheet assets and the credit value of off-balance-sheet assets—as
an index of banking output.

A long-term analysis of returns of scale shows that economies of scale exist in the
Israeli banking system. These advantages reflect a decrease in average expenditure in
the transition between the group of small, medium-size and large banks. During the
period 1992-2003 average expenditure per NIS of output amounted to NIS 0.0285 at the
small banks, NIS 0.0239 at the medium-sized banks and NIS 0.0181 at the large banks.
Data for 2003 show that greater economies of scale exist in the transition between the
small banks and the medium-sized banks than in the transition between the medium-
sized banks and the large banks. The differencesin economies of scale are reflected by a
larger decreasein average expenditurein the transition between the small and the medium-
banks, and a more moderate decrease in the transition between medium-sized and large
banks (Figure 3.15, Table 3.17).
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Table 3.17
Ratio of Operating Expensesto Units of Output? and Operation Efficiency (X-Efficiency), by
Size of Banking Group, 1992-2003

Output (NIS billion)

Upto 40 40to 150 More than 150
Average output®
1992-2003 0.0285 0.0239 0.0181
2003 0.0253 0.0188 0.0158
Maximum X-efficiency®
1992-2003 0.38 071 0.84
2003 0.26 0.72 0.92

aQutput is calculated as total balance-sheet assets and the value of off-balance-sheet assets.

b The averages over time reflect structural changes in the banking system, such as banks entering or leaving the
system, mergers, etc.

¢ Calculated as the minimum average expenses divided by the average maximum expenses in groups of each size
(AC min/AC max). Thus 1 minus this ratio reflects the maximum potential saving in production expensesin a
group of any size.

SOURCE: Returnsto the Supervisor of Banks and the Bank of Isragl Banking Supervision Research Department.

Ananalysisof X-efficiency (Table 3.17) revealsthat the potential for improvement in
operating efficiency isgreater among the group of small banks, and lower at the group of
medium-sized and large banks. The improvement potential indicates that in the group of
small banks, the bank with the highest average operating expenditure in 2003 can save
up to 74 percent of its expenditure to emulate the most efficient bank in that size group.
In the group of medium-sized banks the potential saving amountsto 28 percent, and in
the group of large banks, 8 percent.

3. THE CONTRIBUTION OF COMPANIES IN WHICH THE BANKS HAVE A
HOLDING

a. General

The contribution of companies in which the five major banks have a holding to the
profitsof the banks heading the banking groupswas considerablein 2003. The contribution
to net income from investments in these companies increased by 41 percent to
approximately two billion shekels (Table 3.18). The increase was due mainly to a sharp
rise in the contribution from the profit of companies included under an equity basis
(generally companies that do not engage in financia activity; hereinafter non-financial
companies), which recorded a profit of NIS 388 million in 2003 following aloss of NIS
146 million in 2002.
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Investments in the principal consolidated and non-consolidated companies in Israel
and abroad totaled NIS 30.5 billion in 2003, similar to the amount recorded in 2002.%
Implied in the stable balance of the principal investmentsis a growth in investment (by
means of acquisitions) at small local banks (a growth of 40 percent or NIS 0.8 billion),
and the expansion of investments in international banking activity (agrowth of NIS 0.4
billion). This growth was offset by a decrease in investment in non-financial companies
(atrend that became apparent several years ago).

The main local investments are made in commercial banks (usually small banks that
specialize in specific sectors), mortgage banks and other specialized banks that provide
facilities for long-term commercia activity. The banks have holdings in companies
engaged in similar areas of activity or activitiesthat complement banking intermediation
activity, for example in financial leasing companies, credit card issuing, clearing and
marketing companies, and companies that operate in the capital market. The banks also
maintain holdings in companies that are not connected with their financial activity,
including non-financial companies. The latter usually include large publicly-traded
companies that are mostly classified as holding companies (for example, the Israel
Corporation. Migdal Insurance Holdings, and Africa Isragl Investments Ltd. and Cla
Insurance). | n addition, the banks have hol dingsin companiesthat operate abroad, mainly
local commercial banks and other financial companies. The range of holdings in non-
bank financial companies enables the large banks to engage in universal banking, which
encompasses the mgjority of financial activities, and thereby exploit economies of scale.
Alongside financial intermediation activity, via consolidated and non-consolidated
companies the banks are able to engage in capital market activity, brokerage, securities
custody, portfolio management, mutual fund management, underwriting and investment
banking.

Overseas offices provide additional activity diversification and sources of profit for
the banks.

During recent years the banks have expanded their activity at overseas offices,
principally inthe areaof private banking, through the branches of thelocal banks. At the
same time, overseas consolidated and non-consolidated companies have expanded their
activity in the area of private banking by means of new subsidiaries (which were
established for this purpose) and existing companies. This activity enables the banksto

®Theanalysisin this section is centered on the holdingsin the principal consolidated and non-consolidated
companiesof thefivelargest banksaone. The datafor thefollowing items aretaken from financial statements
to the public and the notes thereto that detail the banks’ principal holdings. The value of the investment and
thereturn derived fromit is cal culated on the basis of these reports, without reference to the market val ue of
companiesthat are publicly-traded on the Tel Aviv Stock Exchange. Accordingly, part of thereturnsthat are
calculated and the indexes that are based on these calculations can be defined as accounting rather than
economic returns. The averages, standard deviations and Sharp indexes also take into account the banks'
holding in companies that were included in the past (and part of which are no longer-held) in accordance
with the investment and the holding ratios by timing.
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Figure 3.16

Average Yield vis-a-vis Standard
Deviation in Main Companies Held by
Banks, 1994-2003

Figure 3.17

Sharpe Index of Main Kinds of
Investment of the Five Major Banks,
Based on Yields, 1994—-2000 and
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diversify their sources of profit at times when profit from local activity is declining, as
happened in thelast two years. (See Figure 3.16, which presents return on equity and the
standard deviation from this return and Figure 3.17, which presents the risk-adjusted
return on the banks' principal activities, areturn that is measured by the Sharp index.)

b. Contribution to profit

As stated, the profit from consolidated and non-consolidated companies totaled
approximately two billion shekels in 2003, an increase of 41 percent compared with
2002. The increase was not uniform among the entire range of the banks' investments,
and encompassed changes in opposing directions. An increase was recorded in profits
deriving from investmentsin commercial banks (acombination of increased investment
in equity, a quantitative change, the price effect and a growth in profit deriving from
their activity). Concurrent with this development, a large increase in profits from local
holding companieswas recorded, mainly dueto the buoyant level of the equitiesmarket.®
However, alarge decrease was recorded in profits deriving from the activity of banks

% Most of the increase is attributed to the Tarshish company (belonging to Bank Hapoalim), which has
holdings in marketable investments. Net income rose by NIS 300 million in 2003 because Hapoalim Assets
(Shares) recorded an increase of NIS 100 million.
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abroad, together with adight decrease in the contribution of the mortgage banks.®” The
large decrease in the contribution of subsidiaries abroad resulted from exchange rate
differentialsderiving from thereal appreciation of the shekel against thedollar ascompared
to areal depreciation against al currenciesin 2002, concurrent with stability in nominal
foreign-currency denominated profit (see below).

Thebanks' investmentsin the principal consolidated and non-consolidated companies
yielded an average return of 7.5 percent in 2003, more than in recent years, and arate of
return that was almost identical to the multi-year level (Table 3.18). Inrelativeterms, the
principal consolidated and non-consolidated companies contributed 63 percent of net
income, while their proportion in the five largest banks' shareholders' equity amounted
to 75 percent.

Below isabrief review of the devel opment of the shekel contribution of thetwo main
groupsof profit centers: the mortgage banks group and the overseas offices group. These
centersaccount for 50 percent of thetotal investment in consolidated and non-consolidated
companies, and their impact on total profit deriving from investmentsin such companies
is considerable.®

c. Overseas offices’ NI'S contribution to profit

Overseas offices’ contribution to profit plummeted by 70 percent in 2003.*° Their
contribution totaled NIS 286 million compared with NIS 973 millionin 2002. The main
reason for the large decrease in contribution to profit was the appreciation in real terms
of the shekel against the dollar (Figure 3.18). In addition, aslight decrease was recorded
inthe nominal netincome of subsidiaries operating abroad (see analysis below). Overseas
offices’ contribution to the parent banks' shekel profit in Isragl consists of their nominal
net income expressed in NISterms, and from income or expenditure from exchange rate
differentials on theinvestment. Although the banks conduct hedging operationsin respect
of investment abroad, which produces income or expenditures, these operations are not
presented in the contribution of consolidated and non-consolidated companies, and are
charged to the net interest income before loan-loss provision item in the profit and loss
statement (of the parent bank).* The nominal profitability of overseas offices (excluding
the profits of the banks' branches that operate abroad) totaled $113 million in 2003
compared with $130 million in 2002 (Figure 3.18).

"For thefirst timein along period, the mortgage banks’ contribution to the profits of the five largest banks
decreased, by NIS 63 million. Although this profit center islikely to contract in thefuture, theseinvestments
still constitute very stable and important profit centers for the parent banks. For details, see Section 5.

%1n 2003 these investments yielded NIS 714 million out of NIS 2,000 million, 36 percent, compared with
NIS 1,466 million in 2002, when this ratio amounted to 103 percent.

This profit is after conversions and adjustments to shekels, excluding income or expenditure in respect of
the hedging of the banks' investments abroad (even when the banks did undertake such hedging) against
exposure to exchange rate fluctuations.

“OFor more details, see the management review in Bank Discount’s financial report for 2003 (page 58).
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Figure 3.18
Net Income of Overseas Subsidiaries, and their Contribution to Groups’
NIS Income, 1994—-2003
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a Net dollar income in NIS terms is obtained by muiltiplying net dollar income by the NIS/$
exchange rate (annual average).

SOURCE: Published financial reports and returns to Supervisor of Banks.

In 2003 this investment category constituted the largest investment relative to the
banks shareholders equity (NIS 8.7 billion or 29 percent of total investments as of
December 31, 2003). The level of investment in this category increased by NIS 0.4
billion in net terms (disregarding the appreciation of the shekel, which reduces the size
of the investment). A subsidiary of Bank Hapoalim, Signature Bank, was successfully
floated in thefirst quarter of 2003, and this company’s shares are currently traded on the
NASDAQ. Signature Bank isthefirst Isragli-owned bank to issue sharesto the publicin
the US.

4. THE MORTGAGE BANKS CONTRIBUTION

For the first time in a long period, the mortgage banks contribution to net income
decreased in 2003, and amounted to NIS 430 million compared with NIS493 millionin
2002. The return on equity in the mortgage bank industry in 2003 was the lowest for the
last decade. The ROE amounted to 7.6 percent in 2003 compared with along-term average
of 11.7 percent. However, thiswas till arelatively high ROE (Figure 3.19).

Thedecreasein the mortgage banks' profitsin 2003 resulted from anumber of factors:
(1) A large drop in the mortgage banks' activity (net new loans less loan repayments
decreased by 20 percent in comparison with previous years).

CHAPTER 3: MAIN DEVELOPMENTS IN BANKS ACTIVITY AND FINANCIAL RESULTS 111



(2) The persistence of credit risk among
households (alargeincreasein thelow-loss
provision, which rosefrom NIS290 million
in 2002 to NIS 447 million in 2003).

(3) A gradual decrease (which began
several years ago) in income from the
management of Treasury funds (adecrease
of NIS 336 million in 2000 to NIS 300
million in 2003).

(4) Growing competition with the
insurance companies for apartment
insurance and life insurance transactions,
which, albeit slowly, is reducing the
mortgage banks segment of the insurance
market in this respect.** The decrease in
non-interest income was partly offset by a

(]
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Figure 3.19
Return on Equity in Mortgage Banks,

" 1994-2003
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SOURCE: Published financial statements.

Figure 3.20
Balance of Mortgage Banks’ Assets and Margins, 1997-2003
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“1We do not have access to data on the proportion of customerswho take out life insurance on their property
via the mortgage banks. However, a rough and indirect estimate can be derived from the ratio of total
commissions from insurance transactions divided by outstanding credit to the public at the mortgage banks.
Thisratio (in percent) amounted to 0.2 in 2003 compared with 0.3 in 2000.
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Figure 3.21
Ratio of Arrears on Housing Loans to Outstanding Housing Credit, and
Contractors' Arrears on Credit Repayment, 1994-2003 (percent)
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SOUIRCE: Returns to the Supervisor of Banks.

large growth in net cut interest income before a loan-loss provision. Financing profit
increased due to the redirection of activity to indexation segments that are not CPI-
indexed and to the foreign currency segment. The move to these segments began in
previousyears, and accel erated considerably in 2003. The advantages of activity inthese
segments were greater margins and a more flexible supply of sources (Figure 3.20 and
Table 3.20).%

Unlike in previous years, the mortgage banks also marketed credit in these segments
to new customers and to customers repaying old loans from the CPI-indexed segment,
principally floating-rate loans. Asaresult, financial income-yielding CPI-indexed assets
decreased by one and a half billion shekels on average, compared with an increase of
four billion shekelsin the other segments (Table 3.20).

Therisk exposureinherent in the mortgage banks’ busi ness environment hasincreased
due to the continued recession in the economy, and to the slump in the construction and

“2The growth in the supply of sources in the unindexed segment is attributed to the large decline in the
inflation environment, as well asto the surplus of unindexed shekels sources in the banking system. In the
foreign currency segment, it can be assumed that foreign-currency denominated interest rates provide a
single bank with a completely flexible supply of sources.
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Table 3.23
Main Itemsin the Profit and L oss Statement and Financial Ratios of the M ortgage Banks,
19992003

Cumulative results to end December Real
(NISmillion, at December 2003 prices)? change (%)

1999 2000 2001 2002 2003 2001 2002 2003

Net interest income before

loan-loss provision 1,151 1,211 1,276 1,312 1,415 53 29 7.8
Loan-loss provision 229 207 305 301 461 475 -1.3 532
Total non-interest income 927 938 929 922 864 -0.9 -08 6.2
of which Fee income 891 907 904 901 838 -0.3 -03 -70
Total operating expenses 849 839 837 817 865 -0.3 2.4 5.9
of which Salaries and

related expenses 467 457 454 442 484 -0.8 25 95
Ordinary before-tax

income 1,000 1,103 1,063 1,116 953 -3.6 50 -14.7
Provision for taxes 450 493 505 494 439 24 21 -112
Net income 546 606 556 621 511 -8.7 n7 -17.7
ROE" 11.2 11.6 10.0 7.6 - - - -
Risk weighted capital

ratio® 10.6 10.1 10.1 10.4 10.2 - - -
Ratio of authorized

Tier 2 capita to

Tier 1 capital® 422 376 378 332 309 - - -

aTheratio of net income to equity at the beginning of the year plus new issues according to time of issue.
b Reclassified and recal culated.

¢ Maximum 50 percent.

SOURCE: Published financial statements.

real-estate market that has prevailed for several years now (Table 3.22). These
developments are reflected by the growing phenomenon of arrears in housing loan
repayments (Figure 3.21 and Figure 3.22). The proportion to outstanding credit of
repayment arrears by home-buyersand contractorsrosein 2003, leading to alargeincrease
in current expenditure on loan-loss provisions in respect of them (Table 3.23 and Table
3.24). The downtrend in commissions on the extension of directed credit, concurrent
with the fall in the banks' income from insurance fees, adversely affected the banks
profitability and reduced the banking groups’ returns on investment from this profit center.
The expectation that these trends will continue in the future may be a factor prompting
the large banksto merge mortgage activity with their commercial activity (Bank Mishkan
wasmerged within Bank Hapoalimin 2003, while Bank Leumi and Bank Mizrahi recently
completed purchase offersfor minority interest). The parent banks (Leumi and Mizrahi)
currently hold 100 percent of the issued capital of Leumi Mortgage Bank and Bank

CHAPTER 3: MAIN DEVELOPMENTS IN BANKS ACTIVITY AND FINANCIAL RESULTS 117



Table3.24
Arrearson Housing L oans® and Related L oan-L oss Provision, by Depth of Arrears,
1995-2003

(NIS million, at December 2003 prices)

2000
36 6-15 15-33 Over 33
months months months months  Total

Amount in arrears 45 84 103 362 594
Outstanding loan-loss provision, by arrears - 130 244 292 667
Outstanding loansin arrears less
provision for loan-loss and interest 1,014 825 295 122 2,255
Average amount in arrears 202 884 2,465 13,044 16,594
Average amount of loan 4,561 8,659 7,082 4,389 24,691
Weights 0.01 0.05 0.15 0.79 1.00
Average arrears on loan in arrears (months) 27.94
Average arrears on outstanding loan (months) 10.95
2001
Amount in arrears 50 95 m 388 643
Outstanding loan-loss provision, by arrears - 150 278 344 772
Outstanding loansin arrears less
provision for loan-loss and interest 1,112 884 320 145 2,642
Average amount in arrears 224 994 2,668 13,959 17,845
Average amount of loan 5004 9285 7,691 5225 27,205
Weights 0.01 0.06 0.15 0.78 1.00
Average arrears on loan in arrears (months) 27.278
Average arrears on outstanding loan (months) 11.05
2002
Amount in arrears 56 110 148 413 726
Outstanding loan-loss provision, by arrears - 174 350 399 922
Outstanding loansin arrears less
provision for loan-loss and interest 1,293 1,023 400 152 2,869
Average amount in arrears 251 1,154 35551 14,860 19,816
Average amount of loan 5819 10,745 9,593 5489 31,646
Weights 0.01 0.06 0.18 0.75 1.00
Average arrears on loan in arrears (months) 27,278
Average arrears on outstanding loan (months) 11.03
2003
Amount in arrears 61 136 181 4388 865
Outstanding loan-loss provision, by arrears - 209 432 509 1,150
Outstanding loansin arrears less
provision for loan-loss and interest 1,388 1,296 500 196 3,380
Average amount in arrears 274 1424 4337 17,575 23,610
Average amount of loan 6,247 13,603 12,005 7,056 38,911
Weights 0.01 0.06 0.18 0.74 1.00
Average arrears on loan in arrears (months) 27.282
Average arrears on outstanding loan (months) 1151
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Table 3.24 (continued)

1995 1996 1997 1998 1999 2000 2001 2002 2003

Borrowers cumulative outstanding

arrears at bank’s responsibility 471 570 520 589 697 789 856 934 1,198
of which More than 180
daysin arrears 446 526 478 538 645 738 799 868 1,124
Total arrears divided by total
outstanding credit (%) 147 146 132 142 158 161 177 183 210
of which To home-buyers 077 074 080 083 0.88 090 093 097 123

To constructors and
construction companies 344 643 6.95 11.04 17.20 15.93 18.69 22.49 2354

Other 414 371 232 216 221 235 260 258 291
Total arrears as share of capital, at
end of period® 222 237 222 249 290 296 31.7 30.8 35.08

aNot including arrearsin directed credit.
SOURCE: Published financia statements.

Tefahot respectively.* We believe that

these mergers between mortgage banks S S

Share of Arrears of more than 90

and commercial bankswill lead to asaving days in Housing Credit vis-a-vis
in operating expenses due to the the Unemployment Rate, June
amalgamation of the mortgage banks’ 1997-December 2003 (percent)
administrative units with those of the SDhare of housing credit in arrears Unemploymeont
commercial banks. Mergers of this type 5/3) 1;%
are expected to create economies of scale /\/
and diversification for the banks, and to 1.2 N /110
increase the merging banks' market / /10.0
segment in the retail segment. Iet Unemployment 1 95
(r|ght scale)
1.0 9.0
5. OVERSEAS OFFICES 09 / \ [ \OZ—\/ 85
a. Activity and profitability os cegororeat 0| &°
: in arrears over 90 days 175
(left scale)
The assets of overseas offices 07 bl il il o 7
(subsidiaries, branches and agencies) S R
totaled $310 billion at the end of 2003’ SOURCE: Returns to the Supervisor of Banks.

an increase of 5.2 percent compared with
2002 (Table 3.25). Overseas offices’ assets account for 17.2 percent of the assets of the
five largest banking groups. The offices activity is conducted mainly in the US (73

“n the case of Bank Tefahot and Bank Mizrahi, on 8.8.04 the boards of directors of both banks approved

the merger that was announced in the purchase offer of June 2004. The merger is conditional on approval
from the Governor of the Bank of Israel.
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percent of the offices’ activity), inthe UK and Switzerland. While activity inthe USand
Switzerland expanded (the rate of growth in total assets reached 5.9 percentinthe USin
dollar terms and 9.5 percent in Switzerland in Swiss franc terms), activity at officesin
the UK decreased by 13.5 percent (in pound sterling terms). The profitability of Isragli
subsidiaries abroad, which is measured in terms of return on equity (ROE), fell by 6.3
percent in 2003 compared with 8.4 percent in 2002 (Table 3.30). The profitability of the
Israeli banks' branches abroad, which is measured in terms of return on assets (ROA),
rose from 0.37 percent in 2002 to 0.54 percent in 2003.

i. Activity and profitability in the US

a. The assets of banking offices in the US (which mainly include the three Isragli
subsidiaries mentioned in Section b below and a branch of Bank Hapoalim) totaled
$22.5 billion at the end of 2003, an increase of 5.9 percent compared with 2002 (Table
3.25). Thebanking officesinthe US engagein businessesthat have awhol esal e orientation,
and part of them provide financial services (investment services and private and
international banking) to relatively affluent populations. This activity is reflected by a
relatively high proportion of investmentsin bonds (debentures) (42 percent of total assets
at the end of 2003), and arelatively low proportion of credit to the public (approximately
athird of total assets at the end of 2003).

Dueto therecession prevailing in the American economy in recent years, the banking
offices adopted amore selective and cautious credit policy. Asaresult, total credit to the
public rose by only 3.7 percent and concurrently, the banking offices increased their
investment in US Treasury notes and in the issues of mortgage bonds backed by Federal
bodies (FNMA and FHLMC), which are credit-risk free assets. The nostro portfolio of
banking officesin the US expanded by afurther half abillion dollarsin 2003, anincrease
of 5.4 percent compared with 2002. Banking offices in the US elected to finance the
growth in activity (credit and securities) mainly by means of deposits from banks and
REPOs. Deposits of banks rose by 21.5 percent compared with 2002, while deposits of
the public increased by only 1.2 percent.

Thecredit risk exposure of 1sraeli banking officesin the USin off-bal ance-sheet activity
(which includes LCs and various types of guarantees, liabilities for the extension of
credit, and credit derivatives) isrelatively high and amounted to $6.3 billion or 85 percent
of the total balance-sheet credit of those officesin the US. This activity is continuing to
expand and the exposure to it increased by 10.1 percent in 2003.

b. The three largest banking groups operate subsidiaries in the US, which are located in
New York (IDB New York, Bank Leumi U.S.A. and Signature Bank). Signature Bank,
which is owned by Bank Hapoalim was established in 2001 and already began to make
profitsin 2003. On March 22, 2004, Signature Bank issued shares to the public on the
NASDAQ, to an amount equivalent of 21.3 percent of the bank’s share capital after the
issue.

c. The net income of the above subsidiaries in the US totaled $77.5 million in 2003
compared with $72.6 millionin 2002, anincrease of 6.7 percent. ROE of these subsidiaries
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amounted to 7.1%, similar to that in 2002 (Table 3.30 and Table 3.31). ROA of the
subsidiariesreached 0.51 percent in 2003, slightly less than the 0.56 percent recorded in
2002. Notwithstanding the profit and oss components of these subsidiaries that exhibit
a decrease in net interest income before loan-loss provision, the growth in net income
was derived from a decrease in tax expenses. Net interest income before |oan-loss
provision fell by 3.8 percent, due inter alia to a decrease in the interest rate margin on
credit at these subsidiaries in the US (which is calculated as the difference between the
rate of income in respect of credit to the public and the rate of expenditure in respect of
deposits of the public) from 3.42 percent to 3.03 percent. Income from operating
commissions rose by 17.6 percent, but this effect was partly offset by an increase in
operating expenses. Concurrent with the increase in loan-loss provisions, these
developments led to a 15.3 percent decrease in before-tax ordinary income. As aresult,
the growth in net income resulted as stated from a decrease in tax disbursements—the
effective tax rate fell considerably at the subsidiaries, from 34.7 percent in 2002 to 17.8
percent in 2003, adecrease that was apparent mainly at IDB New York dueto nonrecurring
items.
d. A comparison of the performance of thelsraeli banking subsidiariesin New York with
a peer group shows that the ROE of the peer group was lower—5.6 percent compared
with 7.1 percent for the lsraeli subsidiariesin New York (Table 3.31).# The peer group’s
lower ROE partly derived from the effective tax rate, which was|ower at the subsidiaries
(31.7 percent) in 2003 compared with ahigh rate of 57.2 percent at the banksin the peer
group. The difference also derived from the larger capital surpluses of the banksin the
peer group. Theratio of the Isragli subsidiaries weighted capital to risk assets amounted
to 14.3 percent compared with 17.6 percent for the banksin the peer group, and the ratio
of equity to total assets amounted to 7.0 percent at the subsidiaries compared with 12.2
percent at the banks in the peer group. This phenomenon had the effect of reducing the
ROE of the banks in the peer group as compared to that of the subsidiaries. However, it
should be noted that the ratio of weighted capital to risk assets at the subsidiariesis till
considerably higher than the minimum required by the supervisory authoritiesinthe US.
The banks in the peer group differ from the Isragli banks in their range of activities,
and engage in financial servicesthat are commission oriented and in retail activity. This
isreflected intheir higher non-interest interest income and net interest margins, although
their operating expenses are also higher, afact that reduces the profitability differential
between thetwo groups. In addition, part of the efficiency indexes (theincome efficiency
ratio and total assets per employee post) reveal higher operating efficiency at the Isragli
subsidiaries than at the banks in the peer groups. This can be attributed to the fact that

“The peer group includes agroup of ninecommercia banks, whose total assets range between $1-10 billion
and that operate in the greater New York City area. Since the data on the peer group are FDIC data, the data
on the Israeli subsidiariesin this sub-section derive from the FDIC, which operatesin accordance with US
reporting regul ationsthat differ from the offices' reporting regulations asimposed by the Banking Supervision
Department in Isragl.
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Table 3.26
Assetsand Liabilities of the Main Over seas Officesin Western Europe,@ 2002—-2003
(in original currencies)

UK (£ million) Switzerland (SFr million)
2002 2003 Change (%) 2002 2003  Change (%)

Credit to the public 1,363 1,358 04 1,585 2,101 35.6
Cash and bank deposits 390 387 -0.8 884 754 -14.7
Securities 1,082 672 -37.9 619 669 81
Total assets 2,889 2,498 -135 3,307 3,622 9.5
Deposits of the public 1,175 1,152 2.0 1,702 1,883 10.6
Deposits from banks 1,239 830 -330 768 903 176
Total liabilities 2,748 2,357 -14.2 2,762 3,049 104
Equity 141 144 21 545 573 51
Off-balance-sheet credit risk® 567 613 8.1 425 595 40.0
Activity in derivatives® 2,861 3,261 14.0 4,541 3,543 -22.0

a Selected items.

b Before applying the conversion and weighting coefficients.

¢ Nominal value.

SOURCE: Returns to Supervisor of Banks.

their activity isoriented towardswhol esal e banking and securities activity, activitiesthat

require arelatively smaller amount of labor inputs.

ii. Activity and profitability in the UK

a. Thelsraeli banking officesin the UK operate in the corporate-wholesal e area. A third
of the offices are branches. The assets of the UK officestotaled £2,498 million at theend
of 2003, 13.5 percent less in pound sterling terms than at the end of 2002, dueto alarge
38 percent pound sterling decrease in their securities investments (Table 3.26). The
decrease derived from transactions in the securities portfolio at certain branches in the
UK were attributed to certain engagements that were performed outside these branches
normal course of business. As aresult, the proportion of the securities portfolio to total
assetsfell from 37.5 percent at the end of 2002 to 27 percent at the end of 2003. Credit to
the public also contracted, although by a moderate 0.4 percent, and accounted for 54.5
percent of thetotal assets of officesin the UK. Deposit raising from banksin the UK fell
by 33.0 percent in 2003. Off-balance-sheet credit risk increased by 8.1 percent in 2003,
but the relative volume was lower than that of Israeli banking offices in the US (45
percent of total balance-sheet credit compared with 85 percent at the banking officesin
the US).

b. The net income of the officesin the UK totaled £16.8 million in 2003 compared with
£23.2millionin 2002, adecrease of 27.6 percent (Table 3.28). Theprofit and |oss statement
showsanincreasein net interest income, which favorably affected net income (theinterest
margin on credit remained stable in 2003 at 2.33 percent), but was offset by alargerise
in the annual expenditure on the loan-loss provision which had the adverse effect of
reducing net income considerably.
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Table 3.28
Main Itemsin the Profit and L oss Statements of the Main Over seas Officesin Western
Europe,2 2002—2003
(in original currencies)
UK (£ million) Switzerland (SFr million)
2002 2003 Change(%) 2002 2003 Change (%)

Net interest income before

loan-loss provision 499 51.6 34 449 437 2.7
Loan-loss provision 11 10.6 863.6 0.01 0.32 -
Operating fees 4.8 51 6.8 64.9 82.8 21.7
Other income 04 0.2 -41.0 87.3 13.0 -85..2
Total non-interest and other income 58 103 77.6 160.0 110 =315
Salaries and related expenses 14.9 155 41 48.7 50 20
Other expenses 6.5 74 132 80.6 50.1 =379
Total operating and other expenses 26.1 28.1 7.7 1433 116.0 -19.1
Ordinary before-tax income 28.6 231 -19.2 61.5 36.9 —40.0
Provision for taxes 53 6.3 189 43 7.3 69.8
Net income 23.2 16.8 -27.6 57.2 29.6 -48.3
a Selected items.

SOURCE: Returns to Supervisor of Banks.

iii. Activity and profitability in Switzerland

a. Activity in Switzerland, whichisconducted viasubsidiaries, ischaracterized by financia
services recorded off the balance sheet, principaly international private banking and
trust activities. By their very nature, these activities expose the banks to operational
risks, including legal risks, rather than credit risks.

b. The assets of the officesin Switzerland totaled 3,622 million Swissfrancsat the end of
2003, an increase of 9.5 percent compared with 2002 (Table 3.26). Credit is granted
mostly for financing private banking and for margins collateralizing customers’
investments in the securities portfolio that is managed “at discretion” (in trust, at the
bank’sdiscretion,) part of whichiscovered by liquid collatera—deposits and/or securities.
Total credit to the public rose by a steep rate of 32.6 percent in Swiss franc terms during
2003, and its proportion to total assets reached 58 percent compared with 48 percent at
the end of 2002. Thisincrease reflectsinter alia the flow of money for the management
of assets “at discretion”, and off-balance-sheet financial services at the offices in
Switzerland. However, balance-sheet credit risk exposure is low at the offices in
Switzerland, and accounts for only 28 percent of the credit on the balance sheet.

c. The net income of the subsidiariesin Switzerland totaled 29.6 million Swissfrancsin
2003, a decrease to approximately half the net income achieved in 2002 (Table 3.28).
The profitability of subsidiariesin Switzerland also fell heavily, to 6.1 percent in 2003
compared with 14.3 percent in 2002. The decrease resulted from nonrecurring income
recorded at Bank Leumi Switzerland as stated above, which was mainly charged in 2002.
Deducting this nonrecurring item, the profitability of the subsidiaries in Switzerland
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Table 3.29
Credit Risksin Over seas Offices, 2002—2003
(percent)

North Western
America Europe Total

2002 2003 2002 2003 2002 2003

Quantity of credit

Credit to public/total assets 33.7 33.0 43.8 52.3 36.7 38.3
Quality of credit

Annual loan-loss provision/total credit 04 0.3 0.0 0.4 0.3 0.4
Problem debts/total credit 34 51 18 17 29 39
Charge-offgtotal credit 04 0.5 0.1 0.3 0.3 0.4

Concentration of credit
Share of credit to single borrowers
($ 8 mill. or more each) 61.3 59.7 49.6 524 57.8 57.2

H-Index of by-industry
credit concentration 0.16 0.18 0.15 0.16 0.15 0.16
SOURCE: Returns to Supervisor of Banks.

would actually have been negative in 2002, mainly due to the impact of the
misappropriation of funds at Bank Leumi Switzerland.

d. The main contribution to the net income of the subsidiaries in Switzerland in 2003
was derived from alarge growth in non-interest income in that year after the deduction
of the nonrecurring item in 2002 in Bank Leumi Switzerland. (The data presented in
Table 3.28 are not exclusive of this nonrecurring item.) The growth in private banking
activity and portfolio management “at discretion” led to arise in a non-interest income.
The financial coverage ratio, which reflects the rate of coverage of operating expenses
by financial profit, (net interest income) reached only 0.38 at the Israeli subsidiariesin
Switzerland compared with 1.84 at the Israeli banking offices in the UK, reflecting the
dominanceinthesubsidiaries’ operationsin private banking and off-balance-sheet activity.
Thisisin asituation where financial activity results are induced from off-bal ance-sheet
activity (the interest margin on credit reached only 0.56 percent compared with 2.33
percent at the officesin the UK).

b. Risks at the over seas offices

The following indices showed an increase in the risk exposure at the Israeli overseas
offices:

a. Total problem loans at banking officesin the US increased sharply, by 55.2 percent to
$385 million at the end of 2003 (compared with $248 million at the end of 2002), or 5.1
percent of total credit at the responsibility of these officesin the US (compared with 3.4
percent in 2002) (Table 3.29). Thisincrease was not accompanied by agrowth intherate
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Table 3.30
Efficiency and Profitability Indicesin Over seas Offices, 2002—2003

Western Total
us Europe overseas offices
2002 2003 2002 2003 2002 2003
$ million
Interest-rate spread between credit
(balance sheet at risk) and deposits
of the public 242 1.59 16 1.56 2.2 151
Net interest margin on total active
assets and liabilities (including
off-balance-sheet, percent) 157 0.89 122 134 1.48 1.02
Annual wage per employee post ($ 000s) 87 89 102 129 90 99
Financing coverage ratio? 1.33 131 0.76 0.79 112 111
Operating coverage ratio® 0.27 0.30 0.82 0.67 0.46 0.44
Efficiency ratio® 16 161 1.58 1.47 1.59 155
Percent
Loan-loss provision/ total net interest
income 8.0 6.4 0.7 13.7 6.3 84
Return on assets? (ROA) 044 056 0.98 0.51 0.59 054
Return on equity® (ROE) 7.2 7.1 10.9 52 8.4 6.3

a Ratio of net interest income before loan-loss provision to total operating and other expenses.

b Ratio of non-interest and other income to total operating and other expenses.

¢ Ratio of total non-interest and net interest income to total operating and other expenses.

4 Net income (incl. imputed tax and extraordinary income) divided by assets at beginning of year.
¢ Net income divided by equity at beginning of year (ROA of subsidiaries only).

SOURCE: Returns to Supervisor of Banks.

of loan-loss provision to total credit (which fell from 0.4 percent in 2002 to 0.3 percent
in 2003). At Israeli banking offices operating in Western Europe, no major change was
recorded in the proportion of problem loans to total credit, although the annual rate of
loan-loss provision tototal credit at the responsibility of these officesrosefrom O percent
in 2002 to 0.4 percent in 2003.

b. The growth in private banking and trust activity at the overseas offices asawhole and
in Switzerland in particular is increasing these offices exposure to operational risks,
whichinturnisenhancing the need for amore stringent control infrastructure, compliance
and technological management in order to mitigate exposure to these risks. In addition,
supervisory developments with respect to the prevention of money laundering and
terrorism-related financing that occurred in the countrieswhere the lsragli banking offices
operate, require stricter supervisory and control mechanisms and the scrutinization of
procedures pertaining to these issues at the Israeli banking offices.
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