Chapter 1

|srael’s Banking System-—

Activity, Risks and Performance in 2003
and a Long-Term View

The performance of Israel’s banking system improved in 2003, following the
two difficult yearsthat preceded it. Thisimproved performance was reflected
inasharpriseinthereturn on equity (ROE), whiletherisksfacing the banking
system—and in particular credit risks, which remained high—did not change
significantly. Return on equity in the five major banking groups rose
dramatically, from 2.8 percent in 2002 to 8.4 percent in 2003. The significant
increase in profits for the five major banking groups was the result of two
main factors, which characterized each group separately: asharprisein profits
from financia activity before loan-loss provision, from NIS 16.8 billion to
NIS 18.5 billion, coupled with a sharp drop in loan-loss provision, from NIS
7.2 billion to NIS 6.0 billion.

The major contribution to the increase in profit from financial activities
beforeloan-loss provision came from the banks' profits from developments
inthe stock market, including profitsfrom bond reval uations and sales. These
profits derived from the declinein interest rates in 2003, both short-term (the
Bank of Israel interest rate dropped during the year from 9.1 percent to 5.2
percent) and long-term (the real return on government bond yields dropped
from 5.7 percent to 4.3 percent). This occurred after a year in which these
interest rates had gradually increased which, in turn, had anegative impact on
bank profits.

The contribution of the banks’ profits from stock market developments to
the increased profit from financial activity before loan-loss provision was
about NIS 1.3 billion. Commercia banks' net interest margin rose from 2.19
percent in 2002 to 2.48 percent in 2003. In spite of the increased net interest
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margin, it would appear that this development did not have a positive effect
on the increased profits from financial activity, since the amount of credit
dropped during that year (for reasons that will be outlined below).

Furthermore, thefinancial resultsof Isragl’sbanking system were positively
influenced by improvementsin I sragl’seconomic activity. Following two years
of severe recession, the second half of 2003 was marked by a recovery in
economic activity in Israel, which was reflected in arise in GDP of around
1.3 percent and an increase in the State-of-the-Economy (Composite) Index
by around 1.1 percent, following two consecutive yearsin which theseindices
had dropped. These positive developments werereflected, if only partially, in
asharp decline in loan-loss provision (atota of about NIS 1.2 billion) in the
five magjor banking groups, although their levels remained relatively high.
Non-interest income too was positively affected by the economic recovery,
and al so by the boom in the capital market, both of which contributed towards
increasing the banks' revenue from fees charged for their customers' stock
market activities, and higher profits from stock sales compared with losses
from such salesin 2002.

Operating efficiency alsoimproved thisyear, andisreflected intherisein
standard indicesfor operating efficiency used in banking, such asthe efficiency
ratio and the coverage ratio. The operating coverageratio for the five major
banking groups rose from 55 percent in 2002 to 60 percent in 2003. This
improvement in the coverage ratio was the result of the sharp rise, as stated
above, in non-interest income alongside the moderate growth in operating
expenses. The efficiency ratio among the seven major banks rose this year
from 1.47 to 1.61, following several years during which thisratio had remained
stable.

In 2003 therewas arisein direct salary expensesfor thefive major banking
groups, in spite of the dramatic drop in the number of employee posts. As a
result of this, there was a 9 percent increase in wage-related expenses per
employee post.

By analyzing the operating efficiency derived from changesin the banks
size (economies of scale) and changesin operating expenses for agiven size
of bank (X-efficiency), it seemsthat in 2003 most of the banksimproved their
operating efficiency compared with the long-term average (1992-2003). This
improved efficiency isthe result of the extent of this year’s dramatic drop in
expenses per unit (NIS) of output unit in the transition between small and
medium banks. From the X-efficiency ratio it appears that the potential for
saving on operating expenses is very high among the small banks, and low
among the medium and large banks. In 2003 the large banksimproved in this
area, while the small banks deteriorated.
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It should be noted that despite the positive growth ratesin gross domestic
product (GDP) and the State-of-the-Economy (Composite) Index for 2003,
theimproved state of the economy has yet to bereflected in achangein credit
risk in the banking system. As stated above, thisrisk remains high in 2003 as
well: the ratio of problem loans to total credit to the public rose this year to
10.5 percent at the end of the year, compared with 10.1 percent in 2002; the
ratio of nonperforming credit to total credit to the public, which is positively
related to the probability of arisein future loan-loss provision, maintained its
high values and was similar to that in 2002, approximately 2.6 percent. The
ratio of loan-loss provision to total credit to the public did, in fact, drop from
some 1.32 percent in 2002 to some 1.12 percent in 2003, but itisstill considered
high relativeto ratiosin the | sragli banking system at the end of the 1990s and
compared with those in banking systems in advanced economies. Due to the
fall in credit and the positive growth of the GDP, the credit/GDPratio dipped
dlightly this year, amounting to about 1.08 in 2003 compared with the peak
ratio of 1.11in 2002. From along-term perspective, thisratio isstill considered
to be excessive, indicating a high degree of exposure to credit risk. Slight
decreases were also seen in the credit/GDP ratio in most of the principal
industries, but the major ones to which the banking system is exposed still
recorded high ratios. Thus, for example, in the construction and real estate
industry, whichisamajor areaof credit risk for the banking system, the credit/
GDPratio stood at about 4.54 in 2003, similar to theratio in 2002. Anincrease
in credit risk was seen in 2003 in the househol ds sector, which is characterized
by a low credit risk relative to the principal industries, since this sector
demonstrates a high level of securities and alarge number of borrowers with
a low correlation between them. Nevertheless, the continued rise in
unemployment to a peak of 10.9 percent at the end of 2003, together with a
drop in real wages compared with 2002, led to the continued deterioration in
repayment ability among households in 2003. This was reflected by the rise
in the ratio of credit to disposable household income, and by the response of
the banks, which raised the rate of loan-loss provision related to the credit
extended to this sector.

As stated, the increase in the banks' profits and profitability, ongside a
certain stability in bank risks (particularly credit risks) were reflected in the
risk-adjusted return on capital (RAROC) for each one of the five major
banking groups: compared with an average val ue of about —0.38 during 1996-
2002 (i.e., including 2001 and 2002, which were known to be very difficult
yearsfor banking and the economy), theratio rose to 0.49 during 1997-2003.
Nonetheless, this value is still significantly lower than the relatively high
value of 2.36 during the period 1994-2000.
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Thehighlevel of credit risksin 2003 and the two yearsthat preceded it and
the lessons learned from past credit failures, alongside a declared policy by
the banks” managements to improve their capital adequacy, led to adrop in
available bank credit in 2003. Beside areductioninthe supply of credit, demand
for bank credit also declined due to the recession, so that in equilibrium there
wasa 1.3-percent decreasein outstanding bank credit of the five major banking
groups.

Thismanagement policy, along with the sharp improvement in profitability,
contributed towards improving the banks capital adequacy in 2003, and
this sustained the improvement that had already begun in 2002. The risk-
weighted capital ratio for the five major banks rose by about 0.4 percentage
points, and reached 10.3 percent at the end of the year.

With regard to competition in the banking system, the downward trend
that began at the end of the 1990s continued in 2003 as well, as appears from
the continued increase in concentration indices for assets (particularly, credit
to the public) and deposits of the public, and the rise in market power that the
banks exercise over both households and businesses. It is important to
emphasize that market power exercised by banks over householdsis usually
greater than that over businesses, although the gap between them contracted
somewhat during the past year.

Intermsof the competitivethreat to the banking system (contestability),
whichisyet another indicator of the devel opment of competition in thissector,
therewas an increase thisyear, regarding both bank credit and depositsby the
public. There was ashift in demand from bank credit to alternative sources of
credit, in particular to the stock market. The main reason for this shift wasthe
banks' declared policy of credit alocation, but it also derived from the ability
of businesses (and in particular, strong companies) to take advantage of the
stock market boom in 2003, and the drop in yields to maturity on government
bonds, and to increasetheir share offerings. Furthermore, the stricter limitations
on exposure to groups of large borrowers may have also had an effect on the
shift from bank credit towards aternatives. With regard to deposits by the
public, the rise in contestability was reflected in the reduced proportion of
public assets (deposits) in the banks. Thisdecline stemmed from lower interests
ratesoninvestmentsin banks, coupled with increased profitability from stocks
and bonds, in the light of the recovery in the stock market.

The contestability facing the banking system is not focused on credit
substitutes and deposits alone, but can aso be found in spheresrelated to the
banks' stock market activities: portfolio management, consulting, stock
offerings (underwriting) and distribution, managing provident funds and
mutual funds, etc. These activities have an impact on the banks' non-interest
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income. In recent yearsthere have been no financial entitiesthat constituted a
genuine competitive threat to the banks activity in the stock market, and
therefore they remained dominant in this field.

To summarize: in 2003 there was a certain improvement in the financial
stability and robustness of the banks in the banking system, compared with
the difficult years 2001 and 2002. All the same, it is important to note that
during the past two years at least, the financial results of the banking system,
and particularly profits from financial activity, were significantly influenced
by cyclical factors outside the banking system, such as changes in interest
ratesin the economy and stock market activity. Additionally, despitethe decline
in loan-loss provision in 2003 from the peaksiit reached in the last few years,
credit risk still remained high in the banking system. Thisis also reflected in
the composite“Hosen” rating aimed at examining the robustness of the banks,
which was devel oped this year by the Banking Supervision Department. The
rating isprimarily based on financial ratiosthat are essentially objective, with
regard to thefollowing parameters: capital adequacy, quality of assets, quality
of management, profits and profitability, exposure to liquidity risk and the
bank’s sensitivity to market risks. Thisis similar to other indices employed
by supervisory authoritiesin many advanced economies. In 2003 the average
rating for the banks improved, going down to 2.7 from 3.0 for the period
2001-02, which was, as stated above, characterized by a severe economic
recession. The change in the components comprising this rating supports our
analysis of the developments in the banking system cited above, with the
improved rating evident mainly in the categories of capital adequacy, profit
and profitability, while the category of quality of assets (which mainly reflects
credit risk) still shows poor results for amost al of the banks.

The improved performance of the banks in 2003 is aso apparent from
expectations by their shareholders, that is, assessments derived from the stock
market. These assessments were expressed as a continuous rise in the banks
mar ket valueto book valueratio (MV/BV) for each of the five major banks
during 2003. This ratio stood at 0.87 in December 2003 (regarding traded
banks) compared with 0.74 in December of 2002.

1. FINANCIAL RESULTS, RISKSAND CAPITAL ADEQUACY
a. Financial results
Following two difficult yearsin I sragl’ sbanking system (especially 2002), the performance

of thefivemajor banksimproved in 2003. Total profitsamong thefive major banksrose
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dramatically by 200 percent compared with last year, and cameto NIS 3.3 billion (Table
1.2). A sharp rise was also seen in the return on equity (ROE), from 2.8 percent in 2002
to0 8.4 percent thisyear, and there was al so an improvement in the return on assets (ROA),
from 0.1 percent to 0.4 percent (Table 1.1 and Figure 1.1). Although ROE for the five
major banks was high relative to the past two years, it was similar to the average for the
past decade—which was around 8.7 percent, and the ROE rate in the mid-1990s, when
GDPgrew relatively quickly. Although each one of the five major banking groups showed
significant improvements in their ROE this year, there was still a marked degree of
variation between the groups. Leumi had an ROE of 8.6 percent; Hapoalim, 10.6 percent;
Discount, 3.9 percent; Mizrahi, 9.9 percent; and First International, 5.4 percent.

Thisyear'ssignificant rise in profits for the five major banking groups was the result
of two main factors which affected each of them: the sharp rise in profits from financial
activity before loan-loss provision, and the steep drop in loan-loss provision.

The profit from financial activities before loan-loss provision rose this year by
approximately NIS 1.7 billion, following a slight increase last year, and amounted to
NIS 18.5 billion (Table 1.1). The main factor contributing to this year’sincreased profit
fromfinancial activitieswasthebanks' profitsderived from developmentsin bond prices
in the stock market: the profits derived from the revaluation and sale of bonds listed for
trading and from profits from the sale of bonds listed as available for sale and held to
maturity. This profit totaled about NIS 1.0 billion in 2003. In 2002 developments in the

Figure 1.1
After-Tax Return on Equity, the Five Major Banking Groups, 1989-2003
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@ See notes to Tables 3.1 and 3.2.
SOURCE: Published financial statements.
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Figure 1.2

Profit/Loss Deriving from Changes in Bond Prices on the Capital Market
and from Investments in Shares, the Five Major Banking

Groups, 1997-2003
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SOURCE: Published financial statements.

stock market yielded losses totaling NIS 0.3 billion (Figure 1.2). Thus the contribution
of the development in bond pricesto the increasein profits from financial activities was
NIS 1.3 hillion. From the above analysis it seems that the main effect on profit from
financial activities stems from changesin interest rates in the economy, afactor outside
the banking system with cyclical characteristics. Whereasin 2002 interest rates rose and
caused losses from the sale of bonds and the erosion of the value of bond portfolios held
by the banks, in 2003 there was a dramatic drop in interest rates, both short-term (the
Bank of Israel interest rate dropped by 3.9 percentage points, from 9.1 percent to 5.2
percent) and long-term (the real return on government bond yields dropped by some 1.4
percentage points, from 5.7 percent to 4.3 percent), which contributed to profits from
bond sales and an increase in the value of bond portfolios held by the banks. in 2003 the
profits derived from developmentsin the stock market constituted some 17.5 percent of
theregular before-tax profit of the five major banking groups. An estimate of the before-
tax ROE excluding profits derived from the capital market isapproximately 2.6 percentage
pointslower than before-tax ROE including these profits (12 percent versus 14.6 percent
respectively). The remaining increase in profit from financial activity (around NIS 0.4
billion) derived from the banks' increased revenue from classic financia intermediation
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activity and their activity in derivativeinstruments.® These profits cameto someNIS0.9
billion, and were partially offset by areduction (of about NIS 0.5 billion) in other financing
income.

Given the lack of comparative data over time regarding financial margins for the
activities of the banking system, and the need to evaluate the effect of price on income
from financial activity, the behavior of the weighted net interest margin? and the interest
margin in each of the indexation segments (indexed, unindexed and foreign currency) in
2003 isanayzed instead (in Chapter 3). The financial margin reflects the banks' income
from classicfinancia intermediation activities (primarily, attracting depositsand offering
credit), income derived from changes, from the sale and purchase of bonds, and from
revaluating bond portfolios, as well as income from activity relating to derivative
instruments (options, futures transactions, swap transactions, etc.). On the other hand,
theweighted interest margin merely reflectsthe (simple) difference between the weighted
interest on assets (mainly credit) and the weighted interest on sources (mainly deposits
by the public), and therefore, it ignores the effect of changes in interests rates on the
revaluation of bond portfolios, and the contribution of activity in derivative instruments
on bank profitsfrom financia activity. In 2003, the weighted net interest margin increased
by about 0.3 percentage points, to alevel of 2.48 percent, following two consecutive
years of declines (Table 1.2).

The rise in this year’s net interest margin may be attributed to three main factors,
which closely interrelated: 1) The banks' cautious policy in allocating and pricing credit,
particularly against the background of past credit failures. This policy is expressed as a
tightening of the criteriafor extending credit, and a policy of credit allocation aimed at
reducing the level of credit given to the banks more risky clients and/or setting higher
and moreredlitic interest marginsfor them. 2) The banks' declared policy of improving
their capital adequacy.® This policy complies with the credit rationing policy described
above. 3) A sharp risein businessrisk for companiesin the principal industries, given the
severe recession that has plagued the economy for the past three years.

The economic significance of these developments is a drop in the supply of bank
credit, arisein therisk premium charged to credit customers (particularly from the CPI-
indexed segment, Figure 1.3), and arise in the cost to the banks of raising capital.

Thetotal balance-sheet assets of the five major banking groupsincreased this year
at amoderate rate of 1.5 percent compared with 2002, and this led to continued stability
in the balance-sheet/GDP ratio (Figure 1.4). Alongside liabilities, this year there was

! Following implementation of the directives of the Supervisor of Banksregarding derivativeinstruments
as of January 1, 2003, we cannot compare income from derivative instruments and income from classic
activity separately.

2Thevalue of the net interest margin in the scope of financial intermediation activity isabout 60 percent
of the banks' income from financial activity.

3 For further details, see Chapter 4, Section 4.
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Figure 1.3
Risk Premium 6= (R -R,) and the Relative Risk Premium ¢ =R, -R;) /R,
in the CPI-Indexed Segment,? December 1999-December 2003
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@R is the 5-10-year CPl-indexed rate of interest on credit;
R is the yield to maturity on CPI-indexed 5-year government bonds (Galil).

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

relative stability in deposits raised from the public (Table 1.2). On the assets side, there
was amoderate drop of 1.3 percent in outstanding credit to the public (which constitutes
about 68 percent of the total assets). As aresult of this decline in the balance of bank
credit, the banks had surplusfunds. Thesewere directed by the bankstowardsthe purchase
of bonds—particularly unindexed government bonds (Shahar and Gilon). The banks
investment in these bonds came to around NIS 27 billion, an increase of 52 percent
compared with 2002 (Table 3.6). The change in the combination of the banks' uses,
along with sharp dropsin interest rates throughout the economy, acted to increase profits
and thus to boost the value added of the banking system. In 2003 the value-added/GDP
ratio rose to 4.0 percent, from 3.3 percent in 2002 (Figure 1.4). The value added, which
isagenerally accepted index for measuring the output of the banking industry, increased
this year for the first time since 2000 (Table 1.2). As stated, 2001 and 2002 were
characterized by minimal profits and low ROE, and therefore the value added was low
during that period of time as well.

Thetrend towards significant increasesin bank credit over the past decade (an average
rise of 8 percent annually) halted in June 2002. Moreover, for the first time in along
time, the balance of outstanding credit of the five major banking groups declined by 1.3
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percent in 2003 from itslevel in 2002, as Figure 1.4
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totaling approximately NIS 15 hillion in the Central Bureau of Statistics.

2003. Bond offeringsreplaced bank credit,

and thus constituted a major factor in the

lower demand for bank credit from these companies, and the increased contestability
facing the banking system.

During the past two yearsthe share of bank credit in total credit declined significantly.*
Thisdevelopment, known asdisintermediation, was evident mainly in 2003, and indi cates
an increase in contestability (which is an important element in developing competition
in the banking sector) with regard to raising credit between the banking system and
aternative sources of supply® (Figure 1.5). Although this contestability isfar from being
of adequate weight and scope, we may assumethat basic stepsto betaken in thefutureto
improvefinancial and capital markets, particularly those relating to introducing substitute
depositsand credit—such asrepurchase[“ repo” ] agreements, buying/selling short, issuing
commercia paper, encouraging securitization in the various markets—and speeding up

4 For afuller discussion see Chapter 2.

5 Alternatives to bank credit include raising capital from the private sector in Israel and abroad, direct
credit from abroad, financing from venture capital funds and credit from institutional investors (provident
funds, insurance companies and pension funds).
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Figure 1.5

The Difference between the Public’s Assets in the Banks and those not in the
Banks, and the Difference between Bank Credit and Credit from Non-Bank
Sources, 1993-2003
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SOURCE: Return to the Supervisor of Banks, Annual Report of the Commisioner of the Capital Market,
Insurance and Savings, The Tel Aviv Stock Exchange and the Bank of Israel.

the process of issuing corporate bonds, will contribute towards boosting competitionin
the banking industry, to the greater benefit of the public (for amore expanded discussion
of thisissue, see Chapter 2 of this review).

Therewas aso adlight declinethisyear in the share of deposits by the public in banks
within thetotal portfolio of public assets, resulting from the increase in public assets not
held in banks the direct effect of the stock market boom. For example, the real annual
yield of the TA-100 Index rose during the year by more than 60 percent (Figure 1.6), so
that theincrease in public assets derived primarily from the increased val ue of the stocks
held by the public (both in Israel and abroad), and from the rise in the public’s holdings
of negotiable bonds and Treasury bills.

The contestability facing the banking system is not focused only on credit substitutes
and deposits, that is, on net income from interest for classic bank intermediation, but
aso in spheresrelated to the banks' activity in the stock market. These activitiesinclude
trading in stocks for their customers, issuing (underwriting) and distributing stocks in
the primary market, and managing provident funds, education funds and mutual funds,
etc. These activities mainly affect the banks non-interest income. In recent years there

14 BANK OF ISRAEL: BANKING SYSTEM 2003



Figure 1.6
Real Annual Return on the Tel Aviv 100 Index and the General Bond
Index, 1992-2003
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SOURCE: Tel Aviv Stock Exchange and the Bank of Israel Banking Supervision Research Unit.

have been no financia entities that could contest the banks' activities in these spheres
and therefore Isragli banks are dominant in stock market activity (see Chapter 2 of this
review).

Therewasadrop of NIS 1.2 billioninloan-loss provision, following three consecutive
yearsof unprecedented increases: in 2003, loan-1oss provision came about NIS 6.0 billion,
compared with about NIS 7.2 billion and NIS 4.5 billion in 2002 and 2001 respectively
(Table 1.1). In 2003 there was a decline in the loan-loss provision recorded by banks for
some industries in the business sector® for which they had made very high provision in
the past two years. On the other hand, the banks posted arise in loan-loss provision for
the household sector, following the continued deterioration in this sector’s repayment
ability.

Also prominent isthisyear’sNIS 1 billion increase in non-interest income, following
stability inthisareain 2002. Thisrise, offset by thisyear’sincreasein operating expenses
(in the amount of around NIS 0.5 billion), contributed to the increase of NIS 0.5 billion
in before-tax profit for the banking groups.

8 The levels for loan-loss provision are till high, and they are mostly from the business sector—for
details see Chapter 3, Section 2c, B: Analysis of performance by area of activity.
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The improvement in non-interest and other income is the result of several factors:
a) greater income from operating fees and commissions, especialy fees for customers
stock market transactions, which were positively influenced by the stock market boom;
b) increased income from credit cards; ¢) adrop in losses posted by the banking groups
for the sale of stocks available for sale; d) profits posted by most of the banking groups
in their severance-pay funds (compared with the losses recorded last year), due to the
drop in interest rates that led to a higher yield on the bonds held by the funds to cover
their liabilities.

It should be emphasized that non-interest income was also affected to alarge extent
by cyclical factorsoutside the banking system, such as changesin interest rates throughout
the economy, and stock market activity.

Despite this year’srise in operating expenses, employee-rel ated expenses remained
stable, and comprised approximately 61 percent of al operating expenses. This stability
derivesfrom two developmentsthat counterbal anced each another: therisein employee-
related expenses contributed primarily to aNIS 400 million increase (about 6 percent) in
direct salary expenses, and the increase of NIS 255 million in payments for National
Insurance, employers’ tax and wage tax. The rise in direct salary expenses was felt in
each of the banking groups (except for the Discount group), and despite theloss of 1,135
jobs in 2003 compared with 2002. The increase in direct salary expenses was mainly
influenced by therisein real wages asaresult of the impact of negative inflation on the
cost of labor agreementswrittenin nominal terms,” the risein bonuses paid to employees
for improved profitability, and the payment of a COL increment to compensate for the
erosion in last year’'s wages.

Factors tending to reduce employee-related expenses included the NIS 570 million
decreasein expensesfor voluntary early retirement compared with 2002 when they were
exceptionally high—a one-time sum of NIS 950 million (most of which was at the two
largest banks). These excessive costs recorded in 2002 were the result of efficiency
measures the banks had begun to implement three years earlier, and which included,
inter alia, salary cuts, encouragement of early retirement and employee lay-offs.

The sharp rise in hon-interest income, alongside the more moderate rise in operating
expenses, also led to ariseinthe operating cover ager atio, which isdefined astheratio
of non-interest incometo total operating expenses, from 55 percent in 2002 to 60 percent
in 2003. Thisisthe highest operating coverage ratio for the five largest banking groups
since 1995 (Table 1.1).

In order to examine the operating efficiency of the commercial banks Chapter 3 looks
at two components of operating efficiency: efficiency derived from changesin the banks
size (economies of scale), which isreflected by examining the existence of economiesor
diseconomies of scale or constant returns to scale in production; and efficiency derived
from a possible reduction in the bank’ s operating expenses without any changeinitssize
(output), known as X-efficiency. The latter is expressed as the ability of the bank’s

" Compared to the erosion in wages in 2002 due to relatively high inflation.
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management to reduce production expenses (wages, employees, branch cogts, etc.) without
compromising the bank’soutput (that is, it reflectsthe quality of the bank’s management),
based on a comparison between banks of the same size.

A long-term analysis of the returnsto scale showsthat there are economies of scalein
Israel’s banking system® (Figure 3.15, Table 3.17). These economies are expressed as a
decline in average expenditure as we go from small to medium to large banks. Thusin
2003, asinthe past, asharp drop in average expenseis evident in the move from small to
medium banks, and a more moderate drop in the move from medium to large banks. In
order to take into account production costs for the bank’s entire range of activities—
equal to balance-sheet assets and the credit equivalent of its off-bal ance-sheet assets—
total assets were used as a measure of banking output.

From an analysis of the X-efficiency index (Table 3.17) it appears that the potential
for improving operating efficiency isvery high among the small banks, low inthe medium
banksand very low for the group of large banks. Thispotential for improvement indicates
that regarding banks in the group of small banks, the bank with the highest average
operating expense in 2003 would have had to save up to 74 percent on its expensesin
order to be like the most efficient bank in its peer group; in the group of medium banks,
the potential saving cameto 28 percent, and in the group of large banks, the saving was
8 percent.

A look at the performance of the two largest banking groups® by areas of activity, as
analyzed in Chapter 3, shows that despite the high expenses related to managing
households' banking transactions, this sector still made the largest contribution to bank
profits (about 57 percent of the total before-tax profit). This high contribution from the
household sector isadirect result of itsrelatively high proportion in financing and non-
interest income (55 percent), alongside relatively low figures for loan-loss provision—
only 19 percent of total loan-loss provision. Onthe other hand, higher loan-loss provision
for the business sector, which constituted 81 percent of the total provision, is a major
factor in its low (and sometimes, negative) contribution to the banks' profits (Figure
3.12). From the above analysis it would seem that the relative high risk involved in the
banks' activities with commercial firms tips the scales in favor of the relatively high
contribution by households to the banks' before-tax profits.

b. Risks

The financial results, particularly the return on equity (ROE), of the banking system as
described above should be analyzed together with changesin the banks' exposureto the
range of risks—credit risks, market risks, liquidity risks, operational risks, and soon. In

8 We divided the banks into three size groupings: Large banks include banks whose output exceeds NIS
150 billion; medium banks, with an output between NIS 40 and NIS 150 billion; and small banks, with an
output of up to NIS 40 billion.

® Hapoalim and Leumi.
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order to consider a possible link between ROE and risk, we will first look at the main
developmentsin credit risks, market risksand liquidity risks, focusing on several indices
used to asses these risks; we will then turn our attention to analyzing the risk-adjusted
return on capital (RAROC).

1) Credit risk

Credit risk isusually assessed by means of three components—the amount of credit, the
quality of credit, and its concentration. However, in order to examine the total effect of
these components on the bank’s risk we must examine credit risk in terms of its equity,
that is, its capital adequacy, and thuswe can takeinto account the bank’ s attitude towards
the full range of risks.

The amount of credit given to the public by the five major banking groups dropped
in 2003 by around 1.3 percent, and stood at the end of the year at some NIS 535 hillion.
This follows a dlight 1.6 percent rise in 2002, and an average, long-term increase of
around 11.2 percent from 1994 to 2001. This development led to the first decline, abeit
it avery small one, in adecade in the share of credit in total assets of the banking groups,
from about 69.6 percent in 2002 to about 68.7 percent in 2003 (Figure 4.11).

The quality of credit is usually measured by three indices: the credit to GDP ratio,
the ratio of loan-loss provision to credit to the public, and the share of nonperforming
credit in total credit and the share of problem loans in the total credit to the public.®®
Analyzing these indices indicates that the credit risk in the five mgjor banking groups
remains high in 2003.

Theratio of problem loansto thetotal credit at the group’s responsibility rose slightly
in 2003, and came to about 10.5 percent at the end of the year, compared with 10.1
percent, 9 percent and 7 percent in 2002, 2001 and 2000 respectively (Table 1.3). The
ratio of nonperforming credit to total credit at the group’s responsibility maintained the
high levels evident in 2002, and amounted to about 2.6 percent—one percentage point
higher than the average ratio for the period of 1998-2000 (Table 1.3). Although the
remaining quality-of-credit indicatorsimproved dlightly in 2003, they are still significantly
higher than at the end of the 1990s: theratio of loan-loss provision to credit to the public
dropped from about 1.32 in 2002 to about 1.12 in 2003, but it is still higher than the
ratios at the end of the 1990s (Table 1.3 and Figure 1.7). The ratio of credit" to GDP
edged downward thisyear for thefirst timein adecade (during which timeit had climbed
steadily), and cameto 1.08 in 2003, compared with the peak of 1.11in 2002 (Figure 1.4).
It should be noted that in spite of the positive growth in GDPin 2003 (anincrease of 1.3
percent inthe GDP for 2003 compared with declines of about 0.9 percent and 0.8 percent
in 2001 and 2002 respectively—Figure 1.7), the economic improvement has yet to be
reflected as changes in credit risk in the banking system as described above.

0 Devel opmentsin these indices and explanation of their significance can be found in Chapter 4—Risks.
1 Balance-sheet credit only.
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Figure 1.7

Annual Changes of GDP and the Ratio of Loan-loss Provision to the
Balance of Credit to the Public in the Five Major Banking

Groups, 1993-2003 (percent)
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SOURCE: Central Bureau of Statistics, published financial statements, and Bank of Israel Banking
Supervision Research Unit.

Ananalysis of the quality of credit by industry shows the following developments:
inthe construction and real estateindustry, theratio of credit to industry output maintained
the high values seen in 2002 and ended the year at around 4.54 (Figure 1.8 and Table
4.4).2 Theratio of problem loansto total credit in the construction and real estate industry
rose from around 11.9 percent in 2002 to around 13.0 percent in 2003 (Table 4.3). The

2Theratio of credit to output in the construction and real estateindustry is higher than theratiosin other
principal industries because in thisindustry there is no compatibility between those giving credit and those
providing the output. Thus, for example, activity involving extending credit to a customer for the purchase
of an industrial or commercial property (which has already been built) for the purpose of hisleasing it to a
third party will be significantly reflected in the credit data for the construction and real estate industry over
the purchase period at the full value of the credit taken, but will not be reflected asasignificant changein the
industry’s output data. In the light of this, caution must be exercised when considering changes over timein
theratio of credit to output for the construction and real estate industry.
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Figure 1.8
Ratio of Credit to Industry Output in Selected Industries and the Ratio of
Credit to Disposable Income in the Household Segment, the Five Major
Banking Goups, 1997-2003
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ratio of loan-lossprovisionto total credit for theindustry maintained the values prevailing
in 2002, and cameto 0.95 percent, despite the sharp drop in loan-loss provision of about
NIS 1.2 billion by the banksthroughout the banking system in 2003. These devel opments
show that the construction and real estateindustry remainsakey credit risk to the banking
system.

In the other industries there were also minor dips in some of the quality-of-credit
indices, but from along-term perspective these values remain high. Thus, for example,
inthehotel and catering industry theratio of credit to industry output for 2003, and for
the two previous years, was nearly 2.0, and the ratio of problem loansto total credit rose
from about 37.5 percent in 2002 to about 39.5 percent in 2003. These valuesindicate that
from along-term perspective and compared with other industries, the repayment ability
for thisindustry was relatively low. The high credit risk in this industry in the last two
years was also expressed by high loan-loss provision, despite the industry’s relatively
low share of total credit in the banking system (Tables 4.3 and 4.4). In 2003, the ratio of
loan-lossprovisionto total credit cameto about 3 percent. Inthe manufacturingindustry
there was a slight declinein theratio of credit to industry output, from 1.44 to 1.37, the
result of adrop in credit to thisindustry (-4.7 percent) and stability inindustry activity in
2003 (a decline of some 0.3 percent in industry output). The ratio of problem loans to
total credit in this sector rose about one percentage point, and stood at 10.5 percent for
2003. In the communication and computer services industry there was a more
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significant drop in the credit/industry-output ratio, from approximately 1.04 in 2002 to
approximately 0.83 in 2003, the result of a sharp drop in 2003 in credit to the industry
(—16.2 percent), coupled with arise in industry output (4.6 percent). There was also a
declineintheratio of problem loansto total credit for the industry, which came to about
18.7 percent in 2003 (most of the drop in problem loans can be attributed to the change
in designation of the credit given to Bezeq in the amount of NIS 2.5 hillion, from credit
to the public to securities). Theratio of loan-loss provision to total credit in the industry,
cameto some 1.83 percent in 2003. Thesevaluesare still high relativeto other industries,
and indicate that the credit risk for this sector remainsrelatively high. In the households
sector, the ratio of credit to disposable income rose (Figure 1.8) as a result of lower
saary levelsin 2003 compared with 2002 and a concomitant risein credit for this sector.
The annual ratio of loan-loss provision to total credit in this sector rose for thefirst time
since the recession that started at the end of 2000, from about 0.29 percent in 2002 to
about 0.4 percent in 2003 (Table 4.3). Despite the rise in this ratio, which indicates
increased credit risk for the household sector, this sector is still characterized by a low
credit risk relative to the credit risk in the principal industries. Thisis because the level
of collateral against credit extended to householdsisrelatively high, and this sector has
agreater number of borrowers with alow correlation between them, so the risk is more
evenly distributed.

A look at concentration of credit to the public by industry, which is measured
using the H index,*® indicates stability in recent years (Table 1.3). Since the number of
industriesin the economy has not changed, we may attribute the stability of thisindex to
the stability in the distribution of credit among market segments by industry, by the
entire system, and by bank.

Concentration of credit by sizeof borrower improved dightly in 2003, asisreflected
inthedropinthe Gini index (Table 1.3). Therewasasdlight improvement in concentration
of credit among large borrowers. The share of credit extended to borrowers whose
indebtedness exceeds NIS 35 million declined among the five banking groups and came
to around 46.3 percent in 2003, compared with 47.5 percent in 2002 (Table 1.3). The
share of credit extended to borrowers whose indebtedness exceeds more than 5 percent
of the group’s equity** dropped in each of the five banking groups in 2003 (Table 4.9).
The improvement, albeit dight, in the concentration of credit by size of borrower, and
particularly the concentration among large borrowers, indicates the caution that banks
exercised thisyear in extending credit. This would also seem to indicate that the banks
managements are taking steps to implement the changes in proper banking procedures
asregards restricting the indebtedness of a single borrower and a group of borrowers, as
published by the Supervisor of Banksat the end of 2003 (Directive No. 313). Nevertheless,
Israel’s bank credit portfolio is still characterized by a high concentration of borrowers:

1% For a definition of thisindex and its components see Chapter 4.
¥ |n addition to minority shareholders.
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alimited number of large borrowers account for most of the activities in the economy
and the receive credit from arelatively small number of banks. Thus, in 2003, 1 percent
of the borrowers received about 70 percent of the credit from the banking system, and
the largest sixteen borrowers received approximately NIS 24.8 billion, an average of
NIS 1.6 billion per borrower. The share of indebtedness of the largest six groups of
borrowers in total credit®® and the capital base of the banking system stood in 2003 at
about 10.1 percent and 122.8 percent respectively.

To sum up, the changes in the indices of quality of credit and concentration in the
credit portfolio, as reviewed above, indicate that the credit risk to the banking system
was dtill relatively high in 2003, in spite of signs of improved economic activity that
were aready visiblein the second half of the year. We may surmise that if the economy
continues along a path of continued growth in the future, then the credit risk to the
systemwill continue to drop. At this point in time, it would seem that the relatively high
rates of problem loans and nonperforming credit posted in 2003 will be reflected in
relatively high loan-loss provision in the near future as well.

2) Market risks

Total market risksfor the banking groups, and interest risk in particular, increased in the
last few years although their level is quite low and their share in total risk is relatively
small: in 2003 this was only about 1.7 percent. In terms of minimum capital ratio, the
contribution of market risks to the credit risk is also minor and stands at around 0.15 of
a percentage point only (out of atotal of 10.3 percent in 2003).

Exposureto interest-rateriskisexamined in thisreview using the Value at Risk (VaR)
index, which reflects a bank’s maximum expected loss for a given planning horizon and
with agiven level of probability (usually 99 percent). See Chapter 4 for further detailson
this topic. The total value at interest-rate risk for the three indexation segments rose in
2003 for most of the major banking groups, amounting to about NIS 3.8 billion, compared
with NIS 2.7 billion in 2002. All of the banking groups were exposed to higher interest
rates in the three indexation segments. This derives from the fact that the duration of
their assetsis higher than the duration of the liabilities in each indexation segment.

The value at interest-rate risk ranged between 7.3 percent of the net worth (some 6.6
percent of equity) for the Hapoalim group, about NIS 1 billion, to 88.7 percent of the net
worth (some 15.4 percent of equity) for the First International group, about NIS 560
million (Table 4.11).

With regard to indexation-base risks (inflation and exchange rate risks)—the total
VaR (in absolute value and as a percentage of net worth) rosein 2003 in the Discount and
the Hapoalim groups. Therewasalso adlight risein VaR in the First International group.
The other groups showed adeclinein VaR.

%5 Including off-balance-sheet items.
16 Based on data reported to the Supervisor of Banks.
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3) Liquidity risk

Liquidity risk isexamined in thisreview in two stages: in thefirst stage, welooked at the
degree to which the banks are exposed to withdrawals (net) from their liquid liabilities
(withdrawals from current-account deposits or SROs), and from unexpected usage of
credit lines by businesses and households. In the second stage, we estimated the banks
ability to cope with these withdrawal s (net) through active asset management, that is, by
sdlling off assets with a high liquidity. These examinations were conducted for the five
largest banking groups for the unindexed and foreign currency segments which, due to
the structure of their assets and liabilities, are particularly exposed to liquidity risk in
these segments.

We estimated this exposure using the VaR index, and as opposed to market risks we
defined thisas Liquidity at Risk (LaR).

We found that in 2003 the sum of liquid assets in the unindexed segment and the
foreign currency segment for each of the five major banking groups was higher than the
LaR (Table 4.14). Thisfinding indicates that the banks were able to cope with liquidity
risk in these segments through active asset management.

c. Capital adequacy

Asisgenerally known, capital adequacy isan expression of how the banks' management
react to the broad range of risks to which they are exposed. This is because a bank’s
capital servesasacushion to absorb losses should theserisksberedlized. Capital adequacy
ispresently calculated in accordance with the recommendations of the Basel Committee,
and includes the alocation of assets against credit risks (published in July 1988), and
allocation of assets against market risks (published in January 1996)—hereafter referred
to as Basel I. In June 2004, the Basel Committee issued the final copy of its new
recommendations, referred to hereafter as Basel 11, which includes significant
improvements in calculating allocation of capital against credit risk (mainly, through
closer matching of risk and the capital allocated against it), and for the first time, it also
includes recommendations for allocating capital against operational risks. With regard
to credit risks, Basel |1 recommends using one of two approaches for alocating capital:
a) the standard approach, which includes expansion of the credit risk coefficients (from
0 percent through 100 percent as currently exists under Basel |, to O percent through 150
percent under the new provisions of Basel 1), whilerelying upon company credit ratings
made by external rating firms. b) The internal-rating-based approach (IRB), according
to which banksuseinternal systemsto assess credit risks, based oninternal credit ratings
and advanced models. The new provisions are expected to improve the attitude of the
banks' managements towards risks (in other words, better and more professiona risk
management than in the past), thereby enhancing the robustness of the banks and the
stability of the entire banking system.

In 2003 the capital/risk-weighted-assets ratio rose for the five largest banking groups
by about 0.4 percentage points, from around 9.9 percent to around 10.3 percent. It seems
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that thisimprovement is derived from two factors that acted simultaneously: the lack of
any changein risk-weighted-assets due to reduced credit to the public (-1.3 percent), and
therisein the capital base (4.5 percent), in particularly, for thefirst timein severa years,
ariseinTier 1 capital. Theincreasein Tier 1 capital and itsratio to risk-weighted-assets
(6.91 percent) arises mainly from the banking groups’ increased profits, since they made
no new stock issues in 2003, and the dividend distributed this year by the Leumi and
Hapoalim groups totaling NIS 792 million had a relatively low impact on the capital/
risk-weighted-assets ratio (some 0.13 percentage points). In 2003, the growth of Tier 2
capital, reflecting the less stable part of capital, was halted for the first time and stood at
about 3.52 percent, similar to the ratio in 2002. This devel opment was due to the halt in
2003, for thefirst time, in the rise in subordinated notes, and the reduction in their share
of Tier 1 capital from 46.6 percent in 2002 to 44.8 percent in 2003. In some banking
groups, however, this ratio is approaching the permitted maximum (i.e., 50 percent of
Tier 1 capita).

To summarize, the improved capital/risk-weighted-assets ratio in 2003, which took
place against the background of early signsof economic recovery, raised the safety margin
of the capital ratios beyond the required 9 percent minimum, and this will allow the
banks to once again increase the amount of credit extended to the public in the future,
thereby contributing towards helping the economy out of the recession. Nonetheless, it
is important to remember that the capital/risk-weighted-assets ratio in Isragl’s banking
system is gtill low relative to that of other western banking systems—10.3 percent
compared with over 11 percent respectively.

d. Risk-adjusted return on capital (RAROC), 1997-2003

Asstated above, thereturn on equity (ROE) for the five largest banking groupsincreased
to 8.4 percent in 2003 from 2.8 percent in 2002, following two consecutive years during
which the ROE had declined. As may be recalled, 2001-2002 were very difficult years
for the banking system, following several years of two-digit ROE figures.

Given the sharp increase in profitsin the banking system, which was accompanied by
acertain decline in bank risks, the system’s profits must be adjusted, once again, to the
risks. Thisisdone by analyzing the changesin Risk-Adjusted Return on Capital (RAROC)
for the past severa years.

Inits broad definition, RAROC relates expected surplus income (income above risk-
free return)—i.e., the risk premium—to risk.

By comparing the change in RAROC over time and between the different banking
groups, it can be seen that 2001 and 2002 were, in fact, poor yearsintermsof performance
for each of the five largest banking groups. Following improved profits and ROE in all
the banking groups in 2003, the RAROC indices also improved for al of the banks for
the period 1997-2003 compared with the period 1996-2002. Particularly prominent
improvements were posted by the two largest banking groups, Hapoalim and Leumi:
from (-0.25) to 0.84, and from (-0.25) to 0.43 respectively (Table 1.4 and Figure 1.9).
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Table 1.4
RAROC According to Variance-Covariance M ethod 2 by Banks and Activity
Segment,® 1997—2003

Total
First banking
Hapoaim  Leumi Discount ~ Mizrahi International system

a. Commercial banking 0.73 0.39 -0.01 0.59 -0.28 0.39
(34.6%) (39.4%) (44.9%) (32.3%) (72.6%)  (40.7%)

Mortgage banks 0.28 0.29 -0.19 1.32 0.74 053
(7.8%)  (9.2%) (81%)  (482%)  (12.8%)  (12.0%)

Overseas offices -0.07 0.00 -0.38 0.03 0.25 -0.12
(85%)  (21.2%)  (35.8%)  (5.9%)  (135%)  (17.1%)

Finance companies® 0.33 0.02 -0.77 -0.17 -0.06 0.25
(24.7%) (12.6%) (3.9%) (10.5%) (3.1%) (14.4%)

Credit card companies 222 -0.02 0.27 -0.37 0.01 0.40
(1.6%) (2.0%) (2.0%) (0.4%) (0.2%) (1.6%)

Nonfinancial and
insurance companies 0.72 0.70 0.83

(12._9%) (5.8%) (1.9%) (0.1%) (0.5%) (6.6%)

Other (non-major)
companies -0.04 0.22 0.91 1.02 1.08 0.07
(9.9%) (9.8%) (3.4%) (2.7%) (4.6%) (7.8%)

b. Total activity of the
banking groups

19942000 R =548 215 1.53 ~1.01 1.31 1.67 2.36

19962002 R, =517 025 -0.25 -055 0.60 -0.69 -0.38

199720038 R/ =485 084 0.43 022 0.89 -0.19 0.49
ROE-R

2Variance-covariance method: ~ RAROC = ,
where 233* OROE

R; - Risk - free interest; yield to maturity of CPl-indexed 10-year government bonds (Galil).

ROE - Return on equity in the last determining year.

O o - Standard deviation of the ROE over the relevant period.
b Figuresin parentheses beneath RAROC indices are the share of investment in the activity as percentage of equity
over the relevant period.
¢ Including holding and investment companies, leasing companies, and financial holding companies.
SOURCE: Published financia reports.

The performances of the Mizrahi group and Hapoalim group were the best in the
banking system in the period 1997-2003, while Discount and First International posted
the worst performance.
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Figure 1.9

Risk Adjusted Return on Equity (ROE), The Five Major Banking Groups
vis-a-vis the Total Banking System, 1997-2003
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R; - Risk-free interest; yield to maturity of CPl-indexed 10-year government bonds (Galil).
ROE - Yield to maturity in the last determining year.
ORrok - Standard deviation of the ROE over the relevant period.

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

To sum up, an analysis of the performance of the five largest banking groups, both as
a cross-section and over time, shows differences—at times, significant differences—
between their performances. These may be the result of the choice of investment (the
rate of investment in aparticular activity), and the quality of management over time. The
deterioration in the performances of the banking groups during 2001-2002 compared
with most of the 1990s is notable, as is their improved performance in 2003 deriving
from their increased profits and the halt in therise in risks.

2. MARKET-TO-BOOK RATIO OF BANK SHARES
In order to examine how changes in the banks' performance are reflected in the

expectations of their shareholders, and how market disciplineisimposed, it is customary
to examine changes in the ratio between the banks' market value (MV) and their book
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vaue (BV), i.e.,, MV/BV.Y Inthelight of the privatization and liberalization processes,
there has been increased use of the information available in the financial markets. This
information, which has recently become even more relevant, allows analysts to assess
the stability of companies, including commercial banks. Thistrend towardstheincreased
use of market data complies with the recommendations made by the Basel Committee,
initsprovisions dated April 2003 (Basdl 111), for more transparency and due disclosure.
Thiswas aimed towards improving the ability to assess the stability and strength of the
banks, and thus to boost market discipline as a supervisory mechanism, along with
institutional oversight.

The market-to-book ratio indicates the degree of adjustment of the market value of
the bank’s equity, as assessed by investors, to the book value of its equity. When this
ratio is greater than one, this means that investors assess the bank’s value to be higher
than its balance-sheet value, and this reflects the opinion regarding the bank’s higher
potential (high return and/or low risk). When the ratio is less than one, this means that
investors consider the book value to be an overestimation of the net worth of the bank’s
equity (low return and/or low risk).

Figure 1.9a depicts the change in the market-to-book ratio in the five major Isragli
banking groups for the period from December 1993 to March 2004. At the same time,
this can be compared with parallel changesin theratio of thetotal shares excluding bank
shares traded on the Tel Aviv Stock Exchange (Figure 1.9b).

The following main findings can be seen from the changes in these ratios during the

period under discussion:
1. From January 2000 to December 2002 the MV/BYV ratios of the five largest banks
(Hapoalim, Leumi, Discount, First International and Mizrahi) were declining. At theend
of 2000, the mean ratio of these banks had crossed the value of 1, and this was after
many years during which the ratio had stabilized around the value of 1. In December
2002, the mean ratio for the banks had reached 0.74. Based on the sharp decline during
those years, the market had assessed that the performance of the banking groups had
deteriorated, and on the basis of the low values prevailing during this period the market
did not expect their performance to improve.

In contrast, beginning in 2003 investors felt that a significant improvement could be
expected in the banks’ performance in the near future. These expectations were realized
concomitantly with publication of the banks' highly positive resultsfor Q2 and Q3, and
for the end of 2003. These expectations for improved performance were expressed as a

7 Thisis known as the market-to-book ratio, and is calculated as %E where MV, is the market value

of the shares and options of bank i. The market value of any company isdefi ned asthevalue of its sharesand
optionsregistered for trading (excluding convertible bonds). Market value includes shares not registered for
trading, which are valued according to the market price of traded shares.

BV, is the balance-sheet value of equity, including paid-up share capital, reserves and surplus of bank i.
For further discussion see: David Ruthenberg and Shaul Perl: Market-to-Book Ratio of Bank Shares in
Israel. Research Unit of the Supervisor of Banks, Bank of Israel, Working Papers, Second Edition, June
2004 (Hebrew).
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Figure 1.9a

Ratio of Market Value to Book Value (MV/BYV) of the Five Major Banks,
December 2003—March 2004
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Figure 1.9b

Ratio of Market Value to Book Value (MV/BYV) of all Commercial Banks
and of the Stock Exchange excluding the Banks,

December 1993—March 2004
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Figure 1.9¢
Return on Equity (ROE) and the MV/BV Ratio of the Commercial Banks,
December 1993—March 2004 (percent)
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continuous rise in the MV/BYV ratio for all of the banks during 2003, and in December
2003 theratio stood at 0.87 (for the entire banking system), and even continued to riseto
alevel of 0.89in March 2004.
2. A comparison of the MV/BV ratios for all of the commercial banks and for the total
stock exchange excluding the banks reveal s that throughout the entire period (December
1993 to March 2004) the MV/BYV ratiosfor the commercial bankswere characterized by
lower expectation and standard deviation than those of other shares on the stock exchange
(0.97 and 0.22 respectively for the banks, compared with 1.77 and 0.48 respectively for
other shares) (Figure 1.9b). Thisfinding may indicate that in general, investing in bank
shareswas considered to be more conservative than investing in other shares. Furthermore,
the fact that the MV/BV ratios for the banking groups had hovered near 1 for so long
could be an indication of the impact of the banking arrangement (imposed by the
Supervisor of Banks), whichisquite strict and requiresdue disclosure (full transparency).
To illustrate this, we examined the connection between the MV/BV ratio of the five
commercia banks, and their cumulative return on equity (ROE) during the past decade
(Figure 1.9c¢), and the relationship between the MV/BYV ratio and credit risk (measured
by theratio of credit to GDP ratio and the ratio of loan-loss provision to credit) (Figures
1.10a and 1.10b). As expected, for more than an entire decade the MV/BV ratio and
ROE were positively correlated. In addition, in can be seen that the MV/BV ratio in
recent years was, in fact, negatively affected by the banks' exposure to credit risk, as
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would have been expected. Thus, as the credit/loan-loss provision ratio and the credit/
GDPratiorose, theMV/BV ratio declined dramatically. Thismeansthat investors correctly
assessed the impact of the severe recession on the banks' exposure to credit risk, and
thus—on their net worth. This correlation is based on the expected negative correlation
between MV/BV and the rate of return the investor requiresfor his shares—aratethat is
affected, as stated above, by the firm'srisk.

Figure 1.10a

Ratio of Loan-Loss Provision to Credit in the Banking System and the
(MV/BV), Ratio in all the Commercial Banks,

December 2003—March 2004
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Figure 1.10b

Credit/GDP Ratio in the Five Major Banking Groups vis-a-vis the
(MV/BV), Ratio in all the Commercial Banks,

December 1993—March 2004
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Box 1.1
‘Hosen’—A Composite M easurefor Rating the Strength and Robustness
of Banksin Israel

The Research Unit of the Supervisor of Banks has developed, for the first
time in Israel, a composite rating for banks that assesses their strength and
financial robustness—hereinafter, the“Hosen” rating.! Thisrating enablesus
to assess and compare the banks' performance at aparticular point intime, as
well as over time, based on a broad range of components, using a composite
score ranging from 1 to 5, where 1 is the highest score (“a bank sound in
every respect”) and 5 is the lowest score (“a bank that exhibits extremely
unsafe or unsound practices or conditions’). Thisrating isbased on six main
categories: capital adequacy (C); quality of assets (A); quality of management
(M); profitsand profitability (E); exposureto liquidity risk (L); and sensitivity
to market risk (S). Thus, it is essentialy similar to indices that have been
developed and are in use by numerous supervisory authorities in western
countries (USA, Italy, France, the Netherlands, etc.). For each main category
in the “Hosen” rating, sub-categories that consist of various financial ratios
were examined. Intotal, researchersused 25 such financial ratios. Theseratios
are primarily based on objective assessments, in other words, the rating was
mainly based on data from the financial statements published by the banks;
and with regard to the quality of management, only partially based on
subjective assessments made by experts in the Banking Supervision
Department. It is important to note that the final score is based on specific
welghts assigned to each main category and sub-category, and these weights
are determined subjectively by the researchers.

The index was calculated for all banking institutions that existed within
the system in each year between 2000-2003. The “Hosen” rating will serve
the Supervisor of Banks as a tool to monitor the strength and robustness of
the banks over time, and to identify banks that exhibit signs of weakness.
This will help define priorities in the Supervisor’s treatment of the banking
institutions. Once the index has met accepted statistical tests and has proven
itself to be auseful supervisory tool for assessing the banks’ strength, it could
serve asameansfor estimating deposit-insurance premiums adjusted for risk,
that isif a deposit-insurance schemeisimplemented in Israel in the future.

A comparison of the banks' scores over time shows that in 2001 and 2002,
years that were characterized by deep economic recession (an average drop

1Yaron Fishman and David Ruthenberg, “ ‘Hosen'—A Composite Measure for Rating the
Srength and Robustness of Banksin Israel,” Bank of |sragl Banking Supervision Department,
Research Unit Working Paper 01.05 (January 2005).
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in GDP of about 0.8 percent for this period), most of the banks received scores
that were much worse than in 2000, which was characterized by relatively
high growth ratesin GDP (7.6 percent). In 2003, a period in which there was
a certain improvement in the economy (a growth rate of 1.3 percent in the
GDP), there has been a concomitant improvement in the average scores for
the banking institutions, to alevel similar to that in 2000 (see the table at the
end of this box).

It should be noted that theimproved scoresin 2003 centered on the category
of capital adequacy (C), and the category of profits and profitability (E), as
reflected inthe sharp risein ROE, ROA, RAROC for all banksin the banking
systems. In contrast with this, the category of quality of assets (A) still shows
low scoresfor amost all of the banks—aresult indicating that credit risk (the
main component of thiscategory) in the banking system remains highin 2003.

It is important to emphasize that the results obtained with the “Hosen”
index and the changesin scores over time correspond with the banking system
performance analysis for 2003, and the long-term perspective as presented in
thisreview.

“Hosen” Ratings of Banking Institutionsin Israel, 2000-2003
(weighted averages for the entire banking system)

2000 2001 2002 2003
Average rating 2.77 2.99 2.96 2.70
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