Chapter 2
Financial Activity of the
Commercial Banks'

The year 2002 was a difficult one for the Israeli economy, and the worst
experienced by the banking system in the last decade. A combination of
domestic and external factors had an adverse effect on the activity, risk
exposure, and financial results of the banking system. The banking system
wasinfluenced by macroeconomic conditions, chief among them therecession,
but it also influenced them, and its moderating effect could increase in the
future.

The year was notable for the cessation of the expansion of bank credit to
the public, and thisremained at its 2001 level after having risen continuously
and markedly for the last decade, in years of both boom and recession. The
deterioration in 2002 stemmed primarily from the contraction of the supply
of credit by the banks, but aso from the fall in demand for it by firms and
households, because of the recession.

The quality of credit from Israel’s banking system has also deteriorated in
thelast two years, making increased |oan-loss provision necessary. Thiseroded
banks' capital and led to greater caution in extending credit. Credit substitutes
offered by extra-bank intermediaries continued to contract in 2002, because
of the slump in the capital marketsin Israel and abroad and therisein therisk
premium ascribed to Israel’s economy and firmsinit, in view of the ongoing
deterioration in economic activity and the geopolitical situation.

Another change that characterized 2002 was the real declinein the supply
of the public’s deposits in banks and the general contraction of the public’'s
asset portfolio, after positive growth ratesfor the past ten years. The contraction
stemmed from the fall in disposable income and the private saving rate, as
well as the erosion of the value of the shares in the public’'s portfolio. An

1 Unless specified otherwise, this chapter refers to the activitiesin Israel of the commercial banks. This
year our calculations also include data from Jerusalem Bank and two foreign banks (HSBC and Citibank),
while the data for Trade Bank are not included.

CHAPTER 2: FINANCIAL ACTIVITY OF THE COMMERCIAL BANKS 35



examination of the public’s asset portfolio shows a marked shift away from
unindexed depositsto those indexed to the CPI and foreign currency—dueto
the marked rise in the inflation rate as well asto local-currency depreciation.
Therewas al so an appreciable declinein the proportion of sharesin the portfolio
dueto the erosion of their value, and ariseinresidents’ investmentsin banks
abroad.

Interest ratesin local -currency activity channelsrose during 2002 asaresult
of thehikeinthe Bank of |srael’skey interest rate, which was part of monetary
policy, and the increase in net borrowing by the government, restriction of
credit by the banks, and greater interbank competition for sources. The effects
of all theseleft thetotal net interest margin closeto its 2001 level (1.9 percent,
compared with 2.0 percent in 2001), and the net interest margins in other
intermediation segments also remained at similar levels to the past, with the
exception of the foreign activity segment, where it rose.

1. INTRODUCTION

Therecession evident since 2000:1V hasworsened inthelast two years, adversely affecting
the economic activity, performance, and exposureto risk of the banking system in 2002.
For thefirst time there was been areal decline in the assets of the commercial banks (—2
percent), compared with an average growth rate of 9 percent in the last five years, and
they stood at NIS 695 hillion (Table 2.1). The contraction of the banks’ assets was due
mainly to the cessation of the expansion of credit to the public alongside the accel erated
decline in cash and deposits in banks (—13 percent), while there were no significant
changes in the other assets. With regard to banks' liabilities, there was a marked fall in
deposits of the public—especially unindexed deposits—adeclinein depositsfrom banks,
and an increase in bonds and subordinated notes.

The deepening of the recession in 2002 was expressed by a 3 percent decline in per
capita GDP and business-sector product, a rise in the unemployment rate—to 10.3
percent—and a reduction (the first time for many years) in private consumption (0.5
percent), in the wake of the entrenchment of individuals' assessments that their income
would be affected on an ongoing basis. The economic devel opments were accompanied
by shocksto the money and capital markets, reflected by the acceleration of the inflation
rate to an annual 6.5 percent—considerably above the price stability target—Ilocal-
currency depreciation vis-a-vis the major currencies (9.8 percent against the dollar and
14 percent against the currency basket), a sump in the domestic and foreign capital
markets (a decline of 25 percent in the Tel Aviv 100 index and of 31 percent in the
Nasdaq), and increased uncertainty in all these markets.

The economic slowdown of thelast two years derived from the sharp drop in demand,
duein turn to two main developments: 1. The Intifada, which led to greater uncertainty
in the political-security situation and the business environment; this primarily affected
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tourism, construction, exportsto the Territories, and investment by nonresidents. 2. The
global slump in trade and bursting of the high-tech bubble, which caused demand for
and exports of high-tech products to plummet.

Economic developments in Israel and abroad influenced the behavior of the banks
and the public, and hence the extent of bank credit and deposits of the public in banks.
The supply of bank credit contracted for severa reasons. 1. The deterioration in the
quality of bank credit—because of the worsening recession the extent of problem loans
soared, as did loan-loss provision; this caused bank managers to adopt a more cautious
policy with regard to credit than in the past, expressed in the establishment of stricter
criteriafor extending credit and restriction of itssupply. 2. Thefact that the risk-weighted
capital ratio wascloseto therequired limit. Consequently, the banksin Israel, encouraged
by the Supervisor of Banks, acted to raise the minimum capital ratio to a higher level
than that required by the Supervisor of Banks (9 percent), in order to improve their
robustness and ranking by international rating agencies, as well asto enable them to be
licensed as financial holding companies by the US supervisory authorities.?

Demand for credit by the public was affected by two opposing developments: 1.
Because of the income effect due to the contraction of economic activity, firms and
households’ financing needs apparently declined too. 2. The substitution effect, on the
other hand, which reduced the supply of sources from nonbank financial intermediaries,
served to increase the demand for bank credit. The security situation, the absence of any
indication that the economy was emerging from the recession, the slump in the capital
marketsin Isragl and abroad, and the downgrading of Isragl’s credit rating in the course
of the year by the three major rating agencies, from ‘stable’ to ‘negative,’ reduced the
ability of Israeli firms to raise capital in Israel and abroad, to obtain direct credit from
abroad, and to make use of financing from venture capital funds. Flows of bank credit®
and its substitutes amounted to NI'S 32 billionin 2002, compared with NIS 77 and NIS 107
billion in 2001 and 2000 respectively, and the share of bank credit in total credit and its
substitutesfell toitslowest level for many years(Table 2.2). Thus, credit from the banking
system accounted for only 28 percent of total credit, compared with an average of 60
percent in the last five years.

In the public’'s asset portfolio and the supply of itsdepositsthere was areal 4.6 percent
declinein 2002, for the first timein ten years. The contraction of the supply of deposits
stems from the reduction in both disposable income (by 3.4 percent, compared with a
risein previous years) and the private saving rate (to about 18.6 percent, compared with
an average of 20.3 percent inthe last decade). However, because aternative investments
were lessworthwhile, dueto the negative yieldsin the mutual and providence funds and

2 One of the conditions for obtaining a license of this kind is a minimum capital ratio of at least 10
percent.

% Flows of bank credit are calculated as the difference in gross outstanding bank credit (credit plus the
general, supplementary, and special |oan-l1oss provision) at the end of the year compared with the end of the
previous year. The calculation is made using credit flows, since credit substitutes, such as capital raised in
the capital market, are in terms of flows rather than stocks.
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erosion of the value of shares traded in the stock market, most of the declinein private
saving was in nonbank investment, while the fall in the supply of deposits of the public
was relatively moderate. The banks' demand for deposits of the public derivesto agreat
extent from their need for credit, so that the demand for bank credit increased the banks'
demand for sources of various kinds, including deposits of the public.

Two main changes characterized the development of the public’'s assetsin 2002: 1. A
shift from unindexed, local-currency assetsto thoseindexed to the CPI or foreign currency,
in contrast with the trend in previous years, because of the marked rise in the inflation
rate and inflationary uncertainty, as well as local-currency depreciation. 2. A declinein
the share of the public's nonbank assets, due largely to the erosion of the value of the
public’s shares. The variables which affect the public’s decisions regarding investments
in banks (in the various indexation segments) and not in banks (mainly in the capital
market), derive not only from expected yields in each investment channel but also from
the public’'s level of sophistication and risk-aversion. It is generally assumed that
conservative customers tend to prefer the banking system to other alternatives, as its
deposit terms, yields, and fees are usually certain and known in advance. Investment in
some capital market channels, on the other hand, could give high yields but involve a
highlevel of risk, which could beexpressedin thereal erosion of the capital. Consequently,
most of the public’'s investment in the
capital market isimplemented viaprovident
and mutual funds, enabling individuals to
avoid having to monitor market

Figure 2.1
Developments of Assets of the Public
in Banks and not in Banks,? and

General Share-Price Index, developments on an ongoing, daily basis.
1990-2002 A long-term examination of the
B distribution of the public’s assets showsthat

the public's assets in banks have risen at a

500 similar rate since 1994 (8.6 percent on

/\Share—Price Index W average), except for adeclinein 2002. The
250 annual rates of change of the public's

Assets not in banks \ nonbank assets were not uniform, being
200 A / influenced to a great extent by prices

/ / M (revaluation of securities in the portfolio),
15 asreflected in the high correlation between

the General Share-Price Index and the
/ Assets in banks public’s nonbank assets (a correlation

coefficient of 83 percent, Figure 2.1).
L An examination of credit by indexation

100

0 1990 91 92 93 94 95 96 97 98 99 200001 02 segment shows that credit remained at its
2 Al the(;iefinitiorjtz c_i_f tl;e gu7blic’s asset portfolio are 2001 level but its Compositi on Changed
in accordance with Table 2.7. . .

_ (Table 2.3). Foreign-currency credit to
SOURCE: Returns to Supervisor of Banks and . i
reports of Bank of Israel Foreign Exchange Activity residents rose by 3.5 percent, while local-
Department.

currency credit contracted. Part of the
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growth of foreign-currency credit is

Figure 2.2 . . .
Shgare in Total Credit of Different expl a'_ n_ed by the diversion of _demand_ by
Types of Credit,? 1994-2002 |sraeli firms; these formerly raised capital
% abroad, but sinceit was difficult to do this
% in 2002, they increased their demand for
\Unindexed domestic credit. The expansion of foreign-
*® currency credit was concentrated in thefirst
\ Foreign half of 2002, when the dollar interest rate

40 currency was lower than that on local currency, and
\\K_Q expected exchange-rate changes were

% — lower than the actual ones; as aresult, the
cost of foreign-currency credit was
% perceived as being low. In the second half
m of theyear thedemand for foreign-currency

% credit declined because of greater
uncertainty regarding future exchange-rate

20 | | | | | | | | |

9 5 G5 & G 69 @ W 68 changeswhichincreasetherisk implicitin
@ The weights were calculated from average annual the high price of credit. In 2002 the
B continuous expansion of unindexed credit

SOURCE: Returns to Supervisor of Banks. Waschecked fOI’ thefirs ti me, and it dl pped

by 2 percent, in view of increased

uncertainty regarding the development of inflation. CPl-indexed credit was the cheapest
credit substitute, and it remained at its 2001 level of NIS 101 billion (Table 2.3 and
Figure 2.2).

Several other important devel opments characterized the activity of the banking system
in 2002:
» There was a marked decline in cash and deposits in the Bank of Israel and other
banks (down by 13 percent, i.e., NIS 21 hillion). In the past the banks channeled their
surplus sourcesin the unindexed segment to Bank of Isragl deposits, withinthe framework
of theauctionsfor monetary deposits, wherethereturnisrisk-free. The declinein deposits
derived from the Bank of Isragl’s reduced need to use deposit auctionsin order to absorb
excess liquidity, as aresult of the fall in capital inflow. In addition, at the beginning of
2002 there was a change in the monetary policy instruments, with agradual reductionin
these auctions and their substitution by issues of Treasury hills, the ceiling on which was
removed (see Box 2.1).
»  Households investment abroad—especially in deposits—rose. Transfersby individua
residents amounted to $ 2.4 billion (some $ 1.4 billion in deposits in banks abroad, and
the rest in purchases of foreign securities by mutual funds). This was due in part to the
increased security uncertainty and country risk, as perceived by depositors, in view of
the worsening of the recession in 2002 and increase in bank risk, as reflected by the
lower ranking accorded to the major banks by the international rating agencies during
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the year. These were compounded by theincome tax reform, which widened the tax base
of capital income while partly consolidating tax rates on it, as well as by legislation
regarding money laundering, which may also have contributed to the desire to transfer
depositsabroad. The depositsthustransferred were usually placed in foreign banksrather
than in overseas offices of Israeli banks (see Chapter 4).

* Monetary and fiscal policy, on the basis of which the central bank’skey interest rate
was raised several timesin the course of 2002, as well asthe extent of the government’s
borrowing requirements, served toincreaselocal-currency interest—both long- and short-
term. The development of interest rates was not uniform throughout the year: in the first
half real interest declined, because of the high inflation rate, while in the second half the
real interest rate rose considerably. Dollar interest declined in step with the Libor interest
rate, butinreal local-currency termsit rosein thefirst half of 2002 asaresult of thelocal-
currency depreciation, but fell in the second half. Interest rates arising from financial
intermediation were al so affected by the supply and demand of bank deposits and deposits
of the public. The contraction of the supply of credit, expressed in the decline in bank
credit substitutes and stricter policy in extending bank credit, served to raise the interest
on credit. In addition, the decline in the supply of deposits of the public, as well as
interbank competition for these sources, acted to increase the interest on sources. These
developments led to stability in interest-rate spreads in most segments, and the relative
stability of net interest margins. The total net interest margin remained at amost the
same level asin 2001 (1.9 percent vis-avis 2.0 percent).

» A long-term examination shows that there is convergence between interest ratesin
the various segments as regards deposits and credit, asaresult of the liberalization of the
money markets, with temporary deviationsat times of sharp shiftsin exchangeand inflation
rates. Shiftsof thiskind characterized 2002, asdid marked differencesin interest between
the various segments.

2. CREDIT TOTHE PUBLIC

The balance of bank credit* to the publicin 2002 was NIS 430 billion, similar toits 2001
level, compared with two-digit growth ratesin the previousfour years, while GDPfell by
about 1 percent (Figure 2.3 and Table 2.3). The marked upward trend in the credit/GDP
ratio evident in the last ten years—the result of the far greater expansion of bank credit
than of economic activity—was checked in 2002 (Figure 2.4). Nevertheless, this high
ratioin Israel relativeto other western countries atteststo the predominance and centrality
of the banking system in financial intermediation activity, and particularly to the
considerable exposure of the banking system to credit risk, as GDP isthe main sourcefor
credit repayment (see Chapter 5).

4 Credit to the public is that extended by all the ordinary commercial banks and refers solely to balance-
sheet credit at the bank’s responsibility, and only to activity in Isragl.
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Figure 2.3 Figure 2.4

The Activity of the Banking System, Changes in Business-Sector Product
and GDP?, 1994-2002 and in Bank Credit, 19892002

Index %

180 20

Total bank credit

170 /\Changes in credit

160 15

GDP /J\
150
140 e
Commercial \//
130 banks A
5 \

120 / \Y \\/
e Changes in

0 business-sector
100

product

90 | | | | | | | | |
1994 95 96 97 98 99 2000 01 02

-5
21994 =100. 1989 90 91 92 93 94 95 96 97 98 99 200001 02
SOURCE: Based on returns to Supervisor of Banks. SOURCE: Based on returns to Supervisor of Banks.

Firms' financing needs can be met by several sources: credit from domestic and foreign
banks, capital raised on the domestic and foreign capital markets, financing via venture
capital funds, and credit extended by ingtitutional investors.®> The credit supplied by
domestic banks® rose by an annual average of NIS 45 billionin 1997-2001, constituting
60 percent of total sources of finance. Thistrend changed in 2002, when credit from the
banking system rose by only NIS 9 billion (down by 80 percent from the average of the
previous five years) and accounted for only 28 percent of total credit (Figure 2.5 and
Table 2.2). Thus, the steep risein the banking system’s share of finance to the economy,
evident since 2001, was checked. The main substitute for bank credit was capital raised
on the capital market; the ability of afirm to raise money in thisway dependsfirst of al
on the state of the economy and—to a lesser extent—on that of the firm itself.

5 There are other credit substitutes, such as R&D subsidies provided by the government and benefits
provided under the Encouragement of Capital Investments Law, but these are not availableto al individuals
and firms, and hence are not examined here.

8 Data on the credit balances of the banking system refer to stocks, representing the total credit owed to
the banks, while data on capital and credit taken from venture capital funds refer to flows, expressing the
new sources of finance provided by them to firms. In order to examine the development of the various
alternative sources of finance, we estimate credit flows from the banking system (commercial and mortgage
banks) as the difference between gross credit balances at the beginning and end of the year.
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In years when the stock exchange is

booming most firms, even the less METID o3

Flows of Credit and its Substitutes,?

successful ones, manageto raise capital, and and GDP, 19972002

this sometimes leads to financial bubbles (NIS billion, Dec. 2002 prices)

and market value that is far in excess of Credit &
book value. Thisiswhat happened withthe ~ GbP substitutes
shareissuesof many start-upsin1999. The | Sobsites

reverse is the case in a capital market e [ Sesisis A—
recession, when most of the public stays

away from the capital market, so that even ~ %%° 1 0
successful firms have difficulty raising 500 \

capital. The slump in the capital marketsin -

Israel and abroad, and the higher cost of  4s0

raising capital on the various stock / \ \ /5
\ A)

exchangesin 2002 reduced firms' abilityto 4

raise capital there. In addition, the s50 U 20
acceleration of inflation, a higher \
government borrowing requirement, and 300 L | | | | 0
apprehensions that the government would ekl e

Tal] et 2 The change in outstanding credit extended to the
be unable to attain its defICIt target a” public by commercial and mortgage banks is an

caused investors to demand a higher risk estimate of credit flows from the banking system.
. . . . Credit substitutes include direct credit from abroad,

premium, as reflected by therisein yle|dS capital raised in Israel and abroad via shares and
on local -currency bonds (Shahar and ;:L(l)r:ggrate bonds, and financing from venture capital
Gilon). These high yields hampered firms :
ability to borrow in the capital market,
intensifying the credit squeeze. Capital
raised in this market (in Isragl and abroad) amounted to NIS 11 billion—further to the
decline in this sphere, which stood at NIS 34 hillion in the peak year of 2000. Most of
the capital raised in 2002 was through corporate bonds (up from NIS 2.9 billion in 2001
to NIS 4.7 billion in 2002); their increased share in total borrowing is characteristic of a
recession, when the public prefersto invest in short-term bonds (as asubstitute for shares)
which pay interest irrespective of the company’s profit. Capital raised via share issues
remained at thesamelevel asin 2001 (NIS 5.7 billion), considerably lessthanin previous
years. Venture capital fundsrepresent another source of financefor firms, and this channel
has developed in recent years due to the readiness of these fundsto finance the activities
of start-ups. In 2000, when the number of start-upsin Israel soared, financing viaventure
capital fundsreached apeak of NIS 14 billion, but since then it has plummeted, standing
a only NIS 5.4 billionin 2002.

Isragli firmscan also borrow abroad. Thereadiness of foreign lendersto finance lsradli
firms dependsto a great extent on the state of the economy;, its potential for growth, and
the extent of risk ascribed to it. In 2002 the rating of the major banks was downgraded

SOURCE: Based on returns to Supervisor of Banks.
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and the economy performed negatively, so that direct credit from abroad amounted to
only NIS 4.6 billion. Nevertheless, this was more than in 2001, however, partly due to
the revaluation of credit in real local-currency terms and partly—some $ 300 million—
to the purchase of bondsissued by the Israel Electric Corporation by foreign investors.”

In order to gain abetter understanding of the factors behind the devel opment of credit,
aswell as of the characteristics of agents who borrow from the banking system, below
we review credit by indexation segment and industry, and also examine credit extended
in order to purchase controlling interests.

a. Thedistribution of credit by indexation segment

The development of credit by indexation segment is affected by two main factors: the

first isthelifetime of the project for which finance is sought and the nature of the firm’s

activity. Thus, for example, long-term investments are usually financed by long-term

credit (primarily CPI-indexed), whileimporting and exporting firmstend to take foreign-

currency credit. The second factor is the relative interest rate on each kind of credit. At

each point in timefirms assessthe expected

real cost of the different kinds of credit, in

Figure2.6 accordance with expectations regarding the

g::lt r‘;ftecsri?%gz; zs;)oz development of credit, inflation, and the

% ’ exchange rate. This calculation also takes

20 uncertainty and fluctuationsin the price of
\ credit into account.

15 /J \" Total bank credit to the public amounted

to NIS 430 billion® in 2002, similar to its

10 N \/\ level in 2001 (Table 2.3)—after expanding

W\/ by double-digit figures in recent years—

s \ WAL W alongside arisein its price during the year

A/\ \\/ (Figure 2.6).

0 vy \J Therisein the share of unindexed credit

T p—— intotal credit evident in the last three years

T i ndexed cedlt || CAMeto astop in 2002, and it declined by

o about 2 percentage points (to some 38

% “loo5 1996 1997 1998 1999 2000 2001 2002 percent). This credit finances short-term

aThe change in outstanding credit extended to the public credit and hence serves as a substitute for

by commercial and mortgage banks is an estimate of . . .

credit flows from the banking system. Credit substitutes unindexed credit. The ongoing downward
include di dit i broad, capital raised in Israel ; . ;

fej e et cedhfom s, plashedin snel trendiin theshareof CPI-indexed credit was

financing from venture capital funds. also checkedin 2002’ and this amounted to

SOURCE: Based on returns to Supervisor of Banks and 24 percent of total credit, smilartoitsshare

Research Unit Calculations. in 2001 (Table 2.3, Figure 22)

" The remaining increase in credit derived from suppliers’ credit and new loans.
8 Credit to the public, which includes credit guarantees, rose by about 1 percent to stand at about NIS 535
billion.
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(1) Unindexed credit

After four yearsin which unindexed local-currency credit rose markedly (by 22 percent
on average), it reached some NIS 169 billion at the end of 2002—down by 2 percent
from 2001 (Table 2.3). The development of credit over the year was not uniform:
outstanding credit declined by 8 percent in thefirst half because of increased uncertainty
with regard to the course of inflation at that time. In the second half of the year, in view
of the stability of the inflation rate and uncertainty asregardsits course, demand for this
credit rose again. The composition of unindexed credit changed during the year: at the
beginning, when the Bank of Israel cut its key interest rate, the nominal interest on all
credit categories fell (Table 2.4 and Figure 2.7). The public preferred to increase the
share of long-term unindexed credit (term credit) at the expense of short-term interest
(overdraft facility and on-call deposits), in order to reduce financing costs while interest
rates were low and inflation expectations high. In the first half of the year the share of
term credit in total unindexed credit rose from 42 to 46 percent, whereas in the second
half this trend stopped. This development is characteristic of an economic slump, when
bankslimit overdraft facilitiesto firms, while credit intended to reinforce firms' working
capital and restructure their debt (term credit) expands. In 2002, for the first time since
1997, on-call deposits declined (by 5 percent). This credit is extended to firms for short
terms, and its decline is explained by banks' desire to reduce it and extend other term
credit, with ahigher interest rate, instead. Overdraft facilities, which are usualy givento
firms, and households' overdrawn bank accounts, expanded by about 1 percent, similar
to the rate in 2001. The share of excess credit in this credit has risen gradually, from 29
percent in 1999 to about 34 percent at the end of 2002, reflecting individuals' and firms
financing difficulties (Figure 2.8). The Supervisor of Banks has been monitoring this

Figure 2.7 Figure 2.8
Real? Interest Rates in the Unindexed Share of Excess Credit in Total
Local-Currency Segment, 1995-2002 Overdraft Facilities and
% Overdrawn Deposits, the Seven
12 Major Banks, 19972002

%

10| | n /\/\ /\A/\'\A/\ 36
AN . s ]
WS,
AWML IN 33 A |
a1 I AR i
\\/\ ) i i A
A v o [
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Al | Y
. : | I INE
Unindexed credit 29 | e e
—— Monetary loan N 30.5
= SRO deposits 28 20.1 —
. 29.3
bbb 27 I
1995 1996 1997 1998 1999 2000 2001 2002 . ‘—Averageannual excess
aRealin‘terestra_teswerecalculatgdfrominflation 25 Lo oo sl alin
expectations derived from the capital market. 1997 1998 1999 2000 2001 2002
SOURCE: Based on returns to Supervisor of Banks. SOURCE: Returns to Supervisor of Banks.
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development because it impairs full transparency and proper disclosure to customers:
thus, for example, the customer does not know for sure what is his credit limit from the
bank, whether he is permitted to deviate from that limit, and if so under what
circumstances. The contract between the bank and the customer specifies the credit
framework made available by the bank to the customer, and also that there is to be no
deviation from it. From banks' returns, however, it transpires that there have been
exceptional and frequent departuresfrom the overall credit framework, and that the banks
do not appear to have acted to reduce them—whether by increasing the amount permitted
withintheframework, collecting the amount of the deviation, or requiring that customers
eliminate the overdraft immediately. The Supervisor of Banks intends to deal with the
various aspects of the problem.

There does not appear to have been any changein the distribution of unindexed credit
to firms and private customers in the last two years, and the share of credit to firms
constitutes some 80 percent of total new unindexed credit. In December 2001 the
Supervisor of Banksissued aregulation requiring the banksto report on activity, financia
results, and risks, by profit centers, in view of the shift of emphasisin banking activity,
so that it is now divided up into independent profit centers according to category of
customer. The profit centers are discussed in Chapter 3.

(ii) CPI-indexed credit

CPl-indexed credit, which is generally long-term and used to finance investment and
consumption of durables, rose by some 3 percent, after expanding by 8 percent in 2001,
tostand at NIS 101 billion. The 9 percent decline in gross domestic investment served to
reducefirms demand for long-term credit, which is primarily CPI-indexed. Despite the
fall in total investment, some of its components—mainly in the transport infrastructure,
which consists of long-term projects—continued to rise sharply in 2002.

Inview of the adverse credit situation and the ongoing slump in the capital marketsin
Israel and abroad it would appear that the financing of credit-intenseinfrastructure projects
such as roads and desalination installations can be implemented using the BOT and PFI
methods, which aim at obtaining the involvement of the private sector.® Thus, sources
for these projects may beinstitutional bodies, such asinsurance companies, or provident
and pension funds.

9 BOT, Build-Operate-Transfer; PFI, Private Finance Initiative. In projects of this kind a national or
international tender is published by the Ministry of Finance, and isawarded to an independent entity, defined
asthe concession-hol der. The concession-holder operates and maintainsthe project, benefitsfrom theresulting
profitsfor apre-set period, and eventual ly returns the project to the State. In projects of this kind some bank
financing is defined as of limited recourse, and international entities are allowed to participate in the tender
(in either a participatory or afinancing capacity).
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(iii) Credit denominated in and indexed to foreign currency

Foreign-currency credit continued to expand by about 2 percent in 2002 (Table 2.3), and
amounted to NIS 160 billion at the end of the year—up by NIS 3.7 billion over 2001.
The increase in foreign-currency credit was extended to residents, whereas credit to
nonresidents was down by 5 percent from 2001. The increase in foreign-currency credit
can be explained by thewider interest-rate differential between Israel and abroad, which
made it more worthwhile to take credit in foreign currency.’® On the other hand, the
fluctuations in the local-currency exchange rate, and especialy the expectations of
depreciation which increased in the course of the year, partly offset the worthwhileness
of taking foreign-currency credit, especially in the second half of the year. Part of the
increased demand for foreign-currency credit derived from the difficulties encountered
by Israeli firmsin raising capital abroad. Asregardsreal costs, it transpiresthat for most
of the year the ex post cost of this credit exceeded that of unindexed credit, which isthe
main substitute for foreign-currency credit from the banking system. Thiswas dueto the
local-currency depreciation—by 14 percent against the currency basket and 9.8 percent
against the dollar (Figure 2.6).

Thedevelopment of residents’ demand for foreign currency was not uniform throughout
the year: until July this credit rose (also in dollar terms), but declined subsequently,
continuing to do so until the end of the year. In the first half of 2002 expectations of
exchange-rate shifts were below the actual changes, so that the cost of foreign-currency
credit was perceived as being low. At the end of August there was some local-currency
depreciation, and this trend accelerated in mid-September against the backdrop of the
worsening security situation and increased fears that the international rating agencies
would downgrade Israel’s credit rating. During this period outstanding foreign-currency
credit declined indollar terms. In the second half of the year demand for foreign-currency
credit fell—despitethe 5 percent local -currency depreciation against the dollar—because
the assessment of risk in thismarket remained high, as expressed intheimplicit volatility
of NIS/dollar options.

The greater expansion of foreign-currency credit than of foreign-currency depositsin
the first half of 2002 was financed principally by the decline in the deposits abroad of
Israeli banks (by some 33 percent, Table 2.5). In the second half of the year, however,
and especially in and after August, the Bank of Israel announced the gradual reduction of
the Tier 2 reserverequirement until its eventual abolition. Onceit is completely annulled
foreign-currency deposits will have to comply with the Tier 1 reserve requirement that
appliesto all deposits of the public (6 percent on deposits of up to 6 days, and 3 percent
on deposits of between aweek and ayear). The reduction of the reserve reguirement by
1 percent a month reduces the banks' compulsory deposits with the Bank of Israel and

10 The Fed interest rate was 1.75 percent in the first three quarters of 2002, and 1.25 percent in the last
quarter; the Bank of Isragl’s interest rate was higher, and rose markedly during the year.
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releases about $ 200 million a month, which can be directed to credit to the public. In
fact, towards the end of the year, with the increase in freed-up sources, the banks once
again increased the balance of their depositsin banks abroad to itslevel at the beginning
of the year.

b. Credit for the purchase of controlling interests

One explanation of the expansion of credit in recent yearsis that it is due to the credit
extended to the financial services industry (which excludes banks) in order to finance
the acquisition of controlling interests; thisincreased by some 5 percent, and the credit/
GDPratio rosefrom 1.7 to 1.8 (Table 5.4). In 1998 and 1999 credit to thisindustry rose
massively (by an average of 70 percent), increasing the credit/GDPratio from 0.7 to 1.7.
Most of thisgrowth derived from credit extended for the purchase of controlling interests
in order to finance privatization. In the last two years the privatization process has run
out of steam, so that this credit was used primarily for purchases in the business sector.
Outstanding credit for the purchase of controlling interests was NIS 29 billion—similar
to the amount in 2001. Some 29 percent of this credit was intended for the purchase of
controlling interests in companies providing financial services, such as banks, and 23
percent was for the purchase of communications and computer services companies.

In December 2002 the Supervisor of Banksissued aregul ation tightening therestrictions
on extending credit for the purchase of controlling interests; thiswas because of the state
of the economy and the high risk that characterizes such credit which, becauseit replaces
equity, carriesahighlevel of financing, increasing both therate of leverage and financia
risk.®! Datafor December 2002 indicate that thelevel of financing of some 55 percent of
this credit was above 80 percent. Payment of interest and principal on this credit is
generally based on the purchased corporation’s ability to distribute high, permanent cash
dividends to shareholders, and in some of these loans the only collateral is the shares
purchased, so that the bank has no possibility of obtaining the debt from the borrower
(no right of recourse). The share of non-recourse loans for the purchase of controlling
interests amounted to 48 percent. With the passage of time, about 16 percent of theloans
reached rates of financing that were above 100 percent—due to accrued interest and the
effect of local-currency depreciation on foreign-currency credit.

c. Credit by principal industry

The demand for credit by firms and individualsis directly connected with their activity.
In view of the deepening recession and reduction in firms sources of finance (both

! Furthermore, the owners of such firms have a motive to direct their activities to projects with large
potential profitsand high risks, becauseif they succeed the ownerswill benefit fromlarge profits, and if they
fail the bankswill bear alarge proportion of the loss.
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within and outside the banking system), it is particularly important to examine the
development of the credit/GDP ratio, as thisis one of the indices of the quality of credit
and the ability to repay it. In most principal industries the credit/GDP ratio was stable or
rose slightly, and the total ratio was similar toitslevel in 2001—1.8. Credit by principal
industry includes credit on the bal ance sheet and off-balance-sheet credit risk, and activity
solely inlsragl of the entire banking system on aconsolidated basis (Table 5.4). A detailed
analysis of credit developments within each industry is given in Chapter 5.

3. OTHER PRINCIPAL USES

In recent yearsthe unindexed |ocal -currency

segment has been characterized by asurplus
of deposits of the public over credit to the
public. Most of these surplus sources were
directed to other uses in the unindexed
local-currency segment, and some served
to finance uses, primarily in the foreign-
currency segment. One of the main uses
made by the banks of surplus sourcesinthe
unindexed segment was for deposits with
the Bank of Israel through deposit auctions.
The balance of these deposits'? reached a
peak of NIS 61 billion in December 2000,
and dipped to NIS 43 billion at the end of
2002 (Table 2.6 and Figure 2.9). For the

Figure 2.9

Cash and Deposits with Bank of
Israel, Balance of Treasury Bills,
and Capital Inflow,? 1997-2002
(NIS billion, Dec. 2002 prices)
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commercial banks' total unindexed local-
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2002.

There were two reasons for the marked
declinein the extent of the banks’ deposits
with the Bank of Israel. First, the centra
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2 Treasury bills and banks’ cash and deposits with

Bank of Israel are average balances.

b Net capital inflow is calculated as average monthly
flow (over last 12 months) of nonresidents’
investments in Israel /ess residents’ investments

abroad.

SOURCE: Returns to Supervisor of Banks and Bank

of Israel Foreign Exchange Activity Department.

12 The balance includes the interest-bearing deposits of the monetary auctions and reserve requirement

deposits.
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bank’s need to use deposit auctions asaway of absorbing surplusliquidity declined asa
result of the fall in capital inflow (both gross and net). Gross capital inflow represents
total investment in Isragl by nonresidents, and this fell from $11.5 billion in 2000 to
$ 3.8 billion in 2002. Capital inflow is offset in part by capital outflow by residents, and
the difference between the two is net capital inflow. The development of the latter in the
last two yearsindicates adownward trend, reducing the need to sterilizeit. Second, since
the beginning of the year the instruments of monetary policy have changed, involving
the gradual reduction of the monetary deposit auctions—previously the main instrument
of absorbing liquidity—and removal of the ceiling on the extent of Treasury billsissued
(Box 2.1). This devel opment, together with high nominal yields'® on Treasury bills and
unindexed bonds, led to arise in the balance of unindexed securities in banks' nostro
accounts. Thus, the average balance of Treasury billsrose from NIS 5.6 billion in 2001
to NIS 8.7 billion in 2002. This increase was concentrated in the first three quarters of
the year, while there was a trend reversal towards the end of the year, when the banks
sold Treasury billsto the public and mutual fundsin order to realize capital gains, meeting
the great demand that arose at the end of the year in view of the tax exemption on this
channel in 2003. The banks’ holdings of other unindexed bonds al so rose considerably—
from NIS 7.2 billion in 2001 to an average of NIS 15.6 billion in 2002.

Local-currency depreciation vis-a-vis the euro (by 14 percent) led to the transfer of
money from depositsin domestic banksto banksin the eurozone. The balance of deposits
in banks abroad amounted to NIS 29 billion—up by 7 percent over 2001.

Box 2.1
The Cancellation of the Ceiling on Treasury Bill 1ssuance

Until 2001 the principal instrument for managing liquidity on an ongoing
basis was the auction for the banks' time deposits with the Bank of Isragl.
This situation changed at the end of 2001, as part of the economic program
introduced by the government and the Bank of Israel, which made structural
changes in the financial markets, among them the removal of the ceiling on
the issuance of Treasury billsin February 2002 and its establishment in law.
The Bank of Israel now conducts monetary policy by means of daily and

18 Theincrease in nominal yields derived from expectations of arisein the Bank of Isragl’s key interest
rate, greater uncertainty regarding macroeconomic policy, misgivingsasto the government’sability to attain
the deficit targets, and the deterioration in the political and security situation, causing investorsto demand a
risk premium. Throughout most of 2002 there were al so extensive withdrawal sfrom unindexed local -currency
mutual funds, which sold their holdingsin Treasury bills and other liquid assets, thereby contributing to the
rise in yields. The large withdrawals and decline in prices reduced the value of these funds' assets from
NIS 36.5 hillion in December 2001 to NIS 21.2 billion at the end of 2002.
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weekly auctionsfor the banks' deposits,* thereby influencing the interest rate
in the financial and capital markets.

The removal of the ceiling on the amount of Treasury bills that may be
issued has led to a gradual change in the use of this monetary instrument by
the Bank of Israel. During 2002 the average balance of Treasury bills held by
the public rosefrom NIS 35 billionto NIS 41 billion, whilethe banks’ auction
deposits with the Bank of Israel fell from an average of NIS 50 billion in
2001 to NIS 34 hillion in 2002. In the wake of the increase in the balance of
Treasury bills and the tax exemption on this form of investment in 2003, the
general public (excluding institutional investors) increased its holdings of
them, from about NIS 10 billion in 2001 to some NIS 17 billion in 2002, as
the yield on this channel was higher than that on unindexed deposits. Other
investors, including mutual funds and banks, also increased their holdings,
albeit to alesser extent.

Theremoval of the ceiling on Treasury bill issuanceis expected to adversely
affect banks' profits and risk exposure in four ways:

1. The preference for Treasury bills over unindexed deposits will reduce the
supply of unindexed sources availableto banks and raise theinterest onthem,
thus narrowing the interest-rate spread.

2. Banks' income from operating fees on Treasury bills (custody and ledger
fees on securities) will apparently be lower than their net interest income on
deposits of the public.

3. Treasury hills, which have a longer term, than deposits, are expected to
lead to alonger duration of assets, and as a result banks may find themselves
having to sell Treasury bills unexpectedly and irregularly in order to manage
ongoing liquidity, thereby incurring losses.

4. The replacement of banks' relatively short-term deposits with longer-term
Treasury bills could lead to arise in the banks' operating needs.

11n 1998 the 3-month deposits were cancelled, and in July 2002 the monthly deposits were
cancelled.

4. THE SUPPLY OF DEPOSITS OF THE PUBLIC TO THE BANKING SYSTEM,
AND THE PUBLIC' SASSET PORTFOLIO

In 2002, for the first time since 1994, there was a real contraction in the public’s asset
portfolio, especially in the supply of its deposits, which constitute the main source for
banks' activity. The value of the public’s assets stood at NI'S 1,190 million, down by 4.6
percent from 2001 (Table 2.7). The main factors affecting the supply and composition of
the public’s financial assets were the Slump in the capital marketsin Israel and abroad,
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which eroded the value of securities, therecessionin Israel and the declinein disposable
income, which reduced the public’s ability to save, and the rise in economic uncertainty
and exchange-rate changes, which dictated a shift away from unindexed activity.

As stated, as a result of macroeconomic developments, including the decline in the
private saving rate,* the public’s portfolio contracted, after an average annual growth
rate of 12 percent in the preceding decade. The development of the public's assets was
not uniform in the two halves of the year: in thefirst half there was a marked shift in the
composition of the public’s asset portfolio, asaresult of the reduction of theinterest rate
at the end of 2001 and the rise in both expected and actual inflation; these factors led to
achangeinthe public's preferences regarding the composition of itsasset portfolio, with
arisein demand for instruments that hedge against inflation, and this served to increase
the share of CPI-indexed deposits at the expense of unindexed ones. Concurrently, the
contraction of the interest-rate differential between Israel and abroad—in the wake of
the interest-rate cut at the beginning of the year and increase in economic uncertainty—
served to augment apprehensions regarding the possibility of local-currency depreciation,
impelling the public to divert sources to deposits denominated in or indexed to foreign
currency. At the same time, the sharp declinein the capital marketsin Isragl and abroad
throughout the year eroded the value of the tradable portfolio. In the latter half of the
year, following the sharp interest-rate hikesin June, the public’s assessment of expected
yields changed again, expectations of depreciation plummeted, and consequently the
share of unindexed deposits rose once more at the expense of foreign-currency ones.

Another marked shift in the composition of the public’s asset portfolio was the 15
percent increasein residents’ investmentsabroad, after thishad contracted in 2001. These
investmentswereinfluenced—particularly in thefirst half of the year—by the uncertainty
in the money markets in Israel alongside the contraction of the interest-rate differential
between Israel and abroad, the deterioration in Isragl’s security situation, and therisein
its country risk, as perceived by investors. Transfersto deposits abroad continued in the
second half of the year, abeit lessintensively than in the first half (dueto the declinein
uncertainty regarding fiscal and monetary policy, and the rise in the interest-rate
differential), but still at a considerably higher rate than in the past. Total transfers by
individual residentsto bank deposits abroad amounted to $ 1.4 billion in 2002, most of it
inthefirst haf of the year (monthly averages of $ 164 million from February to July, and
$ 66 million from August to Decembe).

The public’sassets can be divided into those deposited in banks and those held outside
banks, primarily in capital marketsin Israel or abroad. In thelast decade thisdistribution
of the public’sassetswas directly affected by devel opmentsin the capital market (Figure
2.1). In years when share prices rose and stock market activity intensified the share of
the public’'s assets in banks fell, and vice versa. On the basis of this distribution, and
because of the dowdown that characterized the capital market throughout the year, the
share of the public’s assetsin banks rose at the expense of those not in banks, in linewith

14 The net private saving rate was 18.6 percent in 2002, down from 19.8 percent in 2001.
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developmentsin 2001. The declinein the public’sassets not in banksis explained mainly
by the real 29 percent erosion of the value of the shares in the public's asset portfolio,
which was consistent with the real fall in the General Share-Price Index in 2002 (by 25
percent). The slump in the stock market was also reflected by low daily turnover and
limited capital raised, as a result of the recession, deteriorating security situation,
apprehensions regarding the war in Irag, and downgrading of the credit rating of the
major commercial banks by international rating agencies.

Despite the decline in the extent of the public’s assets, its holdings of Treasury bills
and bonds grew notably in 2002.%* Holdings of Treasury bills rose at the expense of
unindexed deposits, due to the income-tax reform which went into effect in January
2003 whereby investment in Treasury billsistax exempt for that year.’* With respect to
bonds, the acceleration of inflation and inflationary uncertainty led to an increase in the
share of CPI-indexed bonds at the expense of unindexed ones. In addition, asaresult of
the local-currency depreciation and considerable exchange-rate volatility the public
increased its holdings of dollar-indexed bonds.

Deposits of the public, by indexation segment

The composition of the depositsof the publicisaffected primarily by the expected relative
interest rates on each type of deposit, aswell asby thevolatility of interest, inflation, and
exchange rates.

In 2002, for the first time since 1993, the upward trend of the share of unindexed
local-currency deposits was checked (Table 2.7), and it even dipped dlightly, to about 22
percent of the public’sassets. In 1993 unindexed deposits constituted lessthan 10 percent
of the value of the portfolio, and from then until 2001 their share rose continually, as a
result of the disinflationary process and the convergence of the inflation rate to price
stability, asis accepted in western economies. The reduction of inflation risk in the last
decade (as regards both the absol ute inflation rate and inflationary uncertainty) together
with tight monetary policy made unindexed deposits more worthwhile than the various
indexed ones. In 2002, however, as inflation uncertainty increased and confidence in
monetary policy was eroded, the balance of unindexed depositsfell by about 10 percent,
to stand at NIS 266 billion at the end of the year.

The steep 2 percentage-point cut in the Bank of Isragl’skey interest rate in December
2001, and its immediate effect on unindexed local-currency deposits, alongside the rise
ininflation expectations derived from the capital market, made unindexed local-currency
deposits less worthwhile. In the first half of 2002 real yields on these deposits ranged
between —0.1 and 0.5 percent—considerably below those on deposits in the other
indexation segments and on unindexed bonds (Table 2.4). In December 2001 and January

®Mainly nontradable bonds held in provident, advanced study, and pension funds, and in life insurance
schemes.

18 The public’s demand was met due to the cancellation of the ceiling on Treasury-bill issuance and
extensive withdrawal s from local-currency mutual funds.
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2002, when there was considerable uncertainty, the public preferred the most liquid
channels, especially short-term SRO deposits, even increasing the share of these at the
expense of the other deposits, adjusting its behavior to developments in the financia
markets. From then until 2002:111 there wasacontinuous declinein all types of unindexed
deposits, but this trend reversed in 2002:1V, when unindexed deposits began to expand
again, together with their share in total deposits of the public. In 2002:1V the yields on
unindexed deposits rose—following the hike in the Bank of Israel’s key interest rate
which brought it to 9.1 percent. The uncertainty in the markets appears to have abated
somewhat in this period—due inter alia to the approval of the national budget by the
Knesset, assessments that the US government would grant additional defense aid and
guarantees, and to the reduction of the interest rate in the US and the eurozone, causing
further local-currency appreciation.

CPI-indexed deposits rose substantially in

Figure 2.1 : -
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Foreign-currency deposits—both denominated and indexed—of the public (residents
and nonresidents) rose by some 2 percent in dollar terms, and amounted to $40.9 billion
(Table 2.5). The development of the balance of depositsin dollar terms during 2002 was
inlinewith thefluctuationsin the exchangerate: inthefirst half of theyear the acceleration
of local-currency depreciation (by about 15.5 percent against the dollar) led to an increase
in the balance of foreign-currency deposits (by an annual rate of 6.8 percent), sincewhen
thegradual appreciation (about 5 percent) has caused foreign-currency depositsto contract,
asthisinvestment channel hasbecomelessworthwhile. Throughout the year the reduction
of tax ondollar depositsin Israel from 35 to 15 percent (as part of theincome-tax reform)
served to make investment in Israel more worthwhile than investment abroad (see Box
2.2).

Nonresidents' deposits account for about half of foreign-currency deposits. In the
1990sthey rose steadily, dueto the significant expansion of nonresidents’ financia activity
inlsragl because of theimprovement in the country’sfinancial standing. Thistrend peaked
in 2000, and remained static at $ 20 billion in 2001 and 2002. About 80 percent of
nonresidents’ foreign-currency deposits are in deposits of up to a year, and about 10
percent arefor periods of up to three months—but experience has shown that the deposits
are renewed upon maturity and held for long terms. The standstill in the rise in
nonresidents’ depositsin 2002 derived from the persistence of security incidentsin the
region, the low dollar interest rate on short-term dollar deposits, which constituted an
incentiveto switchto other financial assets—not necessarily in |srael—and thelaw against
money laundering, which went into effect in 2002, making investors apprehensive
regarding the exposure of their identity and business.

Box 2.2
The Tax Reform and its Implicationsfor the Banking System

On 1 January 2003 the tax reform introduced as an amendment to the Income
Tax Ordinance, 2002 went into effect. The reform includes the very gradual
reduction of the direct tax burden on labor income, the expansion of the tax
base on capital income, partial consolidation of tax rates on capital income,
and the determination of tax rates on an individual basis. In the framework of
the reform it was decided inter alia to tax the interest on deposits, savings
schemes, local-currency bonds, and Treasury bills, aswell as capital gainson
transactions in securities traded on the stock market, derivatives, and
investments in mutual and provident funds. The tax rate on the interest on
CPI- and exchange-rate-indexed deposits and bonds was reduced, however.
Thereduction of tax on foreign-currency investment channelsin Isragl, on
the one hand, and the imposition of tax on the interest on local-currency
investment instruments, on the other, is expected to encourage a switch to
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local-currency channels. The taxation of long-term investments (savings
schemesand pre-pensionary accrual in provident funds) isexpected to lead to
atransition to investment in short-term, liquid instruments, thereby reducing
the supply of long-term sources and making them more expensive. Thiswill
adversely affect thefinancing of infrastructureinvestments and lead to higher
mortgage interest rates.

At present the banks charge turnover tax on securities (0.5 percent of the
sale value on Isragli securities, rising to 1 percent on 1 July 2003; 5 percent
on foreign securities). Thistax causes distortions, as even losses are taxed. In
fact, banks' returnsindicate that because of the system of deduction at source,
customers' stock-market activity has contracted, particularly in shares. The
extent of money transfers to abroad has al so fallen, because the reduction of
the tax rate on dollar deposits in Israel from 35 to 15 percent has made
investment in Isragl relatively more worthwhile. Banks' returns also show
that there has been a swing from long-term deposits, such as savings schemes,
to shorter-term ones of up to one year. The public does not yet appear to have
internalized the principles of the reform, because of its complexity, expressed
inthemultiplicity of tax rates, uncertainty regarding the reporting requirement,
and the various kinds of mutual funds, etc.

In January 2003 the banking system collected NIS 100 million on behalf
of the government for implementing the tax reform. This amount (NIS 20
million of which was for stock-market activity, and the rest for interest on
deposits) is consistent with the forecast annual income from the tax reform—
NIS 1.2 billion. The tax is deducted at source from customers' deposits and
transferred to the tax authorities with an average lag of one month, during
which the banks benefit from this money.

5. OFF-BALANCE-SHEET AND DERIVATIVESACTIVITY

The banks' off-balance-sheet activity is conducted viatwo main channels;

1. Credit guarantees and liabilities; this activity, which consists of extending or
guaranteeing credit, includes securing credit, collateral for home-buyers under the Sale
(Apartments) Law, and other guarantees, unutilized credit lines (credit cardsand authorized
overdrafts), and documentary credits. Thisactivity involvesexposureto risk, particularly
credit risk. Outstanding guarantees and liabilities for credit stood at NIS 264 billion at
the end of 2002, down by 5 percent from 2001, largely as a result of as-yet-unutilized
commitments to extend credit (Table 2.9), due to the tightening of the banks' credit

policy.
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Table 2.9
Guarantees and Credit Commitments, 2001-2002
(NIS million, December 2002 prices)

Rate of
2001 2002 change (%)

Documentary credit 4,165 5,630 35.2
Credit commitments 34,059 33,583 -14
Home purchasers’ guarantees 17,948 19,018 6.0
Commitments for credit-card transactions 10,679 17,637 65.2
Other guarantees and commitments 44,057 35,069 —-20.4
Unutilized credit-card quotas 41,457 37,211 -10.2
Unutilized overdraft quotas 50,077 52,654 5.1
I rrevocable commitments for credit? 50,708 2,777 -15.6
Commitments to issue guarantees 11,255 9,921 -11.9
Guarantees to provident fund members 12,178 10,207 -16.2
Total 276,583 263,705 4.7

a Approved but not yet extended.
SOURCE: Returnsto Supervisor of Banks.

2. Activity in derivatives; this is conducted on behalf of banks customers or for the
banks themselves, as part of market risk management and reduction and as part of an
investment policy. These transactions are conducted against interest-rate, currency, and
securitiesrisk by meansof forwards, futures, and swaps, aswell asexchange-rate, interest-
rate, index, and commaodities options. Activity in derivatives involves credit, interest-
rate, market, and liquidity risks, in accordance with the kind of transaction.

Financial derivatives can be classified by four types:
1. Pureintermediation transactions, to which the bank is not aparty and merely mediates
for afee.
2. Guaranteed intermediation transactions, in which the bank is not exposed to market
risk by virtue of a counter-transaction implemented on the same business day, but is
exposed to it as an agent if the counterparty does not meet its obligations.
3. Hedging transactions, intended to hedge a specific balance-sheet transaction or defined
group of similar transactions. Hedging transactions have to meet several conditions,
such as a high correlation between changes in the fair values of the hedged item and
financial derivative, significant reduction of the financial risk implied in the hedged
item, and reduction of the bank’s exposure.
4. Other transactions.
The extent of the commercia banks activity in derivatives at face value rose by 10
percent in 2002, continuing the long-term trend, and the balance of these transactions
amounted to some NIS 797 billion (Table 2.10). Theincreasein derivatives was entirely
in currency contracts, which went up from NIS 506 billion in 2001 to NIS 585 billionin
2002, and derived from the need of both banks and their customers to hedge the risk
implicit inthe exchange rates between different currencies, as severa currenciesdisplayed
considerable volatility in 2002 (see Chapter 5). These dataare in line with the expansion
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of tradinginthe TA25 (Ma of ) dollar options, daily turnover in which was doubl e that of
2001 and reached 25,000 units. In view of theincreased interest in dollar options, in the
middle of 2002 the TASE (Tel Aviv Stock Exchange) also launched one-year options, in
the wake of the euro options that had been issued in November 2001 following the high
volatility in the euro market, which is amajor component of Israel’s foreign trade.

Activity in derivatives can be classified on the basis of the counterparty. The data
show that other banks are the counterparty in 60 percent of cases, and customersin about
athird. The remaining players are the TASE, brokers, the government, and the central
bank. The counterparty to atransaction reflects the credit risk involved, so that the share
of credit exposureintotal risk-weighted assetsisused in cal cul ating the risk-based capital
ratio. Transactions with brokers and customers are weighted at 100 percent, those with
other banks and the TA SE at 20 percent, and those with the central bank are not weighted
at al. Thegrowthin activity in derivatives hasincreased the need for capital, but this has
been almost entirely offset by the rise in the share of transactions weighted at only 20
percent (vis-avisbanks) at the expense of thoseweighted at 100 percent (vis-a-visbrokers
and customers), which declined.

Box 2.3
Structured Products

In 2002, in view of the banks’ difficulties in obtaining sources due to the
decline in the public’s disposable income and inability to maintain former
saving levels, as well as the outflow of capital to banks abroad, the major
domestic banks intensified the development and marketing of structured
products. A structured product is a combination of several investment
instruments. Generally, the principal is guaranteed and isindexed to the CPI
or aspecificindex, whiletheinterest rateisbased on one or several derivatives
determined during the period of the deposit in accordance with market
conditions and depends on the performance of the various indices to which
the deposit is linked.

The uniqueness of the structured products liesin the fact that the investor
does not risk the principal, but receives it in full at the end of the deposit
period, whilethe uncertainty regarding theyield on theinvestment isexpressed
solely in the interest rate. In return for forgoing an assured interest rate the
customer may obtain one that is above the market rate, but risks losing it
atogether. Although structured products are complex financial instruments,
the banks manage to market them as simple ones and even offer them to small
investors. In the past, when the markets were less sophisticated, investment
strategies of this kind were evolved solely for large customers.
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The main benefit to the customer in purchasing a structured product stems
from the considerable flexibility of the investment and the wider range of
aternatives. The benefit to the banks derives from the variety of financial
services offered and wider range of risk-free sources, as the banks inoculate
themsel ves against open positionsthrough counter-transactionsin the options
market. Structured products also limit banks' liquidity risk, asthey cannot be
opened during the deposit period.

Structured products have been in existence for ten years, having emerged
in the context of the decline in interest rates and low relative yields on
investmentsin the money and capital markets, greater volatility in the capital
and money markets (in prices of securities, as well as interest and exchange
rates), as well as the desire to reduce the risk implicit in various investment
strategies and maximize the yields on investments.

The Supervisor of Banksintends to undertake a far-reaching examination
of this topic, placing the emphasis on the various aspects of bank-customer
relations in everything connected with the terms of the association between
them. This will apply especially to the transparency and clarity of the
information given to the customer, and to the risk-management mechanisms
the banks employ for handling structured products.

6. INTEREST RATESAND DIFFERENTIALS, AND NET INTEREST MARGINS
a. Interest ratesand marginsin short-run activity

Most interest ratesin the unindexed local -currency segment are short term and are largely
dictated by the Bank of Israel’skey interest rate. The latter was reduced by 2 percentage
pointsin December 2001, as part of a package deal intended to attain the inflation target
with lower interest ratesfor al terms, so asto bring the recession to an end by stimulating
employment and growth. This narrowed the gap between interest rates in Isragl and
abroad at the beginning of 2002, and exerted pressure for local-currency depreciation
against the dollar. The decline in short-term nominal interest alongside the acceleration
of depreciation and its inflationary effect led the Bank of Isragl to raise its key interest
rate in order to check inflation. The nominal interest rate was hiked by acumulative 4.5
percent in June and July, putting a stop to the weakening of the NIS against the dollar
and the inflationary trend. In the first half of 2002 the curve of nominal yields for al
termsrose, and was characterized by apositive dope (Figure 2.11). Therisein thenominal
interest rate wasreflected by asimilar risein the nominal interest on the main components
of activity in the unindexed local-currency segment, but the real interest rate on these
components declined significantly due to the marked increase in one-year inflation
expectations—to 5 percent—in the first half of the year.
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Figure 2.11

Term Structure of Yields on Unindexed Bonds, 2001-2003
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SOURCE: Based on returns to Supervisor of Banks and Bank of Israel Foreign Exchange Activity Department.

In the second half of the year (since July), once inflation expectations had declined
and the Bank of Isragl key interest rate remained unchanged, interest rates on various
unindexed activities rose once more, in real terms, to the levels evident in the last three
years(Figure2.7). Theaverageread interest rate on unindexed assetsrosefrom 3.1 percent
in 2002:1 to 7.1 percent in 2002:1V, while the average interest on unindexed sourcesrose
from 0.2 to 4.2 percent in the same period (Table 2.4).

A risein the Bank of Israel’s key interest rate—ceteris paribus—serves to widen the
interest-rate spread in the unindexed segment. The spread in 2002 was similar to its 2001
level, 2.9 percent, asaresult of changesin the demand and supply of unindexed activity:
the recession, the rise in the central bank’s interest rate, and increased inflationary
uncertainty all suppressed the public’s demand for unindexed credit in 2002 and served
to depress its price. The banks more cautious policy as regards extending credit, the
closer approximation of the risk-weighted capital ratio to the supervisory restriction in
some of the banks, and the attribution of a higher risk to credit extended because of the
slump al reduced the banking system’s supply of unindexed credit and raised its price.
Onthedepositsside, the supply of the public’s unindexed depositsfell becausethe decline
in disposable income and the saving rate made it more expensive to obtain unindexed
sources. Concurrently, the shortage of sources impelled the banks to compete for the
public’s deposits, so that their price rose. These developmentsin credit and deposits led
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to adight risein the interest-rate spread activity at the margin, but the average interest-
rate spread remained stable.

In calculating the net interest margin in the various segments we include the banks
income/expenditure in the financial segments used to manage assets and liabilities
(ALM).Y Thenet interest marginin the unindexed local-currency segment dipped dlightly,
from 2.8 percent in 2001 to 2.7 percent in 2002, continuing the long-term trend evident
since 1985 (Figure 2.12). The decline in the margin in 2002 is explained by therisein
non-performing loans (from NIS 5.4 billion in 2001 to NIS 7.6 billion),*® and by the fall
inthe market value of negotiable bondsand derivatives not defined as hedging instruments,
in the context of therisein interest rates. In 2002 the sharp interest-rate hikes caused the
market value of derivatives to fal, so that a decline in their book value was recorded.
The changes in fair value are ascribed to

the net interest income and financing costs Figure 2.12
items of other transactions in the various Interest-Rate Spread® in the
intermediation segments. Unindexed Local-Currency Segment,

Changesin the composition of sources 1996-2002

and uses in the segment served to offset 7
the development of the margin: most of
the decline in deposits in the Bank of
Israel, which bear a relatively low yield,
was offset by the rise in the balance of
Treasury bills held by the banks, which 5 \<\

P

bear a similar yield. Similarly, the fall in
on-call credit, whichisthe cheapest credit

category, was offset by theriseinthe share ‘
of other term credit in total credit. The
share of the unindexed segment in total 3 ~ /v

uses contracted to 32 percent, and because

of the net interest margin onit, which even o
though it declined is higher than that in 1996 97 98 89 2000 01 02
other activity segments, it contributed 46 2 The spread between the weighted interest on total

assets and that on total liabilities.

percent to the banks' net interest income bCalculated as an aggregate for the seven major banks.
(Table 2 11) SOURCE: Returns to Supervisor of Banks.

17When the derivative is intended to reduce surplus liabilities, the off-balance-sheet amount of the
derivative' sreceivableisdeducted from the segment’ sbal ance-sheet liahilities. When the derivativeisintended
to reduce surplus assets, the off-balance-sheet amount of its liability to pay is deducted from the segment’s
balance-sheet assets. The other side of the off-bal ance-sheet transaction isadded to the total assetsor liabilities
of the relevant segment, and the income or expenditure on the derivative is recorded in that segment.

18 Neutralizing the effect of non-performing loans, the net interest margin remained 2.8 percent.
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b. Interest ratesand marginsin CPI-indexed activity

CPl-indexed interest is affected in the short run by the Bank of Isragl’skey interest rate,
so that when this was cut, in December 2001, the CPI-indexed interest rates fell (in
2002:1), and its subsequent hike caused theseinterest ratesto rise (Figure2.13). In addition,
interest in this segment is affected in the medium and long run by devel opmentsinyields
in the government bond market, which are derived from the government’s net borrowing
reguirements and the public’'s demand for CPI-indexed credit to finance investment. In
the fiscal sphere, the government deficit expanded in 2002, and this can be financed
from three sources: borrowing in the domestic capital market, net borrowing abroad, and
privatization. The last item was negligible in 2002, and net borrowing abroad was less
than expected, so that the government financed most of the deficit via the domestic
capital market, through government bonds. Theincrease in the government’s borrowing
reguirement served to raise real long-term yields and expand the cost of domestic |oans.
Theriseinyields was reflected in the increase in the curve of thereal yields for various
terms during 2002 (Figure 2.13), intensifying the debt burden on firms and individuals,
thereby undermining their repayment ability. Therisk premium, estimated from the spread
from the interest on indexed credit to the yield on indexed bonds for the same term, rose
inthelast two years (Figure 2.14), reflecting theincreasein risk and declinein repayment
ability of firms and individuals.

Figure 2.13
Term Structure of Yields on Indexed Bonds for up to Ten Years,
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Figure 2.14

Interest-Rate Spread Between CPI-
Indexed Credit (for 5-10 years) and
Interest on CPI-Indexed Bonds

(for 5 years),? 20002002

On the sources side, the balance of
savings schemes and net accrual rose, as
aresult of the diversion of money away
from mutual and provident funds, which
yielded negative returns during the year,

3.0 and the acceleration of inflation, which
/\ made the CPI-indexed channel more

2.5 / \

2.0

worthwhile. Theincrease in the supply of
CPl-indexed sources served to depressthe
/_/\/ ‘ Z \ 1.56
15 L4 ' widened somewhat, and the net interest
I\ /i ; \/\/ margin reached 1.1 percent, compared
1.0

interest paid on savings schemes (down

: 075 with 1.0 percent in 2001 (Table 2.11 and
7\’ 5/\/ Figure 2.15). The banks' activity in

0.5 v derivatives (ALM) in order to close

from 4.9 to 4.3 percent), so that the
interest-rate spread in the segment

V - L . .
| positions was limited in the indexed
ol o+ 1 | I BT segment, apparently because the position
2000 2001 2002

inthissegment is closed against net worth,
and hence does not expose the bank to
inflation-raterisk. Therewas considerable
activity in derivatives in the other
indexation segments, however, leading to
asignificant fall in exposureto basisrisk. The CPI-indexed segment contributed NIS 1.8
billion to the banks' net interest income, constituting 12.5 percent of the net interest
margin (Table 2.11).

2 This spread is an estimate of the risk premium on
CPl-indexed credit.

SOURCE: Based on returns to Supervisor of Banks.

C. Interest ratesand marginsin foreign currency: domestic activity

Interest rates abroad, especially Libor, are the dominant factor in determining interest
rates in the foreign-currency-denominated segment, because of the liberalization and
efficiency of theforeign-currency market in the last few years. The 3-month dollar Libor
rate fell from 3.7 to 1.7 percent in 2002, and this together with increased demand for
foreign-currency credit led to the decline in the dollar interest rate on foreign-currency
credit (from 4.9 to 3.1 percent). However, the ability of Israeli firms to raise money
abroad contracted in 2002 because of the global slump in the financial markets and the
worsening of Isragl’s recession and geo-political situation, which caused its credit rating
to be downgraded from ‘stable’ to ‘negative.’ In the deposits market, the dollar interest
rate went down by 2 percentage points, in line with the Libor rate. These devel opments
led to adlight increase in the dollar interest-rate spread on new activity, from 1.6 to 1.8
percent. Nevertheless, the net interest margin in the segment contracted dightly inrealocal -
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Figure 2.15
Indexation Segments, Financial Intermediation, and Interest-Rate
Margin, 2001-2002
a. Contribution to Profit of Various Indexation Segments, 2001-2002
(NIS million, December 2002 prices)
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b. Extent of Uses, by Financial Intermediation Segment, 2001-2002
(NIS million, December 2002 prices)
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currency terms, from 1.5 to 1.4 percent (Table 2.11). The narrowing of the spread was
affected by the marked rise in non-performing loansin the foreign-currency segment,*®
which doubled in extent to stand at NIS 5.3 hillion, as well as by the hedging activities
undertaken by some of the banks in order to neutralize fluctuations in the tax provision
due to changes in the value of the investments of subsidiaries abroad as a result of real
depreciation or appreciation. Some banks recorded large losses in this segment in 2002,
because of the sharp real local-currency depreciation in Israel against sterling and the
Swiss franc. In addition, in some banks investments in securities were realized before
their maturity date in order to free sources to finance credit, and thisled to capital osses
in this segment.

In the past the foreign-currency segment was characterized by a marked surplus of
uses, financed from unindexed and/or capital sources, and in the last few years, most of
this surplus has been closed against an opposing position in derivatives. In recent years
the net interest margin and net interest income in this sphere have been characterized by
considerable volatility, because they are influenced by the development of the exchange
rate between local currency and various other currencies aswell as by the fluctuationsin
its devel opment during the year. Net interest income in the segment wasNIS 3.3 hillion,
similar toitslevel in 2001, dueto the decline in the net interest margin, which wasfully
offset by the expansion of activity init (Figure 2.15).

d. Interest ratesand marginsin foreign currency: the activity of over seas offices®

Income from the activity of overseas offices in foreign currency in 2002 amounted to
NIS 1 billion—arise of 40 percent over 2001 which stemmed entirely from the increase
in the net interest margin, from 1.7 to 2.5 percent, alongside stability in the extent of the
activity of the overseas offices. There are several reasons for the rise in the margin: 1.
Thedeclineininterest ratesin the countriesin which the overseas offices operate, which
led to a similar decline in income and expenditure in financial intermediation activity,
but did not affect income from securities activity; asaresult, income from investment in
bonds, which accountsfor 32 percent of the uses of the overseas offices, remained stable,
and contributed to the increase in the margin in this segment. 2. The change in the
composition of uses of overseas offices—contraction of depositsin banks, which havea
relatively low yield, and increase in the other profitable uses, especially securities
investments. Alongside these sources, the share of the deposits of the public, which are
the cheapest source, rose at the expense of that of deposits of banks, which fell. 3. Local-
currency depreciationin Isragl had apositive effect on net interest incomein the segment,
because of the surplus of assets over liabilitiesin it.

¥ Neutralizing the effect of non-performing loans, the net interest margin remained 1.5 percent, the same
asin 2001.

2 For amore detailed discussion of the activity and income of the overseas offices and subsidiaries, see
Chapter 4.

76 BANK OF ISRAEL: BANKING SYSTEM 2002



