Chapter 2
The Financial Results of the Five
Major Banking Groups?

In a year when the global banking system experienced one of the worst crises
in the modern era, the local banking system remained resilient. Nevertheless, the
negative impact of the crisis was clearly apparent in the banking groups’ financial
results.

Since the Israeli economy emerged from the recession at the beginning of the
decade, in 2003, the banking system benefited from a particularly high level of
profit and profitability and a persistent decrease in the level of risk inherent in its
current activity. The worsening of the global financial crisis in the fall of 2008, with
the collapse of the Lehman Brothers investment bank and the spread of the crisis to
the real economy, were reflected by the groups’ performance and financial results
in the second half of 2008 and especially towards the end of the year. Replacing the
previous years' high levels of profit and profitability were near-zero levels of net
profit (NIS 205 million) and an average ROE of 0.4 per cent. The financial impact
of the crisis in 2008 was apparent in the activity of the financial management
sector, mainly in the form of the heavy losses due provisions for write-downs and
realization of securities held by the groups. The non-financial impact of the crisis
was apparent in the other segments of activity, and derived from the growing effect
of the recession in the advanced economies on the Israeli economy, principally
on the business sector, in respect of which the groups recorded a large increase
in loan-loss provisions. Net interest income was the main factor that adversely
affected net profit in 2008. Despite the positive developments deriving from the
groups’ classic intermediation activity within the indexation segments, the financial
crisis had a dramatic effect in 2008. This was reflected by the large losses which
the groups recorded due to their exposure to asset and mortgage-backed securities
and securities of foreign financial institutions.

The impact of global developments was also apparent in other profit
components in 2008: On the operating expenses side, the negative and indirect
impact of the global financial recession was reflected by an increase in salary
and related expenses—mainly due to the losses that were recorded in severance
pay funds. On the non-interest income side, which had an overall negative effect
on the development of profits, the impact of developments in the contributions

lHapoalim, Leumi, Discount, Mizrahi-Tefahot, First International.
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of the income components was somewhat more complicated. These income
components were adversely and directly affected by developments in financing
activity, which led to a fall in income deriving from the volume of customers’
activity in securities, and indirectly—via losses from investments in shares due to
the fluctuations in the capital market. An increase was however recorded during
2008 in non-interest income deriving from non-financial developments, mainly
due to the positive developments in the first quarters of the year. (The impact of
the initial enforcement of the “Commission Fee Law” on non-interest income in
2008 was marginal.)

Although the financial crisis and the non-financial crisis resulting from it
affected the financial results of all the banking groups, the impact was mainly
apparent from the performance of the largest two groups during the year. The
varying degrees of exposure of the banking groups to the crisis, which reflect inter
alia each of the group’s risk-taking preferences, affected profit and profitability
and especially net interest income, as stated.

1. PROFIT AND PROFITABILITY OF THE BANKING GROUPS

Following five years in which the local banking system had presented high levels of
profit and profitability, the downtrend in both of these parameters was clearly apparent
during the year: Aggregate net profit of the largest five banking groups dipped to an
unprecedented low level and amounted to NIS 205 million, a decrease of 97.7 per
cent from the record level of NIS 9 billion recorded in the previous year (Table 2.1).
This decrease in the group’s profits was also reflected by the large drop in the level of
profitability, which is measured in terms of return on average equity (ROE),? from 15.6
percent in 2007 to 0.4 percent in 2008 (Figure 2.1).

The profit and profitability of the largest five banking groups were heavily affected
in 2008 by the crisis in the global financial system, which led to a decline in the value
of the financial assets held in the groups’ investment portfolios, and from negative
developments in Israel's real economy in the second half of the year.

The increasing intensity and spread of the global financial crisis, which began back
in 2007 with the growing concern over financial institutions’ exposure to the subprime
mortgage market in the USA, were reflected by the banking groups’ financial results in

2 Since the first quarter of 2007, the banking corporations have been required to calculate ROE in
accordance with the method practiced in the USA and other countries. ROE is calculated as net profit minus
dividend per preference share not listed as an expense in the profit and loss statement and declared in the
reporting period only, divided by average equity. Average equity for this purpose is total capital resources
minus the average balance of minority interest and minus/plus the average of as yet unrealized losses/profits
from adjustment to fair value of bonds for trading and of losses/profits in respect of bonds available for sale
that are included in equity capital.
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Figure 2.1
Return on Equity? (ROE) and Ordinary After-Tax ROE of the Five Major
Banking Groups, 1990-2008
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The data for 2005-07 have been reclassified in accordance with the new accounting directives sent to the
banks by the Banking Supervision Department. For further details, see footnote 1 to the text. The grey areas at
the bottom of the columns for 2005-07 represent ordinary after-tax ROE.

SOURCE: Based on published financial reports.

2008, mainly in the last quarter of the year. However, the impact was apparent on the
profits of the Bank Hapoalim group as early as the first quarter. That group realized
its MBS portfolio at a loss of NIS 3.1 billion, and was affected by a write-down of
an "other-than-temporary nature” in SIV type securities, and from the write-down of
securities backed by other assets.

The decision by Bank Hapoalim’s board of directors to realize the holdings of the
bank’s New York branch was made as a result of the directive from the Supervisor
of Banks requiring the bank’s holdings in most of the MBS portfolio to be double-
weighted in the calculation of capital adequacy, which placed in doubt the continued
feasibility of holding the investment portfolio.

The crisis worsened in fall 2008 and was notable for a credit crunch, liquidity
shortages and increased uncertainty in global financial markets. These developments led
to a series of nationalizations of banks and financial institutions in the USA and Europe,
and to the acquisition and mergers of investment houses and banks with other financial
entities. This deterioration in the position of the global financial system was reflected
in the second half of the year by the profits derived from investments in the groups’
securities portfolio. The impact of the crisis on these profits was characterized by a high
degree of variation resulting from the size of each group’s investment portfolio and
risk-taking preferences, as expressed by the investment strategy adopted. (See Chapter
3 for more details.)
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The decline in net profit encompassed all five groups, and mainly resulted from the
development in the profit of the largest two groups—Bank Hapoalim group’s loss of NIS
900 million and the 97.3 percent drop in the Bank Leumi group’s profit (Table 2.1).

The development of the financial crisis into a global non-financial crisis as well
and its encroachment on the Israeli economy during the second half of the year had
an adverse effect on net profit. After remaining resilient in the first half of the year
when it maintained the growth pattern of recent years, the economy was notable for
a considerable downturn in activity during the second half. This was reflected by a
slowdown in current consumption, a large decrease in exports and a slower pace of
business-sector product growth. All these, together with the erosion in the value of
borrowers’ collateral, led to higher risk assessments in the second half and to a 186
percent upsurge in loan-loss provisions, mainly in the last quarter of the year. (See
Chapter 3 for more details.)

Two other factors that reduced net profit during the year were a 14.5 percent decrease
in non-interest income (mainly income derived from the capital market), despite a growth
in income from banking services, and a 4 percent increase in operating expenses.

As aresult of all the previously mentioned developments, ordinary profit in 2008 was
negative, and amounted to a loss of NIS 610 million. This loss was completely offset
by profit from extraordinary transactions, which although down by 51 percent this
year, led to a minor net profit instead of a loss. Profit from extraordinary transactions
totaled NIS 815 million in 2008 due to its high level at the largest two groups, at the
Bank Leumi group due to the allocation of 20 percent of Leumi Card’s equity to the
Canit company, and at Bank Hapoalim due to the sale of the Gadish provident fund to
the Psagot investment house in the last quarter of the year, the completion of the sale
of Bank Yahav to the Mizrahi-Tefahot group, and the completion of the sale of Bank
Massad to the First International group in the second quarter of the year.

2. DEVELOPMENTS IN INCOME AND EXPENSES
a. Net interest income before loan-loss provisions

One of the main factors adversely affecting the groups’ profits in 2008 was net interest
income before loan-loss provision. The aggregate net interest income of the five major
banking groups plummeted by NIS 5 billion (21.7 percent) in 2008 to NIS 17.9 billion.
The decrease in net interest income during the year was notable for a high degree of
variation and encompassed all the major groups except for the Bank Mizrahi-Tefahot
group, which presented a growth of 13 percent. Various factors affected the components
ofnetinterestincome during the year. Part of them derived from the positive developments
in the Israeli economy during recent years and the macroeconomic situation in the first
two quarters of 2008, while part of them derived from the indirect impact of the global
financial crisis on the banking groups. This was mainly via their exposure to asset and
mortgage-backed securities and to the securities of foreign financial institutions.
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The main positive contribution to net interest income was made by profit from
classic financing activity,> which is derived from the volumes of activity and the net
interest margins in each of the different indexation segments: This component of net
interest income expanded at four out of the five groups in 2008 (at all of them that
is, except the Bank Hapoalim group), and totaled NIS 21.5 billion, an increase of 4.7
percent (Table 2.2). However, net other interest income (which is derived from interest
income on problem loans previously not recorded and from profits from the sale and
revaluation of bonds) had a strong negative impact. This income item was negative in
2008, declining at all the banking groups and its negative level was particularly apparent
at the largest two banking groups and especially the Bank Hapoalim group. The group’s
interest income from their activity in options and other derivatives that are not defined
as hedging activity or ALM was negative in 2008 and like other net interest income, was
mainly affected by the level recorded at the largest two groups.

Table 2.2
Breakdown of Profits from Financial Activities before Loan-Loss Provision, by Type of
Indexation, The Five Major Banking Groups, 2007-08 (NIS million)
2007 2008 Change relative to 2007
(at current prices) (NIS) (percent)
Net income? by type of indexation (including
derivatives)

Local currency, unindexed 11,213 13,014 1,801 16.1
Local currency, CPI-indexed 2,992 2,918 -74 -2.5
Foreign currency - domestic activity 6,341 5,583 -758 -12.0
1. Total income from indexation derivatives 20,546 21,515 969 47
Other financial income
Commissions on transactions 824 920 96 11.7
Other net financial income 994 -3,819 4,813 -484.2
of which: Interest income on problem debts previously

not recorded 1,402 1,301 -101 -7.2
of which: Profits from the sale and valuation of bonds® -1,043 -5,804 -4,761 456.5
2. Total other financial income 1,818  -2,899 -4,717 -259.5
3. Options and other derivatives 515 -707 -1,222 -237.3
Profit from financial activities before loan-loss

provision (1+2+3) 22,879 17,909 -4,970 -22

3 Net income from assets minus expenses on liabilities.

b Including profits/losses from the valuation and sale of tradable bonds and the sale of bonds available for sale
and bonds held until maturity.

SOURCE: Published financial statements.

3 Including the effect of derivatives.
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Among the three indexation segments, unindexed local currency activity made a
marked positive contribution to profit. Profit from this activity rose sharply, in contrast
to a 2.5 percent decrease in profit from CPI-indexed local currency activity and a 12
percent decrease in profit from foreign-currency activity. As stated, net interest income
derived from unindexed local currency activity rose by 16 percent to NIS 13 billion,
an amount equivalent to 60.5 percent of total income from all the indexation segments
(Table 2.2). In 2008 this increase derived from the positive effect of quantity (24.7
percent), which exceeded the offsetting effect of price that was reflected by a decline
in the net interest margin in the segment to a level of 1.96 percent compared with 2.15
percent in 2007 (Table 2.3).

Unindexed local currency activity is largely derived from the development of the
Bank of Israel’s interest rate. This was notable for a mixed trend during the year, with
three changes of direction: The rate was cut by one percentage point during March-
April, raised again by a percentage point during the months June-September, and cut
again by one and a half percent during November—December. In December the rate
amounted to 2.5 percent compared with 4.25 percent at the beginning of the year.
Bank of Israel interest rate adjustments are known for their direct effect on the interest
rate paid on credit in the unindexed local currency segment and on the net interest
margin within that segment—a well known effect that has been examined in empirical
studies.* The results of the studies show a positive correlation between these two
variables from a long-term perspective and occasionally, a negative correlation in the
short term. In 2008 the relationship between the two variables was notable for a weak
positive correlation: Bank of Israel interest rate adjustments exerted slight effects in
the same direction on the cost of unindexed credit and on the net interest margin in the

4 For more details, see:

a. D. Ruthenberg, D. Geva, and Z. Samet “Analysis of the Interest-Rate Spread in the Unindexed Shekel
Segment of the Banking System in Israel July 1984-May 1987,” Banking Issues 7, March 1988.

b. D. Ruthenberg, “Net Interest Margin, Interest-Rate Spread, Integration of Activity in Derivatives,
and the Importance of the ‘“Monetary Penalty’,” Bank of Israel Banking Supervision Department, Research
Unit.

c. D. Ruthenberg, “Banking Management in Isracl,” Keter Press, Jerusalem, 2002.

The model developed is based on the following interest-rate spread equation, where M is the interest-rate
spread, S is the interest on a monetary loan, p is the liquidity requirement on the deposit, 6 is the elasticity
of the supply of deposits, and 1) is the elasticity of demand for credit.

M=r R =L _=p) g [ n 00-p) S =hs,p.n,0]
Lo ( 1} 1L 1+n 146
1+— +
n 0

Since a business (banking) firm will always operate in a sector in which 1 < —1 | it follows that

aM{ n _e)(l—p)}o

s 1+m 1+6
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unindexed local currency segment. (See Box 1 for further details on the subject.) The
weak correlation in 2008 is attributed to two factors: (a) an increase in borrowers’ risk
premium because of the deterioration in their position and their characteristics against
the background of growing concern over a deepening of the recession worldwide and
in Israel in the second half of the year; (b) the expansion of off-balance-sheet activity
in derivative financial instruments, the margins on which are smaller. The growth in
unindexed local currency activity during 2008 (24.7 percent) resulted mainly from the
continued expansion of unindexed credit evident in the last few years. This trend derived
partly from an expansion in total bank credit to the public, and partly from growing
expectations of an increase in risk, which resulted in an increase in unindexed sources
in line with customers’ move to lower-risk forms of investment, such as deposits at
banks—a development which in 2008 prompted the banks to increase the supply of
unindexed credit. Net interest income derived from CPI-indexed local currency activity
fell slightly, by 2.5 percent in 2008 and totaled NIS 2.9 billion, an amount equivalent to
13.6 percent of total net income from all the indexation segments (Figure 2.2).

Figure 2.2

Changes in the Components of Interest Income and their Contribution to
Total Interest Income, the Five Major Banking Groups, 2007 and 2008
(at current prices)

NIS million
16,000
14000 Positive contribution Negative contribution
’ 2007 ]
2 [
12,000 008
10,000
8,000
6,000
4,000
0 [ ] —
-2,000
-4,000
-6.000 1 1 1 1 1
Local currency Fees on Local currency Foreign Interest income Profit on Options
unindexed financing CPl-indexed currency from problem sale and and other
segment transactions segment segment debts not revaluation derivatives
previously of bonds

registered

SOURCE: Based on published financial statements.
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As in the unindexed local currency segment, here too the segment’s profits were
affected by the positive quantity effect and the negative price effect, implying a slight
contraction of the net interest margin in the segment from a level of 0.8 percent in 2007
to 0.76 percent in 2008. Short-term interest rates in the CPI-indexed local currency
segment are affected by the Bank of Israel interest rate, while medium and long-
term interest rates are also affected by the development of yields in the CPI-indexed
government bond market (these bonds serve as a substitute for CPI-indexed bank
credit), a development that is derived from government and business sector borrowing
requirements. The rise in yields and risk margins of CPI-indexed government bonds
during the year, especially in the second half, together with the reduced supply of CPI-
indexed credit substitutes in the non-bank market and the increase in borrowers’ risk
characteristics, moderated the contraction of the net interest margin in the segment that
resulted from the Bank of Israel interest rate adjustments. The average balance of the
CPI-indexed segment’s assets rose during the year due to an increase in inter-bank
deposits concurrent with a decrease in the volume of CPI-indexed credit to the public.
Regarding the sources side, deposits from the public increased mainly because of high
inflation expectations during the first three quarters of the year, but also because of
increased risk aversion of individuals who sought low-risk substitute investments in
view of the rise in the long-term bond yield curves, which showed that the risk of
alternative indexed sources of investment had increased. Net interest income deriving
from foreign-currency indexed and denominated activity fell by NIS 758 million in
2008 and totaled NIS 5.6 billion, an amount equivalent to 26 percent of total net income
derived from all indexation segments (Table 2.2; Figure 2.2). The segment’s profits
were adversely affected in 2008 by both quantity and price, as reflected by a 1.5 percent
decrease in the average balance of assets, and by a decline in the aggregate net interest
margin in the segment from a level of 0.90 percent in 2007 to 0.80 percent in 2008. The
foreign-currency segment’s activity serves as a substitute for financial activity abroad,
and is heavily affected by the Libor dollar rate, on which interest rates in the segment
are largely based. The three-month Libor dollar rate, which was quite volatile during
the year, fell by 1.6 percentage points annualized from 3.1 percent in December 2007
to 1.5 percent in December 2008, leading to a similar decrease in the lending rate in the
segment from 7.1 percent to 5.3 percent (Table A—1.5) and to a smaller decrease in the
deposit rate. Concurrent with a moderate annualized depreciation of 1.1 percent, this
development had the effect of reducing the net interest margin in the segment.

While the positive net income from the indexation segments contributed to the
groups’ aggregate net interest income in 2008, net other financing income had the effect
of reducing these profits. This income, on which a loss of NIS 3.9 billion was recorded
(Figure 2.2; Table 2.2), was affected in 2008 both by non-financial developments, mainly
in the first half of the year, and by developments in the financial markets. Non-financial
developments in the economy were notable for interest income on problem loans not
previously recorded. Although this aggregate income fell by 7.2 percent during the year,
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it was high at NIS 1.3 billion. The high level resulted from the positive macroeconomic
conditions in the first half of the year and business firms’ sound position prior to the
onset of the crisis, which can be attributed to the expansion in business activity during
recent years and was reflected by an increase in firms’ repayment ability (a trend that
reversed in the second half of the year). Developments in global financial markets and in
the local capital market adversely affected profits from the sale and revaluation of bonds,
which were negative in 2008, to the extent of a massive loss of NIS 5.8 billion (Figure
2.3). The impact of the global financial crisis on the Israeli groups lagged behind that
on other banks in the Western world to some extent. The effect of the crisis on profits
from the sale and revaluation of bonds at the Israeli groups was indirect and notable for
high variability. Those that suffered most from the crisis in 2008 were the largest two
banking groups—the Bank Hapoalim group, which lost an estimated NIS 3.9 billion on
this item, and the Bank Leumi group, which lost an estimated NIS 1.25 billion.

As early as the first quarter of the year, the impact of the crisis was already apparent
from the profits of the Bank Hapoalim group: This group recorded an NIS 3.1 billion loss
from the realization of the portfolio of MBS securities—that were not issued directly
by government agencies (FHMA, FNMA,

GNMA) or that were not guaranteed by
them—of the bank’s New York branch gig‘;ft?f-:” Derivine from Ch )

ie: : roin 0SS beriving irom anges in
and adc}'ltlonal losses due to a erte-d’c’)wn Bonds Prices on theg Capital Mafke 7
of an Other—than—temporary na_ture of and from Investments in Shares, the Five
SIV type securities, and to the write-down  Major Banking Groups, 2004—08
of other asset-backed securities. Although -

. L NIS million

the Bank Leumi group had less activity g9
in mortgage and asset-backed securities
than the Bank Hapoalim group, it was
affected by the worsening of the crisis in O|—=N 5= J
the last quarter of the year because of its
exposure to foreign financial institutions
that had defaulted. The other groups ;g9
presented more moderate losses in this
item for 2008: The Bank Discount group ~ -3.000 —
recorded an NIS 167 million loss, which 4,000
mainly derived from the exposure of
the group’s New York subsidiary (IDB)  -5,000 —
to Lehman Brothers investment bank.

1,000

-1,000 _La

-6,000

1
The First International and the Mizrahi- 2004 2005 2006 2007 2008
Tefahot groups recorded respectlve losses == Profit/loss from the sale of bonds held to maturity
of NIS 258 million and NIS 197 million. Profit/loss from the sale of bonds available for sale
== Realized and unrealized profit/loss from ‘fair-value’
Another factor that adversely affected adjustment of tradable bonds
== Profit/loss from investment in shares

the development of net interest income

. . . SOURCE: Published financial statements.
during the year and which was also itself
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affected by developments in the financial market, and especially by the worsening of the
global recession in the second half of the year, was the groups’ activity in options and
derivative financial instruments. This activity, which is part of the groups’ investment,
risk management and customer service policy, involves exposure to credit, market,
interest rate and liquidity risks in accordance with the nature and type of the transaction.
Aggregate income from this activity in 2008 was negative, and amounted to a loss of
NIS 707 million, compared with a profit of NIS 515 million in 2007. The distribution of
profits/losses in this item was notable for high variability and like the other components
of net interest income, derived from the large losses at the largest two banking groups:
The losses amounted to NIS 425 million at the Bank Hapoalim group, and NIS 298
million at the Bank Leumi group.

The differences between the losses of the five major groups imputed to their profit
and loss statements in 2008 resulting from their exposure to the global financial crisis
derive from each group’s risk preferences and the investment strategy derived from
them. The distribution of the groups’ bond holdings is detailed extensively in Chapter 3,
which describes their exposure proportionate to equity and the groups’ total assets. This
distribution highlights the differences between the groups in their investment strategy
and the extent of their exposure to different types of holdings.

Box 2.1
Monetary policy pass-through mechanism to the banks’ profits

The main tool used by the central bank to carry out its function in maintaining price
stability is the interest rate. Central bank interest rate cuts at times of recession
and rate hikes at times of prosperity play a major role in sustaining the proper
functioning of the economy, including in this respect the effect on the financial
results of the commercial banks. This effect is exerted mainly via the variability of
the net interest margin and the resulting changes in financing profits. Net interest
margin is a key factor with respect to the commercial banks in Israel because classic
intermediation activity—the granting of credit and the receipt of deposits—remains
their predominant form of activity, and accounts for 65 percent of their aggregate
income.

The downturn in economic activity which began in the second half of 2008 was
reflected by a slower pace of growth in the third and fourth quarters of the year and
by concern over a deepening of the recession, prompted the Governor of the Bank
of Israel to gradually cut the interest rate from 4.25 percent in September 2008 to
0.75 percent in March 2009, an unprecedentedly low level.

As a result of the reduction in the monetary interest rate and the possibility
of further rate cuts in the near future, we decided to examine the extent of the
effect of interest rate adjustments on the net interest margin in the unindexed local
currency segment, which is defined as the simple difference between the interest

75



76

BANK OF ISRAEL: ISRAEL’S BANKING SYSTEM 2008

rate which the banks charge on short-term unindexed credit for their customers and
the interest rate which they pay on deposits. In this study we chose to focus on the
unindexed local currency segment, despite the existence of additional segments
of intermediation (the CPI-indexed segment and the foreign currency segment),
because this is the segment that is likely to be predominantly affected by changes
in the Bank of Israel interest rate. Special emphasis will be placed on the issue
of the linearity of the effect of changes in the Bank of Israel interest rate on the
net interest margin in the unindexed local currency segment. In other words: We
will discuss the question of whether the effect of a reduction in the interest rate
by a certain percentage in a high interest rate environment is equal to the effect
of a reduction in the interest rate by the same percentage in a low interest rate
environment.

Two methods are practiced for assessing the effect of changes in the interest rate
on the banks’ performance:! One method focuses on the effect of changes in the
market interest rate on the economic value of the bank by the change in the value
of its assets, in the value of its liabilities and the values of its off-balance-sheet
positions. The other method focuses on the effect of changes in the market interest
rate on the bank’s future cash flow. An analysis based on each of these two methods
requires detailed information on the sources of the bank’s exposure to interest-rate
risks, which derive mainly from the differences in the characteristics of the banks’
assets and liabilities. In view of data restrictions, the analysis presented here will be
simpler, and will be based on empirical relationships between the market interest
rate and the net interest margin in the unindexed local currency segment.

Net interest margin is the principal factor that directly affects the bank’s net
interest income. Given a fixed volume of activity, an expansion of the net interest
margin will lead to a growth in net interest income. Net interest income serves
as a control variable in the assessment of the yield and risk in the bank’s activity,
because of the immediacy of these parameters’ response to changes in the net
interest margin derived from the market interest rates, as compared to the weak and
delayed response of the other profit components under the effect of interest rate
adjustments.? Another reason for our focusing on net interest income is that this
income is exclusive of non-recurring effects, such as the banks’ income from the
sale of the management rights and ownership of the provident funds and mutual
funds during the years 2006 and 2007.

The following studies examined the relationship between the market interest rate
and banks’ profits: a study based on the retail banking system in Hong Kong found

1 For more details, see the BIS, “Interest rate risk and banks net interest margins,” William B.
English (2002).

2 p, Ruthenberg, D. Geva and Z. Samet, “Analysis of the interest-rate spread in the Israeli banking
system’s unindexed local currency segment, July 1984—May 1987,” Banking Issues 7, March 1988.
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significant positive relationships between fluctuations in the risk premium and the
extent of the concentration in the banking industry, and the net interest margin.
In a study on the banking system of seven OECD countries, they also found
that changes in the market interest rates have a significant effect on net interest
income, although their findings show that the direction of the effect is not uniform,
and differs from country to country. A study conducted in five Latin American
countries* found a significant positive correlation between fluctuations in the
exchange rates and the net interest margin in two countries—Bolivia and Chile.
As with the study based on OECD countries, we therefore see that the direction
of the effect and the extent of the significance of changes in market prices on the
banks’ performance are not uniform, and are dependent on the characteristics of
the banking system and the local economy.

The figure shows the development of the interest rate spread in the unindexed
local currency and the Bank of Israel interest rate in the last two decades. Two salient
facts emerged from the diagram: One
is that both the net interest margin The Bank of Israel Interest Rate
and the Bank of Israel interest rate are ST (L TRCRT I ST (b e

table f 1 ¢ d trend Term Credit and SROs?) in the Local
hotable for a long-term downtrend. Currency Unindexed Segment,

The other is that the contraction of June 1988 to December 2008
the net interest margin occurs in the %

short term, with a certain degree of | 35

variability around the trend line. In — Bank of Israel interest rate

the short term (mainly at the end of | 30 Z Figcioe & rorest spread B
the 1980s and the beginning of the Trend line of Bank of Israel interest rate
1990s). The opposite relationship %

was sometimes found between the 20
Bank of Israel interest rate and the A A
net interest margin.

15 v v
One of the main reasons for the M

contraction of the net interest margin | 10 <3 v
during the period reviewed was A\A
the rapid growth in the volume of 5 =/

unrestricted sources (sources minus

a.__aa g 0
the liquidity requirement on them), 88 90 92 94 96 98 00 02 04 06 08
and the fOHOWlIl.gI L . 2 Self renewing overnight deposits.
1. Since the llquldlty requlrement SOURCE: Based on banks' reports of costs and tariffs.

was reduced considerably during this

3 Countries examined in the study were Germany, Spain, Switzerland, France, UK, Italy and the
USA.
4 The countries examined were Argentina, Bolivia, Peru, Chile and Columbia.
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period, the sources available to the banks for various uses, including the extension
of credit, increased greatly.

2. The volume of monetary loans from the Bank of Israel (both in the
discriminatory tender and in subsidized credit) expanded appreciably between
1990 and 1996. At the beginning of 1998 as the public started to convert increasing
amounts of foreign currency, the Bank of Israel stopped the monetary loan tenders
for the banking corporations and began to operate deposit tenders.

Studies conducted in Israel have found that changes in the interest rate have a
material effect on net interest margins in the unindexed local currency segment. In
their analysis of the net interest margin in the unindexed local currency segment,
Geva and Ruthenberg® found that the spread is heavily affected by the Bank of
Israel’s monetary policy, and that the relationship between the monetary interest
rate and the net interest margin is positive and significant. We therefore examined
the relationship between the net interest margin and a series of explanatory
variables with direct and indirect effects, such as credit risk, the cost of raising
sources and the structure of the financial system. The results obtained from the
estimate were strong, and the effects of all the explanatory variables were found
to be significant and in the expected direction: Net interest margin flexibility with
respect to the Bank of Israel interest rate in the period 1994-2002 was greater
than in the period 2003-08, which was notable for a weaker relationship. Due to
its flexibility, the coefficient of the regression estimated is of special significance
with respect to the non-linearity of the effect of monetary policy on the banks’ net
interest margin relative to the level of the monetary interest rate. If flexibility is
fixed, an additional interest rate cut has a negative effect on the net interest margin.
The net interest margin in the unindexed local currency segment can actually be
expected to contract slightly, assuming that the volume of non-bank credit raised
will remain low in the near future and the economy continues to operate under
recession conditions, which involve an increase in borrowers’ risk.

We found that changes in the Bank of Israel interest rate exert an effect, in the
direction of the changes, on the net interest margin in the unindexed local currency
segment. Because of this, a continued reduction in the Bank of Israel interest rate
can be expected to erode the net interest margin in the unindexed local currency
segment and as a result, the banks’ aggregate net interest income as well.

Although Israel is not the only country with a low monetary interest rate
environment at present, it is still too early to determine on the basis of worldwide
experience whether in this interest rate environment, the flexibilities which we
found are actually stable.

> D. Geva and D. Ruthenberg (1989), “Interest rates in the unindexed local currency segment—
flexibilities and symmetries, June 1984 to September 1988,” Banking Issues 8, March 1999.



CHAPTER 2: THE FINANCIAL RESULTS OF THE FIVE MAJOR BANKING GROUPS

b. The loan-loss provision

The financial crisis, which began back in the second half of 2007 and the Isracli
economy’s entry into recession in the last quarter of 2008 harmed borrowers’ repayment
ability and eroded the value of collateral. The allowance for loan losses imputed to the
profit and loss statement in the five major banking groups totaled NIS 5.1 billion in
2008 (Table 2.4) because of the downturn in economic activity in the second half, and
especially in the fourth quarter. Half of this amount was recorded in the last quarter of
the year.

As loan-loss provisions are negatively correlated with the business cycle in the
economy, a deterioration in the state of the economy has the effect of increasing current
provisions and reducing the collection of debts. This effect intensifies the impact of the
business cycle on profits. Accordingly, the increase in the annual expense on the loan-
loss provision in 2008 came after five consecutive years of decrease in this item, which
resulted from economic growth, and reached its lowest ever level in 2007 (0.2 percent).
The decline in the annual expense on loan-loss provisions during the years 2003—07 was
as expected also reflected by a decrease in the “provision during the accounting year”
item and by an increase in the “reduction of provisions” item, implying the collection
of debts due to an improvement in borrowers’ repayment ability and in collateral
(Figure 2.4).

Figure 2.4
Developments in Components of Loan-Loss Provision in the Five Major
Banking Groups, 1993-2008

NIS million
10,000

Boom Boom Boom
8,000

6,000 //\\ /

J \\7
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| === Specific provision in accounting year
- Total loan-loss provision
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SOURCE: Based on published financial statements.
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The deterioration in the state of the economy in 2008 led to a large increase in the
“specific provisions during the accounting year” item, which totaled NIS 7.3 billion,
of which NIS 2.9 billion were recorded in the last quarter. Although no decrease was
recorded in the “reduction of provisions” item in the entire banking system during the
year as a whole and it remained at the high level of the recent years of prosperity,
the pace of collections declined in the last quarter. However, developments in this
item varied among the banking groups and at some of them, decreases were recorded
throughout the entire year.

The large rise in loan-loss provisions in the last quarter of the year encompassed
all the banking groups, and was mainly reflected by provisions for the business sector,
which is heavily affected by business cycles in the economy (Fig. 2.10). (See Chapter 3
of this review for further details.)

The general® and the supplementary® provisions increased by NIS 73 million
compared with a decrease of NIS 255 million in 2007. The increase in 2008 derived
mainly from a growth in the volume of problem loans.

¢. Non-interest income

The operating (non-interest) and other income of the five major banking groups fell by
14.5 percent in 2008 and totaled NIS 12.5 billion compared with NIS 14.7 billion in
2007. The fall in income during the year put an end to the upturn in non-interest income
that began back in 2003, when the Israeli economy left the recession prevailing at the
beginning of the decade.

Developments in non-interest income during the year varied considerably in the
different groups, and only the Mizrahi-Tefahot group presented a growth in this item.
The other groups recorded a decrease of between 3.2 percent at the Bank Discount
group and 33.7 percent at the Bank Leumi group. This high variability is attributed to the
differences in the groups’ sources of non-interest income and the extent of their impact
on income during the year. In the analysis of the distribution of non-interest income, a
distinction was made between income derived from banking services, which are mainly

> The general provision was used in the Israeli banking system up until 1991. It was determined as a
proportion of total debts. According to directives by the Supervisor of Banks in 1992, the banks made an
additional loan-loss provision in place of the general provision. At the same time, the banks were required
to continue recording the general provision as the proportion of total debts determined for December 31,
1991.

% The supplementary provision reflects the structural risks inherent in the credit portfolio, and replaces
the previously used general provision. The supplementary provision is calculated as a proportion of excess
indebtedness, as determined in the Supervisor of Banks’ directives, and is defined according to eight risk
factors: financial information on the borrower, indebtedness of related parties, concentration of indebtedness
by a single borrower or a group of borrowers, sector-specific concentration of indebtedness, problem loans,
indebtedness of less developed countries, concentration by extent of arrears, and buyout financing.
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affected by non-financial activity, and income derived from the capital market,” which is
affected by the volume of customers’ activity and the volatility in the markets.

Income from banking services, which accounted for 76.4 percent of total non-interest
income, rose by 4.7 percent in 2008 and totaled NIS 9.6 billion (Table 2.5). The growth
in this income, which mainly consists of operating commission fees, derives from a
13.7 percent increase in income from credit card activity and an 8 percent increase in
income from payment system services. These increases derived from a growth in the
volume of customers’ activity. The increases were slightly offset by a 6 percent decrease
in income from account management fees and a 17.9 percent decrease in income
from the processing of credit and compilation of contracts, which resulted from the
implementation of the commission fee reform in July 2008. The impact of the reform
was apparent from a decrease in income from account management fees at the largest
two groups—the Bank Hapoalim group and the Bank Leumi group—as compared to an
increase at the other groups, mainly due to the abolition of commission fee tracks and
a decrease in income from the processing of credit and compilation of contract. Income
from foreign trade activity and special services fell by 8.2 percent in 2008, due to the
downturn in exports, which began back in the second quarter of the year.

The banks’ income from capital market activity dipped by 54 percent in 2008. This
income is divided here into two components: The first component is income deriving
directly from the volume of activity of the banks’ customers in the capital market. Such
income consists of commission fees from customers’ activity in securities® and mutual
fund and provident fund distribution fees, which are affected by trading turnover in
the market and the amount of capital raised in the market, and provident fund and
mutual fund management fees, which are determined on the basis of securities’ market
value. The other component consists of items that are affected indirectly by the level
of activity in the capital market. These are profits (losses) from the investment of the
securities held by the banks, and the profits (losses) which are accrued as a result of
fluctuations in the capital market by the groups managing their employees’ severance
pay and pension fundings. The banks’ income derived directly from activity in the
capital market plummeted by 18.7 percent (Table 2.5). The decrease resulted mainly
from the continued fall in income from provident fund and mutual fund management
fees. The latter decrease resulted from the implementation of the first stage of the
Bachar Reform, which called for the sale of the ownership and management rights of
the provident funds and mutual funds. (The decrease was slightly offset by a small 0.7
percent increase in mutual fund distribution fees and by the charging of operational fees
from the companies managing the provident funds.) The decline in customers’ activity

7 For the purpose of the analysis, income from the capital market includes income from commission fees
in respect of customers’ activity in the capital market, net profits from investments in shares and profits
from severance pay funds.

8 Including income from financial instruments, custody fees, underwriting and securities distribution.
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in securities in the last quarter of the year® had a negative impact on this income item,
which decreased by 5.5 percent in 2008.!° The decision taken by the Commissioner
of the Capital Market Insurance and Savings at the Ministry of Finance to expand the
second stage of the Bachar Reform concerning the provision of pensions and insurance
advice to salaried employees from April 1 2009, in a manner whereby it is to encompass
the largest two banks as well—Bank Hapoalim and Bank Leumi—is expected to make a
positive contribution to the banks’ current income from the distribution of pension and
insurance products.

Non-interest income that is affected indirectly by activity in the capital market was
a major factor behind the decrease in the groups’ aggregate non-interest income in
2008. This income was adversely affected by the heavy price slides recorded in 2008.
Aggregate profit from investment in shares in 2008 was negative, and amounted to a
loss of NIS 908 million compared with a profit of approximately a billion shekels in
2007.1

The largest two banking groups—the Bank Hapoalim group and the Bank Leumi
group—suffered most from these decreases. The Bank Leumi group recorded a large
loss of NIS 912 million in 2008 compared with a profit of NIS 461 million in 2007, and
the Bank Hapoalim group recorded a less severe loss of NIS 113 million compared with
a profit of NIS 251 million in 2007. Another reason for the decline in indirect income in
2008 was the absence of profits from severance pay funds at all five groups.

d. Operating and other expenses

The five major banking groups’ operating and other expenses rose by 4.1 percent to NIS
25.2 billion in 2008 (Table 2.5). Employee-related expenses rose by one percent and
accounted for 58.4 percent of the banking groups’ total operating expenses, compared
with 60 percent in 2007 and 62.4 percent in 2006.

The increase in employee-related expenses derived from a large 21 percent growth
in the salary and related expenses item, which derived from the losses on severance pay
funding resulting from the price slides in the capital market. However a high positive
correlation exists between direct salary expenses, such as the granting of bonuses based
on profitability, and the business cycles in the economy due to the dependence of these
expenses on the banks’ performance. Since direct salary expenses held down total
employee-related expenses in 2008 because of the low profitability recorded in that
year, this item contracted by 8 percent, the first decrease recorded after five years of
cumulative 42 percent increase. These developments reduced the proportion of direct

9 The volume of activity is measured as the average trading turnover in shares on the Tel Aviv Stock
Exchange.

10The original date for bringing the largest banks into pension advice for salaried employees was August
2010.

1 Following an increase in the second quarter of the year, share prices fell heavily in the third and fourth
quarters, by 18 percent and 25 percent respectively, further to the 20 percent downturn in the first quarter.
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salary expenses to 36 percent of total operating expenses compared with 40 percent in
previous years. The decrease in direct salary expenses in 2008 was accompanied by a
5.7 percent increase in the number of employee posts, which was similar to the rate of
increase during previous years. As a result, salaries per employee post fell heavily, from
NIS 222 thousand to NIS 194 thousand (13 percent), in a continuation of the previous
year’s decrease (Table 2.6).

The variability between the banking groups in direct salary expenses per employee post
decreased, and ranged between NIS 189 thousand and NIS 199 thousand. The decrease

Table 2.6
Salaries and Related Expenses of the Five Major Banking Groups, 1998-2008
(reported amounts,? at current prices)

Average Salaries and related
number Salaries Related expenses® expenses
of posts”  Total Per post Total Per post Total Per post
(NIS (NIS (NIS (NIS (NIS (NIS
million)  thousand) million) thousand) million)  thousand)
1998 38,230 6,341 166 2,955 77 9,296 243
1999 38,248 6,607 173 3,063 80 9,669 253
2000 39,251 7,220 184 3,557 91 10,777 275
2001 39,753 7,231 182 3,560 90 10,791 271
2002 39,531 6,819 172 3,976 101 10,795 273
2003 38,427 7,260 189 3,566 93 10,826 282
2004 38,170 7,732 203 3,677 96 11,409 299
2005 40,029 8,753 219 4,122 103 12,875 322
2006 42,200 9,561 227 5,354 127 14,915 353
2007 44,286 9,815 222 4,701 106 14,516 328
2008 46,790 9,031 193 5,689 122 14,720 315

Change from previous year

(percent)
1999 0.05 42 4.1 3.6 3.6 4.0 4.0
2000 2.6 9.3 6.5 16.1 13.2 11.5 8.6
2001 1.3 0.1 -1.1 0.1 -1.2 0.1 -1.1
2002 -0.6 -5.7 -5.2 11.7 12.3 0.0 0.6
2003 -2.8 6.5 9.5 -10.3 -1.7 0.3 32
2004 -0.7 6.5 7.4 3.1 34 5.4 6.1
2005 4.9 132 7.9 12.1 7.3 12.8 7.7
2006 5.4 9.2 3.7 29.9 233 15.8 9.6
2007 4.9 2.7 2.2 -12.2 -16.5 -2.7 7.1
2008 5.7 -8.0 -13.1 21.0 15.1 1.4 -4.0

2 Up to 2002, the amounts are adjusted for inflation according to the December 2003 index.

b The number of posts includes those in subsidiaries abroad and in the consolidated companies, translation
of the cost of overtime and the budgets for outside workers required to adjust for changes in the regular
manpower and to assimilate projects.

¢ Includes mainly severance pay, benefits, advanced study fund, pension, annual leave, National Insurance and
payroll tax, other related expenses, voluntary retirement expenses, and distribution of options to staff.
SOURCE: Published financial statements and reports to the Supervisor of the Banks.
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in salary expenses was recorded despite an
improvement in the quality of personnel,
which was reflected by an increased
proportion of graduate employees at most
of the banking groups (Figure 2.6). As a
result of this change in the composition of
employees, the proportion of high-salaried
employees!? was 39.6 percent compared
with 36.1 percent in 2007 (Figure 2.5).

The decrease in salary per employee
post at the banks was particularly notable
in view of the frozen salary levels in the
economy as a whole and in the finance
sector in particular (Figure 2.7), although it
should be noted that the average salary per
employee post in the banking industry is still
higher than in the other principal industries.
In contrast to direct salary expenses per
employee post, the gross annual cost per
post was notable for variability between
the five major banking groups in 2008, and

Figure 2.6
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ranged between NIS 275 thousand and NIS
343 thousand. The variability resulted from
the fact that these expenses are affected by
such components as the voluntary early
retirement programs run by the banks in
order to increase efficiency, and severance
payments, provident fund payments and
pension payments.

The development of cost per employee
post as compared to output per post'® at
each of the five major banking groups varied
between the groups. Although the cost per
post fell at most of the groups, at the Bank
Hapoalim group and the Bank Leumi group
the decrease was accompanied by a fall in
output per post. Output per post at Bank
Discount remained largely unchanged and
increased at Bank Mizrahi-Tefahot (Figure
2.8). The use of average added value per post
over time as an index of average banking
output per post reveals a similar picture.

Figure 2.8
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2 Salaries and related expenses divided by number of employee posts including those in subsidiaries abroad; includes a
ganslation of the cost of overtime and a budget for staff from manpower companies.
Total balance-sheet assets of the banking group plus credit equivalent value of off-balance-sheet assets.

SOURCE: Based on published financial statements.

13 Output per post is calculated as the group’s total balance-sheet assets plus value equivalent of off-

balance-sheet assets divided by the number of posts.
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Operating and other expenses excluding salaries totaled NIS 10.8 billion in 2008
compared with NIS 9.7 billion in 2007, an increase of 8 percent. The increase derived
mainly from expenses on the maintenance and depreciation of premises and equipment,
which rose by 9 percent to NIS 4.6 billion in 2008.

e. Operating indices and operating efficiency

Operating efficiency is a major topic in the banking literature. From the business aspect,
a bank’s management endeavor to obtain as much information as possible on the factors
that are likely to affect the volume of production expenses and their sensitivity to their
components, information that can assist it in enhancing its decision-making processes.
From the public aspect, an understanding of the production function enables the regulator
to plan long-term policy regarding the desired structure of the banking system, and in
this way to influence the extent of competition in the industry.

During the second half of the 1990s, the Israeli banks began to adopt a policy of
increasing their efficiency by reducing operating expenses and increasing non-interest
income. Measures adopted on the income side included the banks’ entry into areas
of activity connected directly or indirectly with the capital market (such as security
distribution, underwriting and trading services for securities), on which they were able
to charge commission fees. Notable developments on the operating expenses side were
the reduction in the number of bank branches during the years 1998-2004, the addition
of ATMs, the application of innovative technologies (including home banking and an
expansion of internet banking services) and during recent years, personnel reductions by
means of programs for encouraging voluntary retirement and employee retrenchments.

As we do every year, in the following analysis we use four accepted indices for
assessing the efficiency of the Israeli banks. The first two indices are the operational
coverage ratio'*and the operating efficiency ratio,'>which make it possible to assess
the banks’ ability to cover operating expenses by non-interest income, and by non-
interest income and net interest income together. The other two indices examined are
increasing, decreasing or constant returns to scale as reflected by the development of
operating expenses per unit of output'® (average expense), and the banks’ efficiency
given their size, or X—efficiency.!”

14 Calculated as the ratio of total non-interest income to total operating and other expenses.

15 Calculated as the ratio of total non-interest income plus profit from financing operations to total
operating and other expenses

16 Calculated as total operating and other expenses relative to output, where output is calculated as total
balance-sheet assets plus the value equivalent of off-balance-sheet assets.

17 Calculated as the average minimum expenditure divided by the average maximum expenditure in each
group size (AC_, /AC_ ). 1 minus this ratio in each group therefore reflects the potential maximum saving
in production expenses for each group.
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These indices are based on the economic theories according to which returns to scale
are measured as the extent of the change in the bank’s average cost as a function of the
change in the volume of output.'®

The downturn in the banking groups’ results during 2008 was apparent in the
efficiency indices. After amounting to 0.61 in 2007, the five major banking groups’
average operating coverage ratio fell to 0.50 in 2008 (Table 2.7). Although a similar
decrease is apparent from an examination of the average operating efficiency ratio, the
decline here is steeper. While this ratio fell at all the groups during the year, the average
was mainly affected by its value at the largest two groups. The average value of the ratio
amounted to 1.21 in 2008 compared with 1.55 in 2007 (Table 2.7).

The change in the ratio of the largest two groups in 2008 derived from a large decrease
in net interest income (before loan-loss provision) caused by the financing losses which
both these groups recorded as a result of the financial crisis. (See above in this chapter
for more details.) The decrease in non-interest income concurrent with the increase in
operating expenses (for the reasons previously mentioned in this chapter) adversely
affected the development of the two ratios. While the largest two groups recorded a
downturn in the index values, despite a decrease in the two operating efficiency ratios,
the Bank Mizrahi-Tefahot group managed to maintain its efficiency ratio at a high level.
This was due inter alia to the group’s low level of exposure to the financial crisis, the
nature of its retail activity (which enabled it to actually increase net interest income

Table 2.7
Coverage and Efficiency Ratios of the Five Major Banks, 2006-08
2006 2007 2008
Coverage Efficiency Coverage  Efficiency Coverage Efficiency

Bank ratio® ratio® ratio® ratio® ratio® ratio?
Hapoalim 0.70 1.70 0.66 1.53 0.57 0.97
Leumi 0.53 1.49 0.61 1.71 0.40 1.31
Discount 0.47 1.23 0.51 1.34 0.47 1.26
Mizrahi-Tefahot 0.57 1.51 0.61 1.66 0.57 1.63
First International 0.61 1.60 0.61 1.49 0.52 1.22
Average of the five

major banks 0.59 1.51 0.61 1.55 0.50 1.21

2 Calculated as the ratio of non-interest and other income to overheads.

b Calculated as the ratio of non-interest income and net interest revenue to operating expenses. It is sometimes
presented as the ratio of operating expenses to non-interest income and profit from financial activity.
SOURCE: Based on published financial reports.

18 Graphically, return to scale is defined as the slope of the average cost curve, where a negative slope
is indicative of the existence of economies of scale and a positive slope is indicative of the existence of
diseconomies of scale.
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in 2008), and an increase in non-interest income, which derived mainly from the
consolidation of Bank Yahav in the group’s financial statements from the last quarter of
the year.

In order to analyze the efficiency deriving from changes in the banks’ size, we
calculated operating expenses per shekel of output in accordance with the banks’
different size groups. For this purpose, we divided the banks into three size groups (peer
groups): large banks—banks with an output exceeding NIS 150 billion; medium-sized
banks—with an output of between NIS 40-150 billion; and small banks—with an output
of up to NIS 40 billion. As an index of banking output, we selected total assets, which
includes balances of balance-sheet assets and the credit value equivalent of off-balance-
sheet assets.

In Figure 2.9 we outlined the average expense function of the commercial banks in
Israel. Two points emerge from a comparison of the slope of the line connecting the
average expense in 2008 with the line connecting the average expenses at all the size
groups in the years 1997-2007: (1) The Israeli banking system is notable for economies
of scale, which exhaust themselves at the activity levels of the group of medium-
sized banks. (2) The moderation of the slope of the average expense line within the

Figure 2.9
Operating Expenses per Unit of Output? in the Banking System,P
by Size of Bank, 1997-2008

Average expenses (NIS)
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a Qutput: The book balance of balance-sheet assets and the equivalent balance-sheet value of non-
balance-sheet assets.

b Bank Hapoalim, Leumi Bank, Discount Bank, Mizrahi Bank, First International Bank of Israel, Union
Bank, Mercantile Discount Bank, Bank Otsar Ha-hayal, Bank Yahav for Government Employees,
Arab Israel Bank, Bank Massad, Bank Poalei Agudat Israel, Continental Bank, Industrial Development
Bank (up to 2002), Bank of Jerusalem (from 1997), Bank Investec Israel, Maritime Bank (up to 2002),
Eurotrade Bank, Trade Bank (up to 2001), National Credit and Savings Bank, Netanya, Cooperative
Association Ltd. (up to 2004), World Investment Bank (up to 2003), and Bank Polska Kasa Opieki

Tel Aviv (Bank Pekao) Ltd. (up to 2003).

SOURCE: Based on published financial statements.
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area between small and medium-sized activity levels in 2008 reflects the decrease in
economies of scale in 2008 in the transition from the group of small banks to the group
of medium-sized banks. The stability of the slope in the transition between the groups
of medium-sized and large banks proved that economies of scale remained relatively
stable here. This finding for 2008 fully conforms to technological developments,
and especially the operation of direct banking services and internet banking. These
contributed to a reduction in economies of scale between the medium-sized and small
banks, economies which had derived from the relatively widespread deployment of
the branches of the former. It should however be noted that the small banks still have a
considerable potential for increasing their efficiency.

The last index we present is X—efficiency. In 2008 as in previous years, an examination
of the index values clearly highlights the homogeneity of the group of large banks as
compared to the relative heterogeneity typical of the group of medium-sized banks and
the high level of heterogeneity at the group of small banks. In the last group, the bank
with the highest average operating expense in 2008 was 63 percent more efficient than
the least efficient bank. This ratio amounted to 33 percent in the group of medium-sized
banks, and 3 percent in the group of large banks (Table 2.8). We attribute the large gap
in the group of small banks to the major differences between the banks comprising the

Table 2.8

Ratio of Overheads to Unit of Output?, and X-Efficiency by Banking Group (by Size),
1997-2008

Small banks Medium-sized banks Large banks (more than
(up to NIS 40 billion)® (NIS 40-150 billion)® NIS 150 billion)¢
Average expenses
1997 - 2007 0.0258 0.0205 0.0169
2008 0.0238 0.0198 0.0165
Maximum X-Efficiency® (maximum saving)
0.33 0.65 0.92
1997 - 2007
(0.67) (0.35) (0.08)
2008 0.37 0.67 0.97
(0.63) (0.33) (0.03)

2 Defined as total operating expenses as share of output. Output is calculated as total balance sheet assets and
equivalent value of off-balance-sheet assets.

b This group includes banks that were active during all or part of the period 1997-2008, so as not to affect the
quality of the indices. The banks included are: Union, Mercantile Discount, Otsar Hahayal, Yahav, Arab Israel,
Massad, Poalei Agudat Israel, Continental, Jerusalem (from 1997), Investec (Israel), Maritime (up to 2002),
Euro-Trade, and Trade (up to 2001).

¢ This group includes Discount, Mizrahi-Tefahot and First International.

4 This group includes Hapoalim and Leumi.

¢ Calculated as the minimum average expenses divided by the maximum average expenses for that group of
banks (by size) (AC . /Ac_ ), and therefore 1 minus this ratio, in each group, reflects the maximum potential

min’ ‘max

saving in production expenses for that group.
SOURCE: Reports to the Supervisor of Banks.

92



CHAPTER 2: THE FINANCIAL RESULTS OF THE FIVE MAJOR BANKING GROUPS

group: Part of them are independent, while part of them are held by a large banking
group. This compares with the other size groups, which are notable for a small number
of banks and the similarity between them.

The upcoming implementation of the Basel Il agreement is likely in our estimation
to lead to increased economies of scale in the banking system in Israel. Despite the
freedom of choice granted to the banks with respect to the methods which they use to
determine their capital adequacy, the large banks (banks that operate internationally)
are expected over time to develop and adopt an advanced approach, while the small
and medium-sized banks (which operate mainly in the local market) will use the less
advanced approaches.

3. ANALYSIS OF PERFORMANCE BY ACTIVITY SEGMENT—THE FIVE
MAJOR BANKING GROUPS

Some of the large banking groups underwent a process of change in their organizational
structure at the beginning of the present decade. In this process, banking activity segments
were divided into independent profit centers, which the banks’ management use to
analyze their financial results and take decisions in accordance with these results. Under
Bank of Israel directives,'” an activity segment must adhere to three conditions: The
segment must engage in business activities that are likely to produce income and incur
expenses; the results of its activity must be examined regularly by the management and
the board of directors for the purposes of decision-making with respect to the allocation
of resources to the segment and the assessment of its performance; and separate financial
information about it must be available. The directive in question was determined
following the application of foreign accounting standards concerning activity segments
and in particular, the application of Statement of Financial Accounting Standards No. 131
in the USA.?% In July 2005 the Supervisor of Banks specified the segments of activity for
which disclosure is required—the corporate segment, the commercial segment, small
businesses, private banking, households, financial management and others. The division
into segments of activity is based on the types of product and service as well as the types
of customer.”!

19 Directives on Reporting to the Public (9) (12/09), Annual Financial Statements, Section 79 (Principal
Segments of Activity).

20 SFAS 131—Disclosure about segments of an enterprise and related information.

21 The banking groups are entitled to define their activity segments according to the character, extent, and
characteristics of their customers’ activity. Their choice in this respect leads to differences in definitions,
and complicates the analysis. In the analysis presented here however, we focus on six main segments of
activity—segments for which disclosure is required: the corporate segment, the commercial segment, small
businesses, private banking, households and the financial management segment.
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Apart from the five segments of activity that were analyzed in previous years, this
year the analysis presented below includes the financial management segment, which
had a decisive impact on the groups’ financial results for the year. Although the definition
of the financial management segment varies from bank to bank, at all of them it includes
the management of the group’s nostro portfolio, which contains investments in foreign
securities and complex financial instruments, dealing room activity, and management
of market risks and liquidity risks (including activity in financial derivatives). The
development of the financial management segment during recent years, as a dominant
part of the banking groups’ activity, derives from the reforms that were implemented
in the Israeli financial system?” in those years, and especially the Bachar Reform.?
Prior to the implementation of the reforms, the banking groups enjoyed a large market
segment, high market power and stable income, which did not give them any incentive
for developing and investing in complex financial instruments. Growing competition
between the banking system and non-bank financial entities (principally in the business
sector), the removal of the provident funds and the mutual funds from the banks, and
expectations prior to the enforcement of the Commission Fee Law reform compelled
the groups to seek alternative sources of income complementary to those derived from
classic intermediation activity. Among the measures taken in this respect were the
expansion of the banking groups’ activity in foreign markets by means of the acquisition
of local banks abroad and the expansion of overseas branches’ activity, as well as the
expansion of financial investment activity via the financial management segment.

From the end of the previous recession at the beginning of the decade and until the
second half of 2008, the Israeli economy benefited from stable and sustained growth, and
from favorable macroeconomic conditions. The high level of activity in the economy
together with the low rates of unemployment, high business sector profitability and
a buoyant capital market were clearly reflected in the financial results of each of the
segments of activity. In the second half of 2008 and especially during the last quarter,
the global crisis entered a critical stage and began to encroach into the real economy
as well. As a result of this development, the crisis began to gradually affect the Israeli
economy.

The impact of the global crisis on the financial results of the segments of banking
activity can be divided into two: the financial effect, which was apparent in 2008 in
the financial results of the financial management segment; and the real effect, which
was apparent in the results of part of the classic segments of activity—the corporate
segment, the commercial segment, small businesses, private banking and households.

22 Relaxations of the Investment Regulations for Institutional Investors (2002); the Tax Reform (2003);
the Pension Reform (2003); the Law for Increasing Competitiveness and Reducing Concentration and
Conflicts of Interest (2005); the Underwriting Reform (2005); and the Government Bond Market Reform
(2005). For further details on the subject, see the section on the Banking Groups’ Activity in the Supervisor
of Banks’ Annual Survey for 2007.

23 For further details see “Financial Results of the Five Banking Groups” in the Supervisor of Banks’
Annual Survey for 2005.
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An examination of net interest income before loan-loss provision (which is derived
from current activity in each segment), clearly demonstrates the negative impact of the
global financial recession on the groups’ profit. The loss from financing activity in the
financial management segment amounted to NIS 4.1 billion in 2008 compared with a
profit of NIS 2.5 billion in 2007. Although all five major banking groups recorded a
loss on this segment’s activity in 2008, most of the loss (79 percent) was recorded at the
Bank Hapoalim group. The financial management segment’s financing loss at that group
amounted to NIS 3.2 billion, and included losses from the realization of MBS securities
due to the sale of the portfolio of these securities held by the bank’s New York branch,
losses on the credit derivatives portfolio, the provision for write-down of an "other-than-
temporary nature” in respect of SIV and other asset-backed securities (principally CDO)
and bonds of foreign financial institutions.

As stated, the financial management segment’s negative results were apparent at the
other banking groups as well. The volatility in global securities markets (and in Israel)
and the uncertainty surrounding activity in the financial markets resulted in a decrease in
the value of the groups’ nostro portfolios and to a fall in the net interest income deriving
from this activity. (For details of the extent of the exposure in the groups’ securities
portfolios, see Chapter 3 “Risks and Capital Adequacy”.)

The trend in the other segments’ ordinary profit, which consists mainly of profit
from classic intermediation activity, was mixed in 2008 but was positive in all cases.
Division of the segments of activity into retail, i.e., households, private banking and
small businesses, and wholesale, i.e., the corporate and commercial segments, makes
it easier to discern the non-financial impact of the global crisis on the groups’ financial
results.

The provision for loan losses, which is derived from borrowers’ repayment ability, rose
in all segments of activity in 2008. In order to deduct the effect of the growth in provisions
deriving from the expansion of activity in each segment, we calculated the ratio of loan-
loss provisions to the average balance of assets in each of them. According to the data,
the growth in provisions in 2008 exceeded the growth in activity. A particularly adverse
performance in this respect was recorded in the wholesale segments, where this ratio
increased considerably (Table 2.9). Most of the increase in loan-loss provisions in the
corporate and commercial segments occurred in the second half of the year, and derived
from the large drop in domestic demand for these segments’ products and services, and
from the large decrease in service exports and industrial exports. These led to a decline in
the activity of local business companies and adversely affected their repayment ability.
However, an examination of net interest income before loan-loss provision in the classic
segments of activity shows that despite the downturn in net profit, which derived as
stated from the increase in loan-loss provisions, the net interest income of most of the
segments actually increased in 2008 due to a growth in activity volumes. This growth
derived from increased demand for bank credit resulting from the continued expansion
of economic activity in the first half of the year, and from an increase in the volume of
bank credit for the corporate segment in the second half of the year, which resulted from
the reduced supply of non-bank credit substitutes for that segment’s customers.
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CHAPTER 2: THE FINANCIAL RESULTS OF THE FIVE MAJOR BANKING GROUPS

As we mentioned in the past, the Bank of Israel and the Knesset introduced a
number of regulatory and legislative measures during recent years in order to increase
the competition in the local credit market and to reduce the oligarchic power of the
commercial banks by decreasing the concentration in the Israeli banking system and
encouraging competition between the banks and non-bank entities. With respect
to business credit, the reforms applied in recent years** in the Israeli capital market
supported the development of competition for this segment’s customers between the
commercial banks, financial institutions and the capital market, by encouraging the
creation of readily available non-bank credit for the corporate segment’s customers.
With respect to retail credit, Proper Conduct of Banking Business Regulation 4323
concerning the transfer of activity and the closure of an account is intended to increase
the mobility of the household segment’s customers, and the Commission Fee Law?® is
intended to increase the transparency of the cost of banking services for retail customers.
Numerous other initiatives were aimed at increasing the competition in the industry.
These included the entry of additional banks into the system, the entry of a foreign
bank that will work with retail customers, the operation of an internet bank and the
privatization of the Postal Bank. All these, together with the convening of the Ariav
Committee?’ were as stated intended to increase competition within the banking system
and between it and the non-bank credit market, and to lead to the development of a
sophisticated market in the area of retail credit as well and to reduce the commercial
banks’ ability to employ market power over these customers.

Apparent from an examination of the contribution of the classic segments of activity
to aggregate net profit is a decrease in the contribution of the corporate segments, which
amounted to 32.5 percent in 2008 compared with 45 percent in 2007, and an increase in
the contribution of the retail segment from 55 percent in 2007 to 67.5 percent in 2008
(Table 2.9). The latter increased in 2008 despite a fall in net profit in the households
segment and the private banking segment. The increased contribution derived largely
from reduced profits in the wholesale segments and especially in the corporate segment
as detailed above. It is interesting to note that the decrease in the corporate segment’s
contribution to net profit actually occurred in a period when the segment’s ability to
raise credit from non-bank sources declined and its demand for bank credit rose. This
resulted from business firms’ increased exposure to risk—a development that was
reflected in 2008 by a growth in loan-loss provisions for them. The distribution of net

24 See footnote 22.

2 Proper Conduct of Banking Business Regulations, July 2005.

26 The Commission Fee Law went into effect on July 1 2008. For further details, see Chapter 4 in this
review.

27 In November 2007 the Governor of the Bank of Isracl and the Minister of Finance appointed the
Director-General of the Ministry of Finance, Yaron Ariav, to head a committee for the development and
growth of competition in the banking system and in the capital market in Israel. The committee is charged
with examining the measures that are required for the development of the local capital market and for
increasing its attractiveness for foreign capital, in order to position it as a significant global player and to
increase the competition and efficiency in it.
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interest income actually changed, and the corporate segment’s contribution to net profit
rose slightly instead of declining. This mainly resulted from increased corporate sector
demand for bank credit and from a rise in the risk premium on this credit. Nevertheless,
the household segment’s contribution to the groups’ profits remained at a stable high
level. This finding is based on two factors: (1) In contrast to the wholesale segments,
which are notable for homogeneity and for a high level of exposure to business cycles,
the household segment is notable for heterogeneity and a more moderate level of
exposure to the business cycles in the economy. The level of the groups’ loan-loss
provisions relative to activity volumes in respect of the household segment was lower
than in the wholesale segments in 2008; (2) The lack of adequate bank credit substitutes
for the household segment’s customers enabled the groups to employ marketing power
over them in 2008, and to benefit from these customers’ stable contribution to their
profitability.

Excluding the effect of the financial management segment on the groups’ operational
efficiency, an examination of the classic segments of activity shows that despite all of
the developments in the course of the year, the extent of the retail segment’s operational
efficiency was notable for its stability while the extent of the corporate segment’s
operational efficiency declined. Notable from an examination of the operational
coverage ratio®® is the decline in the ratio in the wholesale segments (from 0.57 in 2007
to 0.48 in 2008) compared with the retail segments, which retained the previous year’s
level (0.59, Table 2.9). This resulted from the decrease in the level of the corporate
segment’s non-interest income. An examination of the operational efficiency ratio®
shows a slight decrease in its level in the wholesale segments and a slight increase in
the retail segment.

The difference between the high operating expenses of the retail segments and the
relatively low operating expenses of the wholesale segments, as reflected by the share of
each of these segments in total operating and other expenses, remain apparent in 2008.
The high operating expenses involved in the activity of the household segment, whose
share in total expenses amounted to 46.4 percent in 2008, derived from the groups’
need to maintain and operate an extensive network of branches for the retail customers,
including large human and physical resources. In contrast, the relatively low share of
expenses on the corporate segment’s activity (11.4 percent; Figure 2.10) is attributed to
the small number of business centers.

The risk involved in the segments’ activity is known to have a major effect on their
performance and financial results. In order to assess the performance of each of the
segments of activity, with due reference to the profits and the risk involved in the
activity of each of them, we calculated the ratio of net profit plus loan-loss provisions
to loan-loss provisions. In this way we obtained an approximation of the Risk Adjusted
Return on Capital (RAROC). The index values show a deterioration in all the segments

28 Calculated as the ratio between total non-interest income and total operating and other expenses.

29 Calculated as the ratio between total non-interest income and net interest income, and total operating
expenses.
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Figure 2.10
Contribution of Different Areas of Activity? to Selected Items in the Financial
Statements of the Five Major Banking Groups
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10 29.92 35.25 39.32 32.40 45.93 46.74 23.98 32.79
Average Net interest Operating Loan-loss Operating Operating Ordinary Net
balance of income and interest provision and other and other before-tax profit
assets before net income income expenses profit
loan-loss
provision
Percent 2008
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10 30.20 35.23 39.49 16.98 4714 46.36 34.42 37.74
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balance of income and interest provision and other and other before-tax profit
assets before net income income expenses profit
loan-loss
provision

M Small business sector
Business sector

Household sector
Private banking sector

B Commercial sector

a Not including financial management sector, others and adjustments.
SOURCE: Published financial statements.
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(except for the private banking segment), and the declines in the ratio in the corporate
segment was particularly apparent in 2008. This resulted from the high levels of profit
and low rates of provision that were charged to the segment’s activity in 2007, and from
the large increase in the rates of provision in 2008. Comparison of this ratio between the
wholesale and retail segments clearly highlights the difference between the favorable
and stable performance of the former and that of the latter (Table 2.9).

4. ANALYSIS OF THE BANKS’ PERFORMANCE AS MEASURED BY THE
MARKET VALUE TO BOOK VALUE RATIO (MV/BV)?*°

In this section we present an alternative approach for estimating the banks’ performance,
which is based on information that is to be found in the financial markets. In the previous
section of this chapter, the analysis was based on accounting reports as reflecting
developments in the banking system, while here it is based on an estimate of the banks’
performance and robustness, as reflected by investors’ assessments. This use of financial
market data fully conforms to the third pillar of the Basel II agreement concerning
increased transparency and more extensive disclosure with the purpose of improving
market discipline—which is intended to serve as an additional supervisory mechanism
alongside institutional supervision. For this purpose, we use the market value to book
value (MV/BV) ratio.

The MV/BYV ratio reflects the premium that the market is willing to pay on the book
value of the bank’s share capital, and is used as an effective and accepted measure of
the market’s assessment of a bank’s future performance. The MV/BV ratio is defined as
the ratio of the market value of a bank’s share capital, which reflects the capacity of the
capital to generate income, to its book value, which reflects the original cost of raising
the capital. When this ratio is greater than 1, it means that investors underestimate the
economic value of equity capital. It therefore follows that its latent future potential (as
reflected in a high return and/or a low risk) is high, and vice versa.

An examination of the value of the MV/BV ratio at the largest five banks in Israel
shows that the downtrend in the ratio typical of 2007 continued in 2008. The decrease
in the ratio during 2008 was clear and across-the-board and for the first time in the last
four years, its average value was less than 1 and amounted to 0.56—a value only slightly
higher than the low ebb recorded in the first quarter of 2003 (0.54).

The decline in the MV/BV ratio during 2008 derived mainly from the developments
and shocks in the global financial system and the real crisis which resulted from it and

30 The market value to book value ratio is defined as (MV/BV),, where MV, is the market value of the
shares and options of bank i in period t. The market value of any company is defined as the value of its
shares and options listed for trading (excluding convertible bonds). The market value also includes shares
not listed for trading, to which is assigned the market value of the shares that are listed for trading. BV, is
the balance sheet value of the equity, including paid in share capital, reserves, and surplus capital, of bank
i in period t— 1.
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impacted the Israeli economy as well. The direct effect of the crisis on the MV/BYV ratio
in 2008 was evident in the decrease in the local banks’ market value, in the context of
increased volatility and uncertainty in the local capital markets and the fall in the value
of securities on the Tel Aviv Stock Exchange. The effect on the ratio was an outcome of
globalization, which creates a positive correlation between the performance of the local
and global capital markets (as is the case with the financial markets in many developed
countries and emerging markets). The indirect effect of the crisis on the index values
was mainly apparent in the second half of the year, when the local banking groups’
risk exposure to foreign financial institutions materialized, and also resulted from the
development of the global financial crisis into a non-financial crisis as well, which was
reflected by a slowdown in economic activity with a consequent increase in exposure to
risk (as defined extensively in the chapter on risks) and decrease in profitability. Figure
2.11 highlights the positive correlation between the performance of the Tel Aviv 100
Index, which reflects the behavior of the local capital markets, and the development of
the commercial banks’ MV/BV ratio over time.

An examination of the development of the ratio during 2008 at each of the five major
banking groups shows that despite their differing characteristics, financial results and
exposure to risk, the ratio fell at all of them. The entry of the Israeli economy into
recession in the second half of the year and its dependency, as a small and open economy,
on the global economy, which is suffering from a serious recession, increased investors’

Figure 2.11
Ratio of Market Value to Book Value (MV/BYV) of the Five Major Banks
and the Tel Aviv 100 Index, March 2000 to December 2008
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SOURCE: Based on financial statements of publicly traded companies.
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concern that despite the moderate impact of the recession on the local financial system
and despite the system’s resilience and conservatism, the development of the crisis
would directly or indirectly affect the performance of the banks and the local capital
market, in the short term at least.

In Figure 2.12 we delineated the MV/BYV ratio once against ROE, an accepted index
for a banking firm’s profitability, and once against the ratio of total credit to GDP, which
is a risk index, over the period between March 1998 and December 2008. Notable
in these diagrams are the negative relationship between the level of a firm’s risk and
the MB/BV ratio, and the positive relationship between the extent of profitability and
the ratio—relationships that are described in the literature’! that is based on financing
theory.3? The application of the Basel II agreement in the Israeli banking system in 2009

Figure 2.12a
Return on Equity (ROE)? and the MV/BV Ratio of the Five Major
Commercial Banks, March 1998 to December 2008
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@ The annual return on equity was calculated as the average of the past four quarters.

SOURCE: Based on financial statements of publicly traded companies.

31 For more details , see Yoram Landskroner, David Ruthenberg and Shaul Pearl, “Market-to-Book
Value Ratio in Banking—The Israeli Case,” Banking Supervision Department, Research Unit, Bank of
Israel, June 2006.

32 This relationship is based on the MV/BV relationship, which is formulated as follows:

MV _ROE-g
BV k—g
where
ROE-Return on Equity
g-the banks’ growth rate;
k—the bank’s risk.
For further details on the subject, see Landskroner, Ruthenberg and Pearl’s study mentioned in the
previous footnote.
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will in our estimation lead to more focused and more accurate risk management and to
increased transparency and due disclosure. These can be taken as indicative to the market
of an improvement in the banks’ decision-making processes and risk management and
of an increase in market discipline. We believe that this process will lead to a more
accurate assessment of market value and the MV/BYV ratio, and to a strengthening of the
relationship between it and RAROC.

Figure 2.12b
Credit/GDP Ratio? and the MV/BYV Ratio of the Five Major
Commercial Banks, March 1998 to December 2008
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